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In Rev. Rul. 99-57 (1999-2 C.B. 678), the IRS issued
gui dance with respect to the tax consequences for a partnership
and a corporate partner where the corporate partner contributes

Its own stock to the partnership, and the partnership |ater
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exchanges the stock wwth a third party in a taxable transaction.
Under that ruling, section 1032 will protect a corporate partner
fromrecognizing gain or loss (to the extent allocated to such
partner) when the partnershi p exchanges stock of the corporate
partner in a taxable transaction. The ruling also concludes
that, under section 705, the corporate partner increases its
basis in its partnership interest by an anmount equal to its share
of the gain resulting fromthe partnership’' s sale or exchange of
t he stock.

In situations where a corporation acquires an interest in a
partnership that holds that corporation’ s stock, a section 754
election is not in effect wth respect to the partnership for the
taxabl e year in which the corporation acquires the partnership
interest, and the partnership later sells or exchanges the stock,
It may be inconsistent with the intent of sections 705 and 1032
to increase the basis of the corporation's partnership interest
by the full anmpunt of the gain that is not recognized.

For instance, assune that a corporation (A) purchases a 50
percent interest in a partnership for $100,000. The
partnership’s only asset is A stock with a basis of $100, 000 and
a val ue of $200,000. |If the partnership had not nmade a section
754 el ection, then when the partnership disposes of the property
for $200,000, A would be allocated $50,000 of gain. Under
section 1032, the gain allocated to A would not be subject to

tax. If A's basis in the partnership interest were increased to
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$150, 000 under section 705(a)(1), A would recognize a
correspondi ng $50, 000 | oss (or reduced gain) upon a subsequent
sale of the partnership interest. In this situation, it would be
I nconsistent wth the intent of sections 705 and 1032 to increase
the basis of A's partnership interest for the gain that is not
recogni zed. To do so would create a recogni zable | oss (or
reduced gain) in a situation where no economc |oss was incurred
and no offsetting gain had previously been recognized.

Accordingly, in Notice 99-57 (1999-2 C.B. 692), the IRS
announced that it intended to pronul gate regul ati ons under
section 705 to address certain situations where a corporation
acquires an interest in a partnership that holds stock in that
corporation, and a section 754 election is not in effect with
respect to the partnership for the taxable year in which the
corporation acquired the interest. The IRS announced that rul es
regarding tiered-entity structures also would be included in the
regul ations. The IRS requested comments as to the appropriate
scope of the regul ations regardi ng other situations where the
price paid for a partnership interest reflects built-in gain or
accrued incone itens that will not be subject to tax, or built-in
| oss or accrued deductions that will be permanently deni ed, when
all ocated to the transferee partner, and the partnership has not
made an el ection under section 754. No formal comments were

recei ved.
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On January 3, 2001, the Treasury Departnent and the IRS
publ i shed a notice of proposed rul emaki ng (REG 106702- 00, 2001-4

. R B. 424) under section 705 of the Internal Revenue Code (Code)

in the Federal Register (66 FR 315). Only one comrent at or
submtted witten comments in response to the notice of proposed
rul emaki ng, and no public hearing was requested or held. After
consideration of the conmment, the proposed regul ations are
adopted as revised by this Treasury deci sion.

Expl anati on of Revisions and Sunmary of Contents

1. Overvi ew of Provi si ons

As discussed in Notice 99-57, these final regulations are
being issued in order to prevent inappropriate increases or
decreases in the adjusted basis of a corporate partner’s interest
in a partnership resulting fromthe partnership’s disposition of
the corporate partner’s stock.

The final regulations set forth a detailed statenent of the
pur pose for these regulations which is consistent with the
di scussion in Notice 99-57. The final regulations then provide a
specific rule inplenenting this purpose in situations where a
corporate partner holds a direct interest in a partnership that
owns stock of the corporate partner. This rule applies where a
corporation acquires an interest in a partnership that holds
stock in that corporation (or the partnership subsequently

acquires stock in that corporation in an exchanged basis
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transaction), the partnership does not have an el ecti on under
section 754 in effect for the year in which the corporation
acquires the interest, and the partnership later sells or
exchanges the stock. In these situations, the increase (or
decrease) in the corporation’s adjusted basis in its partnership
interest resulting fromthe sale or exchange of the stock equals
the amount of gain (or loss) that the corporate partner woul d
have recogni zed (absent the application of section 1032) if, for
the taxable year in which the corporation acquired the interest,
a section 754 election had been in effect.

