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Section 1045 Application to Partnerships

AGENCY: Internal Revenue Service (IRS), Treasury.

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

SUMMARY: This docunent contains proposed regul ations relating
to the application of section 1045 of the Internal Revenue
Code (Code) to partnerships and their partners. These
regul ati ons provide rules regarding the deferral of gain on a
partnership’ s sale of qualified small busi ness stock and
deferral of gain on a partner’s sale of qualified snmal

busi ness stock distributed by a partnership. The proposed
regul ati ons affect partnerships that invest in qualified smal
busi ness stock and their partners. This docunent also

provi des notice of a public hearing on the proposed
regul ati ons.

DATES: Witten or electronic comments and requests to speak
and outlines of topics to be discussed at the public hearing

schedul ed for Tuesday, Novenmber 2, 2004, at 10 a.m nust be



recei ved by October 11, 2004.

ADDRESSES: Send subm ssions to: CC: PA:LPD: PR (REG 150562-03),
Room 5203, Internal Revenue Service, PO Box 7604, Ben Franklin
Station, Washington, DC 20044. Subm ssions may be hand
delivered Monday through Friday between the hours of 8 a.m
and 4 p.m to CC PA: LPD: PR (REG 150562-03), Courier’s Desk,

I nternal Revenue Service, 1111 Constitution Avenue, NW,

Washi ngton DC, or sent electronically, via the IRS Internet

site at: www. irs.gov/regs or via the Federal eRul emaking

Portal at www. regul ations.gov (IRS and REG 150562-03). The

public hearing will be held in the IRS Auditorium Internal
Revenue Buil ding, 1111 Constitution Avenue, NW, Washi ngton,
DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the proposed
regul ati ons, Charlotte Chyr, (202) 622-3070, or Jian H G ant,
(202) 622-3050; concerning subm ssions, the hearing, and/or
pl acenent on the building access list to attend the hearing,
Sonya Cruse, (202) 622-4693 (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The collection of information contained in this notice of
proposed rul emaki ng has been submtted to the O fice of

Managenment and Budget for review in accordance with the
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Paperwor k Reduction Act of 1995 (44 U.S.C. 3507(d)). Comments
on the collection of information should be sent to the Ofice
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

I nternal Revenue Service, Attn: |RS Reports Cl earance

O ficer, SE:W CAR: MP: T: T: SP Washi ngton, DC 20224. Comments on
the collection of information should be received no |ater than
Sept enber 13, 2004. Comments are specifically requested
concerni ng:

Vet her the proposed collection of information is
necessary for the proper performance of the functions of the
| nternal Revenue Service, including whether the information
will have practical utility;

The accuracy of the estimated burden associated with the
proposed col |l ection of information (see bel ow);

How the quality, utility, and clarity of the informtion
to be collected my be enhanced;

How t he burden of conplying with the proposed coll ection
of information can be m nim zed, including through the
application of automated collection techni ques or other fornms
of information technol ogy; and

Esti mates of capital or start-up costs and costs of
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operation, maintenance, and purchase of services to provide
i nformation.

The collection of information in this proposed regul ation
is in 81.1045-1(b)(4)(ii). This information is required to
informthe I RS of partnerships and partners nmaking the section
1045 el ection. The collection of information is required to
obtain a benefit, that is, to elect to apply section 1045
treatment for qualified small business stock that is sold by
the partnership. This information will be used by the partner
to permt the partner to defer its allocable share of gain on
the partnership’s sale of qualified small business stock and
by partnerships to make necessary adjustnents to the basis of
repl acenent qualified small business stock. The |ikely
respondents are individuals, businesses or other for-profit
institutions, and small businesses or organi zations.

The estimated burden for the collection of information in
81.1045-1(b)(4)(ii) is as foll ows:

Esti mated total annual reporting burden: 1,000 hours.

The estimated annual burden per respondent varies from 45
to 75 m nutes, depending on individual circunmstances, with an
estimated average of 1 hour.

Esti mat ed nunber of respondents: 1000

Esti mat ed annual frequency of responses: On occasion
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An agency may not conduct or sponsor, and a person is not
required to respond to, a collection of information unless the
collection of information displays a valid OVMB 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 may becone materi al
in the admnistration of any internal revenue |law. Cenerally,
tax returns and tax return information are confidential, as
required by 26 U S.C. 6103.

Backgr ound

Section 1045 and section 1202 both provide for special
treatment of gain on the sale of QSB stock held by non-
corporate taxpayers. Under section 1202 of the I|nternal
Revenue Code (Code), a taxpayer other than a corporation (a
non- cor porate taxpayer) excludes 50 percent of gain on the
sale of qualified small business (QSB) stock (as defined in
section 1202(c)) fromgross income if the taxpayer holds the
stock for nmore than five years. Section 1045 permts a non-
corporate taxpayer that holds QSB stock (relinquished QSB
stock) for nmore than six nonths and sells it after August 5,
1997, to elect to defer recognizing gain on the sale. To
qualify for such deferral, the taxpayer nust purchase QSB

stock (replacenment QSB stock) within a 60-day period beginning
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on the date of the sale of the relinquished QSB stock. Any
gai n not recogni zed reduces the cost basis of the replacenent
@SB stock. Section 1045(b)(3). The taxpayer recognizes gain
to the extent the anmpunt realized on the sale of the
relinqui shed QSB stock exceeds the cost basis of the
repl acenment QSB stock. Section 1045(a). Section 1045 does
not apply to any gain treated as ordinary incone. 1d.
Section 6005(f)(2) of the Internal Revenue Service
Restructuring and Reform Act of 1998, Public Law 105-206 (112
Stat. 6005(f)(2)), July 22, 1998, (the 1998 Act) added section
1045(b) (5). That section provides that rules simlar to the
rules in section 1202(f), (g), (h), (i), (j), and (k) apply
for purposes of section 1045. The legislative history
acconmpanyi ng the 1998 Act provides that the benefit of
deferred recognition of gain with respect to the sale of QSB
stock by a partnership will flow through to a partner who is
not a corporation if the partner held the partnership interest
at all times the partnership held the QSB stock. See H R
Conf. Rep. 105-599, 105'" Cong., 2d Sess. 339 (1998). The
| egislative history further provides that there are no
limtations on the types of partners that a partnership may
have in order for the benefits of section 1045 to apply. Id.

at 340.



Under section 1202(g), a non-corporate taxpayer applies
section 1202 to the taxpayer’s share of a passthrough entity’'s
gain fromthe sale of QSB stock if two requirenents are net.
First, the passthrough entity nust have held the QSB stock for
more than five years. Second, the taxpayer nust have held an
interest in the passthrough entity on the date the passthrough
entity acquired the QSB stock and at all tines thereafter
before the disposition of the stock. For purposes of section
1202, passthrough entities include partnerships, S
cor porations, regulated investnent conpanies (RICs), and
common trust funds. Section 1202(qg)(4).

@SB stock nmust generally be acquired by the taxpayer at
its original issue. However, section 1202(h) provides that, in
t he case of certain transfers of QSB stock, the transferee is
treated as having acquired such stock in the sane manner as
the transferor and as having held such stock during any
continuous period i mediately preceding the transfer during
which it was held by the transferor. Section 1202(h) applies
to transfers froma partnership to a partner of stock with
respect to which requirenments simlar to the requirenents of
section 1202(g) are net at the time of the transfer (w thout
regard to the 5-year holding period requirenment) as well as to

transfers by gift or at death.
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The commttee reports underlying the enactnent of section
1202 explain that, under section 1202(h),

[qJualified small business stock ... may be

di stributed by a partnership to one or nore of its

partners, as long as (1) all eligibility

requirenments with respect to qualified snal

busi ness stock are net, and (2) the partner held its

interest in the partnership on the date the

partnership acquired the stock and at all tines

t hereafter and before the disposition of the stock.

In addition, a partner cannot treat stock

di stributed by a partnership as qualified small

busi ness stock to the extent that the partner’s

share of the stock distributed by the partnership

exceeded the partner’s interest in the partnership

at the time the partnership acquired the stock.

