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ties distributed to the partner by the partory Affairs, Washington, DC 20503. caused by section 732(c) still may occur.
nership under section 732(c), and the Books or records relating to these colAccordingly, the rule contained in

computation of a partner’s proportionatéections of information must be retaineds1.732-1(d)(4), which requires the
share of the adjusted basis of depreciabigs long as their contents may become mayandatory application of section 732(d)
property (or depreciable real property}erial in the administration of any internaliy certain cases, remains in effect.

under section 1017. The changes will afkevenue law. Generally, tax returns and
fect partnerships and partners where thetex return information are confidential, ag
are transfers of partnership interests, digequired by 26 U.S.C. 6103.

(b) Statement required by partnership.
ecause partners, rather than partner:

tributions of property, or elections under ships, are required to report basis adjust
sections 108(b)(5) or (c). In addition, the ments under section 732(d), the final reg-
final regulations under section 732(c) reBackground ulations require partnerships to provide
flect changes to the law made by the Tax- _ . . transferees with such information as is
payer Relief Act of 1997. This document (a) revises 881.743-100q5ary for the transferees properly tc

ancsL7SSSH o e income Tax Regula(':ompute basis adjustments made unde

DATES: Effective DatesThese regula- .
tions (26 CFR part 1), and (b) ar‘nendgection 732(d). This information must be

tA'O”SI.arebﬁ'.c:ecgvi pichember 15, llf.gg' §§1.732-1, 1.732-2, 1.734-1, 1.751-1;°0101 5 f -
pplicability Date: These regulations ; 70, 1 an4'§1.1017-1 of the Income TaRrovided if a transferee notifies a partn_er-
apply'to .tran.sfers of pe}rtnershlp 'nterEStﬁeguIations. ship that it plans to make the election
22%3;'[1211'['1%%5900%f”ng on or after De-  J January 29, 1998, proposed reguldinder section 732(d) or if a partnership
: - tions (REG 209682-94) were published irfnakes a distribution subject to the manda:-
FOR FURTHER INFORMATION CON- : t licati f tion 732(d

TACT: Matthew Lav. (202 622.3050,  [N€ Federal Register(63 FR 4408). tory application of section (d).
: Matthew Lay, (202) ) ~* Written comments were received in re- (c) Effective date. One commentator
SUPPLEMENTARY INFORMATION: sponse to the notice of proposed rulemalasked for clarification regarding the appli-

Paperwork Reduction Act ing. I'Onhe sp_eak?]r ;I)rovided testimony at gation of the final regulations to section
public hearing held on September 10732(d) adjustments. If section 732(d) ap-
The collections of information in these1998. plies to a distribution, it is necessary to

final regulations have been reviewed and Af';er t%onsiderati%n of aI”che Comd' calculate the basis adjustments which
approved by th©ffice of Management MeNLS, th€ proposed regulations undef, ;14 have been required under section
and Budgetin accordance with the Pa-sections 732, 734, 743, 751, 755, an : n red - -
k Reduction Act (44 U.S.C. 3507)L017 are adopted, as revised by this Trea-43(b) If a section 754 election were in
perwor .S.C. , L
Under control number 1545-1588.  Resury Decision. effect for the partnership in the taxable

sponses to these collections of informas year in which the partnership interest was
tion are mandatory for partnerships th%xplanation of Revisions and transferred to the partner. In calculating

have made an election under section 7524mmary of Contents tr;]eselzdbasisl atijusft.melnts, tf|1e.partnerdshi[
and for which a section 743 transfer ha e should apply the final regulations under
been made, and for partnerships whic .Basis in Distributed I_Drop.)erty ) section 743 and 755 if the distribution to
distribute property in a transaction subject (@) Manda.tory application of sectionyhich section 732(d) applies occurs after
to section 732(d). 732(d). Section 1.732-1(d)(4) of the curpecember 15, 1999.

An agency may not conduct or sponsof €Nt regulations requires transferees % gasis Adjustments Under Section
and a person is not required to respond t8PPly the special basis rule in certaifyg3(p)
a collection of information unless the col-cases. In the preamble to the proposed 5y coordination with section 704(c).
lection of information displays a valid regulations, the IRS and the Treasury D&yhere a partnership adopts the remedia
control number assigned by ttéfice of partment requested comments on thg|ocation method, the proposed regula-
Management and Budget proper scope of section 732(d), andions provide that the section 704(c) built-

The estimated annual burden per respecifically, under what circumstances, ifn gain portion of a basis adjustment
spondent varies from 1 hour to 300 hourgny, the Secretary should continue to exsnder section 743(b) shall be recovered
depending on the individual circum-gcise his authority to mandate the applPver the remaining cost recovery period
stances, with an estimated average of &yion of section 732(d) to a transferedOr the section 704(c) built-in gain. Some
hours. _ Several commentators suggested that tf@Mmmentators suggested that the final

.Comments concerning the accuracy %andatory application of section 732(d¥egulat|ons.should prow.de. thls_treatment
this burden estimate and suggestions for . ar the section 704(c) built-in gain portion

. . no longer should be required, because th )

reducing this burden should be sent to th% ) of the adjustment regardless of the
Internal Revenue ServiceAttn: IRS Re- changes ma(_je to section 732(C)_ by thr%ethod elected by the partnership for al-
ports Clearance Officer, OP:FS:FP, Washlaxpayer Relief Act of 1997, Public Law|qcating section 704(c) built-in gain and
ington, DC 20224, and to theffice of 105-34, 111 Stat. 788, 945-46 (1997)0ss. The IRS and the Treasury Depart-
Management and Budget Attn: Desk Mmake the distortions targeted by the regiynent continue to believe that, except for
Officer for the Department of the Treadations less likely to occur. However,partnerships which adopt the remedial al-
sury, Office of Information and Regula-other commentators noted that distortioncation method, it is appropriate for sec-



tions 704(c) and 743(b) to operate indednder §1.704-3, even where it is not reagerjury, and require the transferee to pro:
pendently. Accordingly, this change hady apparent at the time the property ivide the amount of any liabilities assumed
not been adopted. contributed that the ceiling rule will beor taken subject to by the transferee, an
In the preamble to the proposed reg,."e{-;:,pplicable. any other information necessary for the
tions, comments were requested concern- (0) Previously taxed capital. One compartnership to compute the transferee’:
ing the application of the remedial allocamentator suggested that the second sepasis in the partnership interest. In orde
tion method to contributed propertytence in proposed §1.743-1(d)(2), relatintp assist the partnership in properly calcu:
where there are no distortions caused B9 the correlation between a partner’s inkating depreciation and amortization de-
the ceiling rule at the time the propertyerest in previously taxed capital and thductions which may be subject to anti-
was contributed to the partnership. EveRartnership’s capital accounts, is redurehurning provisions, the regulations
if it is not clear that the ceiling rule will dant and should be deleted. This suggetsquire the transferee to describe its rela
apply at the time the property is conlion has been adopted; however, no subionship, if any, to the transferor. Finally,
tributed because the adjusted basis of tigéantive change is intended by théhe statement required by a transferee th:
contributed property is sufficient so thagdeletion. acquires an interest by death must includ
the non-contributing partners will be allo- (c) Common basis election. Somédhe date of the decedent’s death.
cated their appropriate share of deprecigommentators suggested that the provi- One commentator suggested that the
tion or amortization attributable to thesion in the proposed regulations that pestatement required by a transferee that a
property, the partnership’s adoption of th&nitted the partners to elect to apply negauires a partnership interest by sale or ex
remedial method still may be relevant duéive basis adjustments under sectionhange should be provided within 30 day:s
to allocations resulting from a subsequent43(b) to the partnership’s common basief the sale or exchange, regardless o
disposition of the property. For instanceshould be deleted. The commentators awhether or not the transfer occurs at the
suppose that partners Aand B form a pargued that the provision was contrary t@nd of the calendar year. This change ha
nership and agree that each partner will Bbe purpose of section 743(b), because lieen adopted.
allocated a 50 percent share of all partnepermitted basis adjustments under section One commentator suggested that refer
ship items, and that the partnership wilF43(b) to affect nontransferring partnersences to the tax matters partner in 81.742
make allocations under section 704(cyhe commentators also argued that thHk) of the proposed regulations (regard-
using the traditional method. A con-provision would be used by a small numing the partnership’s obligations where a
tributes depreciable property with an adber of partnerships and would add unne@artner’s statement is clearly erroneous
justed tax basis of $40 and a book valuessary complexity to the regulations. Iror a partner fails to notify the partnership
of $50, and B contributes $50 in cash. Atesponse to these suggestions, the protitat an interest has been transferred an
the time of the contribution, it is not read-sion that permitted the partners to elect tthe partnership has actual knowledge o
ily apparent that the ceiling rule will haveapply negative basis adjustments undehe transfer) should be changed. This
any application. However, if, before anysection 743(b) to the partnership’s comeommentator emphasized that while the
federal income tax depreciation accrue®on basis has been deleted. tax matters partner has a specialized rol
with respect to the contributed property, (d) Statements by partners. Some conwith respect to consolidated administra-
the property’s value declines to $40, anthentators suggested modifying the statéive and judicial proceedings to determine
the property is sold for that amount, thergents which partners are required to prdhe tax treatment of partnership items a
will be no tax gain or loss. The book losyide to the partnership in the case othe partnership level, the tax matters part
of $10 would be shared equally betweetransfers which result in basis adjustmentser does not have any special responsibil
Aand B. In this situation, the ceiling ruleunder section 743(b). Many of these sugties with respect to federal income tax re-
would prevent B from being allocated thegestions have been adopted. For exarporting. The final regulations adopt this
$5 tax loss to which it otherwise would beple, the regulations specify that the trangsomment. Section 1.743-1(k) now refers
entitled. However, if the partnershipferee of a partnership interest is requiretb partners who are responsible for federa
elected to use the remedial method witto provide the name, address, and taxacome tax reporting by the partnership.
respect to the contributed property, Bpayer identification number of the trans- (e) Oil and gas. One commentator sug
would be allocated a $5 tax loss, and Aeror only if that information is ascertain-gested that the example described ir
would be allocated a corresponding $5 tag&ble by the transferee. The regulation§1.743-1(j)(6) should be changed to de-
gain. In addition, if a contributing partneralso specify that if a partnership interest iscribe a non- oil and gas property. This
transfers its interest in a partnership dutransferred to a nominee which is requiredhange has been made. The commentat
ing a period when a section 754 electioto furnish the statement under §1.6031(crlso suggested that in the case of domest
is in effect, the section 704(c) method.T to the partnership, the nominee magil and gas properties that are depleted &
adopted by the partnership will determineatisfy the notice requirements of both thtéhe partner level, the transferee partne
the recovery period for the built-in gainsection 743 and 6031 regulations by prarather than the partnership) should be re
portion of the transferee’s section 743(bYiding a single statement with respect touired to make and allocate basis adjust
adjustment. The IRS and the Treasurthat transfer, but only if the statement saments among such properties. The fina
Department believe that under the currergfies all requirements of both regulationstegulations adopt this comment.
regulations under section 704(c), a part- The regulations require the transferee The same commentator suggested the
nership may use the remedial methotb sign the statement under penalties dlie regulations should specify a methoc



for adjusting the basis of sectionchanges to the rules made by these finphrt by reference to the transferor’s basis
613A(c)(7)(D) properties in order to ac-regulations as compared to the regulations the interest.  In many such cases, the
count for percentage depletion made by that were in effect at the time that sectionet section 743(b) adjustment will be
partner with respect to such propertiest54 elections previously were made, theero. However, a positive or negative
Under the principles of §1.743-1(j), perdRS and Treasury believe that it is approsection 743(b) adjustment may result, be-
centage depletion should reduce first angriate to provide for a one-time revocacause the transferee’s basis in the interes
carryover basis under §1.613A-ion of such elections. Accordingly, amay not be equal to the transferee’s share
3(e)(6)(iv). After the carryover basis hagartnership having an election in effecof the partnership’s bases in its assets.
been recovered, any further percentagender section 754 for its taxable year that The IRS and the Treasury Department
depletion should reduce the section 74Bicludes December 15, 1999 may revokbelieve that, although these transferred
adjustment for the property. such election by attaching a statement fgasis transactions involve transfers which
3. Sales of Partnership Interests the partnership’s return for that year. Thare subject to section 743(b), the new,
One commentator suggested that refefeturn must be filed on or before the dueomprehensive basis allocation rules in
ences to fair market value should specifglate (including extensions) for the returnhe proposed regulations should not be

whether fair market value is determinedor that year. available. For example, where a partner-
taking into account section 7701(g) 5. Allocation of Basis Adjustments Amonghip interest is contributed to a corpora-
which generally provides that fair markefPartnership Assets tion in a transaction to which section 351