The purpose of these final regul ations cannot be avoi ded
through the use of tiered partnerships or other arrangenents. For
exanple, the final regulations provide that if a corporation
acquires an indirect interest in its own stock through a chain of
two or nore partnerships (either where the corporation acquires a
direct interest in a partnership or where one of the partnerships
in the chain acquires an interest in another partnership), and
gain or loss fromthe sale or exchange of the stock is
subsequently allocated to the corporation, then the bases of the
Interests in the partnerships included in the chain shall be
adjusted in a manner that is consistent wth the purpose of the
final regulations. As stated above, the final regulations
I nclude a statenent describing the purpose of these regul ations
which is intended to gui de taxpayers in making basis adjustnents

in the tiered partnership context. |In addition, the final
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regul ati ons include two exanples illustrating the basis
adjustnents that are required by the final regulations where a
corporation acquires an indirect interest in its own stock
through a chain of two or nore partnerships.

2. The Secretary’'s Authority

The only comment received in response to the notice of
proposed rul emaki ng di scussed the Secretary’s authority under
section 705 to issue the regul ations as proposed. Specifically,
the comment suggested that the regul ati ons could be chall enged as
I nconsistent with the plain | anguage of section 705. The conment
acknow edged that the proposed regul ations are a reasonable
Interpretation of section 705, but argued that the aggregate
treatnment of partnerships in the context of section 1032 provides
a stronger basis for the Secretary’s authority.

Accordingly, the final regulations clarify that the
authority for the regul ations includes both sections 705 and
1032. As explained in Rev. Rul. 99-57, the use of the aggregate
theory of partnerships in the context of section 1032 is
necessary to carry out the intent of that section. To reflect
this application of the aggregate theory of partnerships and
prevent any unintended benefit or detrinent to the partners,
appropriate adjustnments under section 705 nust be nmade to a
corporate partner’s outside basis. See H R Rep. No. 1337, 83d
Cong., 2d Sess. 225 (1954); S. Rep. No. 1337, 83d Cong. 2d Sess.

384 (1954). Thus, the regul ations provide the nechanical rules
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necessary to inplenent Congressional intent under both sections
705 and 1032.

3. Technical Correction Relating to Tiered Partnerships

The comment suggested technical changes to the proposed
regul ations to prevent taxpayers in tiered partnership situations
frominappropriately allocating to the corporate partner a |oss
resulting froma sale of a lower-tier partnership (LTP) interest
that is attributable to gain allocated to and recogni zed by the
noncorporate partners upon the LTP s sale of the corporate
partner’s stock. The final regulations include nodifications to
prevent such inappropriate allocations.

4. De Mnims Rule

The conmment suggested that an elective de mnims rule would
be appropriate as a matter of adm nistrative conveni ence.
However, after considering the purpose of these regul ati ons and
I ssues of adm nistrative burden and technical conplexity,
Treasury and the IRS have determned that a de minims rule is
unnecessary.

5. Scope of the Regulations

The conmment suggested that the regul ati ons provi de gui dance
with respect to the issues addressed in Rev. Rul. 96-10 (1996-1
C.B. 138) (partners’ bases in their partnership interests are
increased to reflect gain fromthe sale of partnership property
that is not recogni zed under sections 267(d) and 707(b)(1)) and

Rev. Rul. 96-11 (1996-1 C. B. 140) (a charitable contribution of
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property by a partnership reduces each partner’s basis in the
partnership by the partner’s share of the partnership’ s basis in
the property contributed). Treasury and the IRS believe that
these i ssues are beyond the scope of these regul ations.
Accordingly, this comment is not addressed in these regul ati ons.

