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Capital Gains, Partnership, Subchapter S, and Trust Provisions
AGENCY: I nternal Revenue Service (IRS), Treasury.

ACTI ON: Notice of proposed rul emaki ng and notice of public
heari ng.

SUMVARY: Thi s docunent contains proposed regulations relating to
sal es or exchanges of interests in partnerships, S corporations,
and trusts. The proposed regulations interpret the |ook-through
provi sions of section 1(h), added by section 311 of the Taxpayer
Relief Act of 1997 and anended by sections 5001 and 6005(d) of
the Internal Revenue Service Restructuring and Reform Act of
1998, and explain the rules relating to the division of the
hol di ng period of a partnership interest. The proposed
regul ati ons affect partnerships, partners, S corporations, S
corporation sharehol ders, trusts, and trust beneficiaries.

DATES: Witten coments nust be received by Novenber 8, 1999.
Requests to speak and outlines of topics to be discussed at the
public hearing schedul ed for Novenber 18, 1999, nust be received
by Cctober 28, 1999.
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ADDRESSES: Send subm ssions to: CC DOM CORP: R (REG 106527-98),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Stati on, Washi ngton, DC 20044. Subm ssi ons may be hand
del i vered Monday through Friday between the hours of 8 a.m and 5
p.m. to: CC:DOM:CORP:R (REG-106527-98), Courier’s Desk,
Internal Revenue Service, 1111 Constitution Avenue, NW,
Washington, DC. Alternatively, taxpayers may submit comments

electronically via the Internet by selecting the “Tax Regs ” option

on the IRS Home Page, or by submitting comments directly to the

IRS Internet site at http://ww.irs.ustreas. gov/tax_
regs/regslist.htm . The public hearing will be held in room
3411, Internal Revenue Building, 1111 Constitution Avenue, NW,
Washington, DC.

FOR FURTHER INFORMATION CONTACT: Concerning the proposed
regulations, Jeanne Sullivan (202) 622-3050; concerning
submissions of comments, the hearing, and/or to be placed on the
building access list to attend the hearing, LaNita VanDyke (202)
622-7180 (not toll-free numbers).

SUPPLEMENTARY INFORMATION:

Paper wor k Reducti on Act

The collections of information contained in this notice of

proposed rulemaking have been submitted to the Ofice of
Managenent and Budget for review in accordance with the Paperwork

Reduction Act of 1995 (44 U.S.C. 3507(d)).



- 3-

Comments on the collections of information should be sent to
the O fice of Managenent and Budget, Attn: Desk O ficer for the
Departnent of the Treasury, Ofice of Information and Regul atory
Affairs, Washington, DC 20503, with copies to the IRS, Attn: IRS
Reports C earance O ficer, OP:FS:FP, Washi ngton, DC 20224.
Comments on the collections of information should be received by
October 8, 1999. Comments are specifically requested concerning:
Whet her the proposed collections of information are necessary for
the proper performance of the functions of the IRS, including
whet her the collections will have a practical utility;

The accuracy of the estimted burden associated with the proposed
collections of information (see bel ow);
How the quality, utility, and clarity of the information to be
col l ected may be enhanced;
How t he burden of conplying with the proposed collections of
i nformati on may be m nim zed, including through application of
automated col |l ection techniques or other fornms of information
t echnol ogy; and
Estimates of capital or start-up costs and costs of operation,
mai nt enance, and purchase of services to provide information.

The collections of information in these proposed regul ations
are in 81.1(h)-1(e). This information is required by the IRS to
implement section 311 of the Taxpayer Relief Act of 1997, as

amended by the Internal Revenue Service Restructuring and Reform
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Act of 1998. The collections of information are required to
provide information to the IRS regarding the capital gain
attributable to collectibles and section 1250 property held by a
partnershi p when a partner sells or exchanges an interest in that
partnership and the capital gain attributable to collectibles
when a sharehol der sells or exchanges an interest in an S
corporation or a trust beneficiary sells or exchanges an interest
in atrust. This information will be used to verify conpliance
with section 1(h) and to determ ne that the tax on capital gains
has been conputed correctly. The collection of information is
mandatory. The likely respondents are individuals and

busi nesses.

Respondent taxpayers provide information by attaching a
statenent to the appropriate tax return. The burden for this
requirenent is reflected in the burden estimates for: Form 1040,
U.S. Individual Income Tax Return; Form 1065, U. S. Partnership
Return of Incone; Form 1041, U. S. Income Tax Return for Estates
and Trusts; and Form 1120S, U.S. Inconme Tax Return for an S
Corporation. The estimated burden of information collection for
the statenent required is 10 m nutes.

An agency may not conduct or sponsor, and a person i s not
required to respond to, a collection of information unless it
di splays a valid control nunber assigned by the O fice of
Managenent and Budget .

