
on and after August 13, 1996 (the
effective date of § 1.1275–6).
(f) [Reserved].
(g) Section 1.475(b)–4 (concerning

transitional issues relating to exemp-
tions) applies to taxable years ending on
or after December 31, 1993.
(h) Section 1.475(c)–1 applies as fol-

lows:
(1) Except as otherwise provided in

this paragraph (h)(1), § 1.475(c)–1(a)
(concerning the dealer-customer rela-
tionship) applies to taxable years begin-
ning on or after January 1, 1995.
(i) [Reserved].
(ii) Section 1.475(c)–1(a)(2)(ii) (illus-

trating rules concerning the dealer-
customer relationship) applies to taxable
years beginning on or after June 20,
1996.
(iii) (A) Section 1.475(c)–1(a)(3) ap-

plies to taxable years beginning on or
after June 20, 1996, except for transac-
tions between members of the same
consolidated group.
(B) For transactions between mem-

bers of the same consolidated group,
paragraph § 1.475(c)–1(a)(3) applies to
taxable years beginning on or after
December 24, 1996.
(2) Section 1.475(c)–1(b) (concerning

sellers of nonfinancial goods and ser-
vices) applies to taxable years ending on
or after December 31, 1993.
(3) Except as otherwise provided in

this paragraph (h)(3), § 1.475(c)–1(c)
(concerning taxpayers that purchase se-
curities but engage in no more than
negligible sales of the securities) applies
to taxable years ending on or after
December 31, 1993.
(i) Section 1.475(c)–1(c)(3) (special

rules for members of a consolidated
group) is effective for taxable years
beginning on or after December 24,
1996.
(ii) A taxpayer may rely on the rules

set out in § 1.475(c)–1T(b) (as con-
tained in 26 CFR part 1 revised April 1,
1996) for taxable years beginning before
January 23, 1997, provided the taxpayer
applies that paragraph reasonably and
consistently.
(4) Section 1.475(c)–1(d) (concerning

the issuance of life insurance products)
applies to taxable years beginning on or
after January 1, 1995.
(i) Section 1.475(c)–2 (concerning the

definition of security) applies to taxable
years ending on or after December 31,
1993. By its terms, however,
§ 1.475(c)–2(a)(3) applies only to re-
sidual interests or to interests or ar-
rangements that are acquired on or after

January 4, 1995; and the integrated
transactions that are referred to in
§§ 1.475(c)–2(a)(2) and 1.475(c)–2(b)
exist only after August 13, 1996 (the
effective date of § 1.1275–6).
(j) Section 1.475(d)–1 (concerning

the character of gain or loss) applies to
taxable years ending on or after Decem-
ber 31, 1993.

PART 602—OMB CONTROL
NUMBERS UNDER THE
PAPERWORK REDUCTION ACT

Par. 4. The authority citation for part
602 continues to read as follows:
Authority: 26 U.S.C. 7805.
Par. 5. In § 602.101 paragraph (c) is

amended by:
1. Removing the following entry

from the table:

§ 602.101 OMB Control numbers.

* * * * *

(c) * * *
CFR part or section where Current OMB

identified and described control No.

* * * * *
1.475(b)–2T . . . . . . . . . . . . . . . 1545–1422

* * * * *

2. Adding an entry in numerical order
to the table to read as follows:

§ 602.101 OMB Control numbers.

* * * * *

(c) * * *
CFR part or section where Current OMB

identified and described control No.

* * * * *
1.475(b)–4. . . . . . . . . . . . . . . . . 1545–1496

* * * * *

Margaret Milner Richardson,
Commissioner of Internal Revenue.

Approved December 6, 1996.

Donald C. Lubick,
Acting Assistant Secretary of the

Treasury.

(Filed by the Office of the Federal Register on
December 23, 1996, 8:45 a.m., and published in
the issue of the Federal Register for December 24,
1996, 61 F.R. 67715)

Section 731.—Extent of
Recognition of Gain or Loss on
Distribution
26 CFR 1.731–2: Partnership distribution of mar-
ketable securities.

T.D. 8707

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Distribution of Marketable
Securities by a Partnership

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations providing rules for
partnership distributions of marketable
securities under section 731(c) of the
Internal Revenue Code of 1986, as
amended, and for determining when
those distributions are taxable to the
distributee partner. The regulations re-
flect changes to the law made by the
Uruguay Round Agreements Act enacted
on December 8, 1994.

DATES: These regulations are effective
on December 26, 1996.

FOR FURTHER INFORMATION CON-
TACT: Terri A. Belanger or William M.
Kostak at (202) 622–3080 (not a toll-
free number).

SUPPLEMENTARY INFORMATION:

Background

This document amends 26 CFR part 1
to provide rules relating to the treatment
of partnership distributions of market-
able securities under section 731(c). Un-
der section 731(a), in the case of a
distribution by a partnership to a part-
ner, gain is recognized to the partner
only to the extent that any money
distributed exceeds the adjusted basis of
the partner’s interest in the partnership.
Prior to the enactment of section 731(c),
marketable securities were not consid-
ered money and, therefore, the distribu-
tion of marketable securities by a part-
nership to a partner was not a taxable
event. Section 731(c) now treats a part-
nership distribution of marketable secu-
rities as a distribution of money and as
a taxable event if the value of the
distributed securities exceeds the ad-
justed basis of the partner’s interest in
the partnership. Section 731(c) also pro-
vides several exceptions to the general
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rule that a distribution of marketable
securities will be treated as a distribu-
tion of money.
On January 2, 1996, the IRS pub-

lished in theFederal Register (61 FR
28) a notice of proposed rulemaking
(PS–2–95) to provide guidance regard-
ing section 731(c). A number of public
comments were received concerning the
proposed regulations. However, the pub-
lic hearing scheduled for April 3, 1996,
was cancelled because no one requested
to speak. After consideration of the
written comments received, the proposed
regulations are adopted as revised by
this Treasury decision.