6. O her Devel opnent s

The notice of proposed rul emaking i ssued el sewhere in this
I ssue of the Federal Register addresses renaining issues that
Treasury and the I RS considered during the devel opnent of the
final regulations. Specifically, the proposed regul ations apply
principles simlar to those applied in the final regul ations
where a corporation’s indirect interest in its own stock held
t hrough one or nore partnerships increases as the result of a
distribution of partnership property to another partner and the
partnershi p does not have a section 754 election in effect at the
time of the distribution. |In addition, the proposed regul ations
clarify that references in the regulations to stock of a
corporate partner include any position in stock of a corporate
partner to which section 1032 applies. Certain mnor,
nonsubst anti ve changes were nmade to the final regulations to
accommodat e the eventual incorporation of the proposed
regul ati ons.
Speci al Anal yses

It has been determined that this Treasury decision is not a

significant regulatory action as defined in Executive Order
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12866. Therefore, a regulatory assessnent is not required. It
al so has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U S.C. chapter 5) does not apply
to these regul ati ons, and because the regul ati ons do not inpose a
collection of information on small entities, the Regul atory
Flexibility Act (5 U . S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue Code, the notice of
proposed rul emaki ng precedi ng these regul ati ons was submtted to
the Chief Counsel for Advocacy of the Small Business
Adm ni stration for comment on its inpact on small businesses.
Drafting Information

The principal author of these regulations is Barbara
MacM Il an of the Ofice of the Associate Chief Counse
(Passt hroughs and Special Industries). However, personnel from
other offices of the IRS and the Treasury Departnent participated
in their devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Adopti on of Anmendnents to the Regul ations

Accordingly, 26 CFR part 1 is anended as foll ows:
PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by adding a citation to read in part as follows:

Authority: 26 U S.C. 7805 * * *
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Section 1.705-2 also i ssued under 26 U.S.C. 705 and 1032.

Par. 2. Section 1.705-1 is anmended by addi ng paragraph
(a)(7) to read as foll ows:

81.705-1 Determination of basis of partner’s interest.

(a) * * *
(7) For basis adjustnents necessary to coordinate sections
705 and 1032 in certain situations in which a partnership
di sposes of stock of a corporation that holds a direct or
indirect interest in the partnership, see 81.705-2.
* ok ok x %
Par. 3. Section 1.705-2 is added to read as follows:

81.705-2 Basis adjustnents coordinating sections 705 and 1032.

(a) Purpose. This section coordinates the application of
sections 705 and 1032 and is intended to prevent inappropriate
I ncreases or decreases in the adjusted basis of a corporate
partner’s interest in a partnership resulting fromthe
partnership’s disposition of the corporate partner’s stock. The
rul es under section 705 generally are intended to preserve
equal ity between the adjusted basis of a partner’s interest in a
partnership (outside basis) and such partner’s share of the
adj usted basis in partnership assets (inside basis). However, in
Situations where a section 754 election was not in effect for the
year in which a partner acquired its interest, the partner’s

I nside basis and outside basis may not be equal. In these
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situations, gain or |loss allocated to the partner upon
di sposition of the partnership assets that is attributable to the
di fference between the adjusted basis of the partnership assets
absent the section 754 election and the adjusted basis of the
partnershi p assets had a section 754 election been in effect
generally will result in an adjustnent to the basis of the
partner’s interest in the partnership under section 705(a). Such
gain (or loss) therefore generally wll be offset by a
correspondi ng decrease in the gain or increase in the |loss (or
increase in the gain or decrease in the |oss) upon the subsequent
di sposition by the partner of its interest in the partnership.
Where such a difference exists with respect to stock of a
corporate partner that is held by the partnership, gain or |oss
fromthe disposition of corporate partner stock attributable to
the difference is not recogni zed by the corporate partner under
section 1032. To adjust the basis of the corporate partner’s
Iinterest in the partnership for this unrecognized gain or |oss
woul d not be appropriate because it would create an opportunity
for the recognition of taxable gain or |oss on a subsequent
di sposition of the partnership interest where no econom c gain or
| oss has been incurred by the corporate partner and no
correspondi ng taxable gain or | oss had previously been all ocated
to the corporate partner by the partnershinp.

(b) Single partnership--(1) Required adjustnents relating to

acquisitions of partnership interest. (i) This paragraph (b)(1)
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applies in situations where a corporation acquires an interest in
a partnership that holds stock in that corporation (or the
partnershi p subsequently acquires stock in that corporation in an
exchanged basis transaction), the partnership does not have an
el ection under section 754 in effect for the year in which the
corporation acquires the interest, and the partnership |ater
sells or exchanges the stock. |In these situations, the increase
(or decrease) in the corporation’s adjusted basis inits
partnership interest resulting fromthe sale or exchange of the
stock equal s the amobunt of gain (or |oss) that the corporate
partner woul d have recogni zed (absent the application of section
1032) if, for the year in which the corporation acquired the
Interest, a section 754 election had been in effect.

