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Assunption of Partner Liabilities

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION: Final and tenporary regul ations; and renoval of
tenporary regul ations.

SUMVARY: This docunent contains final regulations relating to
the definition of liabilities under section 752 of the

| nternal Revenue Code (Code). These regulations provide rules
regarding a partnership’s assunption of certain fixed and
contingent obligations in connection with the issuance of a
partnership interest and provide conform ng changes to certain
regul ati ons. These regul ations al so provide rul es under
section 358(h) for assunptions of liabilities by corporations
from partners and partnerships. Finally, this docunent also
contains tenporary regulations relating to the assunption of
certain liabilities under section 358(h). The text of the
tenporary regul ations al so serves as the text of the proposed
regul ati ons set forth in the notice of proposed rul emaki ng on

this subject in the proposed rules section in this issue of



t he Federal Register.

DATES: Effective Date: These regulations are effective My

26, 2005.

Applicability Dates: The final 81.752-6 regul ations apply

to assunptions of liabilities by a partnership occurring after
Oct ober 18, 1999, and before June 24, 2003. All of the other
final regulations in this Treasury Decision, as well as the
tenporary regul ati ons under section 358, apply to liabilities

assunmed on or after June 24, 2003, except as otherw se noted.

FOR FURTHER | NFORMATI ON CONTACT: Laura Fields at (202) 622-
3050 (not a toll-free nunber).
SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The collection of information contained in these final
regul ati ons has been reviewed and approved by the Ofice of
Managenment and Budget in accordance with the Paperwork
Reducti on Act of 1995 (44 U.S.C. 3507(d)) under control nunber
1545-1843. Responses to these collections of information are
mandat ory and are required to obtain a benefit. The
coll ections of information in this final regulation is in
81.752-7(e), (f), (g), and (h). This information is required

for a former or current partner of a partnership to take
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deductions, | osses, or capital expenses attributable to the
satisfaction of the 81.752-7 liability. This information wl|
be used by the partner in order to take a deduction, |oss, or
capi tal expense. An additional collection of information in
this final regulation is in 81.752-7(k)(2). This information
is required to informthe I RS of partnerships nmaking the

desi gnated election and to report income appropriately. The
collection of information is required to obtain a benefit,
i.e., to elect to apply the provisions of 81.752-7 of the
regulations in lieu of 81.752-6. The likely respondents are
busi ness or other for-profit institutions and small businesses
or organi zations.

An agency nmay not conduct or sponsor, and a person is not
required to respond to, a collection of information unless it
di splays a valid control number assigned by the Ofice of
Managenment and Budget.

Esti mat ed total annual reporting burden: 125 hours.

The estimated annual burden per respondent varies from 20
to 40 m nutes, depending on individual circunmstances, with an
esti mated average of 30 m nutes.

Esti mat ed nunber of respondents: 250.

Esti mat ed annual frequency of responses: On occasion.

Comrent s concerning the accuracy of this burden estimte
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and suggestions for reducing this burden should be sent to the
I nternal Revenue Service, Attn: |RS Reports Cl earance

O ficer, SE:W CAR: MP: T: T: SP Washi ngton, DC 20224, and to the
O fice of Managenent and Budget, Attn: Desk Oficer for the
Departnment of the Treasury, O fice of Information and

Regul atory Affairs, Washington, DC 20503.

Books or records relating to this collection of
information nust be retained as long as their contents nay
become material in the admnistration of any internal revenue
law. Generally, tax returns and tax return information are
confidential, as required by 26 U S.C. 6103.

Backgr ound

Thi s docunent contains anmendnents to 26 CFR part 1 under
sections 358, 704, 705, 737 and 752 of the Internal Revenue
Code (Code).

As part of the Community Renewal Tax Relief Act of 2000
(the Act) (114 Stat. 2763), Congress enacted, on Decenmber 15,
2000, section 358(h), effective October 18, 1999, to address
certain situations in which property is transferred to a
corporation in exchange for both stock and the corporation’s
assunption of certain obligations of the transferor. |In these
situations, transferors took the position that the obligations

were not liabilities within the neaning of section 357(c) or
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that they were described in section 357(c)(3), and, therefore,
the obligations did not reduce the basis of the transferor’s
stock. These assuned obligations, however, did reduce the

val ue of the stock. The transferors then sold the stock and
claimed a loss. In this way, taxpayers attenpted to duplicate
a loss in corporate stock and to accel erate deductions that
typically are allowed only on the econom c performance of

t hese types of obligations.

Section 358(h) addresses these transactions by requiring
that, after the application of section 358(d), the basis in
stock received in an exchange to which section 351, 354, 355,
356, or 361 applies be reduced (but not below the fair market
val ue of the stock) by the amount of any liability assumed in
t he exchange. Exceptions to section 358(h) are provided
where: (1) the trade or business with which the liability is
associated is transferred to the person assumng the liability
as part of the exchange; or (2) substantially all of the
assets with which the liability is associated are transferred
to the person assuming the liability as part of the exchange.

The Secretary, however, has the authority to limt these
exceptions. The termliability for purposes of section 358(h)
i ncludes any fixed or contingent obligation to make paynent

wi t hout regard to whether the obligation is otherw se taken
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into account for purposes of the Code.

Congress recogni zed that taxpayers were attenpting to use
partnerships and S corporations to carry out the sane types of
abuses that section 358(h) was designed to deter. Therefore,
in sections 309(c) and (d)(2) of the Act, Congress directed
the Secretary to prescribe rules to provide “appropriate
adj ust nrent s under subchapter K of chapter 1 of the Code to
prevent the acceleration or duplication of |osses through the
assumption of (or transfer of assets subject to) liabilities
described in section 358(h)(3) . . . in transactions involving
partnerships.” Under the statute, these rules are to “apply to
assunmptions of liability after October 18, 1999, or such |ater
date as nmay be prescribed in such rules.”