Explanation of Provisions

I. General background

The proposed regulations provide
rules for determining when and the
extent to which a distribution of market-
able securities by a partnership to a
partner will be treated as a distribution
of money for purposes of section 731(a).
Although modified in response to com-
ments, the final regulations generally
adopt the rules contained in the pro-
posed regulations.

II. Public comments

Several comments requested that the
IRS reconsider the requirement in
§ 1.731–2(d)(2)(ii) of the proposed
regulations that a marketable security
must be actively traded on the date of
distribution to qualify for the ‘‘nonrec-
ognition transaction’’ exception to sec-
tion 731(c). Because of this rule, finan-
cial instruments (securities) that are
treated as marketable securities under
section 731(c)(2)(B) on the date of
distribution, but that are not actively
traded, would not qualify for this excep-
tion. Commentators suggested that the
final regulations should not include this
requirement or should include a more
narrowly drafted provision. In response
to these comments, the final regulations
provide that a security that falls within
the definition of marketable security
may qualify for the exceptions under
§ 1.731–2(d) of the final regulations
even if the security is not actively
traded on the date of distribution. An
anti-stuffing rule has been added to
address the concern to which the
actively-traded requirement of the pro-
posed regulations was directed.
Several comments also suggested that

§ 1.731–2(d)(2) of the proposed regula-
tions should allow a de minimis amount
of cash and marketable securities to be

transferred in a nonrecognition transac-
tion. The final regulations provide that if
the value of money and marketable
securities transferred in a nonrecognition
transaction is less than 20 percent of the
total amount of all property transferred
in exchange for the distributed security,
the entire value of the distributed secu-
rity will qualify for the nonrecognition
transaction exception under § 1.731–
2(d)(1)(ii) of the final regulations.
Several commentators also suggested

that the five-year rules of § 1.731–
2(d)(2) and (3) of the proposed regula-
tions be eliminated. Section 1.731–
2(d)(2) of the proposed regulations
provided that a marketable security that
was acquired in a nonrecognition trans-
action in exchange for other property
and distributed within five years by the
partnership would not be subject to
section 731(c). Section 1.731–2(d)(3) of
the proposed regulations provided that a
marketable security that was acquired by
the partnership before it became actively
traded would also not be subject to
section 731(c) if it was distributed by
the partnership within five years of
becoming actively traded. One commen-
tator, for example, argued that a security
is no less a substitute for the underlying
assets in a nonrecognition transaction
after five years than before five years.
These five- year rules were included in
the proposed regulations because of ad-
ministrative concerns. For example, it
may be difficult, after the passage of
many years, for taxpayers or the IRS to
determine the circumstances in which a
partnership acquired a particular secu-
rity. Moreover, it is not clear whether
certain exceptions should apply to a
distribution of securities if those securi-
ties were acquired by a partnership
many years ago and are now distributed
to a partner who was not a partner at
the time the securities were acquired.
These administrative concerns remain
valid, and a five year time limitation
provides a reasonable and simple solu-
tion to such problems. Therefore, the
final regulations retain both five-year
rules.
One comment requested clarification

regarding whether a section 708(b)(1)-
(B) termination affects a partnership’s
qualification for the exceptions under
§ 1.731–2(d) and (e) of the regulations.
Another commentator suggested that the
regulations be modified to provide that
marketable securities will not be treated
as money when there is a deemed
distribution of marketable securities by
the terminating partnership as the result

of a section 708(b)(1)(B) termination. In
response to these comments, the final
regulations provide that a section
708(b)(1)(B) termination does not have
any effect on a partnership’s qualifica-
tion for the exceptions under section
731(c). In addition, a deemed distribu-
tion occurring as a result of a section
708(b)(1)(B) termination will not be
subject to section 731(c).
Several comments suggested that the

10-percent test in the investment part-
nership look-through rule under
§ 1.731–2(e)(4) of the proposed regula-
tions should be modified or eliminated.
A partnership can qualify for the invest-
ment partnership exception only if it has
never been engaged in a trade or busi-
ness and substantially all of its assets
are investment assets. Under the pro-
posed regulations, a partnership is
treated as engaged in a trade or business
engaged in by, or as holding a propor-
tionate share of the assets of, a lower-
tier partnership in which the partnership
holds a partnership interest unless the
upper-tier partnership does not partici-
pate in the management of the lower-
tier partnership and the interest held by
the upper-tier partnership is less than 10
percent of the total profits and capital
interests in the lower-tier partnership.
According to the comments, the require-
ment that the upper-tier partnership not
participate in the management of the
lower-tier partnership should be suffi-
cient to ensure passive ownership of the
interest in the lower-tier partnership.
The commentators further argued that
ownership of more than 10 percent of
the capital and profits interest in a
lower-tier partnership may still be con-
sistent with passive ownership. After
consideration of these comments, the
final regulations modify the rule in the
proposed regulations to increase the
threshold ownership percentage amount
from 10 to 20 percent.
In response to a comment, the final

regulations clarify that an interest in a
lower-tier partnership that qualifies for
the exception to the investment partner-
ship ‘‘look-through’’ rule is treated as
eligible property for purposes of deter-
mining whether the partner who contrib-
uted the lower-tier partnership interest is
an eligible partner of the upper-tier
investment partnership.
One commentator recommended that