Books or records relating to a collection of information

must be retained as long as their contents nmay becone material in
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the adm nistration of any internal revenue law. Cenerally, tax
returns and tax return information are confidential, as required
by 26 U.S.C. 6103.
Backgr ound

Thi s docunent contains proposed anendnents to the Inconme Tax
Regul ations (26 CFR Part 1) relating to taxation of capital gains
in the case of sales or exchanges of interests in partnerships, S
corporations, and trusts. The Taxpayer Relief Act of 1997,
Public Law 105-34, 111 Stat. 788, 831 (1997 Act), anended section
1(h) of the Internal Revenue Code to reduce the nmaxi mnum statutory
tax rates for long-termcapital gains of individuals in general.
Certain technical corrections and ot her anmendnents to section
1(h) were enacted as part of the Internal Revenue Service
Restructuring and Reform Act of 1998, Public Law 105-206, 112
Stat. 685, 787, 800 (1998 Act).

Section 1(h) provides that internediate |evel rates apply to
| ong-termcapital gains fromcertain transactions, such as sales
or exchanges of collectibles, section 1202 stock (wth respect to
a portion of the gain), and section 1250 property with gain
attributable to straight-line depreciation. Section 1(h)(11)
provi des authority to the Secretary to issue such regul ations as
are appropriate to apply these rules in the case of sales or
exchanges by pass-thru entities and of interests in pass-thru
entities. This docunent provides rules for sales or exchanges of
interests in partnerships, S corporations, and trusts. This

docunent al so provides rules relating to dividing the holding
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period of a partnership interest.
Expl anati on of Provisions

In general, prior to the 1997 Act, individuals were taxed on
capital gains at the sane rate as ordinary incone, except that
the rate for net capital gain was capped at 28 percent. The 1997
Act provided for |ower maxi numrates of taxation on gain fromthe
sal e or exchange of certain types of property. As anended by the
1998 Act, section 1(h) currently provides for maxi mnum capital
gains rates on the sale or exchange of certain types of property
in three categories: 20-percent rate gain, 25-percent rate gain,
and 28-percent rate gain. Twenty percent rate gain is net
capital gain fromthe sale or exchange of capital assets held for
nore than one year, reduced by the sum of 25-percent rate gain
and 28-percent rate gain. Twenty-five percent rate gain is
limted to unrecaptured section 1250 gain. Unrecaptured section
1250 gain is the anount of long-termcapital gain (not otherw se
treated as ordinary incone) which would be treated as ordinary
income if section 1250(b) (1) included all depreciation and the
appl i cabl e percentage under section 1250(a) were 100 percent,
reduced by any net loss in the 28-percent rate gain category.
Twenty-ei ght percent rate gain is capital gains and | osses from
the sal e or exchange of collectibles (as defined in section
408(m) w thout regard to section 408(m)(3)) held for nore than
one year, a portion of the gain attributable to the sale of
section 1202 stock, and capital gains and | osses determ ned under

the rules of section 1(h)(13), reduced by net short-term capital
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|l oss for the taxable year and any long-termcapital |oss
carryover under section 1212(b)(1)(B).
Collectibles Gain and Unrecaptured Section 1250 Gin

The sal e or exchange of an interest in a partnership with a
| ong-term hol ding period generally will result in capital gain in
the 20-percent rate gain category to the extent that section
751(a) is not applicable. Section 751(a) generally provides that
an anmount received in exchange for a partnership interest, to the
extent attributable to unrealized receivables and inventory,
shal | be considered as an anount realized fromthe sale or
exchange of property other than a capital asset. Section 1250
property is treated as an unrealized receivable for purposes of
section 751 to the extent of the anpbunt that would be treated as
gain to which section 1250(a) would apply.

The sal e or exchange of stock in an S corporation with a
| ong-term hol ding period generally will result in gain or loss in
the 20-percent rate gain category, unless an exception to capital
gain treatnent applies. Certain of those exceptions are provided
In sections 304, 306, 341, and 1254.

The sale or exchange of an interest in a trust wwth a | ong-
term hol ding period generally will result in gain or loss in the
20-percent rate gain category. However, if the transferor is
treated as the owner of the portion of the trust attributable to
an interest under sections 673 through 679, the transferor is
treated as transferring an undivided interest in the assets of

the trust rather than an interest in the trust itself.
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Ef fective for taxable years ending after May 6, 1997, when
an interest in a partnership, an S corporation, or a trust held
for nore than one year (or nore than 18 nonths during certain
periods in 1997) is sold or exchanged, section 1(h) provides
special treatnent for “collectibles gain” in property held by a
partnership, S corporation, or trust and for “section 1250 capital
gain” in property held by a partnership. Specifically, section
1(h)(6)(B) provides that any gain fromthe sale of an interest in
a partnership, S corporation, or trust which is attributable to
unreal i zed appreciation in the value of collectibles shall be
treated as gain fromthe sale or exchange of a collectible,
applying rules simlar to section 751(a) to determ ne the anount
of the gain. |In addition, under section 1(h)(7)(A) (in
conjunction with sections 751(a) and (c)), the anount of |ong-
termcapital gain (not otherwi se treated as ordi nary incone under
section 751(a)) that would be treated as ordinary incone under
section 751(a) if section 1250 applied to all depreciation
(section 1250 capital gain) nust be taken into account in
conmputing unrecaptured section 1250 gain when an interest in a
partnership (wth a holding period of nore than one year, or nore
than 18 nonths during certain periods in 1997) is sold or
exchanged. See H. Rep. No. 105-356, 105'" Cong. 1% Sess. (1997),
at 16, fn. 11; S. Rep. No. 105-174, 105'"" Cong. 2d Sess. (1998),
at 149, fn. 65.

