SUPPLEMENTARY INFORMATION:

Background

In Rev. Rul. 99-57 (1999-2 C.B. 678),
the IRS issued guidance with respect to
the tax consequences for a partnership an

Determination of Basis of a corporate partner where the corporate
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REG-106702-00 exchanges the stock with a third party in a
) taxable transaction. Under that ruling,
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ACTION: Notice of proposed rulemaking €xtent allocated to such partner) when the
and notice of public hearing. partnership exchanges stock of the corpo-

) ~ rate partner in a taxable transaction. The
SUMMARY:  This document contains yjing also concludes that, under section

proposed regulations relating to speciaglos the corporate partner increases its
rules on determination of basis of partyasis in its partnership interest by an
ner's interest under section 705 of thgmount equal to its share of the gain

Internal Revenue Code. The proposeghgyiting from the partnership's sale or
regulations are necessary to coordinaig,change of the stock.

sections 705 and 1032. This document In situations where a corporation

also provides a notice of public hearing 0B cqjires an interest in a partnership that
these proposed regulations. holds stock in that corporation, a section
DATES: Written comments must be?54 election is not in effect with respect to
received by April 12, 2001. Outlines ofthe partnership for the taxable year in
topics to be discussed at the public heayhich the corporation acquires the inter-
ing scheduled for May 3, 2001, also musgst, and the partnership later sells or
be received by April 12, 2001. exchanges the stock, it may be inconsis-

o tent with the intent of section 705 to
ADDRESSES: Send submissions to;

increase the basis of the corporation’s
CC:M&SP:RU (REG-106702-00), room

! artnership interest by the full amount of
5226, Internal Revenue Service, POB 760 e gain that is not recognized.

Ben Franklin_ S_tation, Washington, _DC For instance, assume that a corporation
20044. Submissions may be hand deliver ) purchases a 50 percent interest in a

Monday through Friday between the hourg, ynership for $100,000. The partner-

OILIS a.;n. z;\ng S pm. fo: C?C:,'\A&SDP:REship’s only asset is A stock with a basis of
|( G‘l 06 F? —00), Cg““‘?rs ©5K:$100,000 and a value of $200,000. If the
nterna evenue ervice, lpartnership had not made a section 754

Constitution Avenue, NW., WaShmgton.’election, then when the partnership dis-

DC. Alternatively, taxpayers may submnposes of the property for $200,000, A

comments electronically via the internet by, -+ 10 21 1ocated $50.000 o’f ga;in
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g![;ef:/tlly to_ the I/?S mter/netl_stltﬁt &Iltin the partnership interest were increased
P-ITWWW.ITS.govtaX_regs/reglist.ntmi. ., $150,000 under section 705(a)(1), A

The public hearing will be held in room, ould recognize a corresponding $50,000

6C718,t'tlr:.tern€2| Revemlj\ﬁ/vBu\'ll\?mg.’ 1t11]1oss (or reduced gain) upon a subsequen
onstitition Avenue, - WashiNgtoN.gale of the partnership interest. In this sit-