In response to this directive, a notice of proposed
rul emaki ng (REG 106736-00; 2003-28 |.R B. 46) under sections
358, 704, 705, and 752 was published in the Federal Register
(68 FR 37434) on June 24, 2003. In addition, tenporary
regul ati ons (TD 9062) were published on that same day (68 FR
37414). The proposed and tenporary regul ati ons provide rules
to prevent the duplication and acceleration of |oss through
t he assunption by a partnership of certain liabilities froma
partner. Section 1.752-6T of the tenporary regul ations (the

tenmporary regul ations) applies to liabilities assuned by a
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partnership after October 18, 1999, and before June 24, 2003.
Section 1.752-7 of the proposed regul ations (the proposed
regul ations) applies to liabilities assuned by a partnership
on or after June 24, 2003. However, taxpayers may elect to

apply the proposed regul ations, instead of the tenporary
regul ations, to liabilities assumed by a partnership after
Oct ober 18, 1999, and before June 24, 200S3.

The tenporary regul ati ons adopt the approach of section
358(h), with some nodifications. For exanple, the exception
for contributions of “substantially all of the assets wth
which the liability is associated” does not apply to certain
abusi ve transactions described in Notice 2000-44, released to
t he public on August 11, 2000, and published on Septenber 5,
2000 (2000-2 C.B. 255).

The proposed regul ati ons deviate sonmewhat fromthe rul es
of section 358(h). |In particular, the proposed regul ati ons do
not reduce the partner’s basis in the partnership at the tinme
of the assunption of a 81.752-7 liability by the partnership,
but delay that reduction until an event occurs that separates
the partner fromthe liability (triggering event). The
triggering events are: (1) a disposition (or partial
di sposition) of the partnership interest by the partner; (2) a

l'iquidation of the partner’s interest in the partnership; and
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(3) the assunption of the liability by another partner. After
a triggering event, the partnership’s (or the assum ng
partner’s) deduction on the econom ¢ performance of the
81.752-7 liability is limted. However, if the partnership
(or the assunmi ng partner) notifies the partner of the economc
performance of the 81.752-7 liability, then the partner nmay
take a | oss or deduction in the amount of the prior basis
reducti on.

The proposed regul ations include an exception, simlar to
the exception in section 358(h)(2)(A), for transactions in
whi ch the partner contributes to the partnership the trade or
busi ness with which the liability is associated as part of the
exchange (the trade or business exception), but do not include
an exception, simlar to the exception in section
358(h)(2)(B), for transactions in which the partner
contributes to the partnership substantially all of the assets
associated with the liability as part of the exchange. The
proposed regul ati ons also include an additional exception for
situations in which, imediately before the triggering event,
t he anount of the remaining built-in loss with respect to al
81.752-7 liabilities assuned by the partnership (other than
81.752-7 liabilities assumed by the partnership with an

associ ated trade or business) in one or nore 81.752-7
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liability transfers is |l ess than the |esser of 10% of the
gross val ue of partnership assets or $1, 000,000 (the de
mnims exception).

In addition, the proposed regulations provide detail ed
rules to address the treatnment of the liability between the
date of the assunption of that liability by the partnership
and the date of a triggering event and to address tiered
entity situations.

The proposed regul ations distinguish between a 81.752-1
liability, for which a basis reduction is required when the
liability is assuned by the partnership froma partner, and a
81.752-7 liability, for which a basis reduction is not
required until the occurrence of a triggering event. Under
t he proposed regul ations, an obligation is a 81.752-1
liability to the extent the obligation creates or increases
the basis of any of the obligor’'s assets (including cash),
gives rise to an i nmmedi ate deduction to the obligor, or gives
rise to an expense that is not deductible in computing the
obligor’s taxable income and is not properly chargeable to
capital. Al remaining obligations are 81.752-7 liabilities.

Under the proposed regul ations, 81.752-7 liabilities are
subject to the rules of section 704(c) and the regul ations

t her eunder .
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The American Jobs Creation Act of 2004, Public Law 108-
357 (118 Stat. 1418) (the Act), was enacted on October 22,
2004. Section 833(a) of the Act anmended section 704(c) of the
Code by adding section 704(c)(1)(C), effective for
contributions of property to a partnership after COctober 22,
2004. Under new section 704(c)(1)(C), if “built-in |oss”
property is contributed to a partnership, the built-in | oss
shall be taken into account only in determining the itens
all ocated to the contributing partner, and, except as provided
in regulations, in determning the anount of itens all ocated
to the other partners, the basis of the contributed property
shall be treated as being equal to its fair market val ue at
the time of contribution. For this purpose, a “built-in |oss”
is defined to nean the excess of the adjusted basis of the
property in the hands of the contributing partner over its
fair market value at the tinme of its contribution to the
partnership.

Section 833(b) of the Act requires basis adjustnents to
be made following certain transfers of interests in
partnerships for which no section 754 election is in effect.
As anended by the Act, section 743 (a) and (b) of the Code
requires a partnership to reduce the basis of partnership

property upon the transfer of an interest in the partnership
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by sal e or exchange or upon the death of a partner, if, at the
time of the relevant transfer, the partnership has a
“substantial built-in loss.” Section 743(d)(1) provides that,
for purposes of section 743, a partnership has a substanti al
built-in loss with respect to a transfer of a partnership
interest if the partnership’s adjusted basis in the
partnership’s property exceeds by nore than $250,000 the fair
mar ket val ue of such property. Exceptions are provided for

el ecting investnment partnerships and for securitization
partnerships, as defined in the Act. See also sections 734(b)
and (d), as anended by section 833(c) of the Act (requiring a
basis adjustnent to be nade following a distribution froma
partnership for which no section 754 election is in effect in
the case of a “substantial basis reduction”).