the regulations include an example that
illustrates the section 732(a)(2) ordering
rules for distributions that include
money, marketable securities and other
property, and to clarify whether market-
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able securities are treated as money for
purposes of section 732(a)(2). Because
the statute and the regulations provide
that marketable securities are treated as
money only for purposes of sections
731(a)(1) and 737, no additional ex-
amples are necessary.
One comment suggested that the ef-

fective date of the regulations should be
the same as the effective date of section
731(c) because the regulations contain
guidance for the various exceptions pro-
vided for by the Internal Revenue Code.
In response to this comment, the final
regulations provide that, for the period
between the effective date of the statu-
tory provision and the effective date of
these regulations, taxpayers may apply
the rules contained in these regulations.
Another comment suggested that the
final regulations should make clear that
the rules in the investment partnership
exception apply with respect to all prop-
erty contributed to, or held by, a partner-
ship at any time (including any period
prior to the enactment of section
731(c)). The IRS and Treasury believe
that this is sufficiently clear from the
statutory language, and an explicit state-
ment to this effect in these regulations is
not necessary and may be confusing.
One comment requested that the regu-

lations provide several examples illus-
trating abusive transactions intended to
be covered by the anti-abuse rules of
§ 1.731–2(h), and that these rules be
coordinated with the general anti-abuse
rules of § 1.701–2. After consideration
of this comment, it has been determined
that the text of the regulations ad-
equately describes several situations that
would be considered abusive under
these rules, and that additional examples
are unnecessary.
In response to several comments, the

final regulations clarify that the 90 per-
cent test of § 1.731–2(c)(2)(i) and the
20 percent test of § 1.731–2(c)(2)(ii) are
determined using the gross value of the
entity’s assets, disregarding any debt
that may encumber or otherwise be
allocable to those assets, other than debt
that is incurred to acquire property with
a principal purpose of avoiding or re-
ducing the effect of section 731(c).
Finally, the regulations clarify the

interaction of the limitation on gain rule
in section 731(c)(3)(B) and the various
exceptions listed in paragraph (d). The
regulations provide that any gain or loss
on a distributed security that qualifies
for an exception is not taken into ac-
count in determining the distributee
partner’s limitation on gain.

III. Effective dates

In general, section 731(c) applies to
distributions made after December 8,
1994. These regulations are effective for
distributions made on or after December
26, 1996. However, taxpayers may ap-
ply the rules of this section to distribu-
tions made after December 8, 1994, and
before December 26, 1996.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in EO 12866.
Therefore, a regulatory assessment is not
required. It also has been determined
that section 553(b) of the Administrative
Procedure Act (5 U.S.C. chapter 5) does
not apply to these regulations, and be-
cause the notice of proposed rulemaking
preceding the regulations was issued
prior to March 29, 1996, the Regulatory
Flexibility Act (5 U.S.C. chapter 6) does
not apply. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaking preceding these
regulations was submitted to the Small
Business Administration for comment on
its impact on small business.

Drafting Information

The principal authors of these regula-
tions are Terri A. Belanger and William
M. Kostak, Office of Assistant Chief
Counsel (Passthroughs and Special In-
dustries), IRS. However, other personnel
from the IRS and Treasury Department
participated in their development.

* * * * *

Adoption of Amendments to the Regula-
tions

Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding an entry in
numerical order to read as follows:
Authority: 26 U.S.C. 7805. * * *
Section 1.731–2 also issued under 26

U.S.C. 731(c). * * *
Par. 2. Section 1.731–2 is added to

read as follows:

§ 1.731–2 Partnership distributions of
marketable securities.

(a) Marketable securities treated as
money. Except as otherwise provided in
section 731(c) and this section, for pur-
poses of sections 731(a)(1) and 737, the
term money includes marketable securi-

ties and such securities are taken into
account at their fair market value as of
the date of the distribution.
(b) Reduction of amount treated as

money—(1) Aggregation of securities.
For purposes of section 731(c)(3)(B)
and this paragraph (b), all marketable
securities held by a partnership are
treated as marketable securities of the
same class and issuer as the distributed
security.
(2) Amount of reduction. The amount

of the distribution of marketable securi-
ties that is treated as a distribution of
money under section 731(c) and para-
graph (a) of this section is reduced (but
not below zero) by the excess, if any,
of—
(i) The distributee partner’s distribu-

tive share of the net gain, if any, which
would be recognized if all the market-
able securities held by the partnership
were sold (immediately before the trans-
action to which the distribution relates)
by the partnership for fair market value;
over
(ii) The distributee partner’s distribu-

tive share of the net gain, if any, which
is attributable to the marketable securi-
ties held by the partnership immediately
after the transaction, determined by us-
ing the same fair market value as used
under paragraph (b)(2)(i) of this section.
(3) Distributee partner’s share of net

gain. For purposes of section
731(c)(3)(B) and paragraph (b)(2) of
this section, a partner’s distributive
share of net gain is determined—
(i) By taking into account any basis

adjustments under section 743(b) with
respect to that partner;
(ii) Without taking into account any

special allocations adopted with a prin-
cipal purpose of avoiding the effect of
section 731(c) and this section; and
(iii) Without taking into account any

gain or loss attributable to a distributed
security to which paragraph (d)(1) of
this section applies.
(c) Marketable securities—(1) In

general. For purposes of section 731(c)
and this section, the termmarketable
securitiesis defined in section 731(c)(2).
(2) Actively traded. For purposes of

section 731(c) and this section, a finan-
cial instrument is actively traded (and
thus is a marketable security) if it is of
a type that is, as of the date of distribu-
tion, actively traded within the meaning
of section 1092(d)(1). Thus, for ex-
ample, ifXYZcommon stock is listed on
a national securities exchange, particular
shares ofXYZ common stock that are
distributed by a partnership are market-
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able securities even if those particular
shares cannot be resold by the
distributee partner for a designated pe-
riod of time.
(3) Interests in an entity—