The proposed regul ati ons provi de gui dance with respect to

the application of these rules to a sale or exchange of an
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Iinterest in a partnership, S corporation, or trust holding assets
with collectibles gain and a partnership hol ding assets with
section 1250 capital gain. Cenerally, the amount of such gain is
determ ned by reference to the gain that would be allocated to
the selling partner, sharehol der, or beneficiary (to the extent
attributable to the portion of the transferred interest that is
subject to long-termcapital gain) if the partnership, S
corporation, or trust had sold all of its collectibles or if the
partnership had sold all of its section 1250 property in a fully
taxabl e transaction imedi ately before the transfer of the
partnership, S corporation, or trust interest. Special rules are
provi ded where the partner, S corporation sharehol der, or trust
beneficiary recognizes |less than all of the gain upon the sale or
exchange of its interest.

I n addition, for purposes of applying section 1(h)(7)(B),
which provides that a taxpayer’s unrecaptured section 1250 gain
cannot exceed the taxpayer’s net section 1231 gain, gain from the
sale of a partnership interest that results in section 1250
capital gain is not treated as section 1231 gain even if section
1231 could apply to the disposition of the underlying partnership
property. Although section 1(h)(7) (in combination with section
751) applies a limited look-thru rule for purposes of determining
the capital gain rate applicable to the sale of a partnership
interest, no similar look-thru rule applies for purposes of
applying section 1231. Anomalous results would follow if section

1250 capital gain derived from the sale of a partnership interest
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were treated as section 1231 gain for purposes of applying the
limtation in section 1(h)(7)(B) but not for purposes of actually
appl yi ng section 1231.

Det erm nation of Holding Period in a Partnership

In view of the |ong-established principle that a partner has
a single basis in a partnership interest (see Rev. Rul. 84-53
(1984-1 C.B. 159)), there is sonme confusion under current |aw as
to how the principles of section 1223 apply to the sale of an
interest, or a portion of an interest, in a partnership. The
proposed regul ations provide rules relating to the allocation of
a divided holding period with respect to an interest in a
partnership. These rules generally provide that the hol ding
period of a partnership interest will be divided if a partner
acquires portions of an interest at different tines or if an
interest is acquired in a single transaction that gives rise to
di fferent hol ding periods under section 1223. The hol di ng peri od
of a portion of a partnership interest shall be determ ned based
on a fraction that is equal to the fair market value of the
portion of the partnership interest to which the hol ding period
rel ates (determ ned inmedi ately after the acquisition) over the
fair market value of the entire partnership interest. A selling
partner may use the actual hol ding period of the portion of a
partnership interest sold if the partnership is a “publicly traded
partnershi p” (as defined under section 7704(b)), the partnership
interest is divided into identifiable units with ascertainable

hol di ng periods, and the selling partner can identify the portion
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of the interest transferred. Oherw se, the holding period(s) of
the transferred interest nust be divided in the sane ratio as the
holding period(s) of the partner’s entire —partnership interest.

These proposed regulations do not contain a specific anti-
abuse rule regarding holding periods. However, there may be
situations where taxpayers will attempt to undertake abusive
transactions using the rules in these regulations. For instance,
taxpayers may attempt to shift gain from property with a short-
term holding period to property with a long-term holding period
by contributing the short-term property to a partnership and
selling the partnership interest. Because the basis of a
partnership interest cannot be segregated to a portion of an
interest, basis in the portion of a partnership interest with a
long-term holding period could reduce gain attributable to the
portion of a partnership interest with a short-term holding
period in situations where such interest was recently received in
exchange for contributed short-term capital gain property. In
appropriate situations, the IRS may attack such abusive
transactions under a variety of judicial doctrines, including
substance over form or step transaction, or under 81.701-2 of the
regulations.
Proposed Effective Date

The amendments are proposed to be effective for all
transfers of interests in a partnership, S corporation, or trust
and for all distributions from a partnership on or after the date

the regulations are published as final regulations in the Feder al
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Regi ster.
Speci al Anal yses
It has been determined that this notice of proposed

rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnment is not
required. Pursuant to section 7805(f), this notice of proposed
rul emaking will be submtted to the Chief Counsel for Advocacy of
the Smal | Business Adm nistration for comment on its inpact on
smal| business. It is hereby certified that the collection of
information in these regulations will not have a significant
econom c i npact on a substantial nunber of small entities. This
certification is based on the facts that: (1) the tine required to
prepare and file the statement is mnimal (currently estinmated at
10 m nutes per statenent); and (2) it is anticipated that, as a
result of these regulations, small entities will file no nore than
one statenment per year. Furthernore, taxpayers will have to
respond to the requests for information contained in 81.1(h)-1(e)
only if there is a sale or exchange of an interest in a
partnership, an S corporation, or a trust that holds certain
property. Therefore, a Regulatory Flexibility Analysis under the
Regulatory Flexibility Act (5 U.S.C. Chapter 6) is not required.
Comment s and Public Hearing

Before these proposed regulations are adopted as final
regulations, consideration will be given to any written comments
(a signed original and eight (8) copies) that are submitted

timely to the IRS. The IRS and Treasury request comments on the
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clarity of the proposed rule and how it nmay be nmade easier to
understand. Al comments will be available for public inspection
and copyi ng.