The IRS and the Treasury Departnent are aware of certain
simlarities between the treatnment of 81.752-7 liabilities in
t hese regul ations and the treatnent of built-in | osses under
sections 704(c)(1)(C), 734, and 743 of the Code, as added by
the Act. For exanple, it is possible to view the contribution
of property with an adjusted tax basis equal to the fair
mar ket val ue of the property, determ ned without regard to any
81.752-7 liabilities, as “built-in loss” property after the

81.752-7 liability is taken into account in those cases where
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the 81.752-7 liability is related to the contributed property.
Al t hough a partnership’s assunption of a 81.752-7 liability as
part of the contribution of property to the partnership can be
anal ogi zed to a property with an adjusted tax basis greater
than fair market value, the purposes of section 704(c)(1)(C
and 81.752-7 are different in certain respects. Section
704(c)(1)(C) and the other changes in section 833 of the Act
are directed toward | oss duplication whereas 81.752-7 is
directed at both | oss duplication and | oss accel erati on.
Therefore, to the extent of any built-inloss attributable to a
81.752-7 liability, 81.752-7 shall be applied w thout regard
to the anmendnents nade by the Act, unless future guidance
provides to the contrary. Any such gui dance woul d be
prospective in application.

Witten comments were received in response to the notice
of proposed rul emaki ng, and a public hearing was held on
Cct ober 14, 2003. Two commentators requested to speak at that
hearing. After consideration of the comments, the proposed
and tenporary regul ations are adopted as nodified by this
Treasury deci sion.
Expl anati on of Provisions

These final regulations generally follow the proposed and

tenporary regulations with the changes descri bed bel ow.
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1. Comments on 81.752-6T

Several comentators suggested that the issuance of
81. 752- 6T exceeded the authority granted to the Secretary in
section 309 of the Act. More specifically, sone commentators
suggested that 81.752-6T results in the inappropriate deni al
of a bona fide loss, that 81.752-6T was issued to bootstrap
the IRS s litigating position regarding transactions descri bed
in Notice 2000-44 (2000-2 C.B. 255), and that section 309 of
the Act only granted the Secretary the authority to prescribe
rules to address situations in which a partnership liability
is assuned by a corporation. In addition, several
comment ators argued that the Treasury Departnment and the IRS
exceeded their authority in providing that 81.752-6T applies
retroactively to assunptions of liabilities occurring after
Oct ober 18, 1999, and before June 24, 2003, the date the
regul ati ons were issued.

The Treasury Departnment and the IRS believe that 81.752-
6T does not result in the inappropriate denial of a bona fide
| oss. The exceptions in 81.752-6T generally limt the
application of the regulations to transactions that are
abusive in nature and that |ack a business purpose. In
addition, the regulations allow taxpayers to elect into

81.752-7 so as to avoid the i nmedi ate basis reducti on under
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81. 752-6T. Recogni zing, however, that some taxpayers may not
have expected the approach taken in 81.752-7 when engaging in
transactions in prior years, 81.752-6T enploys rules simlar
to section 358(h) for partnership transactions.

Those comment at ors who suggested that the IRS issued
81.752-6T to “bootstrap” its litigating position in Notice
2000-44 pointed to the fact that Notice 2000-44 did not
mention that regulations would be issued in the future to
chal l enge the transactions described in that notice. As
di scussed earlier, the Act was enacted with a retroactive
effective date and granted the Treasury Departnent and the I RS
the authority to issue retroactive regulations. The Treasury
Departnment and the I RS believe that they have appropriately
exercised this grant of authority. Also, Notice 2000-44 was
rel eased on August 11, 2000. The Act was not enacted into |aw
until Decenber 15, 2000, after the release of Notice 2000-44.
Therefore, the Treasury Departnent and the I RS could not
reference regul ati ons promnul gated under the Act in Notice
2000-44.

The Treasury Departnent and the IRS have concl uded t hat
the Secretary’s authority under section 309(c) is not limted
to addressing assunptions of liabilities by corporations from

partnerships. The plain | anguage of the |egislative directive
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is not so limted and the |legislative history does not support
such a limtation.

To the contrary, the Treasury Departnent and the I RS
believe that the rules of 81.752-6T carry out the explicit
directive of section 309(c) of the Act by applying to
partnership transactions rules that are anal ogous to the rules
that apply to corporate transacti ons under section 358(h).

For exanple, if the transactions described in Notice 2000-44
were effected through a contribution to a corporation, rather
than a contribution to a partnership, section 358(h) would
generally apply to such a transaction, causing a basis
reduction identical to that provided by 81.752-6T.

Section 7805(b) addresses when a regulation (tenporary,
proposed, or final) may be effective retroactively. Section
7805(b) (1) generally provides that no tenporary, proposed, or
final regulations relating to the internal revenue | aws shal
apply to any taxable period ending before the earliest of the
follow ng dates: (A) the date on which such regulation is
filed with the Federal Register; (B) in the case of any final
regul ati on, the date on which any proposed or tenporary
regul ation to which such final regulation relates was filed
with the Federal Register; or (C) the date on which any notice

substantially describing the expected contents of any



16

t enporary, proposed, or final regulation is issued to the
public. However, section 7805(b) provides a |ist of
exceptions to the general rule stated above. |Included in that
list, and relevant in this context, is section 7805(b)(6).
Section 7805(b)(6) provides that the limtation may be
superseded “by a legislative grant from Congress authori zing
the Secretary to prescribe the effective date with respect to
any regulation.” Also included anong the exceptions to the
general rule in section 7805(b)(1) is section 7805(b)(3).
Section 7805(b)(3) states that the “Secretary may provide that
any regul ation may take effect or apply retroactively to
prevent abuse.”

The retroactive effective date of 81.752-6T is in
accordance with the directive in section 309(c) and (d)(2) of
the Act and section 7805(b)(6). Furthernmore, pursuant to
section 7805(b)(3), the Secretary has determ ned that a
retroactive effective date is appropriate to prevent abuse.

For these reasons, the Treasury Departnent and the I RS
have concluded that 81.752-6T is a valid exercise of the
Secretary’s regulatory authority under the Code and section
309 of the Act.