value shall be treated as being not less (a) Income in respect of a decedenapplies, or to a partnership in a transac-
than the amount of any nonrecourse imOne commentator requested that the fin&ibn to which section 721(a) applies, the
debtedness to which the property is sulvegulations illustrate the allocation oftransferor merely has changed the form of
ject. The regulations specify that for purbasis adjustments among partnership ags investment. |If the allocation rules
poses of the hypothetical sale employegets where one or more of such assets reghich apply to other section 743(b) trans-
to determine the income or loss realizegesents income in respect of a decederigrs were applied to these exchanges, thel
by a partner upon the sale or exchange Wfhere a partnership interest is transferrgortners could use these exchanges t
its interest in section 751 property, faifas a result of the death of a partner, undehift basis from capital gain assets to ordi-
market value is determined taking into acsection 1014(c) the transferee’s basis inary income assets, or vice versa.
count section 7701(g). Basis adjustmenig partnership interest is not adjusted for Therefore, the final regulations contain
under section 743(b) also are allocated lhat portion of the interest, if any, which isspecial basis allocation rules for trans-
reference to a hypothetical transactiorattributable to items representing incoméerred basis exchanges. The special rule:
The IRS and the Treasury Department irin respect of a decedent under sectiogenerally are modeled on the rules for al-
tend to issue guidance in the near futur@91. Because the transferee’s basis in iiscating basis adjustments under sectior
which will provide rules for determining partnership interest does not include thé34(b). The final regulations do not con-
the fair market value of partnership assetzlue of assets which represent income iin a specific anti-abuse rule regarding
in certain situations, including for pur-respect of a decedent, the section 743()e special basis allocation rules which
poses of allocating section 743(b) basisdjustment likewise does not reflect thare applicable to such transfers. How-
adjustments upon the transfer of a partralue of such assetsGeorge Edward ever, there may be situations where tax-
nership interest. The IRS and the TreaQuick’s Trust 54 TC 1336 (1970) (acq.), payers will attempt to undertake abusive
sury Department anticipate that the guidaff’d per curiam 444 F.2d 90 (8th Cir. transactions using these special rules. Fo
ance will provide that section 7701(g)1971); Chrissie H. Woodhall28 T.C.M. instance, a partner could acquire a part-
will apply in determining the fair market 1438 (1969)aff’'d, 454 F.2d 226 (9th Cir. nership interest during a year in which no
value of partnership assets for purposes #072); Rev. Rul. 66-325, 1966-2 C.Bsection 754 election is in effect, and then
allocating section 743(b) basis adjust249. Where a partnership holds assefs a related transaction) contribute the
ments. that represent income in respect of a decproperty to a wholly-owned corporation
One commentator suggested that whedent, the section 743(b) adjustmenin order to take advantage of the basis al-
a partnership interest is sold or exshould be allocated solely to other assetkcation rules applicable to transferred
changed, the transferor and the transfer@ecordingly, the final regulations providebasis exchanges. In appropriate situa-
of a partnership interest should be permithat if a partnership interest is transferretons, the IRS may attack such abusive
ted jointly to assign values to partnershipss a result of the death of a partner, artdansactions under a variety of judicial
assets in a written agreement. Becausie partnership holds assets representinigctrines, including substance over form
this approach is inconsistent with the hyincome in respect of a decedent, no paor step transaction, or under 81.701-2 of
pothetical sale approach of the regulasf the basis adjustment under sectiothe regulations.

tions, this suggestion has not beef43(b) is allocated to these assets. (c) Unrealized receivables under sec-
adopted. (b) Transferred basis transactions. Onton 751(c). One commentator requested
4. Elections Under Section 754 commentator called for a revised systerthat the final regulations illustrate the ef-

One commentator requested that parfer allocating basis adjustments undefect of depreciation recapture on the allo-
nerships be granted a one-time right to resection 743(b) which are triggered by exeation of basis adjustments among part-
voke section 754 elections in effect fochanges in which the transferee’s basis imership assets under section 755. Fol
such partnerships. Given the significanthe interest is determined in whole or irpurposes of this section, the final regula-



tions treat depreciation recapture, and arfprth below under the heading “Finalcific items of partnership property and
other properties or potential gain treate®egulatory Flexibility Act Analysis.” may provide only temporary benefits for
as unrealized receivables under sectidPursuant to section 7805(f) of the Internathe partners. Except for the one-time re-
751(c) and the regulations thereunder, &evenue Code, the notice of proposedocation which is allowed in connection
separate assets that are ordinary incomglemaking preceding these regulationwith the promulgation of these final regu-
property. was submitted to the Chief Counsel fofations, the election cannot be revokec

(d) Special rules for securities partnerAdvocacy of the Small Business Admin-without the consent of the Secretary. The
ships and tiered partnerships. One confstration for comment on their impact onlRS and the Treasury Department believe
mentator suggested that the regulatiorgmall business. No comments were rehat most partnerships do not make the
permit securities partnerships to allocatéeived regarding the impact of the regulaelection under section 754. Therefore,

basis adjustments among partnership atons on small business. most partnerships will not be affected by
sets using an aggregation method. An- the regulations in any given year.

other commentator requested that the refjin@l Regulatory Flexibility Act After a partner conveys information to
ulations clarify how the regulations woulgAnalysis the partnership concerning a transfer of :
apply to tiered partnerships. The IRS and partnership interest, the partnership mus

the Treasury Department believe that a This analysis is required under the Regygjyst the partner’s interest in the basis o
method for allocating basis adjustmentdlatory Flexibility Act (5 U.S.C. chapter partnership property. Because these bas
among partnership assets on an aggreg In general, the regulations require ggjustments will affect the partner’s share
basis is not consistent with the hypotheti@nsferee that acquires an interest in g gepreciation or amortization deduc-
cal sale of individual assets, which is rePartnership with an election under sectiofions and amounts of gain or loss on the
quired by the regulations. In addition, the >4 in effect to notify the partnership ofgisposition of certain items of partnership
IRS and Treasury Department believe thdf'® transfer. This notification must in-prgperty, the partnership must prepare
special rules for tiered partnerships woulUde the name and taxpayer identificazng maintain special entries on its books
make the regulations more complextion number of the transferee and theyowever, in many cases, partnership re
Therefore, these changes have not belnsferee’s basis in the acquired parinefgms are prepared using computer soft
adopted. ship interest. The partnership is requiregare that can prepare and maintain thes
6. Other Comments to include a statement with its Form 1065special entries after the initial year.

U.S. Partnership Return of Income, for the |RS and the Treasury Department
One commentator suggested that fofq (axaple year in which the partnershigre not aware of any fede>r/al rSIes tha

purposes of allocating basis adjustmen ; ; ) ’ X
among partnership assets, the values of gﬁz::]eesnl( rr]notglﬁzgit;; tt?]i :]r;:]s;e;.n d-rtg;fﬁ]hgyru?gphcate’ overlap, or conflict with
partnership assets should be determingflyer jgentification number of the trans- As an alternative to the disclosure de-
by reference to the basis of the transferggree the computation of the basis adjUStripad above. the IRS and the Treasur
or dlstnbut_ee partner in |t§ part_nershlp iNthent, and the allocation of thatDe Artment c;)nsidered but reiected. ;
eres This suggeston 19 being Consldédjusmem to partnership prOpertiesrulffthat would have re, uired tjhe a;t—c
ered in connection with a separate projegt,ese requirements will ensure that thears and not the artnerghi < to maEe h
currently under review by the IRS and they,rinership has notice that a transfer hgs, ... P bs,

Hasis adjustments and to determine the e
Treasury Department. occurred and that the proper basis adju :

; S1°técts of the basis adjustments on the par
One commentator suggested that thgents are computed. The legal basis f(?{ers’ distributive shaJres This alternagve

language of section 743 does not authghese requirements is contained in seg. -
. : . L as rejected because the IRS and th
rize regulations that permit both positivaions 743(b), 6001, and 7805(a). Treasur]y Department believe that partner

and negative .adjustments as part of the If an interest is transferred in a partnerships generally have better access to th
same transaction. The IRS and the Tr®8hip holding domestic oil and gas propernformation necessary to report section
sury Department contlnu.e 0 .bell(IEV(.E thqﬁes that are depleted at the partner levgl43 basis adjustments properly. To re-
thls,aspect of the regulations is within the, , e, 613A(c)(7)(D), the regulations require the partners rather than the partner
IRS’s authority to administer sections 74?iquire the transferee partner (rather thaghips to bear the burden of reporting

and 755. the partnership) to make and allocat@ould require the partnerships to provide
Special Analyses basis adjustments under section 743(khe partners with significant amounts of
among such properties. information not otherwise needed by the
It has been determined that these final There were approximately 1,494,00(artners. There are no known alternative
regulations are not a significant regulapartnerships in 1994. However, theseules that are less burdensome to the par
tory action as defined in Executive Orderegulations apply only to partnerships thaterships and their partners but that ac
12866. Therefore, a regulatory assesfave made an election under section 75¢omplish the purpose of the statute.
ment is not required. It has been deteifhe election under section 754 is gener- Finally, because partners, rather thar
mined that a final regulatory flexibility ally not made unless there has beenmartnerships, are required to report basi
analysis is required for the collection otransfer of a partnership interest or a disadjustments under section 732(d), the
information in this Treasury decisiontribution by the partnership. Moreoverfinal regulations require partnerships to
under 5 U.S.C. 604. This analysis is sehe effects of the election attach to speprovide transferees with such information



as is necessary for the transferees prop-7. Add paragraph (d)(5). the excess is allocated to the distributed
erly to compute basis adjustments made The additions and revisions read as foproperty in proportion to the adjusted

under section 732(d). This informationows: bases of the distributed property, as ad-
must be provided if a transferee notifies 81.732-1 Basis of distributed propertyjusted pursuant to the immediately pre-
partnership that it plans to make the ele@ther than money ceding sentence.

tion under section 732(d) or if a partners * * * x (i) Increase in basis Any increase

ship makes a distribution subject to the (c) Allocation of basis among prop-to the basis of distributed property re-
mandatory application of section 732(d)erties distributed to a partner(1) quired under paragraph (c)(1)(ii) of this
The IRS and the Treasury Department b&seneral rule—(i) Unrealized receiv- section is allocated first to distributed
lieve that this requirement will apply ables and inventory itemsThe basis to property (other than unrealized receiv-
under limited circumstances to a smalbe allocated to properties distributed t@bles and inventory items) with unreal-
percentage of partnerships. a partner under section 732(a)(2) or (bged appreciation in proportion to each
is allocated first to any unrealized reproperty’s respective amount of unreal-
ceivables (as defined in section 751(c)ged appreciation before any increase
The principal author of these regulation@nd inventory items (as defined in sectbut only to the extent of each prop-
is Matthew Lay of the Office of the Assis-tion 751(d)(2)) in an amount equal teerty’s unrealized appreciation). If the
tant Chief Counsel (Passthroughs and Spéie adjusted basis of each such propertgquired increase exceeds the amoun
cial Industries). However, other personndP the partnership immediately beforedf unrealized appreciation in the dis-
from the IRS and the Treasury Departmerihe distribution. If the basis to be allotributed property, the excess is allo-

Drafting Information

participated in their development. cated is less than the sum of the ad:ated to the distributed property (other
justed bases to the partnership of théhan unrealized receivables or inven-
FHEE N distributed unrealized receivables antory items) in proportion to the fair

inventory items, the adjusted basis ofarket value of the distributed prop-
the distributed property must be deerty.
creased in the manner provided in para- (3) Unrealized receivables and in-
Accordingly, 26 CFR parts 1 and go0raph (c)(2)(i) of this section. ventory items I_f the b_asis_ to be_ aII_o-
are ammended as follows: (i) Other distributed property Any cated upon a distribution in liquidation
basis not allocated to unrealized receiwf the partner’s entire interest in the
PART 1—INCOME TAXES ables or inventory items under parapartnership is greater than the adjustec
o graph (c)(1)(i) of this section is allo-basis to the partnership of the unreal-
Paragraph 1. The authority citation fof 5404 o any other property distributedzed receivables and inventory items
part 1 is amended by adding entries in Ny the partner in the same transactiodistributed to the partner, and if there is

Adoption of Amendments to the
Regulations

merical order to read as follows: by assigning to each distributed propno other property distributed to which
Authority: 26 U.S.C. 7805 * * * erty an amount equal to the adjustethe excess can be allocated, the distrib-
Section 1.732-1 also issued under 2fasis of the property to the partnershiptee partner sustains a capital loss
U.S.C. 732 immediately before the distribution.under section 731(a)(2) to the extent of
Section 1.732-2 also issued under 2fgwever, if the sum of the adjustedhe unallocated basis of the partnership
U.S.C. 732. _ bases to the partnership of such othénterest.
Section 1.734-1 also issued under 2§istributed property does not equal the (4) Examples The provisions of this
U.S.C. 734. basis to be allocated among the distribparagraph (c) are illustrated by the fol-
Section 1.743-1 also issued under 2@ted property, any increase or decreagewing examples:
U.S.C. 743. required to make the amounts equal iS Example 1 Ais a one-fourth partner in partner-
Section 1.751-1 also issued under 2§jjocated among the distributed Propship PRS and has an adjusted basis in its partnershi
u.s.C. 751 erty as provided in paragraph (c)(2) ofnterest of $650. PRS distributes inventory items
Section 1.755-1 also issued under 2fhijs section. and Assets X and Y to A in liquidation of A's entire
U.S.C. 755. % ** (2) Adjustment to basis allocatieqA partnership interest. The distributed inventory items
Section 1.1017-1 also issued under 2§) Decrease in basisAny decrease to have a basis to the partnership of $100 and a fair
U.s.C. 1017.*** the basis of distributed property re-marketvalue of $200. Asset X has an adjusted basis
Par. 2. Section 1.732-1 is amended afuired under paragraph (c)(1) of thiso the partnership of $50 and a fair market value of
follows: section is allocated first to distributeds400. Asset Y has an adjusted basis to the partner
1. Revise paragraph (c). property with unrealized depreciationship and a fair market value of $100. Neither Asset
2. Revise paragraph (d)(1)(ii). in proportion to each property’s respecx nor Asset Y consists of inventory items or unreal-
3. Revise the last sentence of paragrapive amount of unrealized depreciationzed receivables. Under this paragraph (c), A's basis
(d)(1)(v). before any decrease (but only to the eXn its partnership interest is allocated first to the in-
4. Revise paragraph (d)(1)(vi). tent of each property’s unrealized deventory items in an amount equal to their adjusted
5. Revise paragraph (d)(4)(iii). preciation). If the required decreaseasis to the partnership. A, therefore, has an ad-