H. R Rep. No. 103-111, 103d Cong., |st Sess. 602 (1993).

The comm ttee report goes on to explain that transferees
in cases not described in section 1202(h) are not eligible for
partial exclusion of gain under section 1202(a). Thus, for
exanple, if qualified small business stock is transferred to a
partnership and the partnership disposes of the stock, any
gain fromthe disposition will not be eligible for the
exclusion. 1d. Rev. Proc. 98-48 (1998-2 C.B. 367)
generally provides procedures for taxpayers (including
passt hrough entities and individuals holding interests in a
passt hrough entity) to elect to apply section 1045. The
background section of the revenue procedure explains that,
under section 1045(b)(5), a passthrough entity that sells QSB

stock held for nmore than 6 nonths may make a section 1045
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election if the entity purchases replacenent QSB stock during
t he 60-day period beginning on the date of the sale. Section
2.03, Rev. Proc. 98-48. The benefit of the section 1045

el ection flows through to a non-corporate taxpayer that held
an interest in the passthrough entity for as |ong as the
entity held the QSB stock. The background section of the
revenue procedure also explains that, under section
1045(b)(5), if a passthrough entity sells QSB stock held for
more than six nonths, a non-corporate taxpayer who has held an
interest in the entity during the period in which the entity
hel d the QSB stock and who purchases repl acement QSB stock
during the 60-day statutory period nmay elect to apply section
1045 to the non-corporate taxpayer’s share of any gain on the
sale that the entity does not defer under section 1045.
Section 2.03, Rev. Proc. 98-48.

Since Rev. Proc. 98-48 was published, the IRS and
Treasury Departnent have received inquiries regarding the
application of section 1045 to partnerships and their
partners. |In response to these inquiries, the proposed
regul ati ons provide rules relating to sal es and purchases of
interests in a partnership that owns QSB stock, partnership
di spositions of QSB stock, partnership distributions of QSB

stock, and contributions of QSB stock to a partnership.
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Partners and partnerships wishing to el ect section 1045 nust
continue to follow the procedures of Rev. Proc. 98-48 for
rules regarding the tinme and manner for nmaking the el ection,
the scope of the election, and revocation of the election.
Expl anation of Provisions

A. General Rules and Definitions

1. QSB stock
Section 1045(b) (1) provides that the term QSB stock has

t he sanme neani ng given such term by section 1202(c). Section
1202(c) provides that the term QSB stock is any stock in a C
corporation that is originally issued after the date of the
enact nent of the Revenue Reconciliation Act of 1993, if (A as
of the date of issuance, the corporation is a qualified small
busi ness, and (B) except as provided in section 1202(f) and
(h), the stock is acquired by the taxpayer at its original

i ssue in exchange for noney or other property (not including
stock), or as conpensation for services provided to the

cor porati on.

Sone taxpayers have asked if a partner nay treat a sale
of a partnership interest as a sale of QSB stock or an
acquisition of a partnership interest as an acquisition of QSB
stock. Sections 1045 and 1202 do not adopt a | ook-though

approach to the sale and acquisition of partnership interests.

-10 -



Under the plain | anguage of section 1202(c), an investnent in
a partnership that holds or purchases QSB stock is not treated
as an investnent in QSB stock. This plain | anguage
interpretation is further supported by the structure of
sections 1045 and 1202. Congress clearly contenpl ated
partnership transactions when enacting section 1202, as
several of its provisions address such transactions. In |ight
of this, Congress’s failure to provide for section 1202(a)
treatnment for acquisitions and dispositions of partnership
interests appears to have been intentional. Such a decision
by Congress woul d be consistent with the approach taken by
section 1202(g). That section allows partners to qualify for
section 1202(a) treatnment with respect to gain recogni zed by
reason of holding a partnership interest only if the partner
held the interest in the partnership on the date of the
partnership’ s acquisition of QSB stock and at all tinmes
t hereafter before the disposition of the stock by the
partnership. |If a partner were to sell its partnership
interest while the partnership still held QSB stock, then the
partner would not have held the partnership interest fromthe
date of the acquisition of that stock until the date of the
di sposition of the stock by the partnership. For these

reasons, the proposed regul ati ons provide that the term QSB
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stock does not include an interest in a partnership that hol ds
or purchases QSB stock.

2. Eligible partner

Under the proposed regul ations, only an eligible partner
may defer gain recognized by a partnership on the sale of QSB
stock. Consistent with section 1202(g) and (h), the proposed
regul ati ons define an eligible partner as a non-corporate
partner who held an interest in the partnership at all tinmes
that the partnership held the QSB stock or a non-corporate
partner who acquired an interest in a partnership from an
existing eligible partner by gift or death.

The proposed regul ati ons provide special rules for
determning eligible partners if a partnership (upper-tier
partnership) holds an interest in a partnership (lower-tier
partnership) that holds QSB stock. The proposed rules
di sregard the upper-tier partnership’ s ownership of the | ower-
tier partnership and treat each partner of the upper-tier
partnership as owning the interest in the |lower-tier
partnership directly. A partner of the upper-tier partnership
is treated as owning an interest in the |lower-tier partnership
during the period in which both the partner of the upper-tier
partnership held an interest in the upper-tier partnership and

t he upper-tier partnership held an interest in the |lower-tier
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part nershi p.

The IRS and the Treasury Departnent are concerned that,
al t hough the current | ook-through treatnment for tiered
partnershi ps may be the sinplest approach, the application of
t he proposed rules presents the foll ow ng potential problens:
(1) the proposed rules prohibit an upper-tier partnership from
maki ng a section 1045 el ection at the partnership level; (2)
the eligible partners of the upper-tier partnership may not
have the necessary information to benefit fromthe proposed
rules; and (3) notification fromthe |lower-tier partnership to
t he upper-tier partnerships and their partners and vice versa
may be difficult if nultiple tiers of partnerships are
i nvol ved. Accordingly, the I RS and Treasury Depart nent
request comments specifically on the application of the
proposed rules with respect to tiered partnerships.

3. Nonrecognition limtation

Under the proposed regul ations, the anpbunt of gain that
an eligible partner may defer under section 1045 (whether the
el ection to apply section 1045 is made at the partnership or
the partner level) may not exceed: (A) the partner’s small est
percentage interest in the partnership’s inconme, gain, or |oss
with respect to the relinquished QSB stock, nultiplied by (B)

the partnership’s realized gain fromthe sale of such stock.
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For this purpose, the partnership’s realized gain fromthe
sale of the QSB stock is determ ned without regard to any
basi s adjustnment under section 734(b) or 743(b). This rule
foll ows section 1202(g)(2) and (3) by ensuring that the
partner can defer recognition of only the gain that relates to
the partner’s continuous economc interest in the relinquished
QSB st ock.

B. Partnership Election Under Section 1045

1. General rule

Consistent with Rev. Proc. 98-48, the proposed
regul ations allow a partnership to elect to apply section 1045
if the partnership held QSB stock for nore than six nonths,
sol d such QSB stock, and purchased other QSB stock
(replacement QSB stock) within 60 days of the sale. |If the
partnership makes an el ection under section 1045, all eligible
partners of the partnership nust defer their distributive
shares of the partnership section 1045 gain fromthe
partnership’s sale of the QSB stock. No separate election is
required of the partners. Partnership section 1045 gain
equal s the partnership’s gain fromthe sale of the QSB stock
reduced by the greater of: (A) the gain fromthe sale of the
@SB stock that is treated as ordinary inconme, or (B) the

excess of the amount realized by the partnership on the sale
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over the cost of any replacenent QSB stock purchased by the
partnership during the 60-day period beginning on the date of
the sale.

2. Election procedures and notification

The proposed regul ations require the partnership to mke
the section 1045 el ection on the partnership’'s tinely filed
return (including extensions) for the taxable year during
whi ch the partnership sells the QSB stock. In addition, the
partnership nmust follow the procedures of Rev. Proc. 98-48.