A public hearing has been schedul ed for Novenber 18, 1999,
beginning at 1 p.m in room 3411 of the Internal Revenue
Bui I di ng, 1111 Constitution Avenue, NW, Wishi ngton, DC. Due to
bui l ding security procedures, visitors nmust enter at the
10'" Street entrance, |ocated between Constitution and
Pennsyl vani a Avenues, NW |In addition, all visitors nust present
photo identification to enter the building. Because of access
restrictions, visitors will not be admtted beyond the i medi ate
entrance area nore than 15 m nutes before the hearing starts.

For information about having your nane placed on the building
access list to attend the hearing, see the “FOR FURTHER
| NFORVATI ON CONTACT” section of this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons who wi sh to present oral comments at the hearing nust
request to speak and submt witten coments and an outline of
the topics to be discussed and the tine to be devoted to each
topic (signed original and eight (8) copies) by Cctober 28, 1999.
A period of 10 minutes wll be allotted to each person for naking
comments. An agenda showi ng the scheduling of the speakers w ||
be prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the

heari ng.
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Drafting Information

The principal author of these proposed regulations is Jeanne
Sullivan, Ofice of the Assistant Chief Counsel (Passthroughs and
Speci al Industries). However, other personnel fromthe IRS and
Treasury Departnent participated in their devel opnent.
Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:
Part 1--1NCOVE TAXES

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

Authority: 26 U . S.C. 7805 * * *

Par. 2. Section 1.1(h)-1 is added to read as foll ows:

81.1(h)-1 Capital gains look-through rule for sales or exchanges

of interests in a partnership, S corporation, or trust

(a) In general . When an interest in a partnership held for

more than one year is sold or exchanged, the transferor may
recognize ordinary income (e.g., section 751(a)), collectibles
gain, section 1250 capital gain, and residual long-term capital
gain or loss. When stock in an S corporation held for more than
one year is sold or exchanged, the transferor may recognize
ordinary income (e.g., sections 304, 306, 341, 1254),
collectibles gain, and residual long-term capital gain or loss.

When an interest in a trust held for more than one year is sold
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or exchanged, a transferor who is not treated as the owner of the
portion of the trust attributable to the interest sold or
exchanged (sections 673 through 679) (a non-grantor transferor)
may recogni ze coll ectibles gain and residual |ong-termcapital

gain or |oss.

(b) Look-through capital gain--(1) In general. Look-through
capital gain is the share of collectibles gain allocable to an
interest in a partnership, S corporation, or trust, plus the
share of section 1250 capital gain allocable to an interest in a
partnershi p, determ ned under paragraphs (b)(2) and (3) of this
section.

(2) Collectibles gain and collectibles |oss--(i)

Definitions. For purposes of this section, collectibles gain and

collectibles 1oss nmean gain or |oss, respectively, fromthe sale
or exchange of a collectible (as defined in section 408(m

W thout regard to section 408(m(3)) that is a capital asset held
for nore than 1 year, but only to the extent such gain is taken

I nto account in conputing gross incone, and such |loss is taken

I nto account in conputing taxable incone.

(i) Share of collectibles gain allocable to an interest

In a partnership, S corporation, or trust. Wen an interest in a

partnership, S corporation, or trust held for nore than one year
I's sold or exchanged in a transaction in which all realized gain
I's recogni zed, the transferor shall recognize as collectibles
gain the anount of net collectibles gain (but not net

collectibles loss) that woul d be allocated to that partner
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(taking into account any remedial allocation under 81.704-3(d)),
shareholder, or beneficiary (to the extent attributable to the
portion of the partnership interest, S corporation stock, or
trust interest transferred that was held for more than one year)
if the partnership, S corporation, or trust transferred all of
its collectibles in a fully taxable transaction immediately
before the transfer of the interest in the partnership, S
corporation, or trust. If less than all of the realized gain is
recognized upon the sale or exchange of an interest in a
partnership, S corporation, or trust, the same methodology shall
apply to determine the collectibles gain recognized by the
transferor, except that the partnership, S corporation, or trust
shall be treated as transferring only a proportionate amount of
each of its collectibles determined as a fraction that is the
amount of gain recognized in the sale or exchange over the amount
of gain realized in the sale or exchange. With respect to the
transfer of an interest in a trust, this paragraph applies only
to transfers by non-grantor transferors (as defined in paragraph
(a) of this section).

(3) Section 1250 capital gain --(i) Definition . For

purposes of this section, section 1250 capital gain means the

long-term capital gain (not otherwise treated as ordinary income)
that would be treated as ordinary income if section 1250(b)(1)
included all depreciation and the applicable percentage under
section 1250(a) were 100 percent.

