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SUPPLEMENTARY INFORMATION:
Introduction

This document revises §1.752-3 of the
Income Tax Regulations (26 CFR part 1)
relating to the allocation by a partnership
of nonrecourse liahilities.

Background

On January 13, 2000, the IRS pub-
lished in the Federal Register a notice of
proposed rulemaking (REG-103831-99,
2000-5 I.R.B. 452 [65 F.R. 2084]) to pro-
vide guidance relating to the allocation of
nonrecourse liabilities by a partnership.
The IRS and Treasury received public
comments concerning the proposed regu-
lations, and a public hearing was held on
May 3, 2000. After consideration of the
comments received, the proposed regula-
tions are adopted as revised by this Trea-
sury decision.

Explanation of Revisions and
Summary of Comments

1. In General

Treasury regulation §1.752-3 currently
provides athree-tiered system for allocat-
ing nonrecourse liabilities. The three-
tiered system applies sequentially. Under
the first tier, a partner is allocated an
amount of the liability equal to that part-
ner’s share of partnership minimum gain
under section 704(b). See §1.704-2
(9)(1). Under the second tier, to the ex-
tent the entire liability has not been allo-
cated under the first tier, a partner will be
allocated an amount of liability equa to
the gain that partner would be allocated
under section 704(c) if the partnership
disposed of all partnership property sub-
ject to one or more nonrecourse liabilities
in full satisfaction of the liabilities (sec-
tion 704(c) minimum gain). Under the
third tier, apartner is allocated any excess
nonrecourse liabilities (i.e., nonrecourse
liabilities in excess of the portion alloca-
ble in the first and second tiers) under
one of several methods (i.e., partner’'s
share of profits or certain reasonably ex-
pected deductions) that the partnership
may choose.

The proposed regulations modified the
third tier to allow an additional method
under which a partnership may allocate

an excess nonrecourse liability based on
the excess section 704(c) gain (i.e., the
excess of the amount of section 704(c)
built-in gain attributable to an item of
property over the amount of section
704(c) minimum gain on that property)
attributable to the properties that are sub-
ject to the liability. In addition, for pur-
poses of determining section 704(c) mini-
mum gain under the second tier, the
proposed regulations provided that if a
partnership holds multiple properties sub-
ject to a single liability, the liability may
be allocated among the properties based
on any reasonable method. A method is
not reasonable under the proposed regu-
lations if it allocates to any property an
amount that exceeds the fair market value
of the property.

2. Allocation of Debt in Accordance Wth
Reverse Section 704(c) Gain

One commentator noted that the addi-
tional method provided in the proposed
regulations under the third tier covers
only built-in gain on section 704(c) prop-
erty, which includes built-in gain (i.e.,
book value minus adjusted basis) attribut-
able to contributed property, but not built-
in gain attributable to property subject to
a revaluation (pursuant to
81.704-1(b)(2)(iv)(f)) (i.e., reverse sec-
tion 704(c) gain). The commentator
noted that this distinction is not made in
allocating nonrecourse liabilities in accor-
dance with section 704(c) minimum gain
under the second tier and questioned the
policy reason for excluding the reverse
section 704(c) gain in applying the third
tier. In response to this comment, the
final regulations provide that an excess
nonrecourse liability may be allocated
under the third tier in accordance with ex-
cess section 704(c) gain as well as excess
reverse section 704(c) gain (i.e., the ex-
cess of the amount of reverse section
704(c) gain attributable to an item of
property over the section 704(c) mini-
mum gain on that property) with respect
to property that is subject to such liability.

3. Interplay With the Disguised Sales
Rules

One commentator noted that the pro-
posed amendments to §1.752-3 would
impact the disguised sales rules relating
to transfers of encumbered property. The

disguised sale rules treat a contribution of
property encumbered by a “non-quali-
fied” liability (generally, a liability in-
curred within two years of the contribu-
tion to the partnership that is incurred in
anticipation of such contribution) as a
disguised sale to the extent that the
amount of the liability exceeds the con-
tributing partner’s share of the liability
immediately after the contribution. Sec-
tion 1.707-5(a)(2)(ii) provides that a
partner’s share of a nonrecourse liability,
for purposes of the disguised sale rules, is
determined by applying the same per-
centage used to determine the partner’s
share of the excess nonrecourse liability
under 81.752-3(a)(3).