When a partnership makes the el ection, the proposed
regul ations require the partnership to notify all partners
that it has made the el ection, and separately state each
partner’s distributive share of the partnership section 1045
gai n under section 702. Each partner nust determne if it is
an eligible partner and report the partner’s distributive
share of gain, including gain not recognized, on Schedule D of
the partner’s Federal incone tax return.

C. Partner El ecti on Under Section 1045

1. General rule

Al so consistent with Rev. Proc. 98-48, the proposed
regul ations allow an eligible partner to nake a section 1045
election with respect to the partner’s share of gain fromthe

partnership’s sale of QSB stock if the partnership does not
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make a section 1045 el ection or purchase repl acement QSB stock
within the statutory time period. The election nmay be made if
t he partnership either replaces none of the relinquished QSB
stock or replaces sonme but not all of the relinquished QSB
stock. For exanple, relinquished QSB stock can be partially
replaced by the partnership and partially replaced by the
partner if section 1045 el ections are nmade by both the
partnership and the partner. If a partner nmakes a section 1045
el ection, the partner recognizes its distributive share of the
gain fromthe sale of the relinquished QSB stock only to the
extent of the greater of: (1) the gain that is treated as

ordi nary incone, or (2) the excess of the partner’s share of

t he amount realized by the partnership on the sale of the QSB
stock over the cost of any replacenment QSB stock purchased by
t he partner during the 60-day statutory period.

A partnership that has sold QSB stock should pronptly
notify its partners when it does not intend to make a section
1045 election with respect to the sale. Pronpt notification
will allow partners who intend to nake separate section 1045
el ections time to purchase replacenment QSB stock within 60
days of the sale of the relinquished QSB stock and to make
timely section 1045 el ections. However, the proposed

regul ati ons do not inpose a requirenent on partnerships to
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provi de such notification. The I RS and Treasury Depart nent
believe that it is nore appropriate for the partners to decide
(for exanple, in the partnership agreenent) whether, and to
what extent, the partnership nust provide such notification.

2. Election procedures

The proposed regul ati ons provide that a partner making an
el ection under section 1045 with respect to its distributive
share of gain on the partnership’ s sale of QSB stock nust do
so on the partner’s tinely filed federal incone tax return
(i ncludi ng extensions) for the taxable year in which such gain
is taken into account. In addition, the partner nust foll ow
t he procedures of Rev. Proc. 98-48.

D. Basis Adjustnents

The proposed regul ati ons provide rules regarding
adjustnments to the eligible partner’s basis in the partnership
interest and the partnership’s basis in the replacenent QSB
stock. Under these rules, if the partnership nakes a section
1045 el ection, then the eligible partner may not increase its
out si de basis by the ampbunt of gain that is not recognized
under section 1045. In addition, the partnership is required
to reduce its basis in the replacenent QSB stock by the anount
of gain that is not recognized by its partners. The adjustnent

to the partnership’ s inside basis in the replacenent QSB stock
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is simlar to a basis adjustnment under section 743(b). These
rul es are necessary to preserve (in the replacement QSB stock
and the partnership interest) the deferred gain on the sale of
the relinquished QSB stock.

As expl ai ned above, a partner’s basis in a partnership
interest is not increased by any gain that is deferred by

reason of a partnership section 1045 election. |In contrast, a

partner’s basis in a partnership interest is increased by any
gain that is deferred by reason of a partner section 1045
el ection. A partner nust reduce the basis of any replacenent
@SB stock the partner purchases by the ampbunt of gain that is
not recogni zed by reason of a partner section 1045 el ection.
To allow the partnership to make the appropriate
adjustnments to the basis of the replacenment QSB stock, the
proposed regul ations require any partner who recogni zes all or
part of the partner’s distributive share of partnership
section 1045 gain to notify the partnership of the amount of
the partnership section 1045 gain that was recognized. 1In the
absence of notification, the partnership nust presunme that the
partner deferred recognition of the partnership section 1045
gain and decrease its basis in the replacenent QSB stock by
the partner’s distributive share of partnership section 1045

gain until such tinme as the partner provides notification of
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t he amount recogni zed by the partner. However, if the
partnership knows that one of its partners was, during any
period in which the partnership held the QSB stock, classified
as a corporation for federal tax purposes, then the
partnership may presune that the partner did not defer
recognition of the partnership section 1045 gain even in the
absence of a notification by the partner.

E. Di stribution of QSB Stock

Consi stent with section 1202(h) and the | egislative
hi story underlying that section, the proposed regul ati ons
provide that, if a partnership distributes QSB stock to an
eligible partner, then the eligible partner is treated as
havi ng acquired such stock in the sane manner as the
partnership and having held such stock during any continuous
period i mmedi ately preceding the distribution during which it
was held by the partnership. However, the anount of gain on
the sale of such distributed QSB stock that the partner can
def er cannot exceed the distribution nonrecognition
limtation. For this purpose, the distribution nonrecognition
limtation is equal to the partner’s section 1045 anount
realized, reduced by the partner’s section 1045 adjusted
basis. The proposed regul ations provide rules for determ ning

the partner’s section 1045 anpunt realized and the partner’s
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section 1045 adjusted basis in the case of a |iquidating

di stribution, a nonliquidating distribution of all of the QSB
stock (of the sane type), and other nonliquidating

di stri butions.

These rules follow the legislative history’'s directive
that a partner may not treat stock distributed by a
partnership as QSB stock to the extent that the partner’s
share of the distributed stock exceeds the partner’s interest
in the partnership at the time the partnership acquired the
stock. Under the proposed regul ati ons, the ampbunt of gain
that a distributee partner may defer on the sale of
di stributed QSB stock will be no nore than (but in the case of
@SB stock received in certain nonliquidating distributions may
be | ess than) the anmount of gain that the partner would have
been able to defer in the absence of the distribution.

The I RS and Treasury Departnment considered an alternative
approach for determning the distribution nonrecognition
limtation for sales of QSB stock follow ng a nonliquidating
distribution to a partner. Under this alternative approach,
the distribution nonrecognition |imtation would be determ ned
by reference to the maxi num anmount of gain that the partner
woul d have been able to defer if the partnership had not

di stributed any QSB stock of the type sold, but instead had
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sold all of that QSB stock for a per share price equal to the
per share price received on the actual sale of the distributed
@SB stock by the partner. Due to the conplexity of this
alternative approach, it was rejected and is not included in

t he proposed regulations. The IRS and Treasury Depart nment
request comments on the extent to which refinenments of the

di stribution nonrecognition limtation applicable to sal es of
di stributed QSB stock are appropri ate.

F. Contribution of QSB Stock

The proposed regul ations provide that a contribution of
@SB stock to a partnership in a transaction to which section
721(a) applies does not cause the contributing partner to
recogni ze any gain that was previously deferred under section
1045. However, the QSB stock, once contributed, is no | onger
@SB stock in the hands of the partnership because the
partnership has not acquired the stock at original issue
wi thin the nmeaning of section 1202(c)(1)(B). See also H R
Rep. No. 103-111, 103d Cong., 1st Sess. 602 (1993).

G Proposed Effective Date

The regul ations are proposed to apply to sales of QSB
stock on or after the date final regulations are published in
t he Federal Register.

Ef fect on Ot her Docunents
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The followi ng publication will be anplified for partners
and partnershi ps beginning on or after the date these
regul ati ons are published as final regulations in the Federal
Regi ster:

Rev. Proc. 98-48 (1998-2 C.B. 367).