(i) Substantially all. For purposes of
section 731(c)(2)(B)(v) and this section,
substantially all of the assets of an
entity consist (directly or indirectly) of
marketable securities, money, or both
only if 90 percent or more of the assets
of the entity (by value) at the time of
the distribution of an interest in the
entity consist (directly or indirectly) of
marketable securities, money, or both.
(ii) Less than substantially all. For

purposes of section 731(c)(2)(B)(vi) and
this section, an interest in an entity is a
marketable security to the extent that the
value of the interest is attributable (di-
rectly or indirectly) to marketable secu-
rities, money, or both, if less than 90
percent but 20 percent or more of the
assets of the entity (by value) at the
time of the distribution of an interest in
the entity consist (directly or indirectly)
of marketable securities, money, or both.
(4) Value of assets. For purposes of

section 731(c) and this section, the value
of the assets of an entity is determined
without regard to any debt that may
encumber or otherwise be allocable to
those assets, other than debt that is
incurred to acquire an asset with a
principal purpose of avoiding or reduc-
ing the effect of section 731(c) and this
section.
(d) Exceptions—(1) In general. Ex-

cept as otherwise provided in paragraph
(d)(2) of this section, section 731(c) and
this section do not apply to the distribu-
tion of a marketable security if—
(i) The security was contributed to

the partnership by the distributee part-
ner;
(ii) The security was acquired by the

partnership in a nonrecognition transac-
tion, and the following conditions are
satisfied—
(A) The value of any marketable se-

curities and money exchanged by the
partnership in the nonrecognition trans-
action is less than 20 percent of the
value of all the assets exchanged by the
partnership in the nonrecognition trans-
action; and
(B) The partnership distributed the

security within five years of either the
date the security was acquired by the
partnership or, if later, the date the
security became marketable; or

(iii) The security was not a market-
able security on the date acquired by the
partnership, and the following conditions
are satisfied—
(A) The entity that issued the security

had no outstanding marketable securities
at the time the security was acquired by
the partnership;
(B) The security was held by the

partnership for at least six months be-
fore the date the security became mar-
ketable; and
(C) The partnership distributed the

security within five years of the date the
security became marketable.
(2) Anti-stuffing rule. Paragraph

(d)(1) of this section does not apply to
the extent that 20 percent or more of the
value of the distributed security is attrib-
utable to marketable securities or money
contributed (directly or indirectly) by
the partnership to the entity to which the
distributed security relates after the se-
curity was acquired by the partnership
(other than marketable securities con-
tributed by the partnership that were
originally contributed to the partnership
by the distributee partner). For purposes
of this paragraph (d)(2), money contrib-
uted by the distributing partnership does
not include any money deemed contrib-
uted by the partnership as a result of
section 752.
(3) Successor security. Section 731(c)

and this section apply to the distribution
of a marketable security acquired by the
partnership in a nonrecognition transac-
tion in exchange for a security the
distribution of which immediately prior
to the exchange would have been ex-
cepted under this paragraph (d) only to
the extent that section 731(c) and this
section otherwise would have applied to
the exchanged security.
(e) Investment partnerships—(1) In

general. Section 731(c) and this section
do not apply to the distribution of
marketable securities by an investment
partnership (as defined in section
731(c)(3)(C)(i)) to an eligible partner (as
defined in section 731(c)(3)(C)(iii)).
(2) Eligible partner—(i) Contributed

services. For purposes of section
731(c)(3)(C)(iii) and this section, a part-
ner is not treated as a partner other than
an eligible partner solely because the
partner contributed services to the part-
nership.
(ii) Contributed partnership interests.

For purposes of determining whether a
partner is an eligible partner under sec-
tion 731(c)(3)(C), if the partner has
contributed to the investment partnership
an interest in another partnership that

meets the requirements of paragraph
(e)(4)(i) of this section after the contri-
bution, the contributed interest is treated
as property specified in section
731(c)(3)(C)(i).
(3) Trade or business activities. For

purposes of section 731(c)(3)(C) and
this section, a partnership is not treated
as engaged in a trade or business by
reason of—
(i) Any activity undertaken as an in-

vestor, trader, or dealer in any asset
described in section 731(c)(3)(C)(i), in-
cluding the receipt of commitment fees,
break-up fees, guarantee fees, director’s
fees, or similar fees that are customary
in and incidental to any activities of the
partnership as an investor, trader, or
dealer in such assets;
(ii) Reasonable and customary man-

agement services (including the receipt
of reasonable and customary fees in
exchange for such management services)
provided to an investment partnership
(within the meaning of section
731(c)(3)(C)(i)) in which the partnership
holds a partnership interest; or
(iii) Reasonable and customary ser-

vices provided by the partnership in
assisting the formation, capitalization,
expansion, or offering of interests in a
corporation (or other entity) in which
the partnership holds or acquires a sig-
nificant equity interest (including the
provision of advice or consulting ser-
vices, bridge loans, guarantees of obli-
gations, or service on a company’s
board of directors), provided that the
anticipated receipt of compensation for
the services, if any, does not represent a
significant purpose for the partnership’s
investment in the entity and is incidental
to the investment in the entity.
(4) Partnership tiers. For purposes of

section 731(c)(3)(C)(iv) and this section,
a partnership (upper-tier partnership) is
not treated as engaged in a trade or
business engaged in by, or as holding
(instead of a partnership interest) a
proportionate share of the assets of, a
partnership (lower-tier partnership) in
which the partnership holds a partner-
ship interest if—
(i) The upper-tier partnership does

not actively and substantially participate
in the management of the lower-tier
partnership; and
(ii) The interest held by the upper-tier

partnership is less than 20 percent of the
total profits and capital interests in the
lower-tier partnership.
(f) Basis rules—(1) Partner’s basis—