2. Extension of Tinme to Adopt the Provisions of 81.752-7 in
lieu of 81.752-6T

Section 1.752-6T(d)(2) provides that partnerships may
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el ect to apply the provisions of 81.752-7 of the proposed
regul ations to all assunptions of liabilities by the
partnership occurring after October 18, 1999, and before June
24, 2003, in lieu of applying 81.752-6T of the tenporary
regul ati ons. The election nust be filed with the first
Federal income tax return filed by the partnership on or after
Sept enber 24, 2003.

Several comentators expressed a need for additional tine
to nmake this election. 1In response to these comments, the
el ection period described in 81.752-6T(d)(2) has been
ext ended. Under the extension, an election to apply the
regul ati ons under 81.752-7, rather than the regul ati ons under
81.752-6, to all liabilities assuned by a partnership after
Oct ober 18, 1999, and before June 24, 2003, nust be filed with
a Federal inconme tax return filed by the partnership on or

after Septenmber 24, 2003, and on or before Decenber 31, 2005.

3. Section 1.358-5T, Special Rules For Assunption of
Liabilities

The preanble to the proposed regul ati ons advi sed
t axpayers that, with respect to an exchange to which
8358(a) (1) applies, the Treasury Departnent and the IRS were
consi dering exercising their authority under 8358(h)(2) to

i ssue regulations that would limt the exceptions to
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8358(h)(1) to follow the exceptions set forth in the proposed
regul ati ons under 81.752-7 (other than the de mnims
exception). The preanble indicated that such regul ations
woul d be retroactive to the extent necessary to prevent abuse.

No conmments were received regarding the appropriate scope or
subst ance of such regul ations. The Treasury Departnent and
the I RS have determ ned that renoving the exception of
8358(h)(2)(B) (which applies where substantially all of the
assets with which the liability is associated are transferred
to the person assumng the liability as part of the exchange)
is necessary to prevent the abuse that 8358(h) was designed to
prevent. Therefore, with respect to an exchange to which
8358(a) (1) applies, this docunent contains tenporary
regul ati ons providing that the exception contained in
8358(h)(2)(B) does not apply to exchanges under 8358(a)(1l) in
which [iabilities are assumed on or after June 24, 2003.

4, Section 752-7 Liability

Comment at ors have asked for clarification on whether an
obligation could be a 81.752-1 liability in part and a 81.752-
7 liability in part. Certain obligations that create
l[iabilities under 81.752-1 may al so create 81.752-7
liabilities. For exanple, a fixed obligation that gives rise

to basis can have a conponent portion that changes in val ue
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between the time the obligation is first incurred by the
partner and the tine that the partnership assunes the
obligation due to changes in interest rates, stock price, or
other simlar factors. |In these and other cases, the value of
the obligation to the hol der has increased and, as a result,
the cost to the obligor has increased by a |ike amunt. The
final regulations clarify that an obligation can be treated in
part as a 81.752-7 liability and in part as a 81.752-1
liability.

5. Satisfaction Other than by Econom c Perfornance

The proposed regulations allow the 81.752-7 liability
partner to claima | oss or deduction upon “econom c
performance” of the obligation. Certain 81.752-7 liabilities
may be settled in cash or in kind, extinguished, satisfied or
ot herwi se resol ved under circunstances where there nay not be
an “econom c performance” of the obligation within the neaning
of that term See section 461(h) and 81.461-4. In addition,
econom ¢ performance only applies to “liabilities” as defined
in 81.446-1(c)(1)(ii)(B), and it is possible that sone 8§1.752-
7 liabilities may not conme within the nmeaning of that term
As a result, the final regulations allow the 81.752-7
liability partner to claima | oss or deduction under 81.752-7

upon the “satisfaction of the 81.752-7 liability”. A 81.752-7
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liability is treated as satisfied on the date upon which, but
for 81.752-7, the partnership, or the assum ng partner, woul d
have been allowed to take the 81.752-7 liability into account
for federal tax purposes. The final regulations provide a
nonexcl usive |ist of exanples of when the 81.752-7 liability
woul d be taken into account for these purposes.

6. Application of Section 704(c)

Under 81.752-7(c), any 81.752-7 liability assuned by a
partnership in a 81.752-7 liability transfer is treated under
section 704(c) principles as having a built-in |loss equal to
t he anount of the 81.752-7 liability as of the date of the
partnership’s assunption of the 81.752-7 liability. The
proposed regul ations provide that, if a 81.752-7 liability is
assunmed fromthe partnership by a partner other than the
81.752-7 liability partner, and the trade or business or de
m nims exceptions does not apply, then section 704(c)(1)(B)
does not apply to the assunption and instead the rul es of
81.752-7(g) apply. Commentators asked whether section
704(c)(1)(B) applies to the assunption of a 81.752-7 liability
by another partner if the trade or business or de mnims
exceptions apply to that assunption. |In addition,
coment at ors questi oned whet her the successor partner rule of

81.704-3(a)(7) applies to the built-in | oss ambunt of the
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81.752-7 liability. The successor partner rule provides that,
if a contributing partner transfers a partnership interest,
built-in gain or loss nust be allocated to the transferee
partner as it would have been allocated to the transferor
partner.

The intent of the Treasury Departnent and the I RS was
that all of the rules of section 704(c), 81.704-3, and 81.704-
4, including section 704(c)(1)(B), apply to 81.752-7
liabilities unless otherwi se specifically stated. The 81.752-
7 regul ations have been nodified to make this clear. In
addition, 81.704-3 has been anended to provide that 81.752-7
liabilities are section 704(c) property and to provide that in
general, the successor partner rule does not apply to 81.752-7
liabilities.