(if) Share of section 1250 capital gain allocable to
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Interest in partnership. Wen an interest in a partnership held

for nore than one year is sold or exchanged in a transaction in
which all realized gain is recognized, there shall be taken into
account under section 1(h)(7)(A)(i) in determining the partner’s

unrecaptured section 1250 gain the amount of section 1250 capital

gain that would be allocated (taking into account any remedial

allocation under 81.704-3(d)) to that partner (to the extent

attributable to the portion of the partnership interest

transferred that was held for more than one year) if the

partnership transferred all of its section 1250 property in a

fully taxable transaction immediately before the transfer of the

interest in the partnership. If less than all of the realized

gain is recognized upon the sale or exchange of an interest in a

partnership, the same methodology shall apply to determine the

section 1250 gain recognized by the transferor, except that the

partnership shall be treated as transferring only a proportionate

amount of each section 1250 property determined as a fraction

that is the amount of gain recognized in the sale or exchange

over the amount of gain realized in the sale or exchange.

(iif) Limitation with respect to net section 1231 gain . In

determining a transferor partner’s net section 1231 gain (as
defined in section 1231(c)(3)) for purposes of section

1(h)(7)(B), the transferor partner’s allocable share of section
1250 capital gain in partnership property shall not be treated as
section 1231 gain, regardless of whether the partnership property

Is used in the trade or business (as defined in section 1231(b)).
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(c) Residual long-termcapital gain or |Ioss. The anount of

residual |long-termcapital gain or |oss recognized by a partner,
sharehol der of an S corporation, or beneficiary of a trust on
account of the sale or exchange of an interest in a partnership,
S corporation, or trust shall equal the anmobunt of |ong-term
capital gain or loss that the partner would recogni ze under
section 741, that the sharehol der woul d recogni ze upon the sale
or exchange of stock of an S corporation, or that the beneficiary
woul d recogni ze upon the sale or exchange of an interest in a
trust (pre-look-through long-termcapital gain or |oss) mnus the
anmount of long-termcapital gain determ ned under paragraph (b)
of this section (look-through capital gain).

(d) Special rule for tiered entities. |In determning

whet her a partnership, S corporation, or trust has collectibles
gain and whet her a partnership has section 1250 capital gain,
such partnership, S corporation, or trust shall be treated as
owning its proportionate share of the property of any
partnership, S corporation, or trust in which it owns an
interest, either directly or indirectly through a chain conprised
exclusively of such entities.

(e) Notification requirenents. Rules simlar to those

that apply to the partners and the partnership under section
751(a) shall apply in the case of sales or exchanges of interests
in a partnership, S corporation, or trust that holds property
with collectibles gain and in the case of sales or exchanges of

interests in a partnership that holds property with section 1250
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capital gain. See 81.751-1(a)(3).
4) Examples . The following examples illustrate the

requirements of this section:

Example 1 . Caollectibles gain . () A _andB_ are equal
partners in a personal service partnership (PRS ). B _ transfers
B's interest in PRS to T _ for $15,000 when PRS 'S balance sheet

(reflecting a cash receipts and disbursements method of
accounting) is as follows:

ASSETS
Adjusted Market
Basis Value
Cash....cccoovvvviiiiiiieeee, $ 3,000 $ 3,000
Loans Owed to Partnership ........ 10,000 10,000
Collectibles................... 1,000 3,000
Other Capital Assets...... 6,000 2,000
Capital AssetS........ccceeenen... 7,000 5,000
Unrealized Receivables............ 0 14,000
Total........ccocevnnnneee, $20,000 $32,000
LIABILITIES AND CAPITAL
Liabilities..........cccvvvee... $ 2,000 $ 2,000
Capital:
A, 9,000 15,000
B 9,000 15,000
Total..........cceeeneee $20,000 $32,000
(ii) At the time of the transfer, B _ has held the interest in
PRSfor more than one year, and none of the property owned by PRS
Is section 704(c) property. The total amount realized by B _is
$16,000, consisting of the cash received, $15,000, plus $1,000,
B's share of the partnership liabilities assumed by T _. See
section 752. B _’s basis for the partnership interest is $10,000
($9,000 plus $1,000, B _'s share of partnership liabilities). B _
undivided one-half interest in PRS ____includes a one-half interest

in the partnership’s unrealized receivables and a one-half
interest in the partnership’s collectibles.

(i) If PRS were to sell all of its section 751 property
in a fully taxable transaction immediately prior to the transfer
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of B's partnership interestto T _, B_ would be allocated $7,000 of
ordinary income from the sale of PRS ___’sunrealized receivables.
Therefore, B _ will recognize $7,000 of ordinary income with

respect to the unrealized receivables. The difference between

the amount of capital gain or loss that the partner would realize

in the absence of section 751 ($6,000) and the amount of ordinary

income or loss determined under 81.751-1(a)(2) ($7,000) is the

partner’s capital gain or loss on the sale of the partnership

interest under section 741. In this case, the transferor has a

$1,000 pre-look-through long-term capital loss.