(i) Partner’s basis in distributed securi-
ties. The distributee partner’s basis in
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distributed marketable securities with re-
spect to which gain is recognized by
reason of section 731(c) and this section
is the basis of the security determined
under section 732, increased by the
amount of such gain. Any increase in
the basis of the marketable securities
attributable to gain recognized by reason
of section 731(c) and this section is
allocated to marketable securities in pro-
portion to their respective amounts of
unrealized appreciation in the hands of
the partner before such increase.
(ii) Partner’s basis in partnership in-

terest. The basis of the distributee part-
ner’s interest in the partnership is deter-
mined under section 733 as if no gain
were recognized by the partner on the
distribution by reason of section 731(c)
and this section.
(2) Basis of partnership property. No

adjustment is made to the basis of
partnership property under section 734
as a result of any gain recognized by a
partner, or any step-up in the basis in
the distributed marketable securities in
the hands of the distributee partner, by
reason of section 731(c) and this sec-
tion.
(g) Coordination with other sec-

tions—(1) Sections 704(c)(1)(B) and
737—(i) In general. If a distribution
results in the application of sections
731(c) and one or both of sections
704(c)(1)(B) and 737, the effect of the
distribution is determined by applying
section 704(c)(1)(B) first, section 731(c)
second, and finally section 737.
(ii) Section 704(c)(1)(B). The basis of

the distributee partner’s interest in the
partnership for purposes of determining
the amount of gain, if any, recognized
by reason of section 731(c) (and for
determining the basis of the marketable
securities in the hands of the distributee
partner) includes the increase or de-
crease, if any, in the partner’s basis that
occurs under section 704(c)(1)(B)(iii) as
a result of a distribution to another
partner of property contributed by the
distributee partner in a distribution that
is part of the same distribution as the
marketable securities.
(iii) Section 737—(A) Marketable se-

curities as other property. A distribution
of marketable securities is treated as a
distribution of property other than
money for purposes of section 737 to
the extent that the marketable securities
are not treated as money under section
731(c). In addition, marketable securities
contributed to the partnership are treated
as property other than money in deter-

mining the contributing partner’s net
precontribution gain under section
737(b).
(B) Basis increase under section 737.

The basis of the distributee partner’s
interest in the partnership for purposes
of determining the amount of gain, if
any, recognized by reason of section
731(c) (and for determining the basis of
the marketable securities in the hands of
the distributee partner) does not include
the increase, if any, in the partner’s
basis that occurs under section 737(c)(1)
as a result of a distribution of property
to the distributee partner in a distribu-
tion that is part of the same distribution
as the marketable securities.
(2) Section 708(b)(1)(B). If a partner-

ship termination occurs under section
708(b)(1)(B), the successor partnership
will be treated as if there had been no
termination for purposes of section
731(c) and this section. Accordingly, a
section 708(b)(1)(B) termination will not
affect whether a partnership qualifies for
any of the exceptions in paragraphs (d)
and (e) of this section. In addition, a
deemed distribution that may occur as a
result of a section 708(b)(1)(B) termina-
tion will not be subject to section 731(c)
and this section.
(h) Anti-abuse rule. The provisions of

section 731(c) and this section must be
applied in a manner consistent with the
purpose of section 731(c) and the sub-
stance of the transaction. Accordingly, if
a principal purpose of a transaction is to
achieve a tax result that is inconsistent
with the purpose of section 731(c) and
this section, the Commissioner can re-
cast the transaction for Federal tax pur-
poses as appropriate to achieve tax
results that are consistent with the pur-
pose of section 731(c) and this section.
Whether a tax result is inconsistent with
the purpose of section 731(c) and this
section must be determined based on all
the facts and circumstances. For ex-
ample, under the provisions of this para-
graph (h)—
(1) A change in partnership alloca-

tions or distribution rights with respect
to marketable securities may be treated
as a distribution of the marketable secu-
rities subject to section 731(c) if the
change in allocations or distribution
rights is, in substance, a distribution of
the securities;
(2) A distribution of substantially all

of the assets of the partnership other
than marketable securities and money to
some partners may also be treated as a
distribution of marketable securities to
the remaining partners if the distribution

of the other property and the withdrawal
of the other partners is, in substance,
equivalent to a distribution of the securi-
ties to the remaining partners; and
(3) The distribution of multiple prop-

erties to one or more partners at differ-
ent times may also be treated as part of
a single distribution if the distributions
are part of a single plan of distribution.
(i) [Reserved]
(j) Examples. The following examples

illustrate the rules of this section. Unless
otherwise specified, all securities held
by a partnership are marketable securi-
ties within the meaning of section
731(c); the partnership holds no market-
able securities other than the securities
described in the example; all distribu-
tions by the partnership are subject to
section 731(a) and are not subject to
sections 704(c)(1)(B), 707(a)(2)(B),
751(b), or 737; and no securities are
eligible for an exception to section
731(c). The examples read as follows:
Example 1. Recognition of gain.(i) A and B

form partnershipAB as equal partners.A contrib-
utes property with a fair market value of $1,000
and an adjusted tax basis of $250.B contributes
$1,000 cash.AB subsequently purchases Security
X for $500 and immediately distributes the secu-
rity to A in a current distribution. The basis inA’s
interest in the partnership at the time of distribu-
tion is $250.
(ii) The distribution of SecurityX is treated as a