Comrents were al so received regarding the application of
section 704(c) principles to the extent that a 81.752-7
liability has decreased after the partnership’s assunption of
the liability. Consistent with the principles of 81.704-3, the
final regulations provide that, if there is a post-assunption
change in the value of the 81.752-7 liability, resulting in an
obligation anpbunt that is either greater or less than the
initial anmount of the obligation, the change in the anount

will be treated as a section 704(b) and not a section 704(c)
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item thereby creating book income or loss to be allocated to
the partners. The final regulations also provide that, if the
val ue of the 81.752-7 liability decreases after the assunption
of the obligation by the partnership, the “ceiling rule”
applies, and the partnership and the partners are entitled to
adopt one of the reasonable methods specified in 81.704-3 to
correct any ceiling rule disparities.

7. Section 1.752-7 Liabilities that are Capitalized and Not
Deduct ed

The proposed regul ati ons nmake reference in several places
to a “deduction or capital expense”, but no rules are provided
as to how the capital expense is taken into account. For
exanple, no rules are provided in the proposed regul ations for
Situations where the contributing partner is still a partner
in the partnership at the tine that the obligation is
recogni zed for federal tax purposes and capitalized into the
tax basis of one or nore assets of the partnershinp.

The final regulations add a rule to 81.704-3 providing
that, to the extent a partnership properly capitalizes all or
a portion of an item as described in paragraph 81.704-
3(a)(12), then the itemor itens to which such cost is
properly capitalized is treated as section 704(c) property
with the same anount of built-in |oss as corresponds to the

anmpunt capitalized. Simlar rules are provided under 8§81.704-
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4 and 1.737-2.

I n addition, the proposed regulations do not provide any
gui dance as to the appropriate tax treatnment if a triggering
event occurs after a 81.752-7 liability has been capitalized
into the basis of one or nore assets of the partnership.

Under the final regulations, no reduction in the partner’s
basis in the partnership interest is required with respect to
such a capitalized ampunt as a result of the triggering event,
but, after the triggering event, neither the partnership nor
the remaining partners may use the capitalized basis.

8. Exception for Trading and | nvestnment Partnerships.

The proposed regul ati ons contain an exception to 81.752-
7(e), (f), and (g) for assunptions of liabilities in
connection with the contribution of an associ ated trade or
busi ness, provided that the partnership continues to carry on
that trade or business after the contribution. The proposed
regul ati ons provide that, for this purpose, a trade or
busi ness generally does not include the activity of acquiring,
hol di ng, or disposing of financial instrunents, unless such
activity is carried on by an entity registered with the
Securities and Exchange Conmmi ssion as a managenent company
under the Investnment Conpany Act of 1940, as anended (15

U.S.C. 80a).
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The exception for entities registered as nanagenent
conpani es was i ntended to apply narrowmy to master-feeder
partnershi ps; however, it appears that the exception could
apply to a broader range of entities, sone of which could be
carrying on the types of transactions that section 309 of the
Act and these regul ations were intended to address.
Consequently, the Treasury Departnent and the I RS have renoved
the exception for entities registered as managenent conpani es.

The Treasury Departnent and the I RS do not believe that
elimnating the exception will create a substantial burden for
mast er - f eeder partnershi ps, because interests in these
partnershi ps are not regularly sold, and because distributions
by these partnerships typically take the form of
nonl i qui dating distributions of cash. Accordingly, master-
feeder partnerships are unlikely to engage in triggering
events that would inplicate this regul ation.

Therefore, under the final regulations, the activity of
acquiring, holding, dealing in, or disposing of financial
instruments is not treated as a trade or business even if
engaged in by an entity registered as a managenent conpany.
For assunptions of liabilities on or after June 24, 2003, and
before May 26, 2005, however, entities registered as

managenent conpanies may rely on the exception to the trade or
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busi ness definition in the proposed regul ati ons.

9. Techni cal Term nations, Mergers, and Divisions

Section 1.708-1(b)(4) provides that if a partnership is
term nated under section 708(b)(1)(B) by a sale or exchange of
an interest, the partnership is deened to contribute all of
its assets and liabilities to a new partnership in exchange
for an interest in the new partnership; and, inmedi ately
thereafter, the term nated partnership is deemed to distribute
interests in the new partnership to the purchasing partner and
t he other remaining partners.

A comment at or asked whether the rules provided in 81.752-
7 apply to the contribution and distribution of partnership
interests deemed to occur under 81.708-1(b)(4). Rules have
been added to the final regulations to clarify how the
regul ations apply to technical term nations and partnership
mergers and divisions. These rules are designed to ensure
that, after a technical term nation, merger, or division, the
partners that were 81.752-7 liability partners of the prior
partnership continue to be 81.752-7 liability partners of the
new partnership, and that built-in | oss associated with the
81.752-7 liability does not shift from one partner to another
partner. In addition, these rules are designed to ensure that

a deenmed assunption of a liability as a result of a technical
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term nation of a partnership does not create any new 81.752-7
liabilities that did not exist prior to the technical
term nation.

Accordingly, 81.752-7(b)(6)(ii) of the final regulations
provides that, in determning if a deemed contribution of
assets and assunption of liability as a result of a technical
termnation is treated as a 81.752-7 liability transfer, only
liabilities that were 81.752-7 liabilities of the term nating
partnership are taken into account and, then, only to the
extent of the amount of the liability that was subject to
81.752-7 prior to the technical term nation.

In addition, the definition of a 81.752-7 liability
partner has been anended to clarify that, if, in a transaction
described in 81.752-7(e)(3), a partnership (lower-tier
partnership) assunes a 81.752-7 liability from anot her
partnership (upper-tier partnership), then any partners that
were 81.752-7 liability partners of the upper-tier partnership
continue to be 81.752-7 liability partners of the lower-tier
partnership with respect to the remaining built-in |oss
associated with the 81.752-7 liability at the tinme of the
assunption of the 81.752-7 liability by the |ower-tier
partnership fromthe upper-tier partnership. Any new built-in

| oss associated with the 81.752-7 liability that is created on



27

the assunption of the 81.752-7 liability fromthe upper-tier
partnership by the lower-tier partnership is shared by all the
partners of the upper-tier partnership in accordance with
their interests in the upper-tier partnership, and each
partner of the upper-tier partnership is treated as a 81.752-7
liability partner with respect to that new built-in | oss.