6. Remove the flush text aftkamples exceeds the amount of unrealized dQusted basis in the inventory items of $100. The re-
1 and2 following paragraph (d)(4)(iii). preciation in the distributed property,maining basis, $550, is allocated to the distributed



property first in an amount equal to the property'dribution, B has an adjusted basis of $150 in Asset X (5) Effective date This paragraph
adjusted basis to the partnership. Thus, Asset X &d $50 in Asset Y. (c) applies to distributions of property
allocated $50 and Asset Y is allocated $100. Asset Example 3 C, a partner in partnership PRS, refrom a partnership that occur on or
X is then allocated $350, the amount of unrealizedeives a distribution in liquidation of its entire part-after December 15, 1999.
appreciation in Asset X. Finally, the remainingnership interest of $6,000 cash, inventory items hav- (d) * * * (1) * * *
basis, $50, is allocated to Assets X and Y in propoiing an adjusted basis to the partnership of $6,000, (ii) Where an election under section
tion to their fair market values: $40 to Asset Xand real property having an adjusted basis to th54 is in effect, see section 743(b) anc
(400/500 x $50), and $10 to Asset Y (100/500 spartnership of $4,000. C'’s basis in its partnershi®8§1.743-1 and 1.732-2.
$50). Therefore, after the distribution, A has an adnterest is $9,000. The cash distribution reduces Cls* * * *
justed basis of $440 in Asset X and $110 in Asset Yoasis to $3,000, which is allocated entirely to the in- (v) * * * (For a shift of transferee’s
Example 2 B is a one-fourth partner in partner-ventory items. The real property has a zero basis Ipasis adjustment under section 743(b;
ship PRS and has an adjusted basis in its partnersi@fs hands. The partnership bases not carried overtg like property, see §1.743-1(g).)
interest of $200. PRS distributes Asset X and Assé for the distributed properties are lost unless an (vi) The provisions of this paragraph
Y to B in liquidation of its entire partnership inter- election under section 754 is in effect requiring théd)(1) may be illustrated by the follow-
est. Asset X has an adjusted basis to the partnersipiartnership to adjust the bases of remaining partnq'lng example;
and fair market value of $150. Asset Y has an adship properties under section 734(b). Example (i) Transferee partner, T, purchased
justed basis to the partnership of $150 and a fair Example 4 Assume the same facts afixam- a one-fourth interest in partnership PRS for
market value of $50. Neither of the assets consisfge 3of this paragraph except C receives a distrib$17,000. At the time T purchased the partnershif
of inventory items or unrealized receivables. Undeution in liquidation of its entire partnership inter-interest, the election under section 754 was not ir
this paragraph (c), B's basis is first assigned to thest of $1,000 cash and inventory items having affect and the partnership inventory had a basis tc
distributed property to the extent of the partnership’sasis to the partnership of $6,000. The cash distihe partnership of $14,000 and a fair market
basis in each distributed property. Thus, Asset Xution reduces C's basis to $8,000, which can bgalue of $16,000. T's purchase price reflected
and Asset Y are each assigned $150. Because thiéocated only to the extent of $6,000 to the inven$500 of this difference. Thus, $4,000 of the
aggregate adjusted basis of the distributed propertyry items. The remaining $2,000 basis, not allo$17,000 paid by T for the partnership interest was
$300, exceeds the basis to be allocated, $200, a @&ble to the distributed property, constitutes a capttributable to T's share of partnership inventory
crease of $100 in the basis of the distributed proptal loss to partner C under section 731(a)(2). Hyith a basis of $3,500. Within 2 years after T ac-
erty is required. Assets X and Y have unrealized dehe election under section 754 is in effect, see seguired the partnership interest, T retired from the
preciation of zero and $100, respectively. Thus, thiion 734(b) for adjustment of the basis of undispartnership and received in liquidation of its en-

entire decrease is allocated to Asset Y. After the digributed partnership property. tire partnership interest the following property:
Assets
Adjusted Fair
Basis to Market
PRS Value
Cash ... $1500 ................. . $1,500
INVENEOIY . .o $3500.. ... . $4,000
ASSEl X Lo e $2,000................... . $4,000
ASSEL Y L $4,000................... . $5,000

(i) The fair market value of the in- 732(d) applies only for purposes of dis{$15,500 minus $4,000) is allocated
ventory received by T was one-fourth otributions to T, and not for purposes oimong the remaining property distrib-
the fair market value of all partnershippartnership depreciation, depletion, outed to T by assigning to each property
inventory and was T's share of suclgain or loss on disposition. Thus, theéhe adjusted basis to the partnership o
property. It is immaterial whether theamount to be allocated among the propsuch property and adjusting that basis
inventory T received was on hand wherrties received by T in the liquidatingby any required increase or decrease
T acquired the interest. In accordancdistribution is $15,500 ($17,000, T'sThus, the adjusted basis to T of Asset X
with T's election under section 732(d),basis for the partnership interest, reis $5,111 ($2,000, the adjusted basis o
the amount of T's share of partnershigluced by the amount of cash receivedisset X to the partnership, plus $2,000,
basis that is attributable to partnershil1,500). This amount is allocated ashe amount of unrealized appreciation
inventory is increased by $500 (onefollows: The basis of the inventoryin Asset X, plus $1,111 ($4,000/$9,000
fourth of the $2,000 difference betweerntems received is $4,000, consisting ofmultiplied by $2,500)). Similarly, the
the fair market value of the propertythe $3,500 common partnership basigdjusted basis of Asset Y to T is $6,389
$16,000, and its $14,000 basis to thplus the basis adjustment of $500 whick$4,000, the adjusted basis of Asset Y tc
partnership at the time T purchased it$ would have had under section 743(b)}the partnership, plus $1,000, the amoun
interest). This adjustment under sectiomhe remaining basis of $11,5000f unrealized appreciation in Asset Y,



plus, $1,389 ($5,000/$9,000 multipliedrecovery property is decreased as a resgkction 742 and §1.742-1. See also sec

by $2,500)). of the distribution of property to a partnertion 752 and §81.752-1 through 1.752-5.
*okok ok k then the decrease in basis must be ac-(d) Determination of transferee’s
(4) *** counted for over the remaining recoverghare of the adjusted basis to the part-

(i) A basis adjustment under sectiorperiod of the property beginning withnership of the partnership’s property
743(b) would change the basis to théhe recovery period in which the basis i¢1) Generally A transferee’s share of
transferee partner of the property actuallgecreased. the adjusted basis to the partnership of
distributed. (3) Effective date This paragraph (e) partnership property is equal to the sum

(5) Required statementdf a transferee applies to distributions of property fromof the transferee’s interest as a partner ir
partner notifies a partnership that it plana partnership that occur on or after Dethe partnership’s previously taxed capi-
to make the election under section 732(djember 15, 1999. tal, plus the transferee’s share of part-
under paragraph (d)(3) of this section, or Par. 5. Section 1.743-1 is revised tmership liabilities. Generally, a trans-
if a partnership makes a distribution taead as follows: feree’s interest as a partner in the
which paragraph (d)(4) of this section ap- 8§1.743-1 Optional adjustment to basigartnership’s previously taxed capital is
plies, the partnership must provide thef partnership property. equal to—
transferee with such information as is (a) Generally The basis of partner- (i) The amount of cash that the trans-
necessary for the transferee properly tship property is adjusted as a result deree would receive on a liquidation of
compute the transferee’s basis adjusthe transfer of an interest in a partnerthe partnership following the hypotheti-
ments under section 732(d). ship by sale or exchange or on the deattal transaction, as defined in paragraph
*okok ok k of a partner only if the election provided(d)(2) of this section (to the extent at-

Par. 3. Section 1.732-2 is amended hblyy section 754 (relating to optional ad+tributable to the acquired partnership in-
revising the sentence at the end offtlxe justments to the basis of partnershiperest); increased by
amplein paragraph (b) to read as followsproperty) is in effect with respect to the (ii) The amount of tax loss (including
81.732-2 Special partnership basis of dispartnership. Whether or not the electiomany remedial allocations under 81.704-

tributed property. provided in section 754 is in effect, the3(d)), that would be allocated to the
*okok ok k basis of partnership property is not adtransferee from the hypothetical transac-
(b) *** justed as the result of a contribution ofion (to the extent attributable to the ac-
Example * * * See §1.743-1(g). property, including money, to the part-quired partnership interest); and de-
*okok ok k nership. creased by
Par. 4. In 81.734-1, paragraph (e) is (b) Determination of adjustmentin (iii) The amount of tax gain (includ-
added to read as follows: the case of the transfer of an interest inimg any remedial allocations under
81.734-1 Optional adjustment to basis opartnership, either by sale or exchang&1.704-3(d)), that would be allocated to
undistributed partnership property. or as a result of the death of a partner,the transferee from the hypothetical
*okok ok k partnership that has an election unddransaction (to the extent attributable to
(e) Recovery of adjustments to basis afection 754 in effect— the acquired partnership interest).

partnership property-d) Increases in (1) Increases the adjusted basis of (2) Hypothetical transaction defined.
basis For purposes of section 168, if thepartnership property by the excess of thEor purposes of paragraph (d)(1) of this
basis of a partnership’s recovery propertiransferee’s basis for the transferredection, the hypothetical transaction
is increased as a result of the distributiopartnership interest over the transfereeisieans the disposition by the partnership
of property to a partner, then the increaseshare of the adjusted basis to the parof all of the partnership’s assets, immedi-
portion of the basis must be taken into aaiership of the partnership’s property; orately after the transfer of the partnership
count as if it were newly-purchased re- (2) Decreases the adjusted basis afterest, in a fully taxable transaction for
covery property placed in service whepartnership property by the excess of theash equal to the fair market value of the
the distribution occurs. Consequentlytransferee’'s share of the adjusted bas#ssets.
any applicable recovery period ando the partnership of the partnership’s (3) Examples The provisions of this
method may be used to determine the r@roperty over the transferee’s basis foparagraph (d) are illustrated by the fol-
covery allowance with respect to the inthe transferred partnership interest. lowing examples:
creased portion of the basis. However, no (c) Determination of transferee’s Example 1 (i) Ais a member of partnership PRS
change is made for purposes of determitpasis in the transferred partnership in-in which the partners have equal interests in capital
ing the recovery allowance under sectioterest. In the case of the transfer of aand profits. The partnership has made an election
168 for the portion of the basis for whichpartnership interest by sale or exchangeder section 754, relating to the optional adjust-
there is no increase. or as a result of the death of a partnement to the basis of partnership property. Asells its
(2) Decreases in basigFor purposes of the transferee’s basis in the transferreidterest to T for $22,000. Thealance sheet of the
section 168, if the basis of a partnership’partnership interest is determined undefartnership at the date of sale shows the following:



Assets
Fair
Adjusted Market
Basis Value
CasSh . . $5,000 $5,0
Accounts receivable . ... ... .. 10,000 10,00
VBN O Y . . o 20,000 21,0(
Depreciable assets . ... ... e 20,000 40,000
TOtal . $55,000 $76,00
Liabilities and Capital
Fair
Adjusted Market
Per Books Value
Liabilities . .o $10,000 $1d,00
Capital:
A 15,000 22,00
B 15,000 22,00
C o e 15,000 22,000
Total . oo $55,000 $74,00

(ii) The amount of the basis adeSt.partnership to T for $1,100, when an election unddributes land with a basis and fair market value of
ment under section 743(b) is the differsection 754 is in effect. The amount of tax gair$1,000. When the land has appreciated in value t
ence between the basis of T’'s interest ithat would be allocated to T from the hypothetica1,300, A sells its interest to T1 for $1,100 (one-
the partnership and T’s share of the adransaction is $700 ($600 section 704(c) built-irthird of $3,300, the fair market value of the partner-
justed basis to the partnership of theain, plus one-third of the additional gain). Thusship property). An election under section 754 is in
partnership’s property. Under sectiof’s interest in the partnership’s previously taxeceffect; therefore, T1 has a basis adjustment unde
742, the basis of T's interest is $25,338apital is $400 ($1,100, the amount of cash Bection 743(b) of $100.