Speci al Anal yses

It has been determ ned that this notice of proposed
rul emaking is not a significant regulatory action as defined
in Executive Order 12866. Therefore, a regul atory 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 regulations. It is hereby certified
that the collection of information in these regulations wll
not have a significant econom c inpact on a substantial numnber
of small entities. This certification is based upon the fact
that QSB stock is not held by a substantial nunmber of snmal
entities and that the tine required to make the election is
estimated to average 1 hour. Therefore, a Regul atory
Flexibility Analysis under the Regulatory Flexibility Act (5
U.S.C. chapter 6) is not required. Pursuant to section
7805(f) of the Code, this notice of proposed rulemaking wll
be submtted to the Chief Counsel for Advocacy of the Snal

Busi ness Adm nistration for coment on its inpact on snall
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busi ness.
Comments and Public Hearing

Bef ore these proposed regul ations are adopted as fi nal
regul ati ons, consideration will be given to any witten (a
signed original and eight (8) copies) or electronic coments
that are submtted tinely to the IRS. The IRS and Treasury
Departnment request comments on the clarity of the proposed
rul es and how they can be made easier to understand. All

comments will be available for public inspection and copying.

A public hearing has been schedul ed for Tuesday, Novenber
2, 2004, at 10 a.m in the IRS Auditorium Internal Revenue
Bui l ding, 1111 Constitution Avenue, NW, Washington, D.C. Due
to building security procedures, visitors nust enter at the
Constitution Avenue entrance. In addition, all visitors nust
present photo identification to enter the building. Because
of access restrictions, visitors will not be admtted beyond
t he i medi ate entrance area nore than 15 m nutes before the
hearing starts. For information about having your nane pl aced
on the building access list to attend the hearing, see the
“FOR FURTHER | NFORMATI 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
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submt witten or electronic comments 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 October 11,
2004. A period of 10 mnutes will be allotted to each person
for maki ng comments. An agenda show ng the scheduling of the
speakers will be prepared after the deadline for receiving
outlines has passed. Copies of the agenda will be avail able
free of charge at the hearing.
Drafting Information

The princi pal authors of these regulations are Charlotte
Chyr and Jian H Gant, Ofice of the Associ ate Chief Counsel
(Passt hroughs and Special Industries). However, other
personnel fromthe IRS and Treasury Departnent participated in
their devel opnent.
Li st of Subjects

26 CFR Part 1

| ncome taxes, Reporting and recordkeepi ng requirenents.

26 CFR Part 301

Enpl oynent taxes, Estate taxes, Excise taxes, G ft taxes,
| ncone taxes, Penalties, Reporting and recordkeepi ng
requi renents.
Proposed Anmendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
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fol |l 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 1.1045-1 is added to read as foll ows:

81.1045-1 Application to partnerships.

(a) General rules--(1) Definition of QSB stock--In

general . For purposes of section 1045 and this section,

gualified small business stock (QSB stock) has the neaning

provided in section 1202(c). For purposes of section 1045 and
this section, the term QSB stock does not include an interest
in a partnership that purchases or holds QSB stock. (For
further guidance, see Exanple 1 and Exanple 2 of paragraph (Q)
of this section.)

(2) Eligible partner--(i) In general. For purposes of

this section, an eligible partner with respect to QSB stock is
a taxpayer other than a corporation who holds an interest in a
partnership on the date the partnership acquires the QSB stock
and at all times thereafter before the partnership sells or
distributes the QSB st ock.

(ii) Acquisition by gift or at death. For purposes of

this section, a taxpayer who acquires froman eligible partner
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by gift or at death an interest in a partnership that hol ds
QSB stock is treated as having held the acquired interest in
t he partnership during the period the eligible partner held
the interest in the partnership. (For further guidance, see

Exanpl e 6 of paragraph (g) of this section.)

(itii) Tiered partnership--(A) Generally. If a

partnership (upper-tier partnership), holds an interest in
anot her partnership (lower-tier partnership) that hol ds QSB
stock, then, for purposes of this paragraph (a)(2), the upper-
tier partnership’s ownership of the lower-tier partnership is
i gnored and each partner of the upper-tier partnership is
treated as owning the interest in the lower-tier partnership
directly. The partner of the upper-tier partnership is
treated as owning the interest in the lower-tier partnership
during the period in which both--

(1) The partner of the upper-tier partnership held an
interest in the upper-tier partnership; and

(2) The upper-tier partnership held an interest in the
| ower-tier partnership. (For further guidance, see Exanple 3
of paragraph (g) of this section.)

(B) Multiple tiers of partnership. Principles simlar to

t hose described in paragraph (a)(2)(iii)(A) of this section

apply where a taxpayer holds the interest in the |ower-tier
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partnership through nultiple tiers of partnerships.

(3) Nonrecognition limtation--(i) In general. For

pur poses of this section, the amount of gain that an eligible
partner does not recognize under paragraphs (b)(1) and (c)(1)
of this section cannot exceed the nonrecognition |limtation.
For this purpose, the nonrecognition limtation is equal to
t he product of--

(A) The partnership’'s realized gain fromthe sale of the
@SB stock, determ ned without regard to any basis adjustnent
under section 734(b) or 743(b) (other than basis adjustnents
described in paragraph (b)(3)(ii) of this section); and

(B) The eligible partner’s small est percentage interest
in the partnership’s incone, gain, or loss with respect to the
Q@SB stock that was sold. (For further guidance, see Exanple 4
of paragraph (g) of this section.)

(ii) Eligible partner’s smallest percentage interest. 1In

determning an eligible partner’s small est percentage interest
in the partnership’s income, gain, or loss with respect to QSB
stock, reductions in the partner’s interest that occur solely

as a result of a distribution of QSB stock to the partner are

not taken into account.

(b) Partnership election--(1) General rule. A

partnership that holds QSB stock for nore than six nonths,
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sells such QSB stock, and purchases other QSB stock
(replacement QSB stock), within 60 days begi nning on the date
of the sale may elect to apply section 1045. For purposes of
this paragraph (b)(1), a purchase of replacenment QSB stock by
a partner is not treated as a purchase of replacenment QSB
stock by the partnership. |If the partnership elects to apply
section 1045, then, subject to the provisions of paragraph
(a)(3) of this section, each eligible partner does not
recogni ze the partner’s distributive share of any partnership
section 1045 gain. For this purpose, partnership section 1045
gain equals the partnership’s gain fromthe sale of the QSB
stock reduced by the greater of--

(i) The anmount of the gain fromthe sale of the QSB stock
that is treated as ordinary incone; or

(ii) The excess of the anpunt realized by the partnership
on the sale over the cost of any replacenent QSB stock
purchased by the partnership during the 60-day period
begi nning on the date of the sale (excluding the cost of any
repl acenment QSB stock that is otherw se taken into account
under section 1045).

(2) Partner’s share of partnership section 1045 gain. A

partnership nust allocate partnership section 1045 gain to the

partners in the sanme proportion as the partnership’ s entire
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gain fromthe sale of the QSB stock is allocated to the
partners. For this purpose, the partnership’s gain fromthe
sale of QSB stock and the partner’s distributive share of that
gain are determ ned without regard to basis adjustnments under
section 743(b) and paragraph (b)(3)(ii) of this section.

(3) Basis adjustnments--(i) Partner’s interest in a

partnership. Notw thstanding section 705(a)(1), the adjusted

basis of a partner’s interest in a partnership is not
increased by gain froma partnership’s sale of QSB stock that
is not recogni zed by the partner under paragraph (b)(1) of
this section.

(ii) Partnership’'s replacenent OSB stock. The basis of a

partnership’ s replacenent QSB stock is reduced (in the order
acqui red) by the ampbunt of gain fromthe partnership’s sale of
@SB stock that is not recognized by an eligible partner. The
basis adjustnent with respect to any anmount described in this
paragraph (b)(3)(ii) constitutes an adjustnent to the basis of
the partnership’s replacenment QSB stock with respect to that
partner only. The effect of such a basis adjustnment is
determ ned under the principles of 81.743-1(g), (h), and (j).
For purposes of this paragraph (b)(3)(ii), the partnership
must presume that a partner did not recognize that partner’s

di stributive share of QSB gain until such tinme as the partner
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provides to the partnership the notification described in
paragraph (b)(4)(ii) of this section. However, if the
partnership knows that a particular partner is classified, for
Federal tax purposes, as a corporation during any period in
which the partnership held the QSB stock, then the partnership
may presune that the partner did not defer recognition of the
partnership section 1045 gain, even in the absence of a
notification by the partner.

