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AGENCY: I nternal Revenue Service (IRS), Treasury.

ACTI ON: Noti ce of proposed rul emaki ng.

SUMVARY: Thi s docunent contains proposed regulations relating to
special rules on determ nation of basis of a partner’s interest
under section 705. The proposed regul ati ons are necessary to
coordi nate sections 705 and 1032.

DATES: Witten or electronic coments and requests for a
public hearing nmust be received by June 27, 2002.

ADDRESSES: Send subm ssions to: CC I TA:RU (REG 167648-01), room
5226, Internal Revenue Service, POB 7604, Ben Franklin Station,
Washi ngt on, DC 20044. Subm ssions may be hand delivered Monday

t hrough Friday between the hours of 8 a.m and 5 p.m to:
CC. I TARU (REG 167648-01), Courier's Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW, Washington, DC.

Al ternatively, taxpayers may submt comments electronically
directly to the IRS internet site at ww.irs.gov/regs.

FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons,
Barbara MacM || an or Rebekah A. Myers, (202) 622-3050; concerning
subm ssions of comments or requests for a hearing, LaN ta VanDyke

at (202) 622-7180 (not toll-free nunbers).



SUPPLEMENTARY | NFORMATI ON:
Backgr ound

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). Those proposed regul ations
provi ded gui dance on the coordination of sections 705 and 1032 in
situations where a corporation acquires an interest in a
partnership that holds stock in that corporation, a section 754
election is not in effect wth respect to the partnership for the
taxabl e year in which the corporation acquires the interest, and
the partnership later sells or exchanges the stock. Final
regul ations for the issues addressed in those proposed
regul ati ons are being published el sewhere in this issue of the
Federal Register. These proposed regul ati ons propose to revise
the final regulations contained in 81.705-2 of 26 CFR part 1 to
address remai ning issues that Treasury and the I RS consi dered
during the devel opnent of the final regul ations.
Expl anati on of Provisions

These proposed regul ati ons provi de guidance in situations in
which a corporation owns a direct or indirect interest in a
partnership that owns stock in that corporation, the partnership
di stributes noney or other property to another partner and that
partner recognizes gain on the distribution during a year in
whi ch the partnership does not have an el ection under section 754

in effect, and the partnership subsequently sells or exchanges
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the stock. For reasons simlar to those explained in the
preanbl e of the final regulations, in those situations it may be
I nconsistent wth the intent of sections 705 and 1032 to increase
the basis of the corporation’ s partnership interest by the ful
anount of any gain resulting fromthe partnership’s sale or
exchange of the stock which is not recognized by the corporation
under section 1032.

Accordi ngly, the proposed regul ations revise the purpose
statenment of 81.705-2(a) to take into account situations
I nvol vi ng such partnership distributions. The proposed
regul ati ons provide a specific rule inplenenting the revised
purpose in single partnership cases. The proposed regul ations
al so revise 81.705-2(c) to clarify that the tiered partnerships
rule applies to situations involving such partnership
di stributions.

In addition, the proposed regulations clarify that
references in the regulations to stock of a corporate partner
I ncl ude any position in stock of a corporate partner to which
section 1032 applies.
Proposed Effective Date

The regul ations are proposed to apply to sales or exchanges
of stock occurring after March 29, 2002.
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



4
required. It also 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 Code, this notice of proposed rul emaki ng
will be submtted to the Chief Counsel for Advocacy of the Snal
Busi ness Administration for cooment on its inpact on small
busi nesses.
Comments and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
(a signed original and eight (8) copies) that are tinely
submtted to the IRS. The IRS and the Treasury Depart nent
request comments on the clarity of the proposed rule and how it
may be nmade easier to understand. Al comments will be avail able
for public inspection and copying. A public hearing wll be
scheduled if requested in witing by any person that tinely
submts witten comments. |If a public hearing is schedul ed,
notice of the date, time, and place for the public hearing wl|
be published in the Federal Register
Drafting Information

The principal author of these proposed regulations is
Barbara MacM |l an of the Ofice of the Associate Chief Counse

(Passt hroughs and Special Industries). However, personnel from
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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.
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 1.705-1 is anmended by revising 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 or any position in stock to which section 1032
applies of a corporation that holds a direct or indirect interest
in the partnership, see 81.705-2.
* ok x k%
Par. 3. Section 1.705-2 is anmended as foll ows:
1. Paragraph (a) is amended by adding a new sentence after
the third sentence.