(the cash paid for A's interest, $22-’OQO\,NOU|d receivg if PRS quuiF!ated immediately after (ii) After the land has further appreci-
plus $3,333,_T’s shar_e of partnersh|p_ ||at-hye hypothetlca! transaction, decrea.sed by $70%‘ted in value to $1,600, T1 sells its inter-
b|||t|e_s). T’s interest in the p_artnershlp’sT_S share of gain from ’the hypothétlcal transacy, o 10 T2 for $1,200 (one-third of $3,600,
prewously taxed cap|ta| is $15,00(_'x|on).. The amount of T's t?a3|s adjust.ment undefhe fair market value of the partnership
($22:00Q, the arpou.nt of c_ash T Would;ectlon 743(b) to paylrtnersmp prope.rty.ls $700 (th roperty). T2 has a basis adjustmen
receive if PRS Ilql_udated Imme_dlatelyexcess pf$1,100,Ts cos.t basis for.ltsmterest, Vgnder section 743(b) of $200. This
after the hypothetical transaction, de$490, T's share gf the adjusted basis to the partnel- . o ot is determined without regard to
cre_ased by $7,000, the amount Of_ taship of partners_h'p pmpe"y_)' ) any basis adjustment under section 743(kt
gain aIIo_cated to T from the hypoth_et|cal (e) AIIocafuon of basis adj_ustm_enFor that T1 may have had in the partnershif
transaction). T's share of the adjustethe allocation of the basis adjustmenfqgets.

basis to the partnership of the partnemnder this section among the individual

ship’s property is $18,333 ($15,000tems of partnership property, see section (i) During the following year, T2
share of previously taxed capital, plu¥55 and the regulations thereunder. makes a gift to T3 of fifty percent of
$3,333 share of the partnership’s liabili- (f) Subsequent transferswhere there 12 'S interestin PRS. At the time of the
ties). The amount of the basis adjustas been more than one transfer of a paff2nsfer, T2 has a $200 basis adjustmer
ment under section 743(b) to partnershigership interest, a transferee’s basis agnder section 743(b). T2 is treated as
property therefore, is $7,000, the differjustment is determined without regard td'@nsferring $100 of the basis adjust-
ence between $25,333 and $18,333.  any prior transferee’s basis adjustmenfl€nt to T3 with the gift of the partner-

Example 2 A, B, and C form partnership PRS, In the case of a gift of an interest in a parghip interest.
to which A contributes land (Asset 1) with a fairN€rship, the donor is treated as transfer- (g) Distributions—(1) Distribution of
market value of $1,000 and an adjusted basis to ANg, and the donee as receiving, that poadjusted property to the transferee—(i)
of $400, and B and C each contribute $1,000 casHON Of the basis adjustment attributable t€oordination with section 732If a part-
Each partner has $1,000 credited to it on the booktB€ gifted partnership interest. The provinership distributes property to a transferes
of the partnership as its capital contribution. Th&iONns of this paragraph (f) are illustratecind the transferee has a basis adjustme
partners share in profits equally. During the partdy the following example: for the property, the basis adjustment i
nership’s first taxable year, Asset 1 appreciates in Example (i) A, B, and C form partnership PRS.taken into account under section 732. Se
value to $1,300. A sells its one-third interest in thé and B each contribute $1,000 cash, and C cor81.732-2(b).



(i) Coordination with section 734For items of partnership property undein which the transferee is deemed to relin-
certain adjustments to the common baskl.755-1(c). quish its interest is reallocated among the
of remaining partnership property after (3) Distributions in complete liquida- properties distributed to the transferee
the distribution of adjusted property to g5, of 5 partner’s interest|f a transferee under §1.755-1(c).
transferee, see §1734'2(b) receives a distribution of property (4) Coordination with other prOViSiODS

(2) Distribution of adjusted property to (whether or not the transferee has a basl§i€ rules of sections 704(c)(1)(B), 731,
another partner— (i) Coordination with adjustment in such property) in liquida-737, and 751 apply before the rules of this
section 732 If a partner receives a distri-tion of its interest in the partnership, théaragraph (g).
bution of property with respect to whichadjusted basis to the partnership of the (5) Example The provisions of this
another partner has a basis adjustmenfistributed property immediately beforeparagraph (g) are illustrated by the fol-
the distributee does not take the basis athe distribution includes the transferee’sowing example:
justment into account under section 732.pasis adjustment for the property in which Example () A, B, and C are equal partners in

(i) Reallocation of basisA transferee the transferee relinquished an interest (e?rﬁ)ﬁ?eedr;qg)o%g% C:s‘:lcgn%agggru‘;sgitrr‘]Z”g’or‘]’t?igh
w_|th a basis adjustment in property that uhe_r because !t rt_amamed in the partnef puréhase five néndepreciable capital assets
distributed to another partner reallocateship or was distributed to another partprs has no liabilities. After five years, PRS's bal-
the basis adjustment among the remaininger). Any basis adjustment for propertyance sheet appears as follows:

Assets
Fair
Adjusted Market
Basis Value
ASSBL . $10,000 $10,000
ASSBE 2 o e 4,000 6,000
ASSBE B o e 6,000 6,000
ASSBE . . e 7,000 4,000
ASSBE D . o e 3,000 13.000
Total . .o e $30,000 $39,000
Capital
Fair
Adjusted Market
Per Books Value
PartnNer A . e $10,000 $13,000
Partner B .. . e e 10,000 13,000
Partner C .. .. 10,000 13.000
Total . .o $30,000 $39,000

(i) A sells its interest to T for $13,000 ship property that is equal to $3,000 (thehip property, $10,000). The basis adjust-
when PRS has an election in effect undexcess of T's basis in the partnership irment is allocated under section 755, anc
section 754. T receives a basis adjusterest, $13,000, over T’s share of the adhe partnership’s balance sheet appears &
ment under section 743(b) in the partnefjusted basis to the partnership of partnefellows:

Assets
Fair
Adjusted Market Basis
Basis Value Adjustment
ASSEL L . $10,000 $10,000 $ 0,00
ASSBL 2 L o 4,000 6,000 666,67
ASSEBL B L o 6,000 6,000 0.00
ASSBL 4 L 7,000 4,000 (2,000.p0)
ASSEL D 3,000 13,000 3,333.33
Total .. $30,000 $39,000 $3,000.00




Capital
Fair

Adjusted Market Special

Per Books Value Basis
Partner T .. $10,000 $13,000 $3,000
Partner B ... 10,000 13,000 (0
Partner C ... e 10,000 13,000 0

Total .. $30,000 $39,000 $3,000

(i) Assume that PRS distributes Asset 2 to T inment. However, that portion of the basiso the basis adjustment in property trans:
partial liquidation of T's interest in the partnership.of the upper tier’s interest in the lower tieferred to the corporation in the section
T has a basis adjustment under section 743(b) efttributable to the basis adjustment mus¥51 exchange. A partner with a basis ad
$666.67 in Asset 2. Under paragraph (9)(1)()) obe segregated and allocated solely to tijestment in property transferred to the
this section, T takes the basis adjustment into a¢ransferee partner for whom the basis aaorporation, however, has a basis adjust
count under section 732. Therefore, T will have gustment was made. Similarly, that porment in the stock received by the partner.
basis in Asset 2 of $4,666.67 following the distribution of the lower tier's basis in its assetship in the section 351 exchange in ar
tion. attributable to the basis adjustment mustmount equal to the partner’s basis adjust

(iv) Assume instead that PRS distributes Asset be segregated and allocated solely to thment in the transferred property, reducec
to C in complete liquidation of C's interest in PRSUPpPer tier and the transferee. A partndsy any basis adjustment that reduced th
T has a basis adjustment under section 743(b) ¥¥ith a basis adjustment in property helgartner’s gain under paragraph (h)(2)(ii)
$3,333.33 in Asset 5. Under paragraph (g)(2)(i) oby @ partnership that terminates undesf this section.
this section, C does not take T’s basis adjustme&ection 708(b)(1)(B) will continue to have (iv) Example The following example
into account under section 732. Therefore, the pathe same basis adjustment with respect fustrates the principles of this paragraph
nership's basis for purposes of sections 732 and 7pyoperty deemed contributed by the terg):
is $3,000. Under paragraph (g)(2)(ii) of this sectiontninated partnership to the new partner- gxample (i A, B, and C are equal partners in
T's $3,333.33 basis adjustment is reallocated amorgip under 81.708-1(b)(1)(iv), regardlesgartership PRS. The partnership’s only asset, Ass¢
the remaining partnership assets under §1.755-1(cf whether the new partnership makes & has an adjusted tax basis of $60 and a fair marke

(v) Assume instead that PRS distributes Asset gection 754 election. value of $120. Asset 1 is a nondepreciable capita
to T in complete liquidation of its interest in PRS.  (2) Section 351 transactions—(i) Basissset and is not section 704(c) property. A has :
Under paragraph (g)(3) of this section, immediatelyn transferred property. A corporation’s basis in its partnership interest of $40, and a positive
prior to the distribution of Asset 5 to T, PRS mus@idjusted tax basis in property transferreskction 743(b) adjustment of $20 in Asset 1. In a
adjust the basis of Asset 5. Therefore, immediatef@ the corporation by a partnership in &ansaction to which section 351 applies, PRS con
prior to the distribution, PRS’s basis in Asset 5 idransaction described in section 351 is devbutes Asset 1 to X, a corporation, in exchange for
equal to $6,000, which is the sum of (A) $3,000termined with reference to any basis adsis in cash and X stock with a fair market value of
PRS'’s common basis in Asset 5, plus (B) $3,333.33Ustments to the property under sectiog10s.

T's basis adjustment to Asset 5, plus (C) ($333.33Y/43(b) (other than any basis adjustment iy under paragraph (h)(2)(ii) of this section,

the sum of T's basis adjustments in Assets 2 and #1at reduces a partner's gain under parars realizes $60 of gain on the transfer of Asset 1
For purposes of sections 732 and 734, therefor@raph (h)(2)(ii) of this section). X ($120, its amount realized, minus $60, its adjustec
PRS will be treated as having a basis in Asset 5 (ii) Partnership gain The amount of basis), but recognizes only $15 of that gain undel
equal to $6,000. gain, if any, recognized by the partnershipection 351(b)(1). Of this amount, $5 is allocated to

(h) Contributions of adjusted prop-0n a transfer of property by the partnereach partner. Amust use $5 of its basis adjustmer
erty—(1) Section 721(a) transactionff, ship to a corporation in a transfer dein Asset 1 to offset As share of PRS’s gain. Under
in a transaction described in sectiogcribed in section 351 is determined withparagraph (h)(2)(iii) of this section, PRS's basis in
721(a), a partnership (the upper tier) corput reference to any basis adjustment toe stock received from X is $60. However, A has a
tributes to another partnership (the lowethe transferred property under sectiohasis adjustment in the stock received by PRS equ:
tier) property with respect to which a743(b). The amount of gain, if any, rec+o $15 (its basis adjustment in Asset 1, $20, reduce
basis adjustment has been made, the bag@nized by the partnership on the transfeuy the portion of the adjustment which reduced As
adjustment is treated as contributed to tH8at is allocated to a partner with a basigain, $5). Under paragraph (h)(2)(i) of this section,
lower-tier partnership, regardless ofdjustment in the transferred property iX’s basis in Asset 1 equals $75 (PRS’s common
whether the lower-tier partnership makegdjusted to reflect the partner’s basis adasis in the asset, $60, plus As basis adjustmer
a section 754 election. The lower tier’sustment in the transferred property. under section 743(b), $20, less the portion of the ad
basis in the contributed assets and the (iii) Basis in stock The partnership’s justment which reduced As gain, $5).
upper tier's basis in the partnership interadjusted tax basis in stock received from a (i) [Reserved].
est received in the transaction are detecorporation in a transfer described in sec- (j) Effect of basis adjustment(1) In
mined with reference to the basis adjustion 351 is determined without referenceyeneral The basis adjustment constitutes