Because the proposed amendments to
§1.752-3(a)(3) would alow excess nonre-
course liabilities to be allocated according
to an amount, rather than a percentage, the
potential for ambiguity exists. The com-
mentator suggested that the disguised sale
rules should be modified to define a part-
ner’s share of a nonrecourse liability by
cross-reference to §1.752—3(a), rather than
limiting the definition to the third tier. The
commentator noted that maintaining sepa-
rate definitions for the same term was bur-
densome and confusing for practitioners,
and noted that the disguised sale rules pro-
vide consistency between sections 707(a)
and 752 with respect to the definition of a
partner’s share of a recourse liability by
reference to §1.752—2 without limitation.

The preamble to §1.707-5 explains that
the cross-reference defining a partner’s
share of nonrecourse liabilities is limited
to the third tier of §1.752-3(a) because the
adoption of the full three-tier approach in
the disguised sale context would provide
an inverse relationship between the gain
inherent in the contributed property and
the extent to which a disguised sale of the
property results from the encumbrance.
See preamble (57 FR. 44974). The con-
tributing partner’s share of the liability
under §1.752-3(a) generally will increase
as the amount of built-in gain on the prop-
erty increases, which in turn would reduce
the extent to which the contribution would
be treated as a disguised sale.

The same problem would exist if the
proposed modifications to the third tier
were taken into account for purposes of
§1.707-5(a)(2)(ii). To the extent that ex-
cess section 704(c) gain exists with re-
spect to a property, the partnership could



allocate excess nonrecourse liabilities to
the contributing partner. The greater the
built-in gain with respect to a property,
the lesslikely it would be that a disguised
sale would result from the contribution.
In order to avoid this inappropriate result,
the final regulations clarify that the modi-
fications made to the third tier do not
apply for purposes of 81.707-5(a)(2)(ii).
Thus, for purposes of the disguised sale
rules, the partner’s share of nonrecourse
liabilities continues to be determined
under the third tier by reference to the
partner’s share of profits or certain rea-
sonably expected deductions.

4. Treatment of “ Extra” Excess Section
704(c) Gain

Rev. Rul. 95-41 (1995-1 C.B. 132)
holds that if a partnership determines the
partners’ interests in partnership profits
based on all of the facts and circum-
stances relating to the economic arrange-
ment of the partners, excess section
704(c) gain is one factor, but not the only
factor, to be considered under
81.752-3(a)(3). The preamble to the pro-
posed regulations provides that this hold-
ing will remain relevant where a partner-
ship does not allocate nonrecourse debt
under the third tier based on the excess
section 704(c) gain attributable to the
property that is subject to the debt. The
preamble also provides that once a part-
nership has allocated nonrecourse indebt-
edness pursuant to the rule in the pro-
posed regulations based upon excess
section 704(c) gain, that excess section
704(c) gain cannot again be considered in
determining a partner’s interest in part-
nership profits.

One commentator asked, in situations
where the amount of a liability allocated
to a partner under the third tier pursuant to
the rule contained in the proposed regula-
tionsisless than the partner’s share of ex-
cess 704(c) gain, whether the remaining
excess 704(c) gain should be taken into
account for purposes of determining a
partner’s interest in partnership profits
under the third tier with regard to other li-
abilities.

The statement contained in the pream-
ble regarding the impact of the proposed
regulations on Rev. Rul. 9541 reflects a
concern on the part of IRS and Treasury
that taxpayers might count the same ex-
cess section 704(c) gain in applying the

rule in the proposed regulations and then
again in determining a partner’s interest
in partnership profits under the third tier.
To the extent that a portion of excess sec-
tion 704(c) gain remains after a liability
has been fully alocated, there is no dou-
ble-counting, and the remaining portion
of the gain should be taken into account
as one factor to be considered in deter-
mining a partner’s interest in partnership
profits under §81.752-3(a)(3) and Rev.
Rul. 95-41.

5. Applicahility of 81.752-3(b) to Third-
Tier Allocations

The proposed regulations provide rules
regarding the dlocation of asingle liability
among multiple properties. The proposed
regulations generally provide that if a part-
nership has multiple properties subject to a
single lighility, for purposes of determining
the amount of section 704(c) minimum
gain in applying the second tier, the part-
nership may allocate to each property an
amount of the liability that, when combined
with any other liabilities allocated to the
property, do not exceed the property’s fair
market value. The portion of the liability
allocated to each property will be treated as
a separate loan in determining the section
704(c) minimum gain attributable to the
property.