(4) Notice requirenents--(i) Partnership notification to

partners. A partnership that nmakes the el ection described in
paragraph (b) (1) of this section nust notify all of its
partners of the election in accordance with the applicable
forms and instructions and separately state each partner’s

di stributive share of gain fromthe sale of QSB stock under
section 702. Each partner shall determ ne whether the partner
is an eligible partner within the neaning of paragraph (b)(1)
of this section and report the partner’s distributive share of
gain fromthe partnership’ s sale of QSB stock, including gain
not recogni zed, on Schedule D of the partner’s federal incone
tax return.

(ii) Partner notification to partnership. Any partner

t hat must recognize all or part of the partner’s distributive

share of partnership section 1045 gain nmust notify the
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partnership, in witing, of the amount of partnership section
1045 gain that is recognized by the partner. (For further

gui dance concerni ng paragraph (b) of this section, see Exanple
4 through Exanple 7 of paragraph (g) of this section.)

(c) Partner election--(1) In general. |If an eligible

partner of a partnership that sells QSB stock purchases
repl acenent QSB stock during the 60-day period begi nning on
the date of the partnership’ s sale of the QSB stock, then the
partner may elect to apply section 1045. For purposes of this
paragraph (c)(1), a purchase of replacenment QSB stock by the
partnership is not treated as a purchase of replacenent QSB
stock by a partner. An eligible partner that elects to apply
section 1045 nust recognize its distributive share of gain
fromthe partnership’'s sale of QSB stock only to the extent of
t he greater of--

(i) The amount of the partner’s distributive share of the
gain fromthe sale of the QSB stock that is treated as
ordi nary incone; or

(ii) The excess of the partner’s share of the anount
realized by the partnership on the sale of the QSB stock
(excluding any QSB stock that was replaced by the partnership)
over the cost of any replacenment QSB stock purchased by the

partner during the 60-day period beginning on the date of the
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partnership’ s sale of the QSB stock (excluding the cost of any
repl acenent QSB stock that is otherw se taken into account
under section 1045).

(2) Partner’s share of anount realized by partnershinp.

The partner’s share of the amobunt realized by the partnership
shal | bear the same proportion to the amount realized by the
partnership on the sale of the QSB stock (excluding the cost
of any replacenent QSB stock) as the partner’s distributive
share of the partnership’s realized gain fromthe sale of the
@SB stock bears to the partnership’s realized gain on the sale
of the QSB stock. For this purpose, the partnership’s
realized gain fromthe sale of QSB stock and the partner’s

di stributive share of that gain are determ ned w thout regard
to basis adjustnents under section 743(b) and paragraph
(b)(3)(i1) of this section.

(3) Basis adjustnments--(i) Partner’s interest in a

partnership. Under section 705(a)(1), the adjusted basis of a

partner’s interest in a partnership is increased by the anount
of gain that is not recognized by an eligible partner pursuant
to paragraph (c)(1) of this section.

(ii) Partner’s replacenent QSB stock. A partner’s basis

in any replacenment QSB stock that is purchased by the partner

during the 60-day period described in paragraph (c)(1) of this
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section nust be reduced (in the order acquired) by the
partner’s distributive share of the gain on the sale of the
partnership’s QSB stock that is not recogni zed by the partner
pursuant to paragraph (c)(1) of this section. (For further
gui dance concerning this paragraph (c), see Exanple 8 through

Exanpl e 10 of paragraph (g) of this section.)

(d) Partnership distribution of QSB stock to an eligible

partner--(1) In general. Subject to paragraphs (d)(2) and (3)

of this section, in the case of a partnership distribution of
@SB stock to an eligible partner within the meaning of
paragraph (a)(2) of this section, the eligible partner shall
be treated
as- -

(i) Having acquired such stock in the sane manner as the
partnership; and

(ii) Having held such stock during any continuous peri od
i medi ately preceding the distribution during which it was
hel d by the partnership. (For further guidance concerning

this paragraph (d), see Exanple 11 and Exanple 12 of paragraph

(g) of this section.)

(2) Eligibility under section 1202(c). Paragraph (d)(1)

of this section does not apply unless all eligibility

requirenments with respect to the QSB stock as defined in
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section 1202(c) are net by the distributing partnership with
respect to its investnment in the QSB stock.

(3) Distribution nonrecognition limtation--(i)

Generally. The anount of gain that an eligible partner does
not recogni ze on the sale of QSB stock (the relinqui shed QSB
stock) that was distributed by the partnership to the partner
cannot exceed the distribution nonrecognition limtation. For
this purpose, the nonrecognition limtation is--

(A) The partner’s section 1045 amount realized; reduced
by

(B) The partner’s section 1045 adjusted basis.

(ii) Section 1045 ampunt realized--(A) QSB stock received

in liquidation of partner’s interest and in certain

nonliquidating distributions. |If a partner receives

relinqui shed QSB stock fromthe partnership in a distribution
in liquidation of the partner’s interest in the partnership or
as part of a series of related distributions by the
partnership in which the partnership distributes all of the
partnership’s QSB stock of a particular type, then the
partner’s section 1045 anount realized is the partner’s anount
realized fromthe sale of the relinquished QSB stock,

mul tiplied by a fraction--

(1) The nunerator of which is the partner’s small est
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percentage interest (prior to the distribution) in the
partnership’s incone, gain, or loss with respect to the type
of QSB stock sold by the partner; and

(2) The denom nator of which is the partner’s percentage
interest in that type of partnership QSB stock i mmediately
after the distribution (determ ned under paragraph (d)(3)(iv)
of this section).

(B) QSB stock received in other distributions. [If a

partner receives relinquished QSB stock in a distribution from
the partnership that is not described in paragraph
(d)(3)(i1)(A) of this section, the partner’s section 1045
amount realized is the partner’s amount realized fromthe sale
of the relinquished QSB stock nultiplied by the partner’s
smal |l est interest (prior to the distribution) in the
partnership’ s inconme, gain, or loss with respect to such

st ock.

(iii) Section 1045 adjusted basis—(A) QSB stock received

in liquidation of partner’s interest and in certain

nonliquidating distributions. |f a partner receives

relinqui shed QSB stock fromthe partnership in a distribution
in liquidation of the partner’s interest in the partnership or
as part of a series of related distributions by the

partnership in which the partnership distributes all of the
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partnership’s QSB stock of a particular type, then the
partner’s section 1045 adjusted basis is the product of—-

(1) The partnership’'s basis in all of the QSB stock of
the type distributed (without regard to basis adjustnents
under section 734(b) or 743(b), other than basis adjustnents
described in paragraph (b)(3)(ii) of this section);

(2) The partner’s smallest interest (prior to the
distribution) in the partnership’ s income, gain, or loss with
respect to such stock; and

(3) The proportion of the distributed QSB stock that was
sold by the partner.

(B) QSB stock received in other distributions. |If a

partner receives relinquished QSB stock in a distribution from
the partnership that is not described in paragraph
(d)(3)(iiti1)(A of this section, the partner’s section 1045

adj usted basis is the product of--

(1) The partnership’'s basis in the QSB stock sold by the
partner (without regard to basis adjustments under section
734(b) or 743(b), other than basis adjustnents described in
paragraph (b)(3)(ii) of this section); and

(2) The partner’s smallest interest (prior to the
distribution) in the partnership’ s income, gain, or loss with

respect to such stock.
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(iv) Partner’s percentage interest in distributed QSB

stock. For purposes of this paragraph (d)(3), a partner’s
percentage interest in a type of QSB stock i mediately after a
partnership distribution is the value (as of the date of the
di stribution) of the QSB stock distributed to the partner

di vided by the value (as of the date of the distribution) of
all of that type of QSB stock that was acquired by the

part nership.