DC. uation, it would be inconsistent with the
FOR FURTHER INFORMATION CON- intent of section 705 to increase the basis
TACT: Concerning the regulations,of A's partnership interest for the gain that
Barbara MacMillan, (202) 622-3050; con-s not recognized. To do so would create
cerning submissions, the hearing, and/a recognizable loss (or reduced gain) in a
to be placed on the building access list teituation where no economic loss was
attend the hearing, Sonya Cruse, (202hcurred and no offsetting gain had previ-
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Accordingly, in Notice 99-57 of gain (or loss) that the corporate partneshapter 6) does not apply. Pursuant tc
(1999-2 C.B. 692), the IRS announceavould have recognized (absent the applsection 7805(f) of the Internal Revenue
that it intended to promulgate regulacation of section 1032) if, for the taxableCode, this notice of proposed rulemaking
tions under section 705 to address ceyear in which the corporation acquired thevill be submitted to the Chief Counsel
tain situations where a corporatiorinterest, a section 754 election had been for Advocacy of the Small Business
acquires an interest in a partnership thafffect. Administration for comment on its
holds stock in that corporation, and a The purpose of these proposed regulampact on small businesses.
section 754 election is not in effect withtions cannot be avoided through the use . .
respect to the partnership for the taxablef tiered partnerships or other arrangecomments and Public Hearing
year in which the corporation acquirednents. For example, the proposed regu-
the interest. The IRS announced thaktions provide that if a corporation g
rules regarding tiered-entity structuresicquires an indirect interest in its ownyi pe given to any written comments (a
also would be included in the regulastock through a chain of two or MOr€igned original and eight (8) copies) that
tions. The IRS requested comments as fartnerships (either where the corporage timely submitted to the IRS. The IRS
the appropriate scope of the regulationgon acquires a direct interest in a partyng the Treasury Departmer.n reques
regarding other situations where theyership or where one of the partnershipsomments on the clarity of the proposed
price paid for a partnership interesin the chain acquires an interest o and how it may be made easier to
reflects built-in gain or accrued incoMeanother partnership), and gain or 10S§nderstand. All comments will be avail-
items that will not be subject to tax, Orfrom the sale or exchange of the stock iSpe for public inspection and copying
built-in loss or accrued deductions thagypsequently allocated to the corpora- A public hearing has been schedl:ned
will be permanently denied, when alloon, then the bases of the interests in th8; Mav 3. 2001. beginning at 10 a.m.. in
cated to the transferee partner, and thearinerships included in the chain shallggm ):37’18 of thg Integrnal Revenue
partnership has not made an electioe adjusted in a manner that is consistef;iiding. Due to building security proce-
under section 754. No formal commentyith the purpose of the proposed regulagyres, visitors must enter at the 10th
were received. tions. As stated above, the proposed regy eet entrance, located between

Explanation of Provisions ulations include a statement describingqnsiitution and Pennsylvania Avenues,
the purpose of these regulations which ig\y |n addition, all visitors must present
As discussed in Notice 99-57, thesentended to guide taxpayers in makingbhoto identification to enter the building.
proposed regulations are being issued Imasis adjustments in the tiered partnegaecause of access restrictions. visitors
order to prevent inappropriate increases @hip context. In addition, the proposeqyiil not be admitted beyond the immedi-
decreases in the adjusted basis of a corpegulations include two examples illuS—ie entrance area more than 15 minute
rate partners interest in a parinershigrating the basis adjustments that argefore the hearing starts. For information
resulting from the partnership’s disposirequired by the proposed regulationgp, ¢ having your name placed on the
tion of the corporate partner's stock. — where a corporation acquires an indireqfiiding access list to attend the hearing
The proposed regulations set forth anterest in its own stock through a chailee the “FOR EURTHER INFORMA-
detailed statement of the purpose for thegg two or more partnerships. TION CONTACT” section of the pream-
regulations which is consistent with the _ ble
discussion in Notice 99-57. The proProposed Effective Date The rules of 26 CER 601 601()(3)
posed regulations then provide a specific . . : ' :

) . : . The regulations shall apply to gain ompply to the hearing. Persons that wish tc
rule implementing this purpose in situa; . . )
. loss allocated with respect to sales quresent oral comments at the hearing mus
tions where a corporate partner holds gxchanges of stock occurring aftesubmit written comments and an outline
direct interest in a partnership that own : . .

December 6, 1999. of the topics to be discussed and the time

stocl§ of the corporate paft”e“ Th'is rule to be devoted to each topic (signed origi-
applies where a corporation acquires agpecial Analyses nal and eight (8) copies) by April 12
interest in a partnership that holds stock in 2001 ’

that corporation (or the partnership subse- It has been determined that this notic . . .
P ( P P A period of 10 minutes will be allotted

quently acquires stock in that corporatio®f proposed rulemaking is not a signifi- h : i
in an exchanged basis transaction), theant regulatory action as defined irf® 8aCh person for making comments.