(ii1) The provisions of this paragraph (b)(1) are
il lustrated by the foll ow ng exanpl e:

Example. (i) A B, and C formequal partnership PRS. Each
partner contributes $30,000 in exchange for its partnership
Interest. PRS has no liabilities. PRS purchases stock in
corporation X for $30,000, which appreciates in value to
$120,000. PRS al so purchases inventory for $60, 000, which
appreciates in value to $150,000. A sells its interest in PRS to
corporation X for $90,000 in a year for which an el ection under
section 754 is not in effect. PRS later sells the X stock for
$150,000. PRS realizes a gain of $120,000 on the sale of the X
stock. X s share of the gain is $40,000. Under section 1032, X
does not recognize its share of the gain.

(ii) Normally, X would be entitled to a $40,000 increase in
the basis of its PRS interest for its allocable share of PRS s
gain fromthe sale of the X stock, but a special rule applies in
this situation. |If a section 754 election had been in effect for
the year in which X acquired its interest in PRS, X would have
been entitled to a basis adjustnment under section 743(b) of

$60, 000 (the excess of X' s basis for the transferred partnership
I nterest over X' s share of the adjusted basis to PRS of PRS s
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property). See 81.743-1(b). Under 81.755-1(b), the basis

adj ust nent under section 743(b) woul d have been all ocated $30, 000
to the X stock (the anbunt of the gain that woul d have been
allocated to X fromthe hypothetical sale of the stock), and
$30,000 to the inventory (the anobunt of the gain that woul d have
been allocated to X fromthe hypothetical sale of the inventory).

(iii) If a section 754 election had been in effect for the
year in which X acquired its interest in PRS, the anount of gain
that X woul d have recogni zed upon PRS s disposition of X stock
(absent the application of section 1032) would be $10,000 (X s
share of PRS s gain fromthe stock sale, $40,000, mnus the
anmount of X s basis adjustnment under section 743(b), $30, 000).
See 81.743-1(j). Accordingly, the increase in the basis of X's
interest in PRS is $10, 000.

(2) [Reserved]

(c) Tiered partnerships and other arrangenents--(1) Required

adj ustments. The purpose of these regulations as set forth in
par agraph (a) of this section cannot be avoided through the use
of tiered partnerships or other arrangenents. For exanple, if a
corporation acquires an indirect interest in its own stock
t hrough a chain of two or nore partnerships (either where the
corporation acquires a direct interest in a partnership or where
one of the partnerships in the chain acquires an interest in
anot her partnership), and gain or loss fromthe sale or exchange
of the stock is subsequently allocated to the corporation, then
the bases of the interests in the partnerships included in the
chain shall be adjusted in a manner that is consistent with the
pur pose of this section.

(2) Exanples. The provisions of this paragraph (c) are
Il lustrated by the foll ow ng exanples:

Exanple 1. Acquisition of upper-tier partnership interest by
corporation. (i) A B, and C forma partnership (UTP), with each
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partner contributing $25,000. UTP and D forma partnership
(LTP). UTP contributes $75,000 in exchange for its interest i
LTP, and D contributes $25,000 in exchange for D's interest in
LTP. Neither UTP nor LTP has any liabilities. LTP purchases
stock in corporation E for $100, 000, which appreciates in value
to $1,000,000. C sells its interest in UTP to corporation E for
$250, 000 in a year for which an el ection under section 754 is not
in effect for UTP or LTP. LTP later sells the E stock for

$2, 000, 000. LTP realizes a $1,900,000 gain on the sale of the E
stock. UTP' s share of the gain is $1, 425,000, and E' s share of
the gain is $475,000. Under section 1032, E does not recognize
Its share of the gain.