distribution of money in an amount equal to the
fair market value of SecurityX on the date of
distribution ($500). (The amount of the distribu-
tion that is treated as money is not reduced under
section 731(c)(3)(B) and paragraph (b) of this
section because, if SecurityX had been sold
immediately before the distribution, there would
have been no gain recognized byAB and A’s
distributive share of the gain would therefore have
been zero.) As a result,A recognizes $250 of gain
under section 731(a)(1) on the distribution ($500
distribution of money less $250 adjusted tax basis
in A’s partnership interest).
Example 2. Reduction in amount treated as

money—in general.(i) A and B form partnership
AB as equal partners.AB subsequently distributes
SecurityX to A in a current distribution. Immedi-
ately before the distribution,AB held securities
with the following fair market values, adjusted tax
bases, and unrecognized gain or loss:

Value Basis Gain (Loss)

SecurityX 100 70 30
SecurityY 100 80 20
SecurityZ 100 110 (10)

(ii) If AB had sold the securities for fair market
value immediately before the distribution toA, the
partnership would have recognized $40 of net gain
($30 gain on SecurityX plus $20 gain on Security
Y minus $10 loss on SecurityZ). A’s distributive
share of this gain would have been $20 (one-half
of $40 net gain). IfAB had sold the remaining
securities immediately after the distribution of
SecurityX to A, the partnership would have $10
of net gain ($20 of gain on SecurityY minus $10
loss on SecurityZ). A’s distributive share of this
gain would have been $5 (one-half of $10 net
gain). As a result, the distribution resulted in a

21



decrease of $15 inA’s distributive share of the net
gain in AB’s securities ($20 net gain before
distribution minus $5 net gain after distribution).
(iii) Under paragraph (b) of this section, the

amount of the distribution of SecurityX that is
treated as a distribution of money is reduced by
$15. The distribution of SecurityX is therefore
treated as a distribution of $85 of money toA
($100 fair market value of SecurityX minus $15
reduction).
Example 3. Reduction in amount treated as

money—carried interest. (i) A andB form partner-
ship AB. A contributes $1,000 and provides sub-
stantial services to the partnership in exchange for
a 60 percent interest in partnership profits.B
contributes $1,000 in exchange for a 40 percent
interest in partnership profits.AB subsequently
distributes SecurityX to A in a current distribu-
tion. Immediately before the distribution,AB held
securities with the following fair market values,
adjusted tax bases, and unrecognized gain:

Value Basis Gain

SecurityX 100 80 20
SecurityY 100 90 10

(ii) If AB had sold the securities for fair market
value immediately before the distribution toA, the
partnership would have recognized $30 of net gain
($20 gain on SecurityX plus $10 gain on Security
Y). A’s distributive share of this gain would have
been $18 (60 percent of $30 net gain). IfAB had
sold the remaining securities immediately after the
distribution of SecurityX to A, the partnership
would have $10 of net gain ($10 gain on Security
Y). A’s distributive share of this gain would have
been $6 (60 percent of $10 net gain). As a result,
the distribution resulted in a decrease of $12 in
A’s distributive share of the net gain inAB’s
securities ($18 net gain before distribution minus
$6 net gain after distribution).
(iii) Under paragraph (b) of this section, the

amount of the distribution of SecurityX that is
treated as a distribution of money is reduced by
$12. The distribution of SecurityX is therefore
treated as a distribution of $88 of money toA
($100 fair market value of SecurityX minus $12
reduction).
Example 4. Reduction in amount treated as

money—change in partnership allocations. (i) A is
admitted to partnershipABC as a partner with a 1
percent interest in partnership profits. At the time
of A’s admission,ABC held no securities.ABC
subsequently acquires SecurityX. A’s interest in
partnership profits is subsequently increased to 2
percent for securities acquired after the increase.A
retains a 1 percent interest in all securities ac-
quired before the increase.ABC then acquires
SecuritiesY andZ and later distributes SecurityX
to A in a current distribution. Immediately before
the distribution, the securities held byABC had
the following fair market values, adjusted tax
bases, and unrecognized gain or loss:

Value Basis Gain (Loss)

SecurityX 1,000 500 500
SecurityY 1,000 800 200
SecurityZ 1,000 1,100 (100)

(ii) If ABC had sold the securities for fair
market value immediately before the distribution
to A, the partnership would have recognized $600
of net gain ($500 gain on SecurityX plus $200
gain on SecurityY minus $100 loss on Security
Z). A’s distributive share of this gain would have
been $7 (1 percent of $500 gain on SecurityX
plus 2 percent of $200 gain on SecurityYminus 2
percent of $100 loss on SecurityZ).

(iii) If ABC had sold the remaining securities
immediately after the distribution of SecurityX to
A, the partnership would have $100 of net gain
($200 gain on SecurityY minus $100 loss on
Security Z). A’s distributive share of this gain
would have been $2 (2 percent of $200 gain on
Security Y minus 2 percent of $100 loss on
SecurityZ). As a result, the distribution resulted in
a decrease of $5 inA’s distributive share of the
net gain inABC’s securities ($7 net gain before
distribution minus $2 net gain after distribution).
(iv) Under paragraph (b) of this section, the

amount of the distribution of SecurityX that is
treated as a distribution of money is reduced by
$5. The distribution of SecurityX is therefore
treated as a distribution of $995 of money toA
($1000 fair market value of SecurityX minus $5
reduction).
Example 5. Basis consequences—distribution of

marketable security. (i) A andB form partnership
AB as equal partners.A contributes nondepreciable
real property with a fair market value and adjusted
tax basis of $100.
(ii) AB subsequently distributes SecurityX with

a fair market value of $120 and an adjusted tax
basis of $90 toA in a current distribution. At the
time of distribution, the basis inA’s interest in the
partnership is $100. The amount of the distribution
that is treated as money is reduced under section
731(c)(3)(B) and paragraph (b)(2) of this section
by $15 (one- half of $30 net gain in SecurityX).
As a result,A recognizes $5 of gain under section
731(a) on the distribution (excess of $105 distribu-
tion of money over $100 adjusted tax basis inA’s
partnership interest).
(iii) A’s adjusted tax basis in SecurityX is $95