One commentator asked that the rule for
alocating a single liability among multiple
properties under the second tier also apply
to third tier allocations. For purposes of the
second tier, where nonrecourse debt is
cross-collateralized, it is necessary to deter-
mine how much of the nonrecourse debt is
attributable to each partnership property,
since debt is alocated among the partners
under that tier based upon the amount by
which the debt attributable to each specific
property exceeds the tax basis of such prop-
erty. (See §1.704-3(a)(2), which provides
that, except in limited circumstances, sec-
tion 704(c) applies on a property-by-prop-
erty basis) Under the proposed modifica
tion to the third tier, any remaining
nonrecourse liability of the partnership
could be alocated to a partner up to the ex-
cess section 704(c) gain allocable to the
partner on property subject to that liability.
Thereisno need to bifurcate cross-collater-
alized debt under thistier, since excess sec-
tion 704(c) gain is not limited by the
amount of debt attributable to specific part-
nership property. So long as a partner’s

share of excess section 704(c) gain is attrib-
utable to property that is “subject to” the
debt being allocated, the debt may be dlo-
cated in accordance with that partner’s
share of such excess section 704(c) gain.
Multiple properties may be “subject to” the
same indebtedness. Bifurcating the debt
among multiple properties so that each
property is treated as subject to only a por-
tion of the debt actually would limit taxpay-
ers flexibility and narrow the scope of the
proposed change to the third tier. Accord-
ingly, the commentator’s recommendation
is not adopted. However, the final regula
tions add an example which clarifies the
operation of thisrule.

6. Retroactive Effective Date

One commentator suggested that the reg-
ulations should apply on aretroactive basis.
This suggestion has not been adopted.
However, the final regulations respond to
this recommendation by providing an op-
tional effective date for those taxpayers
who wish to apply therules currently to lia-
bilities incurred prior to the issuance of
these regulations.

7. Additional Comments Requested

The preamble to the proposed regula-
tions requested comments regarding the al-
location of asingleliability among multiple
partnerships. Although no formal com-
ments were submitted on thisissue, several
commentators have indicated that addi-
tional guidance regarding appropriate
methods of alocating such liabilities would
be helpful. The IRS and Treasury again re-
quest comments regarding thisissue.

Special Analyses

It has been determined that this Treasury
decision is not a significant regulatory ac-
tion as defined in Executive Order 12866.
Therefore, a regulatory assessment is not
required. It also has been determined that
section 553(b) of the Administrative Proce-
dureAct (5 U.S.C. chapter 5) and the Regu-
latory Flexibility Act (5 U.S.C. chapter 6)
do not apply to these regulations and, there-
fore, a Regulatory Flexibility Analysis is
not required. Pursuant to section 7805(f) of
the Internal Revenue Code, the notice of
proposed rulemaking preceding these regu-
|ations was submitted to the Small Business
Administration for comment on its impact
on small business.



Drafting Information

The principal author of these regulations
is Christopher T. Kelley, Office of Chief
Counsdl (Passthroughs and Specid Indus-
tries). However, other personnel from the
IRS and Treasury participated in their de-
velopment.
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Adoption of Amendmentstothe
Regulations

Accordingly, 26 CFR part 1 is amended
asfollows:

PART 1—INCOME TAXES

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

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

Par. 2. Section 1.752-3 is amended as
follows:

1. Paragraph (a)(3) is amended by
adding three sentences immediately be-
fore the last sentence in the paragraph.

2. Paragraph (b) is redesignated as
paragraph (c).

3. New paragraph (b) is added.

4. Newly designated paragraph (c) is
amended by revising the introductory text
and adding a new Example 3.

The revisions and addition read as fol-
lows:

81.752-3 Partner’s share of nonrecourse
liabilities.

(a * * ok

(3) * * * Additionally, the partnership
may first allocate an excess nonrecourse
liahility to a partner up to the amount of
built-in gain that is alocable to the part-
ner on section 704(c) property (as defined
under §1.704-3(a)(3)(ii)) or property for
which reverse section 704(c) allocations
are applicable (as described in §1.704-3

Partner
A

(iv) PRS has $80 of excess nonrecourse liability
that it may allocate in any manner consistent with
paragraph (8)(3) of this section. PRS determines to
allocate the $80 of excess nonrecourse liahilities to
the partners up to their share of the remaining sec-
tion 704(c) gain on the properties, with any remain-

(a)(6)(i)) where such property is subject
to the nonrecourse liability to the extent
that such built-in gain exceeds the gain
described in paragraph (8)(2) of this sec-
tion with respect to such property. This
additional method does not apply for pur-
poses of §1.707-5(a)(2)(ii). To the extent
that a partnership uses this additional
method and the entire amount of the ex-
cess nonrecourse liability is not allocated
to the contributing partner, the partnership
must allocate the remaining amount of the
excess nonrecourse liability under one of
the other methods in this paragraph (8)(3).
* * %