n

(i) Wth respect to the basis of UTPs interest in LTP, if
all of the gain fromthe sale of the E stock (including E's
share) were to increase the basis of UTP's interest in LTP, UTP s
basis in such interest would be $1, 500,000 ($75,000 +
$1,425,000). The fair market value of UTP's interest in LTP is
$1, 500, 000. Because UTP did not have a section 754 election in
effect for the taxable year in which E acquired its interest in
UTP, UTP's basis in the LTP interest does not reflect the
purchase price paid by E for its interest. |Increasing the basis
of UTP's interest in LTP by the full anmpunt of the gain that
woul d be recogni zed (in the absence of section 1032) on the sale
of the E stock preserves the conformty between UTP s inside
basi s and outside basis with respect to LTP (i.e., UTP' s share of
LTP' s cash is equal to $1,500,000, and UTP's basis in the LTP
interest is $1,500,000) and appropriately would cause UTP to
recogni ze no gain or loss on the sale of UTP's interest in LTP
I medi ately after the sale of the E stock. Accordingly,
I ncreasing the basis of UTPs interest in LTP by the entire
anount of gain allocated to UTP (including E's share) fromLTP s
sale of the E stock is consistent with the purpose of this
section. The $1, 425,000 of gain allocated by LTP to UTP w ||
I ncrease the adjusted basis of UTP's interest in LTP under
section 705(a)(1). The basis of UTP's interest in LTP
i medi ately after the sale of the E stock is $1, 500, 000.

(iii) Wth respect to the basis of EEs interest in UTP, if
E's share of the gain allocated to UTP and then to E were to
I ncrease the basis of E's interest in UP, E' s basis in such
i nterest woul d be $725, 000 ($250, 000 + $475,000) and the fair
mar ket val ue of such interest woul d be $500, 000, so that E woul d
recogni ze a loss of $225,000 if E sold its interest in UTP
I medi ately after LTP's disposition of the E stock. It would be
i nappropriate for E to recognize a taxable |oss of $225, 000 upon
a disposition of its interest in UTP because E would not incur an
economc loss in the transaction, and E did not recognize a
taxabl e gain upon LTP' s disposition of the E stock that
appropriately would be offset by a taxable |oss on the
di sposition of its interest in UTP. Accordingly, increasing E' s



15

basis inits UTP interest by the entire anmount of gain allocated
to Efromthe sale of the E stock is not consistent with the

pur pose of this section. (Conversely, because A and B were

al l ocated taxable gain on the disposition of the E stock, it
woul d be appropriate to increase A's and B's bases in their
respective interests in UTP by the full amount of the gain

all ocated to them)

(iv) The appropriate basis adjustnment for E's interest in
UTP upon the disposition of the E stock by LTP can be determ ned
as the anmpbunt of gain that E would have recognized (in the
absence of section 1032) upon the sale by LTP of the E stock if
both UTP and LTP had nade section 754 el ections for the taxable
year in which E acquired the interest in UTP. If section 754
el ections had been in effect for UTP and LTP for the year in
which E acquired E's interest in UTP, the foll owi ng would occur.
E would be entitled to a $225,000 positive basis adjustnent under
section 743(b) with respect to the property of UTP. The entire
basi s adjustnent would be allocated to UTP's only asset, its
interest in LTP. In addition, the sale of Cs interest in UTP
woul d be treated as a deened sale of E's share of UTP s interest
in LTP for purposes of sections 754 and 743. The deened selling
price of EE's share of UTP's interest in LTP would be $250, 000
(E's share of UTP's adjusted basis in LTP, $25,000, plus E's
basi s adj ustnent under section 743(b) with respect to the assets
of UTP, $225,000). The deened sale of E's share of UTP' s
interest in LTP would trigger a basis adjustnent under section
743(b) of $225,000 with respect to the assets of LTP (the excess
of E's share of UTP's adjusted basis in LTP, including E' s basis
adj ust nent ($225, 000), $250,000, over E s share of the adjusted
basis of LTP' s property, $25,000). This $225, 000 adjustnent by
LTP woul d be allocated to LTP s only asset, the E stock, and
woul d be segregated and allocated solely to E. The anount of
LTP s gain fromthe sale of the E stock (before considering
section 743(b)) woul d be $1,900,000. FE s share of this gain,
$475, 000, would be offset in part by the $225,000 basis
adj ust nent under section 743(b), so that E would recogni ze gain
equal to $250,000 in the absence of section 1032.