(iv) If PRS ___ were to sell all of its collectibles in a fully
taxable transaction immediately prior to the transfer of B 'S
partnership interestto T _, B_ would be allocated $1,000 of
collectibles gain from the sale of the collectibles. Therefore,
B will recognize $1,000 of collectibles gain on account of the
collectibles held by PRS

(v) The difference between the transferor’s pre-look-
through long-term capital gain or loss (-$1,000) and the look-
through capital gain determined under this section ($1,000) is
the transferor’s residual long-term capital gain or loss on the
sale of the partnership interest. Under these facts, B _ will
recognize a $2,000 residual long-term capital loss on account of
the sale or exchange of the interest in PRS _
Example 2 . Special allocations . Assume the same facts as
in Example 1, except that under the partnership agreement, all
gain from the sale of the collectibles is specially allocated to

B,and B _transfersB _’'sinterestto T _ for $16,000. All items of
income, gain, loss, or deduction of PRS ___, other than the

collectibles gain, are divided equally between A _and B_. Under
these facts, B _’s pre-look-through long-term capital gain would be

$0. If PRS___ were to sell all of its collectibles in a fully

taxable transaction immediately prior to the transfer of B _’s
partnership interestto T _, B_ would be allocated $2,000 of

collectibles gain from the sale of the collectibles. Therefore,

B will recognize $2,000 of collectibles gain on account of the

collectibles held by PRS . B _ also will recognize $7,000 of

ordinary income (determined under §1.751-1(a)(2)) and a $2,000

long-term capital loss on account of the sale of B _’sinterest in
PRS

Example 3 . Net collectibles loss ignored . Assume the same
facts as in Example 1 , except that the collectibles held by PRS
have an adjusted basis of $3,000 and a fair market value of
$1,000, and the other capital assets have an adjusted basis of

$4,000 and a fair market value of $4,000. If PRS were to sell
all of its collectibles in a fully taxable transaction
immediately prior to the transfer of B _’s partnership interest to

T, B_ would be allocated $1,000 of collectibles loss. Because
none of the gain from the sale of the interest in PRS IS
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attributable to unrealized appreciation in the val ue of
collectibles held by PRS, the net loss in collectibles held by
PRS is not recognized at the tine B transfers the interest in
PRS. B will recognize $7,000 of ordinary incone (determn ned

under 81.751-1(a)(2)) and a $1,000 long-term capital loss on
account of the sale of B _’sinterest in PRS

Example 4 . Collectibles gain in an S corporation . (A
corporation (X  _) has always been an S corporation and is owned by
individuals A _,B_,and C _. In1996, X  _ invested in antiques.
Subsequent to their purchase, the antiques appreciated in value
by $300. A _ owns one-third of the shares of X _ stock and has held
that stock for more than one year. A _’'s adjusted basis in the X
stock is $100. If A _ were to sell all of the X _stocktoT _ for
$150, A_ would realize $50 of pre-look-through long-term capital
gain.

(i) If X _ were to sell its antiques in a fully taxable
transaction immediately before the transfer to T _,A_would be
allocated $100 of collectibles gain on account of the sale.
Therefore, A _ will recognize $100 of collectibles gain (look-
through capital gain) on account of the collectibles held by X

(iif) The difference between the transferor’s pre-look-
through long-term capital gain or loss ($50) and the look-through
capital gain determined under this section ($100) is the
transferor’s residual long-term capital gain or loss on the sale

of the S corporation stock. Under these facts, A _ will recognize
$100 of collectibles gain and a $50 residual long-term capital
loss on account of the sale of A _’sinterestin X

(g) Effective date . This section applies to transfers of

interests in partnerships, S corporations, and trusts that occur
on or after the date these regulations are published as final
regulations in the Federal Register.

Par. 3. Section 1.1223-3 is added to read as follows:

81.1223-3 Rules relating to the holding periods of partnership

interests .

(&) In general . A partner shall have a divided holding

period in an interest in a partnership if:

(1) The partner acquired portions of an interest at
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different tines; or
(2) The partner acquired portions of the partnership
I nterest in exchange for property transferred at the sane tine
but resulting in different hol ding periods determ ned under

section 1223.

(b) Accounting for holding periods of an interest in a

partnership. The portion of a partnership interest to which a

hol di ng period relates shall be determ ned by reference to a
fraction that is the fair market value of the portion of the
partnership interest received in the transaction to which the
hol di ng period relates over the fair market value of the entire
partnership interest (determned i mediately after the
transacti on).

(c) Sale or exchange of all or a portion of an interest in

a partnership--(1) Sale or exchange of entire interest in a

part ner shi p. If a partner sells or exchanges the partner’s

entire interest in a partnership, any capital gain or loss
recognized shall be divided between long-term and short-term
capital gain or loss in the same proportions as the holding
period of the interest in the partnership is divided between the
portion of the interest held for more than one year and the
portion of the interest held for one year or less.

(2) Sale or exchange of a portion of an interest in a

partnership . (i) If the ownership interest in a publicly traded

partnership (as defined under section 7704(b)) is divided into

identifiable units with ascertainable holding periods, and the
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selling partner can identify the portion of the partnership
interest transferred, the selling partner may use the actual
hol di ng period of the portion transferred.

(iti) If a partner has a divided holding period in a
partnership interest, and paragraph (c)(2)(i) of this section
does not apply, then the holding period of the transferred
I nterest shall be divided between |long-termand short-term
capital gain or loss in the sane proportions as the | ong-term and
short-termcapital gain or loss that the transferor partner would
realize if the entire interest in the partnership were
transferred in a fully taxable transaction i medi ately before the
actual transfer.