(v) QSB stock of the sane type. For purposes of this

paragraph (d)(3), QSB stock will be of the sane type as the

distributed QSB stock if it has the same issuer and the sane
ri ghts and preferences as the distributed QSB stock and was

acquired by the partnership at its original issue.

(e) Contribution of OSB stock or replacenent QSB stock to

a partnership. Section 721 applies to a contribution of QSB

stock to a partnership by a taxpayer other than a corporation.
Except as provided in section 721(b), any gain that was not

recogni zed by the taxpayer under section 1045 is not

recogni zed when the taxpayer contributes QSB stock to a

partnership in exchange for a partnership interest in the
hands of the taxpayer. Stock that is contributed to a

partnership is not QSB stock in the hands of the partnership

because the partnership did not acquire the stock at original
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i ssue. (For further guidance, see Exanple 13 of paragraph (Qg)

of this section.)

(f) Tinme and manner of neking election. A partnership

maki ng an el ection under section 1045 (as described under
paragraph (b) (1) of this section) nust do so on the
partnership’s tinmely filed (including extensions) return for
t he taxabl e year during which the sale of QSB stock occurs. A
partner making an el ection under section 1045 (as descri bed
under paragraph (c)(1l) of this section) nust do so on the
partner’s tinely filed (including extensions) Federal incone
tax return for the taxable year during which the partner’s
di stributive share of the partnership’s gain fromthe sale of
the QSB stock is taken into account under section 706. In
addition, a partnership or partner making an el ecti on under
section 1045 nust follow the adm nistrative procedures issued
for making such elections. (For further guidance, see Rev.
Proc. 98-48 (1998-2 C.B. 367) and §601.601(d)(2)(ii)(b) of
this chapter.)

(g) Exanples. The provisions of this section are
illustrated by the foll owi ng exanpl es:

Exanple 1. Acquisition of a partnership interest as
repl acenent property. On January 1, 2006, A, an individual,
X, a corporation, and Y, a corporation, formPRS, a
partnership. A, X, and Y each contribute $25 to PRS and agree

to share all partnership itens equally. PRS purchases QSB
stock on February 1, 2006, and subsequently sells the QSB

- 38 -



stock on Novenmber 4, 2006, for $150. PRS realizes $75 of gain
fromthe sale of the QSB stock (none of which is treated as
ordinary incone) and allocates $25 of gain to each of A, X
and Y. On Novenber 30, 2006, A contributes $50 to ABC, a
partnership, in exchange for an interest in ABC (instead of
purchasi ng QSB stock). ABC then purchases QSB stock for $50
on Decenber 1, 2006. A's acquisition of the additional
partnership interest is not treated as a purchase of

repl acement QSB stock for purposes of section 1045.

Exanple 2. Sale of a partnership interest. The facts are
the sane as in Exanple 1, except that PRS does not sell its
QSB stock. Instead, on Novenmber 4, 2006, A sells the PRS
interest for $50x, realizing $25 of capital gain. On Novenber
30, 2006, A purchases $50 of new QSB stock. Under paragraph
(a)(1) of this section, the sale of an interest in a
partnership that holds QSB stock is not treated as a sale of
QSB stock. Therefore, A may not elect to apply section 1045
with respect to A's $25 of gain fromthe sale of the PRS
i nterest.

Exanple 3. Eligible and non-eligible partners of tiered
partnership. On January 1, 2006, A, an individual, and B, an
i ndi vidual, contribute cash to UTP, (upper-tier partnership)
for equal partnership interests. On February 1, 2006, UTP and
C, an individual, contribute cash to LTP, (lower-tier
partnership) for equal partnership interests. On March 1,
2006, LTP purchases QSB stock. On April 1, 2006, D, an
i ndi vidual, joins UTP by contributing cash to UTP for a 1/3
interest in UTP. On Decenber 1, 2006, LTP sells the QSB stock.

Under paragraph (a)(2)(iii) of this section, A B, and D are
treated as owning an interest in LTP during the period in
whi ch each of the partners held an interest in UTP and UTP
held an interest in LTP. Therefore, under paragraph (a)(2)(i)
of this section, A and B are eligible partners, and D is not
an eligible partner.

Exanple 4. Partnership sale of QSB stock and purchase
and sale of replacenent QSB stock. (i) Assunme the same facts
as in Exanple 1, except that PRS purchases replacenment QSB
stock for $135 on Decenber 15, 2006. On its tinely filed
return for the taxable year during which the sale of the
relinqui shed QSB stock occurs, PRS makes an election to apply
section 1045. PRS knows that X and Y are corporations. On
March 30, 2007, PRS sells the replacenment QSB stock for $165.

PRS realizes $30 of capital gain fromthe sale of the
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repl acenment QSB stock and allocates $10 of gain to each of A,
X, and Y.

(ii1) Under paragraph (b)(1) of this section, the
partnership section 1045 gain is $60 ($75 gain less $15 ($150
amount realized on the sale of the relinquished QSB stock | ess
$135 cost of the replacenment QSB stock)). This anobunt nust be
al l ocated anong the partners in the same proportions as the
entire gain fromthe sale of the QSB stock is allocated to the
partners, 1/3 ($20) to A, 1/3 ($20) to X, and 1/3 ($20) to Y.

(ii1) Because neither X nor Y are eligible partners under
paragraph (a)(2) of this section, X and Y nust each recognize
its $25 distributive share of partnership gain fromthe sale
of the QSB stock. Because A is an eligible partner under
paragraph (a)(2) of this section, and because A is bound by
the election by PRS to apply section 1045, A defers
recognition of A's $20 distributive share of partnership
section 1045 gain. A is not required to separately elect to
apply section 1045. A nust recognize A's renmaining $5
di stributive share of the partnership’s gain fromthe sale of
t he QSB st ock.

(iv) Under section 705(a)(1)(A), the adjusted bases of
X's and Y's interests in PRS are each increased by $25. Under
section 705(a)(1)(A) and paragraph (b)(3)(i) of this section,
the adjusted basis of A's interest in PRS is not increased by
the $20 of partnership section 1045 gain that was not
recogni zed by A, but is increased by A's remnining $5
di stributive share of gain.

(v) PRS nmust decrease its basis in the replacenment QSB
stock by the $20 of partnership section 1045 gain that was
allocated to A. This basis reduction is a reduction with
respect to A only. PRS then adjusts A's distributive share of
gain fromthe sale of the replacenment QSB stock to reflect the
effect of A's basis adjustnent under paragraph (b)(3)(ii) of
this section. |In accordance with the principles of 81.743-
1(j)(3), the ampunt of A's gain fromthe sale of the
repl acenent QSB stock in which A has a $20 negative basis
adj ust ment equals $30 (A's share of PRS' s gain fromthe sale
of the replacenent QSB stock ($10), increased by the anount of
A's negative basis adjustnent for the replacenment stock
($20)). Accordingly, upon the sale of the replacement QSB
stock, A recognizes $30 of gain, and X and Y each recognize
$10 of gain.
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Exanple 5. Sale of partnership interest while
partnership holds QSB stock. Assunme the sane facts as in
Exanpl e 4, except that A sells A's interest in PRS to B, an
i ndi vidual, on March 1, 2006. B is not an eligible partner
under paragraph (a)(2)(i) of this section, because B did not
hold an interest in PRS on the date PRS originally acquired
the Q@SB stock. Therefore, B nmust recognize B s distributive
share of partnership section 1045 gain.

Exanple 6. Death of partner while partnership hol ds QSB
stock. Assume the same facts as in Exanple 4, except that A
dies on March 1, 2006, and B inherits A's interest in PRS.
Under paragraph (a)(2)(ii) of this section, Bis treated as
hol ding the interest in PRS during the period that A held the
interest in PRS. Therefore, Bis an eligible partner under
paragraph (a)(2)(i) of this section. Accordingly, B defers
recognition of B's distributive share of the partnership
section 1045 gain on the sale of the QSB stock.