(v) If the basis of E's interest in UTP were increased by
$250, 000, the total basis of E's interest would equal $500, 000.
This would conformto E's share of UTP' s basis in the LTP
interest ($1,500,000 x 1/3 = $500, 000) as well as E' s indirect
share of the cash held by LTP ((1/3 x 3/4) x $2,000, 000 =
$500, 000). Such a basis adjustnent does not create the
opportunity for the recognition of an inappropriate |oss by E on
a subsequent disposition of E's interest in UTP and is consi stent
wi th the purpose of this section. Accordingly, under this
par agraph (c), of the $475,000 gain allocated to E, only $250, 000
will apply to increase the adjusted basis of E in UTP under
section 705(a)(1). FE s adjusted basis in its UTP interest
following the sale of the E stock is $500, 000.
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Exanple 2. Acquisition of lower-tier partnership interest
by upper-tier partnership. (i) A, corporation B, and C form an
equal partnership (UTP), with each partner contributing $100, 000.
D, E, and F also forman equal partnership (LTP), wth each
partner contributing $30,000. LTP purchases stock in corporation
B for $90, 000, which appreciates in value to $900,000. LTP has
no liabilities. UTP purchases Ds interest in LTP for $300, 000.
LTP does not have an el ection under section 754 in effect for the
taxabl e year of UTP's purchase. LTP |later sells the B stock for
$900, 000. UTP's share of the gain is $270,000, and B s share of
that gain is $90,000. Under section 1032, B does not recognize
Its share of the gain.

(i) Wth respect to the basis of UTP's interest in LTP, if
all of the gain fromthe sale of the B stock (including B's
share) were to increase the basis of UTP's interest in LTP
UTP's basis in the LTP interest would be $570, 000 ($300,000 +
$270,000), and the fair market value of such interest would be
$300, 000, so that B would be allocated a | oss of $90, 000
((%$570,000 - $300,000) x 1/3) if UTP sold its interest in LTP
I medi ately after LTP's disposition of the B stock. It would be
i nappropriate for B to recognize a taxable |oss of $90,000 upon a
di sposition of UTP's interest in LTP. B would not incur an
economc loss in the transaction, and B was not allocated a
taxabl e gain upon LTP' s disposition of the B stock that
appropriately would be offset by a taxable | oss on the
di sposition of UTP's interest in LTP. Accordingly, increasing
UTP's basis in its LTP interest by the gain allocated to B from
the sale of the B stock is not consistent with the purpose of
this section. (Conversely, because E and F were all ocated
taxabl e gain on the disposition of the B stock, it would be
appropriate to increase EEs and F's bases in their respective
interests in LTP by the full amount of such gain.)

(iii) The appropriate basis adjustnent for UTP's interest in
LTP upon the disposition of the B stock by LTP can be determ ned
as the anmpbunt of gain that UTP woul d have recogni zed (in the
absence of section 1032) upon the sale by LTP of the B stock if
the portion of the gain allocated to UTP that subsequently is
all ocated to B were determned as if LTP had made an el ection
under section 754 for the taxable year in which UTP acquired its
interest in LTP. [If a section 754 el ection had been in effect
for LTP for the year in which UTP acquired its interest in LTP,
then with respect to B, the follow ng would occur. UTP would be
entitled to a $90, 000 positive basis adjustnent under section
743(b), allocable to B, in the property of LTP. The entire basis
adj ustmrent would be allocated to LTP's only asset, its B stock.
The amount of LTP's gain fromthe sale of the B stock (before
consi dering section 743(b)) would be $810,000. UTP' s share of
this gain, $270,000, would be offset, in part, by the basis
adj ust nrent under section 743(b), so that UTP woul d recognize gain
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equal to $180, 000.

(tv) If the basis of UTP's interest in LTP were increased
by $180,000, the total basis of UTP's partnership interest would
equal $480,000. This would conformto the sumof UTP' s share of
the cash held by LTP ((1/3 x $900, 000 = $300, 000) and the taxable
gai n recogni zed by A and C on the disposition of the B stock that
appropriately may be offset on the disposition of their interests
in UTP ($90,000 + $90,000 = $180,000). Such a basis adjustnent
does not inappropriately create the opportunity for the
allocation of a loss to B on a subsequent disposition of UTP' s
interest in LTP and is consistent with the purpose of this
section. Accordingly, of the $270,000 gain allocated to UTP,
only $180,000 will apply to increase the adjusted basis of UTP in
LTP under section 705(a)(1). Such $180, 000 basis increase nust
be segregated and all ocated $90, 000 each to solely A and C
UTP's adjusted basis in its LTP interest follow ng the sale of
the B stock is $480, 000.