partnership does not have an electiohxecutive Order 12866. Therefore, a An agenda showing the scheduling of
under section 754 in effect for the year ifiegulatory assessment is not required. € Speakers will be prepared after the
which the corporation acquires the interalso has been determined that sectigifadline for receiving outlines has passed
est, and the partnership later sells ds53(b) of the Administrative ProcedureCopies of the agenda will be available free
exchanges the stock. In these situationAct (5 U.S.C. chapter 5) does not apply charge at the hearing.

the incregse (or degrea}se) in the corpo'rte these regulatiqns, and because _the r€8afting Information

tion’s adjusted basis in its partnershiplations do not impose a collection of

interest resulting from the sale ornnformation on small entities, the The principal author of these proposed
exchange of the stock equals the amouRegulatory Flexibility Act (5 U.S.C. regulations is Matthew Lay of the Office

Before these proposed regulations are
opted as final regulations, consideratior



of the Associate Chief Counselthe partnership assets that is attributable Example (i) A, B, and C form equal partnership
(Passthroughs and Special Industriesjo the difference between the adjusteRiSt-s E:ﬁﬂeﬁzgrezn‘;gpé;i?mﬁ; 355322)50%"@;‘;'2?;896
However, personnel from other offices obasis of the partnership assets absent tb)és pErchases ek i corporation X for $30,000,
the IRS and the Treasury Department pasection 754 election and the adjusted basjgich appreciates in value to $120,000. PRS also
ticipated in their development. of the partnership assets had a section 7pdrchases inventory for $60,000, which appreciates
A S election been in effect generally willin value to $150,000. A sellsits interestin PRS to X
result in an adjustment to the basis of th@r $90,000 in a year for which an election under

e T : . ction 754 is not in effect. PRS later sells the X
partner's interest in the partnership undef:“°% $150,000. PRS realizes a gain of $120,000

section 705(a). _SUCh gain (or loss) thergy, the sale of the X stock. X's share of the gain is
Accordingly, 26 CFR part 1 is proposecfore generally will be offset by a corre-$40,000. Under section 1032, X does not recognize

to be amended as follows: sponding decrease in the gain or increage share of the gain.

! in the loss (OI’ increase in the gain or (i) Normally, X would be entitled to a $40,000

. ingrease in the basis of its PRS interest for its allo-
PART 1—INCOME TAXES decrease in the loss) upon the subsequelfP™>h 1 T 228 | ghin from the sale of the X

disposition by the partner of its interest inock but a speci ies in this situati

. e ] - , pecial rule applies in this situation. If a
Paragraph 1. The authority citation f0kne partnership. Where such a differencgction 754 election had been in effect for the year in
part 1 .|S amended by a.ddmg an entry 1Bxists with respect to stock of a corporatehich X acquired its interest in PRS, X would have

numerical order to read in part as f0|IOWSbartner that is held by the partnershig?een entitied to a basis adjustment under section

Authority: 26 U.S.C. 7805 * * * 743(b) of $60,000 (the excess of X's basis for the

Section 1.705—2 also issued under 2 ain or loss from the dISpOSItlon of COI’poiransferred partnership interest over X's share of the
U.S.C. 705. ** *

te partner stock at'_[ribUtable to the difagjusted basis to PRS of PRS's property). See
i , ference is not recognized by the corporatg1.743-1(b). Under §1.755-1(b), the basis adjust-

Pfar- 2. Section 1.705-1 is amended bgartner under section 1032. To adjust theent under section 743(b) would have been allocat-
addut]g paragraph (a)(7) to read as fol,sis of the corporate partner's interest iff $30,0|80hto thbe X st(l)lck (thg an;(o?nt of hthe;] gain
lows: the partnership for this unrecognized gaiff 2 ou!d have been allocated to X from the hypo-

§1.705-1 Determination of basis of : etical sale of the stock), and $30,000 to the inven-
partner's interest or loss would not be appropriate becausgyy (the amount of the gain that would have been

(a) * it would create an opportunity for theallocated to X from the hypothetical sale of the
a