($90 adjusted basis of SecurityX determined
under section 732(a)(1) plus $5 of gain recognized
by A by reason of section 731(c)). The basis inA’s
interest in the partnership is $10 as determined
under section 733 ($100 pre-distribution basis
minus $90 basis allocated to SecurityX under
section 732).
Example 6. Basis consequences—distribution of

marketable security and other property. (i) A and
B form partnership AB as equal partners.A
contributes nondepreciable real property, with a
fair market value of $100 and an adjusted tax
basis of $10.
(ii) AB subsequently distributes SecurityX with

a fair market value and adjusted tax basis of $40
to A in a current distribution and, as part of the
same distribution,AB distributes PropertyZ to A
with an adjusted tax basis and fair market value of
$40. At the time of distribution, the basis inA’s
interest in the partnership is $10.A recognizes $30
of gain under section 731(a) on the distribution
(excess of $40 distribution of money over $10
adjusted tax basis inA’s partnership interest).
(iii) A’s adjusted tax basis in SecurityX is $35

($5 adjusted basis determined under section
732(a)(2) plus $30 of gain recognized byA by
reason of section 731(c)).A’s basis in PropertyZ
is $5, as determined under section 732(a)(2). The
basis in A’s interest in the partnership is $0 as
determined under section 733 ($10 pre-distribution
basis minus $10 basis allocated between Security
X and PropertyZ under section 732).
(iv) AB’s adjusted tax basis in the remaining

partnership assets is unchanged unless the partner-
ship has a section 754 election in effect. IfAB
made such an election, the aggregate basis ofAB’s
assets would be increased by $70 (the difference
between the $80 combined basis of SecurityX and
PropertyZ in the hands of the partnership before
the distribution and the $10 combined basis of the
distributed property in the hands ofA under
section 732 after the distribution). Under section

731(c)(5), no adjustment is made to partnership
property under section 734 as a result of any gain
recognized byA by reason of section 731(c) or as
a result of any step-up in basis in the distributed
marketable securities in the hands ofA by reason
of section 731(c).
Example 7. Coordination with section 737.(i) A

andB form partnershipAB. A contributes Property
A, nondepreciable real property with a fair market
value of $200 and an adjusted basis of $100 in
exchange for a 25 percent interest in partnership
capital and profits.AB owns marketable Security
X.
(ii) Within five years of the contribution of

Property A, AB subsequently distributes Security
X, with a fair market value of $120 and an
adjusted tax basis of $100, toA in a current
distribution that is subject to section 737. As part
of the same distribution,AB distributes PropertyY
to A with a fair market value of $20 and an
adjusted tax basis of $0. At the time of distribu-
tion, there has been no change in the fair market
value of PropertyA or the adjusted tax basis in
A’s interest in the partnership.
(iii) If AB had sold SecurityX for fair market

value immediately before the distribution toA, the
partnership would have recognized $20 of gain.
A’s distributive share of this gain would have been
$5 (25 percent of $20 gain). BecauseAB has no
other marketable securities,A’s distributive share
of gain in partnership securities after the distribu-
tion would have been $0. As a result, the distribu-
tion resulted in a decrease of $5 inA’s share of
the net gain inAB’s securities ($5 net gain before
distribution minus $0 net gain after distribution).
Under paragraph (b)(2) of this section, the amount
of the distribution of SecurityX that is treated as a
distribution of money is reduced by $5. The
distribution of SecurityX is therefore treated as a
distribution of $115 of money toA ($120 fair
market value of SecurityX minus $5 reduction).
The portion of the distribution of the marketable
security that is not treated as a distribution of
money ($5) is treated as other property for
purposes of section 737.
(iv) A recognizes total gain of $40 on the

distribution. A recognizes $15 of gain under
section 731(a)(1) on the distribution of the portion
of SecurityX treated as money ($115 distribution
of money less $100 adjusted tax basis inA’s
partnership interest).A recognizes $25 of gain
under section 737 on the distribution of PropertyY
and the portion of SecurityX that is not treated as
money.A’s section 737 gain is equal to the lesser
of (i) A’s precontribution gain ($100) or (ii) the
excess of the fair market value of property
received ($20 fair market value of PropertyY plus
$5 portion of SecurityX not treated as money)
over the adjusted basis inA’s interest in the
partnership immediately before the distribution
($100) reduced (but not below zero) by the
amount of money received in the distribution
($115).
(v) A’s adjusted tax basis in SecurityX is $115

($100 basis of SecurityX determined under sec-
tion 732(a) plus $15 of gain recognized by reason
of section 731(c)). A’s adjusted tax basis in
PropertyY is $0 under section 732(a). The basis in
A’s interest in the partnership is $25 ($100 basis
before distribution minus $100 basis allocated to
Security X under section 732(a) plus $25 gain
recognized under section 737).

(k) Effective date. This section ap-
plies to distributions made on or after
December 26, 1996. However, taxpayers
may apply the rules of this section to
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distributions made after December 8,
1994, and before December 26, 1996.