(v) Wth respect to B s interest in UP, if B s share of the
gain allocated to UTP and then to B were to increase the basis of
B's interest in UTP, B would have a UTP partnership interest with
an adj usted basis of $190,000 ($100,000 + $90,000) and a val ue of
$100, 000, so that B would recognize a | oss of $90,000 if B sold
its interest in UTP inmmedi ately after LTP' s disposition of the B
stock. It would be inappropriate for B to recognize a taxable
| oss of $90, 000 upon a disposition of its interest in UTP because
B woul d not incur an economic loss in the transaction, and B did
not recogni ze a taxable gain upon LTP' s disposition of the B
stock that appropriately would be offset by a taxable |oss on the
di sposition of its interest in UTP. Accordingly, increasing B's
basis inits UP interest by the gain allocated to B fromthe
sale of the B stock is not consistent with the purpose of this
section. (Conversely, because A and C were allocated taxable
gain on the disposition of the B stock that is a result of LTP
not having a section 754 election in effect, it would be
appropriate for A and Cto recognize an offsetting taxable |oss
on the disposition of A's and Cs interests in UTP. Accordingly,
it would be appropriate to increase A's and Cs bases in their
respective interests in UTP by the anmount of gain recognized by A
and C)

(vi) The appropriate basis adjustnment for B's interest in
UTP upon the disposition of the B stock by LTP can be determ ned
as the anpbunt of gain that B would have recognized (in the
absence of section 1032) upon the sale by LTP of the B stock if
the portion of the gain allocated to UTP that is subsequently
allocated to B were determined as if LTP had nade an el ection
under section 754 for the taxable year in which UTP acquired its
interest in LTP. |If a section 754 election had been in effect
for LTP for the year in which UTP acquired its interest in LTP,
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then with respect to B, the follow ng would occur. UTP would be
entitled to a basis adjustnent under section 743(b) in the
property of LTP of $90,000 with respect to B. The entire basis
adj ust mrent would be allocated to LTP's only asset, its B stock.
The amount of LTP's gain fromthe sale of the B stock (before
consi dering section 743(b)) would be $810,000. UTP' s share of
this gain, $270,000, would be offset, in part, by the $90, 000
basi s adj ustnent under section 743(b), so that UTP would
recogni ze gain equal to $180,000. The $90, 000 basi s adj ust nment
woul d conpletely offset the gain that otherw se would be

all ocated to B.

(vii) If no gain were allocated to B so that the basis of
B's interest in UTP was not increased, the total basis of B's
i nterest would equal $100,000. This would conformto B's share
of UTP’s basis in the LTP interest (($480,000 - $180,000 (i.e.,
A's and Cs share of the basis that should offset taxable gain
recogni zed as a result of LTPs failure to have a section 754
election)) x 1/3 = $100,000) as well as B s indirect share of
the cash held by LTP ((1/3 x 1/3) x $900,000 = $100,000). Such a
basi s adj ustnent does not create the opportunity for the
recognition of an inappropriate |oss by B on a subsequent
di sposition of B's interest in UTP and is consistent with the
pur pose of this section. Accordingly, under this paragraph (c),
of the $90,000 gain allocated to B, none will apply to increase
the adjusted basis of B in UTP under section 705(a)(1). B's
adjusted basis inits UTP interest followng the sale of the B
stock is $100, 000.

(viii) Imediately after LTP' s disposition of the B stock,
UTP sells its interest in LTP for $300,000. UTP' s adjusted basis
inits LTP interest is $480, 000, $180,000 of which nust be
al | ocated $90, 000 each to A and C. Accordingly, upon UTP' s sale
of its interest in LTP, UTP realizes $180,000 of |oss, and A and
Cin turn each realize $90, 000 of |oss.

(d) [Reserved] (e) Effective date. This section applies to

gain or |oss
all ocated with respect to sales or exchanges of stock occurring

after Decenber 6, 1999.

Deputy Conm ssioner of Internal Revenue.
Robert E. Wenzel
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Assi stant Secretary of the Treasury.
Mar k Wi nber ger