The definition of 81.752-7 liability partner has al so
been anended to provide that, if, in a transaction described
in 81.752-7(e)(3), an interest in a partnership (lower-tier
partnership) that has assuned a 81.752-7 liability is
di stributed by a partnership (upper-tier partnership) that is
the 81.752-7 liability partner with respect to that liability,
then the persons receiving interests in the lower-tier
partnership are 81.752-7 liability partners with respect to
the lower-tier partnership to the sane extent that they were
prior to the distribution. In addition, 81.752-7(e)(3) has
been anended to provide that a distribution of an interest in
a lower-tier partnership is exenpt fromthe application of
81.752-7(e) only if the partners that were 81.752-7 liability
partners with respect to the lower-tier partnership prior to
the distribution continue to be 81.752-7 liability partners
with respect to the lower-tier partnership after the

di stri bution.
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10. Disguised Sal e Rul es

Section 707(a)(2)(B) provides that where there is a
direct or indirect transfer of noney or other property by a
partner to a partnership and a related direct or indirect
transfer of nobney or property by the partnership to such
partner and the transfers, when viewed together, are properly
characterized as a sale or exchange, such transfers shall be
treated either as a transaction between the partnership and
one who is not a partner, or as a transaction between two or
nore partners acting other than in their capacity as nenbers
of the partnership. Section 1.752-7(a)(2) of the proposed
regul ati ons provides that the assunption of a 81.752-7
liability is not treated as an assunption of a liability or as
a transfer of cash for purposes of section 707(a)(2)(B). One
comment at or noted that the |anguage contained in the proposed
regul ati ons was not consistent with 81.707-5(a), which takes
into account all liabilities, regardless of whether those
liabilities are taken into account under section 752.

The intent of the proposed regul ati ons under section 752
was not to override the disguised sale rules under section
707, which may include 81.752-7 liabilities as consideration.

Therefore, 81.752-7(a)(2) has been renoved.

11. Revisions to 81.704-1(b)(2)(iv)
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Under section 704(b), a partner’s distributive share of
income, gain, |loss, deduction, or credit (or itemthereof) is
determ ned in accordance with the partnership agreenent
provi ded that those allocations have substantial economc
effect. |If the allocations under the partnership agreenment do
not have substantial econom c effect or the partnership
agreenment does not provide as to a partner’s distributive
share of partnership itens, then the partner’s distributive
share of such itens is determ ned in accordance with the
partner’s interest in the partnership (determ ned by taking
into account all facts and circunstances).

Section 1.704-1(b) describes various requirenments that
must be met for partnership allocations to have substanti al
econom c effect. Anong these requirenents is that (except as
ot herwi se provided in 81.704-1(b)) the partnership agreenent
must provide for the determ nation and mai nt enance of capital
accounts in accordance with the rules of 81.704-1(b)(2)(iv).

Section 1.704-1(b)(2)(iv)(b) generally requires that a
partner’s capital account be increased by the val ue of
property contributed by the partner to the partnership net of
liabilities secured by such contributed property that the
partnership is considered to assune or take subject to under

section 752, and be decreased by the val ue of property
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di stributed by the partnership to the partner net of
liabilities secured by such distributed property that the
partner is considered to assune or take subject to under
section 752. Section 1.704-1(b)(2)(iv)(c) requires that a
partner’s capital account be increased by liabilities of the
partnership that are assunmed by such partner (other than
liabilities described in 81.704-1(b)(2)(iv)(b)(5)), and be
decreased by liabilities of the partner that are assunmed by
the partnership (other than liabilities described in 81.704-
1(b)(2)(iv)(b)(2)). The proposed regulations revised 81. 704-
1(b)(2)(iv)(b) to take into account all liabilities to which
the contributed or distributed property is subject, not just
liabilities described in section 752. The proposed

regul ations did not revise 81.704-1(b)(2)(iv)(c), because that
section is not limted to assunptions of liabilities described
in section 752.

A comment at or suggested that, if all liabilities are
covered by 81.704-1(b)(2)(iv)(b), then 81.704-1(b)(2)(iv)(c)
did not have any effect and should be renoved. The fi nal
regul ati ons do not adopt this coment, because the Treasury
Department and the I RS believe that 81.704-1(b)(2)(iv)(c) has
significance even though 81.704-1(b)(2)(iv)(b) is no |onger

limted to liabilities described in section 752. Secti on



31
1.704-1(b)(2)(iv)(b) applies only to situations in which
liabilities are assuned by the partnership or the partner in
connection with the contribution or distribution of property,
or contributed or distributed property is taken subject to
liabilities. Section 1.704-1(b)(2)(iv)(b) does not apply if
liabilities are assuned by the partnership or a partner other
than in connection with a contribution or distribution; these
assunptions are covered by 81.704-1(b)(2)(iv)(c).

12. Notification upon Satisfaction of the 81.752-7 Liability

One comment at or suggested that, to prevent the loss of a
deduction to the 81.752-7 partner, the regul ations should
require the assum ng partnership or partner to notify the
81.752-7 liability partner of the satisfaction of the 81.752-7
liability. The proposed regul ations inpose no penalty on the
partnership for failure to notify the 81.752-7 liability
partner. The commentator al so suggested that the 81.752-7
liability partner be required to keep contact information
current with the assum ng partnership or partner.

The Treasury Departnent and the I RS do not believe that
i mposing additional requirenments is necessary in these
circunmstances. It is anticipated that the 81.752-7 liability
partner, upon entering the partnership, will negotiate with

the partnership for the necessary notification. Therefore,
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this comment was not adopt ed.