Margaret Milner Richardson,
Commissioner of Internal Revenue.

Approved November 27, 1996.

Donald C. Lubick,
Assistant Secretary of the

Treasury (Tax Policy).

(Filed by the Office of the Federal Register on
December 24, 1996, 8:45 a.m., and published in
the issue of the Federal Register for December 26,
1996, 61 F.R. 67936)

Section 1291.—Interest on Tax
Deferral
26 CFR 1291–9: Deemed dividend election.

T.D. 8701

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Parts 1 and 602

Treatment of Shareholders of
Certain Passive Foreign Investment
Companies

AGENCY: Internal Revenue Service
(IRS), Treasury

ACTION: Final and temporary regula-
tions.

SUMMARY: This document contains fi-
nal regulations that provide rules for
making the deemed sale and deemed
dividend elections under section
1291(d)(2). These regulations reflect
changes to the law made by the Tax
Reform Act of 1986 and the Technical
and Miscellaneous Revenue Act of
1988, and apply to a shareholder of a
passive foreign investment company
(PFIC) that elects under section 1295 to
treat the PFIC as a qualified electing
fund (QEF) for a taxable year after the
first taxable year during the sharehold-
er’s holding period that the foreign
corporation was a PFIC.

DATES: These regulations are effective
December 27, 1996.
Applicability: For the specific dates

of applicability, see §§ 1.1291–9(k) and
1.1291–10(i).

FOR FURTHER INFORMATION
CONTACT: Gayle Novig, (202) 622–
3880 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collections of information con-
tained in these final regulations have
been reviewed and approved by the
Office of Management and Budget in
accordance with the Paperwork Reduc-
tion Act (44 U.S.C. 3507) under control
numbers 1545–1028 and 1545– 1304.
All of these paperwork requirements
will be consolidated under control num-
ber 1545–1507. Responses to these col-
lections of information are mandatory.
An agency may not conduct or spon-

sor, and a person is not required to
respond to, a collection of information
unless the collection of information dis-
plays a valid control number.
The estimated annual burden per re-

spondent varies from .75 hour to 1 hour,
depending on individual circumstances,
with an estimated average of .76 hour.
Comments concerning the accuracy of

this burden estimate and suggestions for
reducing this burden should be sent to
the Internal Revenue Service, Attn:
IRS Reports Clearance Officer, T:FP,
Washington, DC 20224, and to theOf-
fice of Management and Budget,Attn:
Desk Officer for the Department of the
Treasury, Office of Information and
Regulatory Affairs, Washington, DC
20503.
Books or records relating to this col-

lection of information must be retained
as long as their contents may become
material in the administration of any
internal revenue law. Generally, tax re-
turns and tax return information are
confidential, as required by 26 U.S.C.
6103.

Background

This document contains final regula-
tions to be added to the Income Tax
Regulations (26 CFR part 1) under
section 1291(d)(2) of the Internal Rev-
enue Code. The final regulations provide
rules for making a deemed sale or
deemed dividend election to purge a
shareholder’s holding period of stock of
a PFIC of those taxable years during
which the PFIC was not a QEF. The Tax
Reform Act of 1986 added section
1291(d)(2)(A), relating to the deemed
sale election, effective for taxable years
of foreign corporations beginning after
December 31, 1986. The Technical and
Miscellaneous Revenue Act of 1988
amended section 1291(d)(2) to add new
section 1291(d)(2)(B), relating to the
deemed dividend election, effective for

taxable years of foreign corporations
beginning after December 31, 1986.
On March 2, 1988, temporary regula-

tions (T.D. 8178 [1988–1 C.B. 313])
relating to the deemed sale election
under section 1291(d)(2)(A), in addition
to elections under sections 1294, 1295,
and 1297, were published in theFederal
Register (53 FR 6770). A notice of
proposed rulemaking (INTL–941–86
[1988–1 C.B. 916]) cross-referencing
the temporary regulations was also pub-
lished in theFederal Register for the
same day (53 FR 6781).
On April 1, 1992, temporary regula-

tions (T.D. 8404 [1992–1 C.B. 296])
relating to both the deemed sale and
deemed dividend elections under section
1291(d)(2)(A) and (B), were published
in the Federal Register(57 FR 10992).
A notice of proposed rulemaking
(INTL–941–86; INTL–656–87; INTL–
704–87 [1992–1 C.B. 1124]) cross-
referencing the temporary regulations
was published in theFederal Register
for the same day (57 FR 11024).
Written comments responding to these

notices were received. No public hearing
was held for the notice of proposed
rulemaking published on March 2, 1988.
A public hearing was held November
23, 1992, for the notice of proposed
rulemaking published April 1, 1992.
After consideration of all the comments,
the proposed regulations under section
1291(d)(2) are adopted as revised by
this Treasury decision, and the corre-
sponding temporary regulations are re-
moved. Substantive revisions are dis-
cussed below. All other revisions are
stylistic, and are primarily intended to
conform the regulations under
§ 1.1291–10 to those under § 1.1291–9.

Explanation of Provisions and Revisions
and Summary of Comments

1. Introduction

A shareholder of a foreign corporation
that qualifies as a PFIC under the
income or asset test of section 1296 is
subject to the special interest charge
regime of section 1291 with respect to
certain distributions by the PFIC and
dispositions of the stock of the PFIC.
Provided the PFIC complies with certain
election requirements, a shareholder may
elect under section 1295 to treat the
PFIC as a QEF. If the election is made,
the shareholder is subject to the current
inclusion regime of section 1293. If the
shareholder makes the section 1295
election for the first year of its holding
period for the foreign corporation during
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