an adjustment to the basis of partnership Example 1 Aand B form equal partnership PRS.  (4) Effect of basis adjustment in deter-
property with respect to the transfereé contributes nondepreciable property with a faimining items of deductier(i)
only. No adjustment is made to the commarket value of $50 and an adjusted tax basis ¢fhicreases—(A) Additional deduction
mon basis of partnership property. Thus3100. PRS will use the traditional allocation method’he amount of any positive basis adjust-
for purposes of calculating income, deunder §1.704-3(b). B contributes $50 cash. A selment that is recovered by the transferee ir
duction, gain, and loss, the transferee wills interest to T for $50. PRS has an election in efany year is added to the transferee’s dis-
have a special basis for those partnershigst to adjust the basis of partnership property unde¢ributive share of the partnership’s depre-
properties the bases of which are adjusteection 754. T receives a negative $50 basis adjugiation or amortization deductions for the
under section 743(b) and this sectiorment under section 743(b) that, under section 755,yeear. The basis adjustment is adjusted
The adjustment to the basis of partnershadiocated to the nondepreciable property. PRS thamder section 1016(a)(2) to reflect the re-
property under section 743(b) has no ebells the property for $60. PRS recognizes a boakovery of the basis adjustment.
fect on the partnership’s computation ofiain of $10 (allocated equally between T and B) and (B) Recovery periog-(1) In general
any item under section 703. ataxloss of $40. T will receive an allocation of $4Except as provided in paragraph
(2) Computation of partner’s distribu- of tax loss under the principles of section 704(c)(j)(4)(i)(B)(2) of this section, for pur-
tive share of partnership itemdhe part- However, because T has a negative $50 basis adjuploses of section 168, if the basis of a
nership first computes its items of in-mentin the nondepreciable property, T recognizes gartnership’s recovery property is in-
come, deduction, gain, or loss at th&10 gain from the partnership’s sale of the propertycreased as a result of the transfer of ¢
partnership level under section 703. The Example 2 Aand B form equal partnership PRS.partnership interest, then the increasec
partnership then allocates the partnershipcontributes nondepreciable property with a faiportion of the basis is taken into account
items among the partners, including thearket value of $100 and an adjusted tax basis &S if it were newly-purchased recovery
transferee, in accordance with sectioms0. B contributes $100 cash. PRS will use the trggroperty placed in service when the
704, and adjusts the partners’ capital acttional allocation method under §1.704-3(b). Atransfer occurs. Consequently, any ap-
counts accordingly. The partnership theeelis its interest to T for $100. PRS has an electioplicable recovery period and method
adjusts the transferee’s distributive sharie effect to adjust the basis of partnership propertinay be used to determine the recovery
of the items of partnership income, deunder section 754. Therefore, T receives a $50 basdlowance with respect to the increased
duction, gain, or loss, in accordance witladjustment under section 743(b) that, under sectigportion of the basis. However, no
paragraphs (j)(3) and (4) of this section7ss, is allocated to the nondepreciable propertghange is made for purposes of deter-
to reflect the effects of the transferee’®Rs then sells the nondepreciable property for $90nining the recovery allowance under
basis adjustment under section 743(bPRS recognizes a book loss of $10 (allocategection 168 for the portion of the basis
These adjustments to the transferee’s disqually between T and B) and a tax gain of $40. for which there is no increase.
tributive shares must be reflected omill receive an allocation of the entire $40 of tax (2) Remedial allocation methodif a
Schedules K and K-1 of the partnership’gain under the principles of section 704(c). Howpartnership elects to use the remedial
return (Form 1065). These adjustments tever, because T has a $50 basis adjustment in tadlocation method described in §1.704-
the transferee’s distributive shares do n@koperty, T recognizes a $10 loss from the partneB(d) with respect to an item of the part-
affect the transferee’s capital account.  ship's sale of the property. nership’s recovery property, then the
(3) Effect of basis adjustment in deter- Example 3 Aand B form equal partnership PRs.POrtion of any increase in the basis of
mining items of income, gain, or les§i)  PRS will make allocations under section 704(cjhe item of the partnership’s recovery
In general The amount of a transferee’sysing the remedial allocation method described iRTOPErty under section 743(b) that is at-
income, gain, or loss from the sale or exg1.704-3(d). A contributes nondepreciable propertjfibutable to section 704(c) built-in
change of a partnership asset in which thgth a fair market value of $100 and an adjusted ta@@iN is recovered over the remaining
transferee has a basis adjustment is equakis of $150. B contributes $100 cash. A sells iecovery period for the partnership’s
to the transferee’s share of the partnepartnership interest to T for $100. PRS has an ele€XCESS book basis in the property as de
ship’s gain or loss from the sale of theion in effect to adjust the basis of partnership proft€rmined in the final sentence of
asset (including any remedial allocationgry under section 754. T receives a negative $591.704-3(d)(2). Any remaining portion
under §1.704-3(d)), minus the amount Ofasis adjustment under section 743(b) that, und&f the basis increase is recovered unde
the transferee’s positive basis adjustmeRgction 755, is allocated to the property. The parP@ragraph (j)(4)(i)(B)(}1 of this sec-
for the partnership asset (determined byership then sells the property for $120. The partion.
taking into account the recovery of thelership recognizes a $20 book gain and a $30 tax (C) Examples The prOViSionS of this
basis adjustment under paragrapfss. The book gain will be allocated equally beparagraph (j)(4)(i) are illustrated by the
(1))(4)(i)(B) of this section) or plus the wyeen the partners. The entire $30 tax loss will bfollowing examples:
amount of the transferee’s negative basi§iocated to T under the principles of section 704(c). Example 1 (i) A, B, and C are equal partners in
adjustment for the partnership asset (d&o match its $10 share of book gain, B will be allopartnership PRS, which owns Asset 1, an item of de-
termined by taking into the account theated $10 of remedial gain, and T will be allocategreciable property that has a fair market value in ex-
recovery of the basis adjustment undefn offsetting $10 of remedial loss. T was allocated ess of its adjusted tax basis. C sells its interest ir
paragraph (j)(4)(ii)(B) of this section).  total of $40 of tax loss with respect to the propertyPRS to T while PRS has an election in effect under
(i) Examples The following examples However, because T has a negative $50 basis adjusection 754. PRS, therefore, increases the basis o
illustrate the principles of this paragraphnent to the property, T recognizes a $10 gain fromsset 1 with respect to T.
() 3): the partnership’s sale of the property. (i) Assume that in the year following the transfer



of the partnership interest to T, T's distributive shar§500,000. B contributes $500,000 cash. Whe$400,000 of section 704(c) built-in gain will,
of the partnership’'s common basis depreciation dé&2RS is formed, the property has five years retherefore, be amortized under §1.704-3(d) over &
ductions from Asset 1 is $1,000. Also assume thaaining in its recovery period. The partnership’'slO-year period beginning at the time of the part-
under paragraph (j)(4)(i)(B) of this section, theadjusted basis of $100,000 will, therefore, be renership’s formation.
amount of the basis adjustment under section 743(bpvered over the five years remaining in the
that T recovers during the year is $500. The totgiroperty’s recovery period. PRS elects to use the (ii)(A)Except for the depreciation deductions,
amount of depreciation deductions from Asset 1 reemedial allocation method under §1.704-3(dPRS’s expenses equal its income in each year ¢
ported by T is equal to $1,500. with respect to the property. If PRS had purthe first two years commencing with the year the
Example 2 (i) A and B form equal partnership chased the property at the time of the partnepartnership is formed. After two years, A's share
PRS. A contributes property with an adjustedhip’s formation, the basis of the property wouldf the adjusted basis of partnership property is
basis of $100,000 and a fair market value ohave been recovered over a 10-year period. TI$20,000, while B’s is $440,000:

Capital Accounts
A B
Book Tax Book Tax
Initial
Contribution $500,000 $100,000 $500,000 $500,000
Depreciation
Year 1 (30,000) (30,000) (20,000)
Remedial 10,000 (10,000)
470,000 110,000 470,000 470,000
Depreciation
Year 2 (30,000) (30,000) (20,000)
Remedial 10,000 (10,000)
$440,000 $120,000 $440,000 $440,000

(B) Asells its interest in PRS to T for its fair mar-partnership’s depreciation or amortizatioradjustments).
ket value of $440,000. A valid election under secdeductions from other items of partner- (C) Examples The provisions of this
tion 754 is in effect with respect to the sale of theship property is decreased. The transferg@aragraph (j)(4)(ii) are illustrated by the
partnership interest. Accordingly, PRS makes an aghen recognizes ordinary income to th¢ollowing examples:
justment, pursuant to section 743(b), to increase ti@xtent of the excess, if any, of the amount Example 1 (i) A, B, and C are equal partners in
basis of partnership property. Under section 743(bpf the basis adjustment recovered in an¥arinership PRS, which owns Asset 2, an item of de
the amount of the basis adjustment is equal tyear over the transferee’s distributiveyreciable property that has a fair market value that i
$320,000. Under section 755, the entire basis aghare of the partnership’s depreciation Qgss than its adjusted tax basis. C sells its interest i
justment is allocated to the property. amortization deductions from all items 0fsrs to T while PRS has an election in effect unde!
(iii) At the time of the transfer, $320,000 of sec-Property. section 754. PRS, therefore, decreases the basis
tion 704(c) built-in gain from the property was still  (B) Recovery period For purposes of Asset 2 with respectto T.
reflected on the partnership's books, and all of theection 168, if the basis of an item of a (ji assume that in the year following the transfer
basis adjustment is attributable to section 704(dpartnership’s recovery property is dexyf the partnership interest to T, T's distributive share
built-in gain. Therefore, the basis adjustment will bereased as the result of the transfer of @fhe partnership’s common basis depreciation de
recovered over the remaining recovery period fointerest in the partnership, then the degctions from Asset 2 is $1,000. Also assume that
the section 704(c) built-in gain under §1.704-3(d). crease is recovered over the remaininghder paragraph (j)(4)(ii)(B) of this section, the

(i) Decreases—(A) Reduced deduc- useful life of the item of the partnership’samount of the basis adjustment under section 743(t
tion. The amount of any negative basi§ecovery property. The portion of the demat T recovers during the year is $500. The total
adjustment allocated to an item of deprecrease that is recovered in any year duringnount of depreciation deductions from Asset 2 re-
ciable or amortizable property that is rethe recovery period is equal to the produgjorted by T is equal to $500.
covered in any year first decreases thef— Example 2 (i) A and B form equal partnership
transferee’s distributive share of the part- (1) The amount of the decrease to thers. A contributes property with an adjusted basis
nership’s depreciation or amortization deitem’s adjusted basis (determined as @ $100,000 and a fair market value of $50,000. B
ductions from that item of property for thethe date of the transfer); multiplied by contributes $50,000 cash. When PRS is formed, th
year. If the amount of the basis adjust- (2) A fraction, the numerator of which property has five years remaining in its recovery pe-
ment recovered in any year exceeds the the portion of the adjusted basis of theod. The partnership’s adjusted basis of $100,00¢
transferee’s distributive share of the partitem recovered by the partnership in thatil, therefore, be recovered over the five years re-
nership’s depreciation or amortization deyear, and the denominator of which is theéaining in the property’s recovery period. PRS use:
ductions from the item of property, theradjusted basis of the item on the date @fe traditional allocation method under §1.704-3(b)
the transferee’s distributive share of thé¢he transfer (determined prior to any basisith respect to the property. As a result, B will re-



ceive $5,000 of depreciation deductions from thpartner  level  under  sectionto which the adjustment has been allo-
property in each of years 1-5, and A, as the cor613A(c)(7)(D), the transferee partnercated.
tributing partner, will receive $15,000 of deprecia{and not the partnership) must make the (i) Example The provisions of para-

tion deductions in each of these years. basis adjustments, if any, required undeyraph (k)(1)(ii) of this section are illus-
(i) Except for the depreciation deductions,section 743(b) with respect to such propirated by the following example:
PRS’s expenses equal its income in each of the firerties. See 8§1.613A-3(e)(6)(iv). Example (i) Partnership XYZ owns a single sec-

two years commencing with the year the partnership (6) Example The provisions of para- tion 613A(c)(7)(D) domestic oil and gas property
is formed. After two years, A's share of the adjustegiraph (j)(5) of this section are illustratedProperty) and other non-depletable assets. A, a
basis of partnership property is $70,000, while Bs iy the following example: partner in XYZ with an adjusted tax basis in Prop-
$40,000. Asells its interest in PRS to T for its fair  Example A, B, and C each contributes $5,000erty of $100 (excluding any prior adjustments under
market value of $40,000. Avalid election under seccash to form partnership PRS, which purchasessection 743(b)), sells its partnership interest to B for
tion 754 is in effect with respect to the sale of theoal property for $15,000. A, B, and C have equa$800 cash. Under §1.613A-3(e)(6)(iv), A's adjusted
partnership interest. Accordingly, PRS makes an aghterests in capital and profits. C subsequently sellsasis of $100 in Property carries over to B.
justment, pursuant to section 743(b), to decrease thg partnership interest to T for $100,000 when the (ii) Under section 755, XYZ determines that
basis of partnership property. Under section 743(bplection under section 754 is in effect. T has a basiroperty accounts for 50% of the fair market value
the amount of the adjustment is equal to ($30,0003djustment under section 743(b) for the coal propsf all partnership assets. The remaining 50% of B's
Under section 755, the entire adjustment is allocategtty of $95,000 (the difference between T's basigyurchase price ($400) is attributable to non-de-
to the property. $100,000, and its share of the basis of partnershjgetable property. XYZ must provide a statement to

(iii) The basis of the property at the time of theproperty, $5,000). Assume that the depletion alB containing the portion of B's adjusted basis attrib-
transfer of the partnership interest was $60,000. l@swance computed under the percentage methadable to non-depletable property ($400). Under this
each of years 3 through 5, the partnership will realyould be $21,000 for the taxable year so that eagharagraph (k)(1), XYZ must report basis adjust-
ize depreciation deductions of $20,000 from theartner would be entitled to $7,000 as its share of theents under section 743(b) to non-depletable prop-
property. Thus, one third of the negative basis adteduction for depletion. However, under the cosérty. B must report basis adjustments under sectior
justment ($10,000) will be recovered in each otiepletion method, at an assumed rate of 10 perceft3(b) to Property.
years 3 through 5. Consequently, T will be allothe allowance with respect to T's one-third interest (2) Requirement that transferee notify
cated, for tax purposes, depreciation of $15,000 eagfhich has a basis to him of $100,000 ($5,000, plusartnership—(i) Sale or exchange A
year from the partnership and will recover $10,00@s basis adjustment of $95,000) is $10,000, althougiransferee that acquires, by sale or ex-
of its negative basis adjustment. Thus, T's net dehe cost depletion allowance with respect to the onghange, an interest in a partnership with
preciation deduction from the partnership in eackhird interest of A and B in the coal property, each ofin election under section 754 in effect for
year is $5,000. which has a basis of $5,000, is only $500. For parthe taxable year of the transfer, must no-

Example 3 (i) A, B, and C are equal partners inners A and B, the percentage depletion is greatéify the partnership, in writing, within 30
partnership PRS, which owns Asset 2, an item of déhan cost depletion and each will deduct $7,008lays of the sale or exchange. The written
preciable property that has a fair market value that Isased on the percentage depletion method. Howtotice to the partnership must be signed
less than its adjusted tax basis. C sells its interestéver, as to T, the transferee partner, the cost deplender penalties of perjury and must in-
PRS to T while PRS has an election in effect undaion method results in a greater allowance and €lude the names and addresses of th
section 754. PRS, therefore, decreases the basiswill, therefore, deduct $10,000 based on cost depl¢ransferee and (if ascertainable) of the
Asset 2 with respect to T. tion. See section 613(a). transferor, the taxpayer identification

(i) Assume that in the year following the transfer (k) Returns—(1) Statement of adjust- numbers of the transferee and (if ascer-
of the partnership interest to T, T's distributive sharenents—(i) In general A partnership that tainable) of the transferor, the relationship
of the partnership’s common basis depreciation denust adjust the bases of partnership progH any) between the transferee and the
ductions from Asset 2 is $500. PRS allocates nerties under section 743(b) must attach taansferor, the date of the transfer, the
other depreciation to T. Also assume that, undegstatement to the partnership return for themount of any liabilities assumed or taken
paragraph (j)(4)(ii)(B) of this section, the amount ofyear of the transfer setting forth the namsubject to by the transferee, and the
the negative basis adjustment that T recovers durirgnd taxpayer identification number of themount of any money, the fair market
the year is $1,000. T will report $500 of ordinary in-transferee as well as the computation ofalue of any other property delivered or to
come because the amount of the negative basis d¢fte adjustment and the partnership profe delivered for the transferred interest in
justment recovered during the year exceeds T's digrties to which the adjustment has beetle partnership, and any other information
tributive share of the partnership’s common basiallocated. necessary for the partnership to compute
depreciation deductions from Asset 2. (i) Special rule Where an interest is the transferee’s basis.