13. Treatnment of 8§1.752-7 Liabilities

Comrent at ors have requested that the final regulations
i ncl ude gui dance on the recourse or nonrecourse treatnent of
81.752-7 liabilities for all purposes of subchapter K. Under
t he proposed regul ations, a 81.752-7 liability is treated as a
nonrecourse liability solely for purposes of 81.704-2, dealing
with the allocation of nonrecourse deductions anong the
partners. The only other provision that the Treasury
Departnment and the IRS are aware of for which the
characterization of a 81.752-7 liability as recourse or
nonrecourse is 81.707-5 (addressing the treatnent of
liabilities for purposes of the disguised sale rules of
section 707(a)(2)(B)), and 81.707-5 already provides adequate
rules for determining if a 81.752-7 liability is recourse or
nonrecourse. Because a 81.752-7 liability is not, by
definition, a 81.752-1 liability, the recourse or nonrecourse
nature of a 81.752-7 liability is not relevant for purposes of
881.752-1 through 1.752-5. For this reason, this coment was
not adopt ed.

14. Valuation of 81.752-7 Liabilities

Comments were received requesting that the final

regul ati ons include guidance on acceptabl e nmethods for
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identifying and valuing 81.752-7 liabilities, as well as
identifying the appropriate discount rate for determ ning the
liability s present val ue.

The Treasury Departnment and the I RS believe that such
matters are best left to the negotiation of the financi al
arrangenent anong the parties and are beyond the scope of this
regulation. |In an arms length transaction, the parties wll
take the potential occurrence of these obligations into
account in arriving at the agreenment anong the parties that
wi Il govern their affairs, including the appropriate val uation
nmet hodol ogy to apply to these obligations. Accordingly, the
final regulations do not adopt this conment.

However, the final regulations clarify that, if the
obligation arose under a contract in exchange for rights
granted to the obligor under that contract, and those
contractual rights are contributed to the partnership in
connection with the partnership s assunption of the

contractual obligation, then the ampbunt of the 81.752-7

liability is the anount of cash, if any, that a willing
assignor would pay to a willing assignee to assune the entire
contract.

Ef fecti ve Dat e

The final 81.752-6 regulations apply to assunptions of
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liabilities by a partnership occurring after October 18, 1999,
and before June 24, 2003. All of the other final regul ations
in this Treasury decision apply to liabilities assuned on or
after June 24, 2003, except as otherw se noted.
Speci al Anal yses

These final and tenporary regulations are necessary to
prevent abusive transactions involving transfers to
partnershi ps and corporations of the type Section 358(h) was
enacted to prevent. Accordingly, good cause is found for
di spensing with notice and public procedure pursuant to 5
U.S.C. 553(b)(B) with respect to the tenporary regul ations,
and for dispensing with a del ayed effective date pursuant to 5
U.S.C. 553(d)(1) and (3) with respect to the final and
tenporary regul ations.

It has been determ ned that this Treasury decision is not
a significant regulatory action as defined in Executive Order
12866. Therefore, a regulatory assessnent is not required.
It is hereby certified that the final regulations in this
docurment will not have a significant econom c inpact on a
substantial nunber of small entities. This certification is
based upon the fact that few partnershi ps engage in the type
of transactions that are subject to these regul ations

(assunptions of liabilities not described in section 752(a)
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and (b) froma partner). In addition, available data
i ndi cates that nobst partnerships that engage in the type of
transactions that are subject to these regulations are |arge
partnerships. Certain broad exceptions to the application of
these regul ations (including a de mnims exception) further
l[imt the econom c inpact of these regul ati ons on smal
entities. Therefore, a Regulatory Flexibility Analysis under
the Regulatory Flexibility Act (5 U S.C. chapter 6) is not
required. For the applicability of the Regulatory Flexibility
Act to the tenporary regulations in this docunent (81.358-5T),
refer to the cross-reference notice of proposed rul emaki ng
published in the proposed rules section in this issue of the
Federal Register. Pursuant to section 7805(f) of the Code,
the notice of proposed rul emaki ng that preceded these
regul ati ons was submtted to the Chief Counsel for Advocacy of
the Smal|l Business Adm nistration for coment on its inpact on
smal | busi ness.
Drafting Informtion

The principal author of these regulations is Laura Nash,
O fice of Associate Chief Counsel (Passthroughs and Speci al
| ndustries), IRS. However, other personnel fromthe IRS and
Treasury Departnent participated in their devel opnment.

Li st of Subjects
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26 CFR Part 1

| ncone taxes, Reporting and record keeping requirenents.

26 CFR Part 602

Reporti ng and recordkeepi ng requirenents.
Adoption of Amendnments to the Regul ations

Accordingly, 26 CFR parts 1 and 602 are anmended as
foll ows:
PART 1--1 NCOVE TAXES

Paragraph 1. The authority citation for part 1 is
amended by adding entries in nunerical order to read, in part,
as follows:

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

Section 1.358-5T al so issued under 26 U.S.C. 358(h)(2).

* * %

Section 1.358-7 also issued under Public Law 106-554, 114
Stat. 2763, 2763A-638 (2001) * * *

Section 1.752-1(a) also issued under Public Law 106-554,
114 Stat. 2763, 2763A-638 (2001).

Section 1.752-6 also issued under Public Law 106-554, 114
Stat. 2763, 2763A-638 (2001)

Section 1.752-7 also issued under Public Law 106-554, 114
Stat. 2763, 2763A-638 (2001). * * *

Par. 2. Section 1.358-5T is added to read as foll ows:

81. 358-5T Special rules for assunption of liabilities

(tenporary).

(a) In general. Section 358(h)(2)(B) does not apply to

an exchange occurring on or after June 24, 2003.

(b) Effective dates. This section applies to exchanges
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occurring on or after June 24, 2003.
Par. 3. Section 1.358-7 is added to read as foll ows:

81.358-7 Transfers by partners and partnerships to

cor porati ons.

(a) Transfers by partners of partnership interests. For

pur poses of section 358(h), a transfer of a partnership
interest to a corporation is treated as a transfer of the
partner’s share of each of the partnership’ s assets and an
assunmption by the corporation of the partner’s share of
partnership liabilities (including section 358(h) liabilities,
as defined in paragraph (d) of this section). See paragraph

(e) Exanple 2 of this section.