(d) Distributions--(1) In general. A partner’s holding

period in a partnership interest is not affected by distributions
fromthe partnership.

(2) Character of capital gain or |oss recognized as a

result of a distribution froma partnership. |If a partner is

required to recognize capital gain or loss as a result of a
distribution froma partnership, then the capital gain or |oss
recogni zed shall be divided between | ong-termand short-term
capital gain or loss in the sane proportions as the |ong-term and
short-termcapital gain or loss that the distributee partner
would realize if such partner’s entire interest in the

partnership were transferred in a fully taxable transaction

immediately before the distribution.
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(e) Exanples. The provisions of this section are
Illustrated by the foll ow ng exanpl es:

Exanple 1. Division of holding period--contribution of
noney and a capital asset. (i) A contributes $5,000 of cash and
a nondepreci abl e capital asset A has held for two years to a
partnership (PRS) for a 50%interest in PRS. A's basis in the
capital asset is $5,6000, and the fair market value of the asset
is $10,000. After the exchange, A s basis in Asinterestin PRS
is $10,000, and the fair market value of the interest is $15,000.

A received one-third of the interest in PRS ____for a cash payment of
$5,000 ($5,000/$15,000). Therefore, A _'s holding period in one-

third of the interest received (attributable to the contribution

of money to the partnership) begins on the day after the

contribution. A _ received two-thirds of the interest in PRS __1in
exchange for the capital asset ($10,000/$15,000). Accordingly,

pursuant to section 1223(1), A _ has a two-year holding period in
two-thirds of the interest received in PRS

(i) Six months later, when A _'sbasisin PRS __ is $12,000
(due to a $2,000 allocation of partnership income to A _),A_sells
the interestin PRS __ for $15,000. Assuming PRS ____ holds no inventory
or unrealized receivables (as defined under section 751(c)) and
no collectibles or section 1250 property, A _ will realize $3,000
of capital gain. As determined above, one-third of A _'s interest
in PRS _ has a holding period of one year or less, and two-thirds
of A_'sinterestin PRS __ has a holding period equal to two years
and six months. Therefore, one-third of the capital gain will be
short-term capital gain, and two-thirds of the capital gain will
be long-term capital gain.

Example 2. Division of holding period--contribution of
money, section 1231 property, and other property . In exchange
for a 30% interest in a partnership (ABC ), A_ contributes to ABC
$50,000 cash and equipment used in a trade or business and held
for more than one year with a fair market value of $100,000 and
an adjusted basis of $40,000. The equipment has a recomputed
basis under section 1245 of $60,000. Accordingly, a portion of
the equipment equal in value to $20,000 is section 1245 property

that is not section 1231 property. See 8§1.1245-6(a). A _’s
partnership interest has a fair market value of $150,000, a basis

of $90,000, and a divided holding period. A _ received 46.67%
($70,000/$150,000) of the interest in ABC ____inexchange for

property that is neither a capital asset nor section 1231
property (that is, cash of $50,000 and a portion of the equipment
attributable to section 1245 recapture in an amount equal to

$20,000). Therefore, A _’s holding period for 46.67% of A _’s
interest begins on the day after the exchange of the property for

the partnership interest. A _ received 53.33% ($80,000/$150,000)
of A_'sinterestin ABC ___ in exchange for section 1231 property.

Accordingly, A _’s holding period for 53.33% of A _’s interest
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I ncl udes A’s holding period for the section 1231 property.

Example 3 . Division of holding period when capital account

Is increased by contribution A _,B_,C_,and D _ are equal partners
in a partnership (PRS ___ ), and the fair market value of a 25%
interest in PRS is $90x. A ,B_, C_,and D _ each contribute an

additional $10x to partnership capital, thereby increasing the

fair market value of each partner’s interest to $100x. As a

result of the contribution, each partner has a new holding period

in the portion of the partner’s interest in PRS __ thatis

attributable to the contribution. That portion equals 10%

($10x/$100x) of each partner’s interest in PRS .
Example 4 . Sale or exchange of a portion of an interest in

a partnership . (|) A contributes $5,000 in cash and a capital

asset with a fair market value of $5,000 and a basis of $2,000 to

a partnership (PRS ___ ) in exchange for an interest in PRS ___. Atthe

time of the contribution, A _ had held the contributed property for

two years. Six months later, when A _'shasisin PRS ___ is $7,000, A

transfers one-half of A _'sinterestinPRS _ to T _ for $6,000 at a

time when PRS__’s balance sheet (reflecting a cash receipts and

disbursements method of accounting) is as follows:

ASSETS
Adjusted Market
Basis Value

(G- 151 o T $5,000 $5,000
Unrealized Receivables........... 0 6,000

Capital Asset 1............. 3,000 8,000

Capital Asset 2............. 2,000 5,000
Capital Assets.................. 5,000 13,000
Total.......ccooeeiiiiiie $10, 000 $24,000

(i) Although at the time of the transfer A _ has not held
A'sinterestin PRS ___ for more than one year, 50% of the fair
market value of A _’'sinterestin PRS ___ was received in exchange for
property with a long-term holding period. Therefore, 50% of A _’'s
interestin PRS ___ has a long-term holding period.