(5) Depletion Where an adjustment istransferred in a partnership which holds (ii) Transfer on deathA transferee that
made under section 743(b) to the basis ofl and gas properties that are depleted atquires, on the death of a partner, an in-
partnership property subject to depletiorthe partner level under sectionterest in a partnership with an election
any depletion allowance is determine®13A(c)(7)(D), the transferee must attaclhinder section 754 in effect for the taxable
separately for each partner, including tha statement to the transferee’s return forear of the transfer, must notify the part-
transferee partner, based on the partnetise year of the transfer, setting forth the@ership, in writing, within one year of the
interest in such property. See 81.702Zomputation of the basis adjustmentleath of the deceased partner. The writter
1(a)(8). For partnerships that hold oil andinder section 743(b) which is allocable tmotice to the partnership must be signed
gas properties that are depleted at theich properties and the specific propertiasnder penalties of perjury and must in-



clude the names and addresses of the dgaph (k)(2) of this section, the partnereor loss from section 751 property (includ-
ceased partner and the transferee, the taship must attach a statement to its retuimg any remedial allocations under
payer identification numbers of the dein the year that the partnership is other§1.704-3(d)) that would have been allo-
ceased partner and the transferee, thndse notified of the transfer. This statecated to the partner (to the extent attribut
relationship (if any) between the transment must set forth the name and taxable to the partnership interest sold or ex
feree and the transferor, the deceasgahyer identification number (if changed) if the partnership had sold all of
partner’s date of death, the date on whicascertainable) of the transferee. In addits property in a fully taxable transaction
the transferee became the owner of th#on, the following statement must befor cash in an amount equal to the fair
partnership interest, the fair market valuprominently displayed in capital lettersmarket value of such property (taking into
of the partnership interest on the applicasn the first page of the partnership’s reaccount section 7701(g)) immediately
ble date of valuation set forth in sectioriurn for such year, and on the first pagerior to the partner’s transfer of the inter-
1014, and the manner in which the faiof any schedule or information stateest in the partnership. Any gain or loss
market value of the partnership interesnent relating to such transferee’s shanecognized that is attributable to sectior
was determined. of income, credits, deductions, etc.751 property will be ordinary gain or loss.

(i) Nominee reporting If a partner- “RETURN FILED PURSUANT TO The difference between the amount of
ship interest is transferred to a nomineg1.743-1(k)(5).” The partnership will capital gain or loss that the partner would
which is required to furnish the statemerithen be entitled to report the transferee®alize in the absence of section 751 an
under section 6031(c)(1) to the partnershare of partnership items without adthe amount of ordinary income or loss de-
ship, the nominee may satisfy the noticpustment to reflect the transferee’s basitermined under this paragraph (a)(2) is the
requirement contained in this paragrapbdjustment in partnership property. Iftransferor’s capital gain or loss on the sale
(k)(2) by providing the statement requiredollowing the filing of a return pursuant of its partnership interest.
under 81.6031(c)-1T, provided that thdo this paragraph (k)(5), the transferee (3) Statement requiredA partner sell-
statement satisfies all requirements afrovides the applicable written notice tC}ng or exchanging any part of an interes
§1.6031(c)-1T and this paragraph (k)(2). the partnership, the partnership mush a partnership that has any section 75:

(3) Reliance In making the adjust- make such adjustments as are necessgppperty at the time of sale or exchange
ments under section 743(b) and any statt® adjust the basis of partnership propmust submit with its income tax return for
ment or return relating to such adjusterty (as of the date of the transfer) in anjhe taxable year in which the sale or ex-
ments under this section, a partnershipmended return otherwise to be filed bghange occurs a statement setting fortl
may rely on the written notice providedthe partnership or in the next annuageparately the following information—
by a transferee pursuant to paragrappartnership return of income to be regu- (j) The date of the sale or exchange;
(k)(2) of this section to determine thdarly filed by the partnership. At such ) the amount of any gain or loss at-
transferee’s basis in a partnership interesime, the partnership must also providgip iaple to the section 751 property; and
The previous sentence shall not .a.pply the transferee with such information as (iii) The amount of any gain or loss at-
any partner who has responsibility fois necessary for the transferee to amendy, i,y 1o capital gain or loss on the
federal income tax reporting by the partits prior returns to properly reflect theSale of the partnership interest
nership has knowledge of facts indicatingdjustment under section 743(b). %k '
that the statement is clearly erroneous.  (I) Effective date This section applies i _ .

(4) Partnership not required to make orto transfers of partnership interests that (c) Unrealized receivables

report adjustments under section 743(byccur on or after December 15, 1999. (3) In determining the amount of the
until it has notice of the transferA part-  Par. 6. Section 1.751-1 is amended bySale price attributable to such unrealizec
nership is not required to make the adjust- 1. Revising paragraphs (a)(2) andeceivables, or their value in a distribution
ments under section 743(b) (or any state-  (a)(3). treated as a sale or exchange, full accour
ment or return relating to those 2. Revising paragraph (c)(3). shall be taken not only of the estimated
adjustments) with respect to any transfer 3. Removing paragraph (c)(4)(x). cost of completing performance of the
until it has been notified of the transfer. 4. Adding a sentence at the end of par&ontract or agreement, but also of the time
For purposes of this section, a partnership  graph (f). between the sale or distribution and the
is notified of a transfer when either— 5. RevisingExample lof paragraph i'TffI payment.

(i) The partnership receives the written (). _ .
notice from the transferee required under The addition and revisions read as (f) * * * The rules contained in para-

paragraph (k)(2) of this section; or follows: graphs (a)(2) and (a)(3) of this section
(i) Any partner who has responsibility§1.751-1 Unrealized receivables andpply to transfers of partnership interest:

for federal income tax reporting by theinventory items that occur on or after December 15, 1999

partnership has knowledge that there has:* * * (g)***

been a transfer of a partnership interest. (a) * * * Example 1())(A) A and B are equal partners in

(5) Effect on partnership of the failure (2) Determination of gain or lossThe personal service partnership PRS. B transfers its in
of the transferee to complyf the trans- income or loss realized by a partner upofarest in PRS to T for $15,000 when PRS's balance
feree fails to provide the partnershighe sale or exchange of its interest in seeheet (reflecting a cash receipts and disbursemen
with the written notice required by paration 751 property is the amount of incomenethod of accounting) is as follows:



Assets
Fair
Adjusted Market
Basis Value
Cash . .., $ 3,000 $ 3,000
Loans Receivable . .. ... ... .. 10,000 10,000
Capital ASSElS . ..o 7,000 5,000
Unrealized Receivables . ... ... . 0 14,000
Total. . .o 20,000 32,000
Liabilities and Capital
Fair
Adjusted Market
Per Books Value
Liabilities . . .. ..o $ 2,000 $ 2,000
Capital:
A 9,000 15,000
B 9,000 15.000
Total 20,000 32,000

(B) None of the assets owned by PRS is section 2. Add a heading to newly designaten the first page of the partnership’s re-

704(c) property, and the capital assets are nondepggaragraph (c)(1). turn for such year: “RETURN FILED
ciable. The total amount realized by B is $16,000, 3. Add paragraph (c)(2). PURSUANT TO 81.754-1(c)(2).”
consisting of the cash received, $15,000, plus The additions read as follows: Par. 8. Section 1.755-1 is revised to

$1,000, B's share of the partnership liabilities as§1.754-1 Time and manner of makingead as follows:
sumed by T. See section 752. B's undivided half-inelection to adjust basis of partnership8§1.755-1 Rules for allocation of basis

terest in the partnership property includes a half-inproperty. (a) Generally A partnership that has
terest in the partnership’s unrealized receivables* * * * an election in effect under section 754
items. B's basis for its partnership interest is (c) Revocation of electier(1) In gen- must adjust the basis of partnership prop-
$10,000 ($9,000, plus $1,000, B's share of partneera], * * * erty under the provisions of section

ship liabilities). If section 751(a) did not apply to  (2) Revocations made for first taxable734(b) and section 743(b) pursuant to the
the sale, B would recognize $6,000 of capital gaiyear ending after December 15, 1999provisions of this section. The basis ad-
from the sale of the interest in PRS. However, seotwithstanding paragraph (c)(1) of thigustment is first allocated between the two
tion 751(a) does apply to the sale. section, any partnership having an eleclasses of property described in section
(ii) If PRS sold all of its section 751 property in ation in effect under this section for its tax-755(b). These classes of property consis
fully taxable transaction immediately prior to theable year that includes December 15f capital assets and section 1231(b) prop-
transfer of B's partnership interest to T, B would1999 may revoke such election by attacterty (capital gain property), and any other
have been allocated $7,000 of ordinary income frofing a statement to the partnership’s returproperty of the partnership (ordinary in-
the sale of PRS’s unrealized receivables. Thereforfgr such year. For the revocation to beome property). For purposes of this sec-
B will recognize $7,000 of ordinary income with re-valid, the statement must be filed not latetion, properties and potential gain treated
spect to the unrealized receivables. The differendtian the time prescribed by §1.6031(a)s unrealized receivables under sectior
between the amount of capital gain or loss that thg(e) (including extensions thereof) for fil-751(c) and the regulations thereunder
partner would realize in the absence of section 75hg the return for such taxable year, andhall be treated as separate assets that a
($6,000) and the amount of ordinary income or losmnust set forth the name and address of tledinary income property. The portion of
determined under paragraph (a)(2) of this sectiopartnership revoking the election, behe basis adjustment allocated to eact
($7,000) is the transferor’s capital gain or loss on thgigned by any one of the partners who islass is then allocated among the items
sale of its partnership interest. In this case, B wilauthorized to sign the partnership’s fedwithin the class. Adjustments under sec-

recognize a $1,000 capital loss. eral income tax return, and contain a dedion 743(b) are allocated under paragraph
FEEEE laration that the partnership revokes it¢b) of this section. Adjustments under

Par. 7. Section 1.754-1 is amended asection under section 754 to apply theection 734(b) are allocated under para-
follows: provisions of section 734(b) and 743(b)graph (c) of this section.