(b) Allocation of a single nonrecourse
liability among multiple properties—(1)
In general. For purposes of determining
the amount of taxable gain under para-
graph (8)(2) of this section, if a partner-
ship holds multiple properties subject to a
single nonrecourse liahility, the partner-
ship may allocate the liability among the
multiple properties under any reasonable
method. A method is not reasonable if it
allocates to any item of property an
amount of the liability that, when com-
bined with any other liabilities allocated
to the property, is in excess of the fair
market value of the property at the time
the liability is incurred. The portion of
the nonrecourse liability allocated to each
item of partnership property is then
treated as a separate loan under paragraph
(8)(2) of this section. In general, a part-
nership may not change the method of al-
locating a single nonrecourse liability
under this paragraph (b) while any portion
of theliability is outstanding. However, if
one or more of the multiple properties
subject to the liability is no longer subject
to the liability, the portion of the liability
allocated to that property must be reallo-
cated among the properties still subject to
the liability so that the amount of the lia-
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ing amount of liabilities being allocated equally to A
and B consistent with their equal interestsin partner-
ship profits. B has $70 of remaining section 704(c)
gain ($10 on Property X and $60 on Property Y),
and thus will be allocated $70 of the liability in ac-
cordance with this gain. The remaining $10 is di-

bility alocated to any property does not
exceed the fair market value of such prop-
erty at the time of reallocation.

(2) Reductions in principal. For pur-
poses of this paragraph (b), when the out-
standing principal of a partnership liabil-
ity is reduced, the reduction of
outstanding principa is allocated among
the multiple properties in the same pro-
portion that the partnership liability origi-
nally was allocated to the properties under
paragraph (b)(1) of this section.

(c) Examples. The following examples
illustrate the principles of this section:

* k k k%

Example 3. Allocation of liability among multiple
properties. (i) A and B are equa partnersin a part-
nership (PRS). A contributes $70 of cash in ex-
change for a 50-percent interest in PRS. B con-
tributes two items of property, X and Y, in exchange
for a 50-percent interest in PRS. Property X has a
fair market value (and book value) of $70 and an ad-
justed basis of $40, and is subject to a nonrecourse
liability of $50. Property Y has a fair market value
(and book value) of $120, an adjusted basis of $40,
and is subject to a nonrecourse liability of $70. Im-
mediately after the initial contributions, PRS refi-
nances the two separate liabilities with asingle $120
nonrecourse liability. All of the built-in gain attrib-
utable to Property X ($30) and Property Y ($80) is
section 704(c) gain alocable to B.

(i) The amount of the nonrecourse liability
($120) is less than the total book value of all of the
properties that are subject to such liability ($70 +
$120 = $190), so there is no partnership minimum
gain. 81.704-2(d). Accordingly, no portion of the
liability is allocated pursuant to paragraph (a)(1) of
this section.

(i) Pursuant to paragraph (b)(1) of this section,
PRS decides to allocate the nonrecourse liability
evenly between the Properties X and Y. Accord-
ingly, each of Properties X and Y aretreated as being
subject to a separate $60 nonrecourse liability for
purposes of applying paragraph (a)(2) of this sec-
tion. Under paragraph (&)(2) of this section, B will
be allocated $20 of the liability for each of Proper-
ties X and Y (in each case, $60 liability minus $40
adjusted basis). Asaresult, aportion of the liability
is allocated pursuant to paragraph (8)(2) of this sec-
tion asfollows:

Tier 2

$20
$20

vided equally between A and B. Accordingly, the
overall alocation of the $120 nonrecourse liability
isasfollows:



Partner Tier 1 Tier 2 Tier 3
A $0 $0 $5
B $0 $40 $75

Par. 3. In 81.752-5, paragraph (a) is
amended by adding three sentences after
the first sentence:

Section 1.752-5 Effective dates and
transition rules.

(a) In general. * * * However,
81.752-3(a)(3) fifth, sixth, and seventh
sentences, (b), and (¢) Example 3, do not
apply to any liability incurred or assumed
by a partnership prior to October 31,
2000. Nevertheless, 81.752-3(a)(3)

fifth, sixth, and seventh sentences, (b),
and (c) Example 3, may be relied upon for
any liability incurred or assumed by a
partnership prior to October 31, 2000 for
taxable years ending on or after October
31,2000, ***
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David A. Mader,
Acting Deputy Commissioner
of Internal Revenue.

Approved October 11, 2000.
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Jonathan Talisman,
Acting Assistant Secretary
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(Filed by the Office of the Federal Register on Octo-
ber 30, 2000, 8:45 am., and published in the issue
of the Federal Register for October 31, 2000, 65
F.R. 64888)