(i) If PRS ___ were to sell all of its section 751 property in
a fully taxable transaction immediately before A _’s transfer of
the partnership interest, A _ would be allocated $3,000 of ordinary
income. One-half of that amount ($1,500) is attributable to the
portion of A _’'sinterestin PRS __ transferredto T _. Accordingly, A _
will recognize $1,500 ordinary income and $1,000 ($2,500 -
$1,500) of capital gain on account of the transferto T _ of one-
half of A _’'sinterestin PRS . Fifty percent ($500) of that gain

is long-term capital gain and 50% ($500) is short-term capital
gain.
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Exanpl e 5. Sal e or exchange of a portion of an interest in
a partnership. (i) The facts are the sane as in Exanple 4,
except that capital asset 1 is a collectible that was purchased

by PRS nore than one year earlier. |If capital asset 1 were sold
or exchanged in a fully taxable transaction inmediately before
A'’s transfer of the partnership interest, A _ would be allocated

$2,500 of collectibles gain. Fifty percent of that amount

($1,250) is attributable to the portion of A _’'sinterest in PRS

soldto T _. The collectibles gain allocable to the portion of the

transferred interest in PRS ___with a long-term holding period is

$625 (50% of $1,250). Accordingly, A _ will recognize $625 of

collectibles gain on account of the transfer of one-half of the
interest in PRS .

(i) The difference between the amount of pre-look-through
long-term capital gain or loss ($500) and the look-through
capital gain ($625) is the amount of residual long-term capital
gain or loss that A _ will recognize on account of the transfer of
one-half of the interest in PRS ____. Under these facts, A _ will
recognize a residual long-term capital loss of $125 and a short-
term capital gain of $500.

Example 6 . Sale of units of interests in partnership . A
publicly traded partnership (PRS ___) has ownership interests that
are segregated into identifiable units of interest. A _owns 10
limited partnership units in PRS _ forwhich A _ paid $10,000 three
years ago. Later, A _ purchases five additional units for $10,000
at a time when the fair market value of each unit has increased
to $2,000. A _’s holding period for one-third ($10,000/$30,000) of
the interestin PRS ___ begins on the day after the purchase of the
five additional units. Less than one year later, A _ sells five
units of ownershipin PRS ~ _ for $11,000. At the time, A _'s basisin
the 15 units of PRS __ is $20,000, and A _’s capital gain on the sale
of 5 units is $4,333 (amount realized of $11,000 - one-third of
the adjusted basis or $6,667). For purposes of determining the
holding period, A _ can designate the specific units of PRS ____sold.
If A _ properly identifies the five units sold as five of the ten
units for which A _ has a long-term holding period, the capital
gain realized will be long-term capital gain.

Example 7 . Disproportionate distribution . In1997,A _andB_
each contribute cash of $50,000 to form and become equal partners
in a partnership (PRS ___ ). Sometime later, A _ receives a
distribution worth $22,000 from PRS _ ,whichreduces A  _’sinterest
in PRS_ to 36%. After the distribution, B _owns 64% of PRS__. The
holding periods of A _and B_in their interests in PRS ____arenot
affected by the distribution.

Example 8 . Gain or loss as a result of a distribution . In
1996, A_ contributes property with a basis of $10 and a fair
market value of $10,000 in exchange for an interest in a
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partnership (ABC). In 1999, when Asinterestin ABC _  isworth
$12,000, A _ contributes $6,000 cash in exchange for an additional

interest in ABC ____, bringing the fair market value of A _’s interest
to $18,000. The holding period of A _’'sinterestin ABC ___is
determined immediately after that exchange. A _’s holding period
in one-third of A _'sinterestin ABC ___ ($6,000 cash contributed over
the $18,000 value of the entire interest) begins on the day after

the cash contribution. (ABC __ holds no inventory or unrealized
receivables.) Laterin 1999, ABC _____makes a cash distribution to A

of $10,000. A _’'s basisin ABC ____ immediately before the distribution

is $6,010. Accordingly, A _ must recognize $3990 of capital gain

as a result of the distribution. See section 731(a)(1). One-

third of the capital gain recognized as a result of the

distribution is short-term capital gain, and two-thirds of the

capital gain is long-term capital gain. After the distribution,

A's basis in the interest in PRS ____is $0, and the holding period

for the interest in PRS ____continues to be divided in the same

proportions as before the distribution.

(f) Effective date . This section applies to transfers of

partnership interests and distributions of property from a
partnership that occur on or after the date final regulations are
published in the Federal Register.

Par. 4. Section 1.741-1 is amended by adding paragraphs (e)
and (f) to read as follows:

81.741-1 Recognition and character of gain or loss on sale or

exchange .

* k k k%

(e) For rules relating to the capital gain or loss
recognized when a partner sells or exchanges an interest in a
partnership that holds appreciated collectibles or section 1250

property with section 1250 capital gain, see §1.1(h)-1.
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(f) For rules relating to dividing the holding period of an

interest in a partnership, see §1.1223-3.

Deputy Commissioner of Internal Revenue



