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DEPARTMENT OF THE TREASURY
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[ TD 9049]

RI' N 1545- BA50

Amendnents to Rules for Determ nation of Basis of Partner’s |Interest;
Speci al Rul es

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

ACTI ON: Fi nal regul ations.

SUMMARY: This docunent contains final regulations relating to
special rules on determ nation of basis of a partner’s interest under
section 705. The final regulations are necessary to coordi nate
sections 705 and 1032.

DATES: Effective Date: These regulations are effective March 18,

2003.

Applicability Date: For dates of applicability, see 81.705-

2(e).
FOR FURTHER | NFORMATI ON CONTACT: Barbara (MacM I | an) Canmpbell or
Rebekah A. Myers (202) 622-3050 (not a toll-free nunber).
SUPPLEMENTARY | NFORMATI ON
Backgr ound

On March 29, 2002, the Treasury Departnment and the IRS

publ i shed final regulations (TD 8986; 2002-16 |.R B. 780) under
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section 705 of the Internal Revenue Code (Code) in the Federal
Regi ster (67 FR 15112). Those final regul ations provide gui dance on

t he coordi nation of sections 705 and 1032 in situations where a
corporation acquires an interest in a partnership that holds stock in
t hat corporation, a section 754 election is not in effect with
respect to the partnership for the taxable year in which the
corporation acquires the interest, and the partnership later sells or
exchanges the stock. During the devel opnent of those final
regul ati ons, the Treasury Departnment and the I RS consi dered other

i ssues related to the coordination of sections 705 and 1032.
Accordingly, also on March 29, 2002, the Treasury Departnment and the
| RS published proposed regulations (REG 167648-01; 2002-16 |.R. B.
790) to revise the final regulations contained in 81.705-2 of 26 CFR
part 1 in the Federal Register (67 FR 15132). No witten coments
were received in response to the notice of proposed rul emaki ng, and
no public hearing was requested or held. The proposed regul ations
are adopted as revised by this Treasury deci sion.

Expl anati on of Provisions

1. Overview of Proposed Requl ati ons

The proposed regul ations apply to 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
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the distribution during a year in which the partnership does not have
an el ection under section 754 in effect, and the partnership
subsequently sells or exchanges the stock. As stated in the preanble
to the proposed regul ations, in these situations it nmay be
i nconsistent with the intent of sections 705 and 1032 to increase the
basis of the corporation’s partnership interest by the full anount of
any gain resulting fromthe partnership’s sale or exchange of the
stock which is not recogni zed by the corporation under section 1032.

Accordingly, the proposed regul ations revise the purpose
statenment of 81.705-2(a) to take into account situations involving
such partnership distributions. The proposed regulations provide a
specific rule inmplenenting the revised purpose in single partnership
cases. The proposed regul ations also revise 81.705-2(c) to clarify
that the tiered partnerships rule applies to situations involving
such partnership distributions.

In addition, the proposed regulations 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.

2. Revi sions in Final Requl ati ons

These final regulations follow the proposed regul ati ons but
extend the rules of the proposed regulations to situations where a

corporation owns a direct or indirect interest in a partnership that
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owns stock in that corporation, the partnership distributes noney or
ot her property to another partner and that partner recognizes | oss on
the distribution or the basis of the property distributed to that
partner is adjusted during a year in which the partnership does not
have an el ection under section 754 in effect, and the partnership
subsequently sells or exchanges the stock. The revisions provide a
nmor e consi stent approach, and better conformthese final regul ations
to the final regulations issued on March 29, 2002 under section 705
(TD 8986; 2002-16 |.R. B. 780).

3. Ef fective Date

The final regulations apply with respect to sales or exchanges
of stock occurring on or after March 18, 2003, except that paragraph
(d) applies with respect to sales or exchanges of stock occurring on
or after March 29, 2002.