2. Paragraph (b) is amended by addi ng paragraph (b)(2).
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3. Paragraph (c)(1) is anended by adding a new sentence
after the second sentence.

4. Paragraph (d) is added.

5. Paragraph (e) is anended by renoving the period at the
end of the paragraph and addi ng a new phrase at the end of the
par agr aph.

The additions and revision read as foll ows:

8§1.705-2 Basis adjustnents coordinating sections 705 and 1032.

(a) * * * Simlarly, in situations where a section 754
el ection was not in effect for the year in which a partnership
di stributes noney or other property to another partner and that
partner recognizes gain on the distribution, the remaining
partners’ inside basis and outside basis may not be equal. * * *
* ok x k%

(b) * * *

(2) Required adjustnents relating to distributions. (i)

Thi s paragraph (b)(2) applies in situations where a corporation
owns a direct or indirect interest in a partnership that owns
stock in that corporation, the partnership distributes noney or
ot her property to another partner and that partner recognizes
gain on the distribution during a year in which the partnership

does not have an el ection under section 754 in effect, and the
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partnershi p subsequently sells or exchanges the stock. 1In these
situations, the increase (or decrease) in the corporation’s
adjusted basis in its partnership interest resulting fromthe
sal e or exchange of the stock equals the amount 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
partnership made the distribution, a section 754 el ection had
been in effect.

(ii) The provisions of this paragraph (b)(2) are
illustrated by the foll ow ng exanpl e:

Exanple. (i) A B, and corporation C form partnership PRS
A and B each contribute $10,000 and C contri butes $20,000 in
exchange for a partnership interest. PRS has no liabilities.
PRS purchases stock in corporation C for $10,000, which
appreciates in value to $70,000. PRS distributes $25,000 to Ain
conplete liquidation of A's interest in PRS in a year for which
an el ection under section 754 is not in effect. PRS |later sells
the C stock for $70,000. PRS realizes a gain of $60,000 on the
sale of the C stock. C's share of the gain is $40,000. Under
section 1032, C does not recognize its share of the gain.

(ii) Normally, C 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 C stock, but a special rule applies in
this situation. |If a section 754 election had been in effect for
the year in which PRS nade the distribution to A, PRS woul d have
been entitled to adjust the basis of partnership property under
section 734(b)(1)(A) by $15,000 (the amount of gain recogni zed by
A with respect to the distribution to A under section 731(a)(1)).
See 81.734-1(b). Under 81.755-1(c)(1)(ii), the basis adjustnent
under section 734(b) woul d have been allocated to the C stock,
increasing its basis to $25,000. (where there is a distribution
resulting in an adjustnent under section 734(b)(1)(A) to the
basis of undistributed partnership property, the adjustnent is
all ocated only to capital gain property.)

(iii) If a section 754 election had been in effect for the
year in which PRS made the distribution to A the anount of gain
that PRS woul d have recogni zed upon PRS s disposition of C stock
woul d be $45, 000 ($70,000 m nus $25,000 basis in the C stock),
and the anmount of gain C would have recogni zed upon PRS s
di sposition of the C stock (absent the application of section
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1032) woul d be $30,000 (C s share of PRS s gain of $45,000 from

the stock sale). Accordingly, upon PRS s sale of the C stock
the increase in the basis of Cs interest in PRS is $30, 000.

* * % * *

(c)(1) *** Simlarly, if a corporation ows an indirect
interest in its own stock through a chain of two or nore
partnerships, and a partnership in the chain distributes noney or
ot her property to another partner and that partner recognizes
gain on the distribution during a year in which the partnership
does not have an el ection under section 754 in effect, then upon
any subsequent sal e or exchange of the stock, 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 this
section.

* * % * *

(d) Positions in Stock. For purposes of this section, stock

I ncl udes any position in stock to which section 1032 appli es.

(e) * * * | except that the fourth sentence of paragraph
(a), paragraph (b)(2), and the third sentence of paragraph (c)(1)
of this section are applicable with respect to sales or exchanges

of stock occurring



on or after March 29, 2002.

Deputy Conm ssioner of Internal Revenue.

Robert E. Wenzel