. . recognition of taxable gain or loss on anventory).
(7) For basis adjustments necessary Eﬁbsequent disposition of the partnership (i) If a section 754 election had been in effect

coordinate sections 705 and 1032 in Celaterest where no economic gain or los r the year in whi_ch X acquired its interest in P‘RS,
tain situations in which a corporationhas been incurred b e amount of gain that X would have recognized

) - . : y the corporate partnggon prs's disposition of X stock (absent the appli-
directly or indirectly acquires an interestng g corresponding taxable gain or lostion of section 1032) would be $10,000 (X's share

in a partnership that holds stock in thafi,q previously been allocated to the cosf PRS's gain from the stock sale, $40,000, minus
corporation, see §81.705-2. porate partner by the partnership. the amount of X’s basis adjustment under section

* ok ok ok ok - . : 743(b), $30,000). See §1.743-1(j). Accordingly, the
b) Single partnership-(1) Required . . . L . _
Par. 3. Section 1.705-2 is added to re%}ultmer?ts TEiS paragrap(h )(b) agplies in|ncrease in the basis of X's interest in PRS is

: $10,000.
as follows: situations where a corporation acquires an (c) Tiered partnerships and other

§1.705-2 Basis adjustments coordinatindMt€rest in & partnership that holds stock igrrangements-(1)Required adjustments
sections 705 and 1032. hat corporation (or the partnership subserhe purpose of these proposed regulations

quently acquires stock in that corporationys set forth in paragraph (a) of this section
(a) Purpose This section is intended toin an exchanged basis transaction), théannot be avoided through the use of

prevent inappropriate increases opartnership does not have an election undggred partnerships or other arrangements
decreases in the adjusted basis of a corpsection 754 in effect for the year in whicheor example, if a corporation acquires an
rate partners interest in a partnershighe corporation acquires the interest, anglgirect interest in its own stock through a
resulting from the partnership’s disposithe partnership later sells or exchanges th@ain of two or more partnerships (either
tion of the corporate partner’s stock. Thetock. In these situations, the increase (Qfhere the corporation acquires a direct
rules under section 705 generally ardecrease) in the corporation’s adjusteghterest in a partnership or where one of
intended to preserve equality between theasis in its partnership interest resultinghe partnerships in the chain acquires an
adjusted basis of a partner's interest in flom the sale or exchange of the stoclqterest in another partnership), and gain
partnership (outside basis) and such parequals the amount of gain (or loss) that they |oss from the sale or exchange of the
ner's share of the adjusted basis in partorporate partner would have recognizegtock is subsequently allocated to the cor-
nership assets (inside basis). In the situgabsent the application of section 1032) ifyoration, then the bases of the interests in
tion where a section 754 election was ndor the year in which the corporationthe partnerships included in the chain
in effect for the year in which the partnemcquired the interest, a section 754 electiogha|| be adjusted in a manner that is con-
acquired its interest, however, a partnersad been in effect. sistent with the purpose of this section.
inside basis and outside basis may not be(2) Example The provisions of this  (2) Examples The provisions of this
equal. In this situation, gain or loss alloparagraph (b) are illustrated by the folparagraph (c) are illustrated by the follow-
cated to the partner upon disposition dbwing example: ing examples:

Proposed Amendments to th
Regulations



Example 1Acquisition of upper-tier partnership (iv) The appropriate basis adjustment for E'qincluding B’s share) were to increase the basis of
interest by corporation (i) A, B, and C form a part- interest in UTP upon the disposition of the E stockJTP’s interest in LTP, UTP’s basis in the LTP inter-
nership (UTP), with each partner contributingby LTP can be determined as the amount of gain thast would be $570,000 ($300,000 + $270,000), anc
$25,000. UTP and D form a partnership (LTP)E would have recognized (in the absence of sectidhe fair market value of such interest would be
UTP contributes $75,000 in exchange for its interest032) upon the sale by LTP of the E stock if bott$300,000, so that B would be allocated a loss of
in LTP, and D contributes $25,000 in exchange foTP and LTP had made section 754 elections for tH90,000 (($570,000 - $300,000) x 1/3) if UTP sold
D’s interest in LTP. Neither UTP nor LTP has anytaxable year in which E acquired the interest in UTRts interest in LTP immediately after LTP’s disposi-
liabilities. LTP purchases stock in corporation E folf section 754 elections had been in effect for UTRion of the B stock. It would be inappropriate for B
$100,000, which appreciates in value to $1,000,00@nd LTP for the year in which E acquired E’s interto recognize a taxable loss of $90,000 upon a dispo
C sells its interest in UTP to E for $250,000 in a yeaest in UTP, the following would occur. E would besition of UTP’s interest in LTP. B would not incur an
for which an election under section 754 is not irentitled to a $225,000 positive basis adjustmergconomic loss in the transaction, and B was not allo-
effect for UTP or LTP. LTP later sells the E stock forunder section 743(b) with respect to the property afated a taxable gain upon LTP’s disposition of the B
$2,000,000. LTP realizes a $1,900,000 gain on tHdTP. The entire basis adjustment would be allocastock that appropriately would be offset by a taxable
sale of the E stock. UTP’s share of the gain ied to UTP’s only asset, its interest in LTP. In addiloss on the disposition of UTP’s interest in LTP.
$1,425,000, and E’s share of the gain is $475,00@0n, the sale of C’s interest in UTP would be treatedccordingly, increasing UTP’s basis in its LTP inter-
Under section 1032, E does not recognize its share a$ a deemed sale of E's share of UTP’s interest @st by the gain allocated to B from the sale of the B
the gain. LTP for purposes of sections 754 and 743. Thstock is not consistent with the purpose of this sec-

(i) With respect to the basis of UTP’s interest indeemed selling price of E’s share of UTP’s interedion. (Conversely, because E and F were allocatec
LTP, if all of the gain from the sale of the E stockin LTP would be $250,000 (E's share of UTP’staxable gain on the disposition of the B stock, it
(including E’s share) were to increase the basis @fdjusted basis in LTP, $25,000, plus E’s basis adjustvould be appropriate to increase E's and F's bases il
UTP’s interest in LTP, UTP’s basis in such interesment under section 743(b) with respect to the assdteir respective interests in LTP by the full amount of
would be $1,500,000 ($75,000 + $1,425,000). Thef UTP, $225,000). The deemed sale of E’s share sfich gain.)
fair market value of UTP’s interest in LTP isUTP’s interest in LTP would trigger a basis adjust- (iii) The appropriate basis adjustment for UTP’s
$1,500,000. Because UTP did not have a sectianent under section 743(b) of $225,000 with respeanterest in LTP upon the disposition of the B stock by
754 election in effect for the taxable year in which Eo the assets of LTP (the excess of E's share of UTRIFP can be determined as the amount of gain tha
acquired its interest in UTP, UTP’s basis in the LTRadjusted basis in LTP, including E’s basis adjustmerti TP would have recognized (in the absence of sec
interest does not reflect the purchase price paid by 225,000), $250,000, over E’s share of the adjusteitbn 1032) upon the sale by LTP of the B stock if the
for its interest. Increasing the basis of UTP’s interbasis of LTP’s property, $25,000). This $225,00(ortion of the gain allocated to UTP that subse-
est in LTP by the full amount of the gain that wouldadjustment by LTP would be allocated to LTP’s onlyquently is allocated to B were determined as if LTP
be recognized (in the absence of section 1032) on thsset, the E stock, and would be segregated and alled made an election under section 754 for the tax
sale of the E stock preserves the conformity betweearated solely to E. The amount of LTP’s gain fromable year in which UTP acquired its interest in LTP.
UTP’s inside basis and outside basis with respect the sale of the E stock (before considering sectiolfi a section 754 election had been in effect for LTP
LTP (i.e., UTP’s share of LTP’s cash is equal t6743(b)) would be $1,900,000. E'’s share of this gairfor the year in which UTP acquired its interest in
$1,500,000, and UTP’s basis in the LTP interest i$475,000, would be offset in part by the $225,00QTP, then with respect to B, the following would
$1,500,000) and appropriately would cause UTP tbasis adjustment under section 743(b), so that &cur. UTP would be entitled to a $90,000 positive
recognize no gain or loss on the sale of UTP’s intewould recognize gain equal to $250,000 in thdasis adjustment under section 743(b), allocable tc
est in LTP immediately after the sale of the E stockabsence of section 1032. B, in the property of LTP. The entire basis adjust-
Accordingly, increasing the basis of UTP’s interest (v) If the basis of E’s interest in UTP werement would be allocated to LTP’s only asset, its B
in LTP by the entire amount of gain allocated to UTRncreased by $250,000, the total basis of E's interestock. The amount of LTP’s gain from the sale of the
(including E's share) from LTP’s sale of the E stockwvould equal $500,000. This would conform to E'sB stock (before considering section 743(b)) would
is consistent with the purpose of this section. Thehare of UTP’s basis in the LTP interest ($1,500,000e $810,000. UTP’s share of this gain, $270,000,
$1,425,000 of gain allocated by LTP to UTP willx 1/3 = $500,000) as well as E’s indirect share of theould be offset, in part, by the $90,000 basis adjust-
increase the adjusted basis of UTP’s interest in LTBash held by LTP ((1/3 x 3/4) x $2,000,000 =ment under section 743(b), so that UTP would rec-
under section 705(a)(1). The basis of UTP’s intere$500,000). Such a basis adjustment does not creatgnize gain equal to $180,000.
in LTP immediately after the sale of the E stock ighe opportunity for the recognition of an inappropri- (iv) If the basis of UTP’s interest in LTP were
$1,500,000. ate loss by E on a subsequent disposition of Elscreased by $180,000, the total basis of UTP’s part-