Speci al Anal yses

It has been determ ned that this Treasury decision is not a
significant regulatory action as defined in Executive Order 12866.
Therefore, a regulatory assessnent is not required. It also has been
determ ned that section 553(b) of the Adm nistrative Procedure Act (5
U.S.C. chapter 5) does not apply to these regul ations, and because
t he regul ati ons do not inpose a collection of information on snall
entities, the Regulatory Flexibility Act (5 U S.C. chapter 6) does

not apply. Pursuant to section 7805(f) of the Internal Revenue Code,
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t he 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 nistration for coment on its inpact on small busi nesses.
Drafting Informtion

The principal author of these proposed regulations is Barbara
(MacM || an) Canpbell of the Ofice of the Associ ate Chief Counse
(Passt hroughs and Speci al Industries). However, personnel from other
offices of the IRS and the Treasury Departnment participated in their
devel opnent .
List of Subjects in 26 CFR Part 1

| ncone Taxes, Reporting and recordkeepi ng requirenents.
Amendnents to the Regul ati ons

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

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

Aut hority: 26 U.S.C. 7805 * * *

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

81.705-1 Determ nation of basis of partner’s interest.

(a) * * *
(7) For basis adjustnments necessary to coordi nate sections 705

and 1032 in certain situations in which a partnership di sposes of
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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.

Par. 3. Section 1.705-2 is anended as foll ows:

1. Paragraph (a) is anended by adding a new sentence
after the third sentence.

2. Paragraph (b)(2) is added.

3. Paragraph (c)(1) is anended by adding a sentence at
the end of the paragraph.

4. Paragraph (d) is added.

5. Paragraph (e) is revised.

The additions and revision read as foll ows:

81. 705-2 Basi s 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 distributes
nmoney or other property to another partner and that partner
recogni zes gain or loss on the distribution or the basis of the
property distributed to that partner is adjusted, the renaining
partners’ inside basis and outside basis my not be equal. * * *

*x * * * %

(b) * * %
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(2) Required adjustnments relating to distributions. (i) This

par agraph (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 other property to
anot her partner and that partner recognizes gain or |oss on the
distribution or the basis of the property distributed to that partner
is adjusted during a year in which the partnership does not have an
el ection under section 754 in effect, and the partnership
subsequently 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 ampbunt of gain (or |loss) that the corporate partner would
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 follow ng exanpl e:

Exanple. (i) A B, and corporation C form partnership PRS. A
and B each contribute $10,000 and C contributes $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 A in 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.
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(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 from
the 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 made the distribution to A, PRS would have been entitled
to adjust the basis of partnership property under section
734(b) (1) (A) by $15,000 (the amount of gain recognized by A with
respect to the distribution to A under section 731(a)(1l)). See
81.734-1(b). Under 81.755-1(c)(1)(ii), the basis adjustnent under
section 734(b) would have been allocated to the C stock, increasing
its basis to $25,000 (where there is a distribution resulting in an
adj ust rent under section 734(b)(1)(A) to the basis of undistributed
partnership property, the adjustnent is allocated 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 anmount 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 woul d have recogni zed upon PRS' s disposition of the C stock
(absent the application of section 1032) would be $30,000 (C s share
of PRS s gain of $45,000 fromthe stock sale). Accordingly, upon
PRS' s sale of the C stock, the increase in the basis of C s interest
in PRS is $30, 000.

(c) *** (1) *** Simlarly, if a corporation owns 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 recogni zes gain or
| oss on the distribution or the basis of the property distributed to
that partner is adjusted 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 with the purpose of this section.

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

i ncludes any position in stock to which section 1032 applies.

(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, except that paragraph (d) of this section is
applicable with respect to sales or exchanges of stock occurring on
or after March 29, 2002, and 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
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on or after March 18, 2003.

David A. Mader,

Assi stant Deputy Conmmi ssioner of Internal Revenue.

Approved: March 6, 2003

Pamel a F. d son,

Assi stant Secretary of the Treasury.