Exanple 7. Partnership sale of OQSB stock and partner
purchase of replacement OQSB stock. (i) Assunme the sane facts
as in Exanple 4, except that PRS does not nmake an el ection
under section 1045 with respect to the sale of the QSB stock.
On Novenber 30, 2006, A, an eligible partner under paragraph
(a)(2) of this section, purchases replacement QSB stock for
$50. A elects to apply section 1045 on A's tinely filed
return for the taxable year that Ais required to include A s
distributive share of PRS s gain fromthe sale of the
relinqui shed QSB st ock.

(ii) Under paragraph (c)(2) of this section, A's share of
t he amount realized fromPRS s sale of the QSB stock is $50
(the anmpunt which bears the sanme proportion to the total
amount realized by the partnership on the sale of the QSB
stock ($150) as A's share of the gain fromthe sale of the QSB
stock ($25) bears to the total gain realized by the
partnership on the sale of the QSB stock ($75)). Because A
purchased, within 60 days of PRS s sale of the QSB stock,
repl acenent QSB stock for a cost equal to A's share of the
partnership’ s anmount realized on the sale of the QSB stock,
and because A made a valid election to apply section 1045, A
defers recognition of A's $25 distributive share of gain from
PRS s sale of the QSB stock. Under section 705(a)(1) and
paragraph (c)(3)(i) of this section, the adjusted basis of A s
interest in PRS is increased by $25. Under paragraph
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(c)(3)(i1) of this section, A's basis in the replacenent QSB
stock is $25 ($50 cost m nus $25 nonrecognition anmount).

Exanple 8. Election by partner; replacenent by
partnership. Assune the same facts as in Exanple 7, except
t hat PRS purchases replacenent QSB stock on Decenber 31, 2006,
but does not nmake an election to apply section 1045. A nekes
an election to apply section 1045, but does not purchase any
repl acenent QSB stock during the 60-day period begi nning on
the date of PRS s sale of the QSB stock. Because the
requi renments of neither paragraph (b) (1) nor paragraph (c)(1)
of this section has been satisfied, A nust recognize all of
A's distributive share of the gain fromPRS s sale of the QSB
st ock.

Exanple 9. Partial replacement by partnership; parti al
repl acenent by partner. (i) On January 1, 2006, A, an
i ndi vidual, and X, a corporation, formPRS, a partnership. A
and X each contribute $50 to PRS and agree to share al
partnership itenms equally. PRS purchases QSB stock on February
1, 2006, for $100 and subsequently sells the QSB stock on
January 31, 2008, for $300. PRS realizes $200 of gain from
the sale of the QSB stock (none of which is treated as
ordinary incone) and allocates $100 of gain to each of A and
X.  On February 10, 2008, PRS purchases replacenent QSB stock
for $220. On March 20, 2008, A purchases replacenment QSB
stock for $40. Both A and PRS meke valid elections to apply
section 1045.

(ii1) Under paragraph (b)(1) of this section, partnership
section 1045 gain is $120 ($200 | ess $80 ($300 anount realized
on the sale of the relinquished QSB stock m nus $220 cost of
t he replacenment QSB stock)). This amount is allocated anong
the partners in the sanme proportions as the entire gain from
the sale of the QSB stock is allocated to the partners, “%to A
($60), and 2 to X ($60). Because Ais an eligible partner, A
defers recognition of A's $60 distributive share of
partnership section 1045 gain.

(ii1) A also made a valid section 1045 el ection and
purchased, within 60 days of PRS s sale of the QSB stock,
repl acenment QSB stock. Therefore, under paragraph (c)(1) of
this section, A may defer a portion of A's distributive share
of the remaining gain fromthe partnership’s sale of the QSB
stock. A nust recognize that remaining gain, however, to the
extent that A's share of the ampunt realized by PRS on the
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sale of the QSB stock (excluding the QSB stock that was
replaced by PRS) exceeds the cost of the replacenment QSB stock
purchased by A during the 60-day period follow ng the sale of
the Q@SB stock. The anount realized by PRS on the sale of the
@SB stock (excluding the QSB stock that was replaced by PRS)
is $80 ($300 m nus $220). Under paragraph (c)(2) of this
section, A's share of that amount realized is $40 (50/100 (A's
share of the gain fromthe sale of the QSB stock) multiplied
by $80). Because the replacenment QSB stock purchased by A
cost $40, A defers recognition of all of the remaining gain
fromthe sale of the QSB stock.

(iv) The adjusted basis of A's interest in PRS is not
i ncreased by the gain that was not recognized pursuant to
par agraph (b) (1) of this section, $60, but is increased by the
gai n that was not recogni zed pursuant to paragraph (c) (1) of
this section, $40. See paragraphs (b)(3)(i) and (c)(3)(i) of
this section. PRS nust decrease its basis in the replacenent
QSB stock by the $60 of partnership section 1045 gain that was
all ocated to A. See paragraph (b)(3)(ii) of this section. A
must decrease A's basis in the replacenent QSB stock purchased
by A by the $40 not recogni zed pursuant to paragraph (c) (1) of
this section. See paragraph (c)(3)(ii) of this section.

Exanpl e 10. Change in partner’s interest in partnership
while partnership holds OSB stock. (i) Assune the sanme facts
as in Exanple 9, except that, on August 2, 2006, A sells a 25
percent interest in PRSto Z. On July 10, 2007, A repurchases
the 25 percent interest fromZ for $50. Assune that PRS nekes
a timely election under section 754 for the taxable year
during which A purchases Z's PRS interest and that, under
section 743(b), A has a positive basis adjustnment of $25.

(ii) PRS allocates the $200 of realized gain fromthe
sale of the QSB stock $100 to A and $100 to X. However, A has
a positive basis adjustnment of $25; therefore, A's share of
the gain is reduced to $75. Because A is an eligible partner
under paragraph (a)(2) of this section, A may defer
recognition of A's distributive share of gain fromthe sal e of
the QSB stock subject to the nonrecognition limtation
descri bed in paragraph (a)(3) of this section. The small est
interest that A held in PRS during the tinme that PRS held the
@SB stock is 25 percent. Under the nonrecognition l[imtation,
A may not defer nmore than 25 percent of the partnership gain
realized fromthe sale of the QSB stock (determ ned w t hout
regard to any basis adjustnment under section 734(b) or section
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743(b), other than a basis adjustnent described in paragraph
(b)(3)(iit) of this section). Because the partnership's
realized gain determ ned without regard to A's basis

adj ust mrent under section 743(b) is $200, A may defer
recognition of $50 (25% of $200) of the gain fromthe sale of
the QSB stock. A nust recognize the remining $25 of that
gain.

Exanple 11. Sale by partner of OQSB stock received in a
liquidating distribution. (i) On January 1, 2006, A, an
i ndi vidual, and X, a corporation, formPRS, a partnership. A
and X each contribute $150 to PRS and agree to share all
partnership itens equally. PRS purchases QSB stock on
February 1, 2006, for $300. On May 1, 2006, when the QSB
st ock has appreciated in value to $400, A contributes $100 to
PRS, increasing A's interest in PRS s incone, gains, |osses,
deductions, and credits to 60 percent. On June 1, 2009, when
the QSB stock is still worth $400, PRS nmkes a |iquidating
di stribution of $300 worth of QSB stock to A. Under section
732, A's basis in the distributed QSB stock is $250. A sells
the QSB stock on August 4, 2009, for $600, realizing a gain of
$350 (none of which is treated as ordinary inconme). A
purchases replacenent QSB stock on August 30, 2009, for $550,
and makes a valid el ection under section 1045 with respect to
t he QSB st ock.