(iii) With respect to the basis of E’s interest ininterest in UTP and is consistent with the purpose afership interest would equal $480,000. This would
UTP, if E's share of the gain allocated to UTP andhis section. Accordingly, under paragraph (c) otonform to the sum of UTP’s share of the cash held
then to E were to increase the basis of E’s interest this section, of the $475,000 gain allocated to E, onligy LTP (1/3 x $900,000 = $300,000) and the taxable
UTP, E’s basis in such interest would be $725,008250,000 will apply to increase the adjusted basis @fain recognized by A and C on the disposition of the
($250,000 + $475,000) and the fair market value dE in UTP under section 705(a)(1). E’s adjusted basB stock that appropriately may be offset on the dis-
such interest would be $500,000, so that E woulth its UTP interest following the sale of the E stockposition of their interests in UTP ($90,000 + $90,000
recognize a loss of $225,000 if E sold its interest iis $500,000 =$180,000). Such a basis adjustment does not ina
UTP immediately after LTP’s disposition of the E  Example 2 Acquisition of lower-tier partnership propriately create the opportunity for the allocation
stock. It would be inappropriate for E to recognize interest by upper-tier partnershigi) A, B, and C of a loss to B on a subsequent disposition of UTP’s
taxable loss of $225,000 upon a disposition of itform an equal partnership (UTP), with each partneinterest in LTP and is consistent with the purpose of
interest in UTP because E would not incur an ecaontributing $100,000. D, E, and F also form arthis section. Accordingly, of the $270,000 gain allo-
nomic loss in the transaction, and E did not recogequal partnership (LTP), with each partner contributeated to UTP, only $180,000 will apply to increase
nize a taxable gain upon LTP’s disposition of the BEng $30,000. LTP purchases stock in corporation Ehe adjusted basis of UTP in LTP under section
stock that appropriately would be offset by a taxabléor $90,000, which appreciates in value to $900,000005(a)(1). UTP’s adjusted basis in its LTP interest
loss on the disposition of its interest in UTP.LTP has no liabilities. UTP purchases D’s interest ifiollowing the sale of the B stock is $480,000.
Accordingly, increasing E’s basis in its UTP interesLTP for $300,000. LTP does not have an election (v) With respect to B’s interest in UTP, if B’s
by the entire amount of gain allocated to E from thender section 754 in effect for the taxable year ahare of the gain allocated to UTP and then to B
sale of the E stock is not consistent with the purpodéTP’s purchase. LTP later sells the B stock fowere to increase the basis of B’s interest in UTP,
of this section. (Conversely, because A and B wer®00,000. UTP's share of the gain is $270,000, aril would have a UTP partnership interest with an
allocated taxable gain on the disposition of the B’s share of that gain is $90,000. Under sectioadjusted basis of $190,000 ($100,000 + $90,000)
stock, it would be appropriate to increase A's and B'4032, B does not recognize its share of the gain. and a value of $100,000, so that B would recog-
bases in their respective interests in UTP by the full (ii) With respect to the basis of UTP’s interest innize a loss of $90,000 if B sold its interest in UTP
amount of the gain allocated to them.) LTP, if all of the gain from the sale of the B stockimmediately after LTP’s disposition of the B