1. Designate the text following the headin addition, the following statement must (b) Adjustments under section
ing of paragraph (c) as paragraph (c)(1). be prominently displayed in capital letter¥43(b)}>—(1) Generally. (i) For ex-



changes in which the transferee’s basis imade based on the allocations of incomépwever, that in no event may the amoun
the interest is determined in whole or imain, or loss (including remedial alloca-of any decrease in basis allocated to capi
part by reference to the transferor’s basisons under 81.704-3(d)) that the transtal gain property exceed the partnership’
in the interest, paragraph (b)(5) of thideree partner would receive (to the exteriiasis (or in the case of property subject tc
section shall apply. For all other transattributable to the acquired partnership inthe remedial allocation method, the trans:
fers which result in a basis adjustmenterest) if, immediately after the transfer oferee’s share of any remedial loss unde
under section 743(b), paragraphs (b)(2he partnership interest, all of the partne§1.704-3(d) from the hypothetical transac-
through (b)(4) of this section shall applyship’s property were disposed of in a fullytion) in capital gain property. In the event
Except as provided in paragraph (b)(5) dfaxable transaction for cash in an amourhat a decrease in basis allocated to capit:
this section, the portion of the basis adequal to the fair market value of suclgain property would otherwise exceed the
justment allocated to one class of propproperty (the hypothetical transaction). partnership’s basis in capital gain prop-
erty may be an increase while the portion (2) Allocations between classes orty, the excess must be applied to reduc
allocated to the other class is a decreagsroperty—(i) In general The amount of the basis of ordinary income property.
This would be the case even though thihe basis adjustment allocated to the class(ii) Examples The provisions of this
total amount of the basis adjustment isf ordinary income property is equal toparagraph (b)(2) are illustrated by the fol-
zero. Except as provided in paragrapthe total amount of income, gain, or losfowing examples:

(b)(5) of this section, the portion of the(including any remedial allocations under Example 1 (i) A and B form equal partnership
basis adjustment allocated to one item @1.704-3(d)) that would be allocated teRs. A contributes $50,000 and Asset 1, a nonde
property within a class may be an inthe transferee (to the extent attributable tgreciable capital asset with a fair market value of
crease while the portion allocated to anthe acquired partnership interest) from thgso,000 and an adjusted tax basis of $25,000.
other is a decrease. This would be theale of all ordinary income property in theontributes $100,000. PRS uses the cash to pul
case even though the basis adjustment &lypothetical transaction. The amount Ofhase Assets 2, 3, and 4. After a year, A sells its in

located to the class is zero. the basis adjustment to capital gain properest in PRS to T for $120,000. At the time of the

(i) Hypothetical transaction For pur- erty is equal to— transfer, A's share of the partnership’s basis in part
poses of paragraphs (b)(2) through (b)(4) (A) The total amount of the basis adnership assets is $75,000. Therefore, T receives
of this section, the allocation of the basifustment under section 743(b); less $45,000 basis adjustment.

adjustment under section 743(b) between (B) The amount of the basis adjustment (ii) Immediately after the transfer of the partner-
the classes of property and among tha&llocated to ordinary income propertyship interest to T, the adjusted basis and fair marke
items of property within each class areinder the preceding sentence; providedalue of PRS's assets are as follows:

Assets
Fair
Adjusted Market
Basis Value
Capital Gain Property:
Asset 1 $ 25,000 $ 75,000
Asset 2 100,000 117,500
Ordinary Income Property:
Asset 3 $ 40,000 $ 45,000
Asset 4 10,000 2,500
Total $175,000 $240,000

(i) If PRS sold all of its assets in a fully tax-  (iv) The amount of the basis adjustment that i;ary income property).
able transaction at fair market value immediatelyallocated to ordinary income property is equal to Example 2 (i) A and B form equal partnership
after the transfer of the partnership interest to T$1,250) (the amount of the loss allocated to PRS. A and B each contribute $1,000 cash whick
the total amount of capital gain that would be allofrom the hypothetical sale of the ordinary incomehe partnership uses to purchase Assets 1, 2, 3, ar
cated to T is equal to $46,250 ($25,000 sectioproperty). 4. After a year, A sells its partnership interestto T
704(c) built-in gain from Asset 1, plus fifty per- (v) The amount of the basis adjustment that ifor $1,000. T’s basis adjustment under section
cent of the $42,500 appreciation in capital gairllocated to capital gain property is equal to743(b) is zero.
property). T would also be allocated a $1,250 or$46,250 (the amount of the basis adjustment, (ii) Immediately after the transfer of the partner-
dinary loss from the sale of the ordinary income45,000, less ($1,250), the amount of loss alloship interest to T, the adjusted basis and fair marke
property. cated to T from the hypothetical sale of the ordivalue of PRS’s assets are as follows:



Assets
Fair
Adjusted Market
Basis Value
Capital Gain Property:
Asset 1 $ 500 $ 750
Asset 2 500 500
Ordinary Income Property:
Asset 3 $ 500 $ 250
Asset 4 500 500
Total $2,000 $2,000

(iii) If, immediately after the transfer of the part- terest) from the hypothetica| sale of the Example 2 (i) Assume the same facts as Exam-
nership interest to T, PRS sold all of its assets in jgem; minus ple 1 in paragraph (b)(2)(ii) of this section, except
fully taxable transaction at fair market value, T (B) The product of— that A sold its interest in PRS to T for $110,000
would be allocated a loss of $125 from the sale of (1) The total amount of gain or loss (in.rather than $120,000. T, therefore, receives a basi:
the ordinary income property. Thus, the amount 0¢Iuding any remedial allocations undemrdjustment under section 743(b) of $35,000. Of the
the basis adjustment to ordinary income property i§1,704-3(d)) that would be allocated t®35,000 basis adjustment, ($1,250) is allocated to
($125). The amount of the basis adjustment to capihe transferee (to the extent attributable terdinary income property, and $36,250 is allocated
tal gain property is $125 (zero, the amount of th¢he acquired partnership interest) from tht capital gain property.
basis adjustment under section 743(b), less ($125hypothetica| sale of all items of capita| (ii) Asset 3 is ordinary income property, and T
amount of the basis adjustment allocated to ordinargain property, minus the amount of thevould be allocated $2,500 from the sale of Asset 3
income property). positive basis adjustment to all items oin the hypothetical transaction. Therefore, the

(3) Allocation within the class-(i) capital gain property or plus the amoun@mount of the adjustment to Asset 3 is $2,500.
Ordinary income property The amount of the negative basis adjustment to capital (iii) Asset 4 is ordinary income property, and T
of the basis adjustment to each item ajain property; multiplied by would be allocated ($3,750) from the sale of Asset 4
property within the class of ordinary in- (2) A fraction, the numerator of whichin the hypothetical transaction. Therefore, the
come property is equal to— is the fair market value of the item ofamount of the adjustment to Asset 4 is ($3,750).

(A) The amount of income, gain, orproperty to the partnership, and the de- (iv) Asset 1 is a capital gain asset, and T would
loss (including any remedial allocationsnominator of which is the fair marketbe allocated $37,500 from the sale of Asset 1 in the
under 81.704-3(d)) that would be allovalue of all of the partnership’s items othypothetical transaction. Asset 2 is a capital gain
cated to the transferee (to the extent agapital gain property. asset, and T would be allocated $8,750 from the sale
tributable to the acquired partnership in- (iii) Examples. The provisions of this of Asset 2 in the hypothetical transaction. The total
terest) from the hypothetical sale of thearagraph (b)(3) are illustrated by the folamount of gain that would be allocated to T from the
item; reduced by lowing examples: sale of the capital gain assets in the hypothetical

(B) The product of— Example 1 (i) Assume the same facts as Examtransaction is $46,250, which exceeds the amount of

(1) Any decrease to the amount of thele 1 in paragraph (b)(2)(ii) of this section. Of thethe basis adjustment allocated to capital gain prop-
basis adjustment to ordinary income props4s,000 basis adjustment, $46,250 was allocated sty by $10,000. The amount of the adjustment to
erty required pursuant to the last sentenegpital gain property. The amount allocated to ordiAsset 1 is $33,604 ($37,500 minus $3,896 ($10,000
of paragraph (b)(2)(i) of this section; mul-nary income property was ($1,250). x $75,000/192,500)). The amount of the basis ad-
tiplied by (i) Asset 1 is a capital gain asset, and T would bjtistment to Asset 2 is $2,646 ($8,750 minus $6,104

(2) A fraction, the numerator of which allocated $37,500 from the sale of Asset 1 in the hy$10,000 x $117,500/192,500)).
is the fair market value of the item ofpothetical transaction. Therefore, the amount of the (4) Income in respect of a decedent
property to the partnership and the dexdjustment to Asset 1 is $37,500. (i) In general Where a partnership in-
nominator of which is the total fair market (i) Asset 2 is a capital gain asset, and T woulderest is transferred as a result of the
value of all of the partnership’s items oOfe allocated $8,750 from the sale of Asset 2 in thdeath of a partner, under section 1014(c)
ordinary income property. hypothetical transaction. Therefore, the amount dhe transferee’s basis in its partnership

(i) Capital gain property The amount the adjustment to Asset 2 is $8,750. interest is not adjusted for that portion
of the basis adjustment to each item of (iv) Asset 3 is ordinary income property, and TOf the interest, if any, which is attribut-
property within the class of capital gainvould be allocated $2,500 from the sale of Asset able to items representing income in re-
property is equal to— in the hypothetical transaction. Therefore, th&pect of a decedent under section 691

(A) The amount of income, gain, Oramount of the adjustment to Asset 3is $2,500.  See 81.742-1. Accordingly, if a partner-
loss (including any remedial allocations (v) Asset 4 is ordinary income property, and TShip interest is transferred as a result of
under §1.704-3(d)) that would be allo-would be allocated ($3,750) from the sale of Asset the death of a partner, and the partner-
cated to the transferee (to the extent aiir the hypothetical transaction. Therefore, th&ship holds assets representing income ir
tributable to the acquired partnership inamount of the adjustment to Asset 4 is ($3,750). respect of a decedent, no part of the



basis adjustment under section 743(b) i®)(4) are illustrated by the following ex-death, B’s partnership interest is transferred to T

allocated to these assets. See §1.748mple: when PRS’s balance sheet (reflecting a cash re

1(b). Example (i) A and B are equal partners in per-ceipts and disbursements method of accounting) i
(if) The provisions of this paragraphsonal service partnership PRS. As a result of B'gs follows:

Assets
Fair
Adjusted Market
Basis Value
Capital ASSet . ... $ 2,000 $ 5,000
Unrealized Receivables . . . ........ .. 0 15.000
Total .. e 2,000 20,000
Liabilities and Capital
Fair
Adjusted Market
Per Books Value
Capital:
A 1,000 10,000
B 1,000 10,000
Total 2,000 20,000

(ify None of the assets owned by PRS is sectioB51 applies or to a partnership in a tran®nly if the total amount of gain or loss (in-
704(c) property, and the capital asset is nondeprecigction to which section 721(a) applies. cluding any remedial allocations under
ble. The fair market value of T's partnership interest (i) Allocations between classes of prop§1_704-3(d)) that would be allocated to the
on the applicable date of valuation set forth in S€Garty. If the total amount of the basis adjusttransferee (to the extent attributable to the
tion 1014 is $10,000. Of this amount, $2,500 is ali,ant under section 743(b) is zero, then rcquired partnership interest) from the hy-
tributable to T's share of the partnership’s Capitab.djustment to the basis of partnership prorslothetical sale of all such property would
asset, and $7,500 is attributable to T's 50% share %frty will be made under this paragrapﬁeSU“ in a net loss to the transferee. Where
the partnership’s unrealized receivables. The par(b)(s)' If there is an increase in basis to bghder the preceding sentence, a decrease
nership’s unrealized receivables represent income iy~ ~otead to partnership assets, such ilpasis may be allocated to both capital gair
respect of a decedent. Accordingly, under sectioerease must be allocated to capital gaﬁﬁsets and ordinary income assets, the d
1014(c), T's basis in its partnership interest is ”Obroperty or ordinary income property, re£réase shall be allocated to each class i
adjusted for that portion of the interest which is atgpactively, only if the total amount of gainpropcurtion to the net loss which would be
tributable to the unrealized receivables. Therefor%r loss (including any remedial a”ocation@Iocated to the transferee from the sale o
T's basis in its partnership interest is $2,500. under §1.704-3(d)) that would be a”ocateall assets in each class.

(iii) At the time of the transfer, B's share of thetg the transferee (to the extent attributable (iii) Allocations within the classes(A)
partnership’s basis in partnership assets is $1,008 the acquired partnership interest) fronncreases If there is an increase in basis to
Accordingly, T receives a $1,500 basis adjustmerthe hypothetical sale of all such properte allocated within a class, the increas
under section 743(b). Under this paragraph (b)(4would result in a net gain or net income, agust be allocated first to properties with
the entire basis adjustment is allocated to the pafihe case may be, to the transferee. Whet#)realized appreciation in proportion to the
nership’s capital asset. under the preceding sentence, an increasansferee’s share of the respective amoun:

(5) Transferred basis exchangei) In in basis may be allocated to both capit&lf unrealized appreciation before such in-
general This paragraph (b)(5) applies togain assets and ordinary income assets, tk¢ase (but only to the extent of the trans
basis adjustments under section 743(lincrease shall be allocated to each class fgree’s share of each property’s unrealizec
which result from exchanges in which theoroportion to the net gain or net income, reappreciation). Any remaining increase
transferee’s basis in the interest is detespectively, which would be allocated to thénust be allocated among the propertie:
mined in whole or in part by reference tdransferee from the sale of all assets in eawfithin the class in proportion to the trans-
the transferor’s basis in the interest. Faslass. If there is a decrease in basis to be #ree’s share of the amount that would be
example, this paragraph applies if a partecated to partnership assets, such decredgélized by the partnership upon the hypo
nership interest is contributed to a corpamust be allocated to capital gain property dhetical sale of each asset in the class.
ration in a transaction to which sectiorordinary income property, respectively, (B) Decreases If there is a decrease



in basis to be allocated within a classgiated assets in that class. nondepreciable capital asset with a basis of $10,00C
the decrease must be allocated first to (D) Carryover adjustment Where a and a fair market value of $7,500. The amount of
properties with unrealized depreciationransferee’s negative basis adjustmer‘fte basis adjustment under section 743(b) to part-
in proportion to the transferee’s shareander section 743(b) cannot be allocateprship property is $0 ($5,000, UTP's basis in its
of the respective amounts of unrealize¢b any asset, because the adjustment diterest in LTP, minus $5,000, UTP's share of LTP’s
depreciation before such decrease (bdkeds the transferee’s share of the a#asis in partnership assets). Because UTP acquire
only to the extent of the transferee’gusted basis to the partnership of all deis interest in LTP in a transferred basis exchange,
share of each property’s unrealized depreciated assets in a particular class, ttgd the total amount of the basis adjustment under
preciation). Any remaining decreaseadjustment is made when the partneection 743(b) is zero, UTP receives no special
must be allocated among the propertieship subsequently acquires property of Basis adjustments under section 743(b) with respec
within the class in proportion to thelike character to which an adjustmente the partnership property of LTP.
transferee’s shares of their adjustedan be made. Example 2 (i) A purchases a partnership interest
bases (as adjusted under the preceding(iv) Examples The provisions of this in LTP at a time when an election under section 754
sentence). paragraph (b)(5) are illustrated by the folis not in effect. The three partners in LTP have equal
(C) Limitation in decrease of basis lowing examples: interests in capital and profits. During a later year
Where, as the result of a transaction to Example 1 Ais a member of partnership LTP, for which LTP has an election under section 754 in
which this paragraph (b)(5) applies, avhich has made an election under section 754. Tedfect, and in a transaction that is unrelated to A's
decrease in basis must be allocated three partners in LTP have equal interests in capitpurchase of the LTP interest, A contributes its inter-
capital gain assets, ordinary income asmnd profits. Solely in exchange for a partnership inest in LTP to UTP in a transaction described in sec-
sets, or both, and the amount of the deerest in UTP, A contributes its interest in LTP totion 721 (solely in exchange for a partnership inter-
crease otherwise allocable to a particulasTp in a transaction described in section 721. Agstin UTP). At the time of the transfer, A's adjusted
class exceeds the transferee’s share @& time of the transfer, A's basis in its partnershijpasis in its interest in LTP is $20,433. Under section
the adjusted basis to the partnership odterest ($5,000) equals its share of inside basi&1, A recognizes no gain or loss as a result of the
all depreciated assets in that class, theiso $5,000). Under section 723, UTP’s basis in itsontribution of its partnership interest to UTP.
transferee’s negative basis adjustment iserest in LTP is $5,000. LTP’s only two assets omnder section 723, UTP's basis in its partnership in-
limited to the transferee’s share of thehe date of contribution are inventory with a basigerest in LTP is $20,433. The balance sheet of LTP
partnership’s adjusted basis in all depresf $5,000 and a fair market value of $7,500, and an the date of the contribution shows the following:

Assets
Fair
Adjusted Market
Basis Value
Cash . ... e $ 5,000 $5,000
Accountsreceivable .. ..... ... .. ... . 10,000 10,000
INVENTOIY . . 20,000 21,000
Nondepreciable capitalasset . . . ........... ... .. ... .. ..., 20,000 40,000
Total .. $55,000 $76,000
Liabilities and Capital
Fair
Adjusted Market
Per Books Value
Liabilities ... ... $10,000 $10,000
Capital:
A 15,000 22,000
B o 15,000 22,000
C o e 15,000 22,000
Total ... $55,000 $76,000

(i) The amount of the basis adjustment undeinterest in the previously taxed capital of LTP isamount of tax gain allocated to UTP from the hypo-
section 743(b) is the difference between the basis 5,000 ($22,000, the amount of cash UTP woulthetical transaction). UTP’s share of the adjusted
UTP’s interest in LTP and UTP’s share of the adreceive if LTP liquidated immediately after the hy-basis to LTP of partnership property is $18,333
justed basis to LTP of partnership property. UTP’pothetical transaction, decreased by $7,000, th@15,000 share of previously taxed capital, plus



$3,333 share of LTP's liabilities). The amount of themined under section 732) of distributediecrease (but only to the extent of eact
basis adjustment under section 743(b) to partnershggapital gain property exceeds the partneproperty’s unrealized depreciation). Any
property therefore, is $2,100 ($20,433 minusship’s adjusted basis of such property inremaining decrease must be allocate
$18,333). mediately prior to the distribution, theamong the properties within the class in
(iii) The total amount of gain that would be allo-basis of the undistributed capital gairproportion to their adjusted bases (as ad
cated to UTP from the hypothetical sale of capitaPrOperty remaining in the partnership igusted under the preceding sentence).

gain property is $6,666.67 (one-third of the excesdeécreased by an amount equal to such ex-

of the fair market value of LTP’s nondepreciableC€SS. Similarly, where there is a diStribu\-/\/lgi)reL;ngjléi:s;sénindtehceretiasseisooff bzlsr;flel
capital asset, $40,000, over its basis, $20,000). TN of ordinary income property, and the P

; P hip assets is required under sectiol
total amount of gain that would be allocated to UTAasis of the property to the distribute&]'P d

; ; 4(b)(2) and the amount of the decreas

from the hypothetical sale of ordinary income propPartner (as determined under section 73Z (b)) ; ; |
s $333.33 hird of th f the falis NOt the same as the partnership’s -2 ceeds the adjusted basis to the partne
erty is $333.33 (one-third of the excess of the fai hip of property of the required character,

market value of LTP's inventory, $21,000, over itgusted basis of the property immediatel)?h : ;
- o . . the basis of such property is reduced tc
basis, $20,000). Under paragraph (b)(5), LTP mufdrior to distribution, the adjustment is property

allocate $2,000 ($6,666.67 divided by $7,000 imeB1ade only to undistributed property of thé*€"® (but not below zero).
$2,100) of UTP’s basis adjustment to the nondepréame class remaining in the partnership.  (4) Carryover adjustment Where, in
ciable capital asset. LTP must allocate $100 (ii) Special rule Where there is a dis-the case of a distribution, an increase or
($333.33 divided by $7,000 times $2,100) of UTP'dribution resulting in an adjustment undedecrease in the basis of undistributec
basis adjustment to the inventory. section 734(b)(1)(A) or (b)(2)(A) to the property cannot be made because the par
(c) Adjustments under section 734¢p) Pasis of undistributed partnership propnership owns no property of the characte
(1) Allocations between classes of propey, the adjustment is allocated only teequired to be adjusted, or because th
erty—(i) General rule Where there is a capital gain property. basis of all the property of a like character
distribution of partnership property result- (2) Allocations within the classegi) has been reduced to zero, the adjustme
ing in an adjustment to the basis of undigncreases If there is an increase in basigs made when the partnership subse
tributed partnership property under sedo be allocated within a class, the increasguently acquires property of a like charac-
tion 734(b)(1)(B) or (b)(2)(B), the must be allocated first to properties witter to which an adjustment can be made.
adjustment must be allocated to remairkinrealized appreciation in proportion to (5) Example The following example il-
ing partnership property of a charactetheir respective amounts of unrealized a%]strates this paragraph (c):
similar to that of the distributed propertypreciation before such increase (but onl patagraph {
with respect to which the adjustmento the extent of each property’s unrealized example (i) A, B, and C form equal partnership
arose. Thus, when the partnership’s a@ppreciation). Any remaining increasers. A contributes $50,000 and Asset 1, capita
justed basis of distributed capital gairmust be allocated among the properti€gin property with a fair market value of $50,000
property immediately prior to distributionwithin the class in proportion to their fairang an adjusted tax basis of $25,000. B and C eac
exceeds the basis of the property to th@arket values. contributes $100,000. PRS uses the cash to pul
distributee partner (as determined under (ii) Decreases If there is a decrease inchase Assets 2, 3, 4, 5, and 6. Assets 4, 5, and 6
section 732), the basis of the undistribbasis to be allocated within a class, thee only assets held by the partnership which are
uted capital gain property remaining indecrease must be allocated first to propesubject to section 751. The partnership has an ele
the partnership is increased by an amouties with unrealized depreciation in pro-ion in effect under section 754. After seven years,
equal to the excess. Conversely, when thportion to their respective amounts of unthe adjusted basis and fair market value of PRS's as
basis to the distributee partner (as deterealized depreciation before suchets are as follows:

Assets
Fair
Adjusted Market
Basis Value
Capital Gain Property:
ASSEt L .. $ 25,000 $ 75,000
ASSEL 2 100,000 117,500
ASSEL B L 50,000 60,000
Ordinary Income Property:
ASSEL 4 . L $ 40,000 $ 45,000
ASSEL D L 50,000 60,000
ASSEE B .. 10,000 2,500
Total $275,000 $360,000




(i) Allocation between classesAssume that preciation deductions as being reasonabb}hip’s common basis depreciation deductions from
PRS distributes Assets 3 and 5 to A in complete ”_"expected by more than one partner. Asset 1 is now $0. Under §1.743-1())(4)(ii)(B), the

uidation of A's interest in the partnership. As basis . . . N
amount of the section 1017 basis adjustment that A re-
in the partnership interest was $75,000. The partner- (B) Effective date This paragraph d

ship's basis in Assets 3 and 5 was $50,000 each. A8)(2)(iv) applies to elections made undegovers during the year is $1,000. A will report $1,000
$75,000 basis in its partnership interest is allocatesections 108(b)(5) and 108(c) on or aftesf ordinary income because As distributive share of the
between Assets 3 and 5 under sections 732(b) a@ecember 15, 1999. partnership’s common basis depreciation deductions
(©). Awill, therefore, have a basis of $25,000 in (v) Treatment of basis reductien(A) from Asset 1 ($0) is insufficient to offset the amount of
Asset 3 .(capltal gain property), and a basis _Oéasis adjustment The amount of the re- the section 1017 basis adjustment recovered by A dur-
$50,000 in Asset 5 (section 751 property). The dis- . . .
tribution results in a $25,000 increase in the basis SUCtion to the basis of depreciable paring the year ($1,000).
capital gain property. There is no change in th@ership property constitutes an adjust- (i) In the following year, PRS sells Asset 1 for
basis of ordinary income property. ment to the basis of partnership propertglls,ooo and recognizes a $12,000 loss. This loss i
(iif) - Allocation within class The amount of the \yith respect to the partner only. No adallocated equally between B and C, and A's share of
basis increase to capital gain property 1S $25’_000 arJ"ﬂstment is made to the common basis diie loss is $0. Upon the sale of Asset 1, A recovers
must be allocated among the remaining capital gafn . _ ) o . . .
assets in proportion to the difference between tH@artnership property. Thus, for purposess entire remaining section 1017 basis adjustment
fair market value and basis of each. The fair mark@f income, deduction, gain, loss, and dis$9,000). Awill report $9,000 of ordinary income.
value of Asset 1 exceeds its basis by $50,000. Theibution, the partner will have a special (D) Effective date This paragraph
fair market value of Asset 2 exceeds its basis byasijs for those partnership properties tH@)(2)(v) applies to elections made under
$17,500. ‘Therefore, the basis of Asset 1 will be inp g ot \which are adjusted under sectigctions 108(b)(5) and 108(c) on or after
creased by $18,519 ($25,000, multiplied by . I
$50,000, divided by $67,500), and the basis of Assélt017 and this section. December 15, 1999.
2 will be increased by $6,481 ($25,000 multiplied (B) Recovery of adjustments to basis of PART 602—OMB CONTROL NUM-
by $17,500, divided by $67,500). partnership property Adjustments to the BERS UNDER THE PAPERWORK RE-
(d) Effective date This section applies to basis of partnership property under thi§UCTION ACT
transfers of partnership interests and distréection are recovered in the manner de- Par. 10. The authority citation
butions of property from a partnership thagcribed in §1.743-1. for part 602 continues to read as follows:
occur on or after December 15, 1999. (C) Effect of basis reductionAdjust- Authority: 26 U.S.C. 7805.
Par. 9. Section 1.1017-1 is amended byments to the basis of partnership property Par. 11. In 8602.101, paragraph (b) is
1. Revising paragraph (g)(2)(iv). under this section are treated in the san@nended by
2. Adding paragraph (g)(2)(v). manner and have the same effect as an ad+fevising the entries for 1.732-1 and
The addition and revision read as followsjustment to the basis of partnership propl.743-1 in the table to read as follows:

§1.1017-1 Basis reductions following aerty under section 743(b). The following§602.101 OMB Control numbers.

discharge of indebtedness. example illustrates this paragraph (g)(2)(v)t * * * *
( ) e (b) * % %
(g) * % ¥ CFR part or section where Current OMB
identified and described control No.

(iv) Partner’s share of partnership
basis—(A) In general For purposes of « % % % *
this paragraph (g), a partner’s proportion1 7321

; o 5 72 1545-0099

ate share of the partnership’s basis in di 15451588
preciable property (or depreciable rea
property) is equal to the sum of— * ok ok k ok

(1) The partner's section 743(b) basiiq 730.1 . ... .. . . 1545-0074
adjustments to items of partnership depre 1545-1588
ciable property (or depreciable real propx * %
erty); and

(2) The common basis depreciation de- Example (i) A, B, and C are equal partners in part- David A. Mader,
ductions (but not including remedial allo-nership PRS, which owns (among other things) Asset Acting Deputy Commissioner

cations of depreciation deductions undef, an item of depreciable property with a basis of
§1.704-3(d)) that, under the terms of th€30,000. As basis in its partnership interest is $20,000.
partnership agreement effective for th@nder the terms of the partnership agreement, As shafoproved November 29, 1999
taxable year in which the discharge of inof the depreciation deductions from Asset 1 over its re-
debtedness occurs, are reasonably €kaining useful life will be $10,000. Under section
pected to be allocated to the partner oven17, Arequests, and PRS agrees, to decrease the basis
the property’s remaining useful life. Theof Asset 1 with respect to A by $10,000.

assu_mptlons made by a partnership in de- (jiy In the year following the reduction of basis (Filed by the Office of the Federal Register on De-
termlnlng the r_eajsonably eXPeCted allocamder section 1017, PRS amends its partnership agreember 14, 1999, 8:45 a.m., and published in the
tion of depreciation deductions must bénent to provide that items of depreciation and losissue of the Federal Register for December 15, 1999
consistent for each partner. For exampl@om Asset 1 will be allocated equally between B an§4 F-R. 69903)

a partnership may not treat the same de: in that year, As distributive share of the partner-

of Internal Revenue.

Jonathan Talisman,
Acting Assistant Secretary
of the Treasury.