(ii) Ais an eligible partner under paragraph (a)(2)(i)
of this section. Therefore, under paragraph (d)(1) of this
section, Ais treated as having acquired the distributed QSB
stock in the same manner as PRS and as having held the QSB
stock since February 1, 2006, its original issue date.
Because A purchased, within 60 days of A's sale of the QSB
stock, replacenment QSB stock, Ais eligible to defer a portion
of A's gain fromthe sale of the QSB stock. A nust recognize
gain, however, to the extent that A's amount realized on the
sal e of the QSB stock, $600, exceeds the cost of the
repl acenment QSB stock purchased by A during the 60-day period
begi nning on the date of the sale of the relinqui shed QSB
stock, $550. Accordingly, A nust recognize $50 of the gain
fromthe sale of the QSB stock. A defers recognition of the
remai ni ng $300 of gain to the extent that such gain does not
exceed the distribution nonrecognition limtation.

(ii1) Under paragraph (d)(3)(ii) of this section, A's
nonrecognition limtation with respect to the sale of the QSB
stock is A's section 1045 anpunt realized with respect to the
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stock, reduced by A’ s section 1045 adjusted basis with respect
to the stock. A s amount realized fromthe sale is the
product of A's ampunt realized fromthe sale, $600; and a
fraction:

(1) the nunmerator of which is A's small est percentage
interest in PRS s income, gain, or loss with respect to such
stock, 50% and

(2) the denomi nator of which is A's percentage interest
in that type of partnership QSB stock imedi ately after the
di stribution, 75% (the value of the stock distributed to A,
$300, divided by the value of all QSB stock of that type
acquired by PRS, $400).

Therefore, A s section 1045 ampunt realized is $400 ($600

mul tiplied by 50/75). Because PRS distributed the QSB stock
to Ain liquidation of A's interest in PRS, A s section 1045
adj usted basis is the product of PRS s basis in all of the QSB
stock of the type distributed, $300; A's smallest interest
(prior to the distribution) in PRS s inconme, gain, or |oss
with respect to QSB stock of the type distributed, 50% and
the percentage of the distributed QSB stock that was sold by
A, 100% Therefore, A s section 1045 adjusted basis is $150
(the product of $300, 50% and 100%) and A" s nonrecognition
l[imtation ambunt on the sale of the QSB stock is $250 ($400
section 1045 anount realized m nus $150 section 1045 adjusted
basis). Accordingly, A defers recognition of $250 of the
remai ni ng $300 gain fromthe sale of the QSB stock.

(iv) A's basis in the replacenment QSB stock is $300 (cost
of the replacenent stock, $550, reduced by the gain not
recogni zed under section 1045, $250).

Exanple 12. Sale by partner of QSB stock received in a
nonli quidating distribution. (i) The facts are the sane as in
Exanple 11, except that, on June 1, 2009, PRS distributes only
$200 of the QSB stock to A, reducing A's interest in PRS from
60% to 33% PRS's basis in the distributed QSB stock is $150.

On Novenber 1, 2009, A sells for $250 the QSB stock
distributed by PRS to A and purchases, within 60 days of the
date of sale of the relinquished QSB stock, replacenent QSB
stock for $250. On Decenber 1, 2009, PRS sells all of its QSB
stock for $250 and purchases, within 60 days of the date of
the sale of the relinquished QSB stock, replacenent QSB stock
for $250. A makes a tinely election to apply section 1045
with respect to its sale of the distributed QSB stock and PRS
makes a tinely election to apply section 1045 with respect to
its sale of the QSB stock.
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(ii) Under section 732, A's basis in the distributed QSB
stock is $150. Therefore, A realizes a gain on the sal e of
the distributed QSB stock of $100. Because A made a valid
el ection to apply section 1045 to the sale, and because A
purchased, within 60 days of A's sale of the QSB stock,
repl acenent QSB stock at a cost equal to the anmpbunt realized
on the sale of the distributed QSB stock, A defers recognition
of the gain fromthe sale of the QSB stock to the extent that
such gain does not exceed the distribution nonrecognition
[imtation.

(ii1) Under paragraph (d)(3) of this section, the
nonrecognition limtation with respect to A's sale of the QSB
stock is A's section 1045 anmount realized reduced by A s
section 1045 adjusted basis. Because PRS did not distribute
all of a particular type of QSB stock and the distribution of
the QSB stock to A was not in liquidation of A's interest in
PRS, A's section 1045 anount realized is $125 (A s anmpount
realized fromthe sale of the distributed QSB stock, $250,
multiplied by A's small est percentage interest (prior to the
distribution) in PRS s incone, gain, or loss with respect to
such stock, 50%. A s section 1045 adjusted basis is the
product of the partnership s basis in the QSB stock sold by
the partner, $150, and A's snmallest percentage interest (prior
to the distribution) in the partnership’ s incone, gain, or
| oss with respect to such stock, 50% Therefore, A s section
1045 adj usted basis is $75 (50% of $150), and A's
nonrecognition limtation anount on the sale of the QSB stock
is $50 ($125 section 1045 amount realized mnus $75 section
1045 adjusted basis). As this anmpbunt is |less than the anmount
of gain that Ais eligible to defer under section 1045, $100,
A defers recognition of only $50 of the gain fromthe sal e of
the QSB stock. A nust recognize the remining $50 of that
gai n.

(iv) The partnership realizes gain of $100 ($250 anount
realized m nus $150 remmi ning basis in QSB stock) on the sale
of its QSB stock. Because the partnership reinvested its
entire anount realized in new QSB stock and because the
partnership made a tinely election to apply section 1045, the
partnership may treat all of this gain as section 1045 gain.
A's share of the partnership section 1045 gain is $50 (50% of
$100). Because A is an eligible partner under paragraph
(a)(2) of this section, A can defer recognition of this gain
subject to the nonrecognition |imtation described in
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paragraph (a)(3) of this section. The snallest percentage
interest that A held in PRS during the tinme that PRS held the
QSB stock (determ ned without regard to the reduction that
occurred as a result of PRS s distribution of QSB stock to A)
is 50% See paragraph (a)(3)(ii) of this section. Therefore,
under the nonrecognition limtation, A can defer recognition
of all $50 (50% of $100) of the gain allocated to A

Exanpl e 13. Contri bution of replacenent QSB stock to a
partnership. (i) On January 1, 2006, A, an individual, B, an
i ndi vidual, and X, a corporation, formPRS, a partnership. A,
B, and X each contribute $25 to PRS and agree to share al
partnership itens equally. On February 1, 2006, PRS purchases
Stock 1, which is QSB stock in the hands of the partnershinp.
PRS sells Stock 1 on November 4, 2006, for $150. PRS realizes
$75 of gain fromthe sale of Stock 1 (none of which is treated
as ordinary inconme) and allocates $25 of gain to each of its
partners. PRS inforns the partners that it does not intend to
make an el ection under section 1045 with respect to the sale
of Stock 1. Each partner’s share of the anount realized from
the sale of Stock 1 is $50. On Novenmber 30, 2006, A, an
eligible partner within the neaning of paragraph (a)(2) of
this section, purchases Stock 2, which is also QSB stock, for
$50 and nmekes a valid section 1045 el ection under paragraph
(c)(1l) of this section. Subsequently, A transfers Stock 2 to
ABC, a partnership.

(ii) Because A purchased, within 60 days of PRS s sal e of
Stock 1, replacenent QSB stock for a cost equal to A's share
of the partnership’'s amount realized on the sale of Stock 1,
and because A nade a valid election to apply section 1045 with
respect to A's share of the gain fromPRS s sale of Stock 1, A
does not recognize A's $25 distributive share of the gain from
PRS's sale of Stock 1. Before the contribution of Stock 2 to
ABC, A's adjusted basis in Stock 2 is $25 ($50 cost m nus $25
nonrecognition amount). Upon the contribution of Stock 2 to
ABC, A s basis in the ABC partnership interest is $25, and
ABC s basis in Stock 2 is $25. However, Stock 2 does not
qualify as QSB stock in ABC s hands because it was not
acquired at original issue. Neither A nor ABC will be
eligible for section 1045 treatnent on a subsequent sal e of
Stock 2.
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(h) Effective date. This section applies to sales of

@SB stock on or after the date final regul ations are published

in the Federal Register.

Deputy Commi ssioner for Services and

Enf or cenent .