stock. It would be inappropriate for B to recog- Robert E. Wenzel,
nize a taxable loss of $90,000 upon a disposition
of its interest in UTP because B would not incur
an economic loss in the transaction, and B did not

i taxabl i LTP’s di iti . ) .
recognize a taxavle gain upon s disposi Io?Flled by the Office of the Federal Register on De-

of the B stock that appropriately would be offse ) : .
by a taxable loss on the disposition of its interesffember 29, 2000, 8:45 a.m., and published in the

in UTP. Accordingly, increasing B’s basis in its iIssue of the Federal Register for January 3, 2001, 66

UTP interest by the gain allocated to B from theF'R' 315)

sale of the B stock is not consistent with the pur-
pose of this section. (Conversely, because A and
C were allocated taxable gain on the disposition
of the B stock that is a result of LTP not having a
section 754 election in effect, it would be appro-

priate for A and C to recognize an offsetting tax-

able loss on the disposition of A's and C’s inter-

ests in UTP. Accordingly, it would be appropriate

to increase A's and C’s bases in their respective
interests in UTP by the amount of gain recog-

nized by A and C.)

(vi) The appropriate basis adjustment for B’s
interest in UTP upon the disposition of the B
stock by LTP can be determined as the amount of
gain that B would have recognized (in the
absence of section 1032) upon the sale by LTP of
the B stock if the portion of the gain allocated to
UTP that is subsequently allocated to B were
determined as if LTP had made an election under
section 754 for the taxable year in which UTP
acquired its interest in LTP. If a section 754 elec-
tion had been in effect for LTP for the year in
which UTP acquired its interest in LTP, then with
respect to B, the following would occur. UTP
would be entitled to a basis adjustment under sec-
tion 743(b) in the property of LTP of $90,000.
The entire basis adjustment would be allocated to
LTP’s only asset, its B stock. The amount of
UTP’s gain from the sale of the B stock (before
considering section 743(b)) would be $810,000.
UTP’s share of this gain, $270,000, would be off-
set, in part, by the $90,000 basis adjustment
under section 743(b), so that UTP would recog-
nize gain equal to $180,000. The $90,000 basis
adjustment would completely offset the gain that
otherwise would be allocated to B.

(vii) If no gain were allocated to B so that the
basis of B’s interest in UTP was not increased,
the total basis of B’s interest would equal
$100,000. This would conform to B’'s share of
UTP’s basis in the LTP interest (($480,000 -
$180,000 (i.e., A's and C’s share of the basis that
should offset taxable gain recognized as a result
of LTP’s failure to have a section 754 election)) x
1/3 = $100,000) as well as B’s indirect share of
the cash held by LTP ((1/3 x 1/3) x $900,000 =
$100,000). Such a basis adjustment does not cre-
ate the opportunity for the recognition of an inap-
propriate loss by B on a subsequent disposition of
B’s interest in UTP and is consistent with the pur-
pose of this section. Accordingly, under para-
graph (c) of this section, of the $90,000 gain allo-
cated to B, none will apply to increase the
adjusted basis of B in UTP under section
705(a)(1). B’s adjusted basis in its UTP interest
following the sale of the B stock is $100,000.

(d) Effective date This section applies
to gain or loss allocated with respect to
sales or exchanges of stock occurring
after December 6, 1999.
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