(b) Transfers by partnerships. |If a corporation assunmes

a section 358(h) liability froma partnership in an exchange
to which section 358(a) applies, then, for purposes of

appl ying section 705 (determ nation of basis of partner’s
interest) and 81.704-1(b), any reduction, under section
358(h) (1), in the partnership’'s basis in corporate stock
received in the transaction is treated as an expenditure of
the partnership described in section 705(a)(2)(B). See

par agraph (e) Exanple 1 of this section. This expenditure
must be all ocated anong the partners in accordance with

section 704(b) and (c) and 81.752-7(c). |If a partner’s share
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of the reduction, under section 358(h)(1), in the
partnership’ s basis in corporate stock exceeds the partner’s
basis in the partnership interest, then the partner recogni zes
gain equal to the excess, which is treated as gain fromthe
sal e or exchange of a partnership interest. This paragraph
does not apply to the extent that 81.752-7(j)(4) applies to
the assunption of the 81.752-7 liability by the corporation.

(c) Assumption of section 358(h) liability by partnership

followed by transfer of partnership interest or partnership

property to a corporation--trade or busi ness exception. Were

a partnership assunes a section 358(h) liability froma
partner and, subsequently, the partner transfers all or part
of the partner’s partnership interest to a corporation in an
exchange to which section 358(a) applies, then, for purposes
of applying section 358(h)(2), the section 358(h) liability is
treated as associated only with the contribution mde to the
partnership by that partner. See paragraph (e) Exanple 2 of
this section. Simlar rules apply where a partnership assunes
a section 358(h) liability of a partner and a corporation
subsequently assunmes that section 358(h) liability fromthe
partnership in an exchange to which section 358(a) applies.

(d) Section 358(h) liabilities defined. For purposes of

this section, section 358(h) liabilities are liabilities
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described in section 358(h)(3).

(e) Exanples. The follow ng exanples illustrate the
provi sions of this section. Assune, for purposes of these
exanpl es, that the obligation assuned by the corporation does
not reduce the shareholder’s basis in the corporate stock
under section 358(d). The exanples are as follows:

Example 1. Transfer of partnership property to
corporation.

In 2004, in an exchange to which section 351(a) applies,
PRS, a cash basis taxpayer, transfers $2,000,000 cash to
Corporation X, also a cash basis taxpayer, in exchange for
Cor poration X shares and the assunption by Corporation X of
$1, 000, 000 of accounts payable incurred by PRS. At the tine
of the exchange, PRS has two partners, A a 90% partner, who
has a $2, 000,000 basis in the PRS interest, and B, a 10%
partner, who has a $50,000 basis in the PRS interest. Assune
that, under section 358(h)(1), PRS s basis in the Corporation
X stock is reduced by the accounts payabl e assuned by
Cor poration X ($1,000,000). Under paragraph (b) of this
section, A's and B's bases in PRS nust be reduced, but not
bel ow zero, by their respective shares of the section
358(h) (1) basis reduction. |If either partner’s share of the
section 358(h)(1) basis reduction exceeds the partner’s basis
in the partnership interest, then the partner recogni zes gain
equal to the excess. A s share of the section 358(h) basis
reduction is $900, 000 (90% of $1,000,000). Therefore, A's
basis in the PRS interest is reduced to $1, 100,000 ($2, 000, 000
- $900,000). B s share of the section 358(h) basis reduction
is $100,000 (10% of $1,000,000). Because B's share of the
section 358(h) basis reduction ($100,000) exceeds B's basis in
the PRS interest ($50,000), B's basis in the PRS interest is
reduced to $0 and B recogni zes $50, 000 of gain. This gain is
treated as gain fromthe sale of the PRS interest.

Example 2. Transfer of partnership interest to
cor poration. In 2004, A contributes undevel oped land with
a value and basis of $4,000,000 in exchange for a 50% i nterest
in PRS and an assunption by PRS of $2, 000,000 of pension
liabilities from a separate business that A conducts. A's
basis in the PRS interest imediately after the contribution
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is As basis in the | and, $4, 000,000, unreduced by the anmount
of the pension liabilities. PRS develops the |and as a
landfill. Before PRS has economcally perforned with respect
to the pension liabilities, Atransfers A's interest in PRS to
Corporation X, in an exchange to which section 351 applies.
At the time of the exchange, the value of A's PRS interest is
$2, 000, 000, A's basis in PRS is $4,000,000, and A has no share
of partnership liabilities other than the pension liabilities.
For purposes of applying section 358(h), the transfer of the
PRS interest to Corporation X is treated as a transfer to
Corporation X of A's share of PRS assets and an assunption by
Corporation X of A's share of the pension liabilities of PRS
(%2, 000, 000). Because the pension liabilities were not
assunmed by PRS from A in an exchange in which the trade or
busi ness associated with the liability was transferred to PRS,
the transfer of the PRS interest to Corporation X is not
excepted from section 358(h) under section 358(h)(2). See
paragraph (c) of this section. Under section 358(h), A's
basis in the Corporation X stock is reduced by the $2, 000, 000
of pension liabilities.

(f) Effective date. This section applies to assunptions

of liabilities by a corporation occurring on or after June 24,
2003.

Par. 4. Section 1.704-1 is anended as foll ows:

1. Paragraph (b)(1)(ii)(a)is anmended by renoving the
| anguage AThe(@ at the beginning of the first sentence and
addi ng AExcept as otherwi se provided in this section, thefl in
its place.

2. Paragraph (b)(2)(iv)(b) is anmended by adding a
sentence at the end of the paragraph.

3. Paragraph (b)(2)(iv)(b)(2) is anmended by renoving the
| anguage Asecured by such contributed property@ in the

parent hetical .
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4. Paragraph (b)(2)(iv)(b)(2) is further anended by
removing the | anguage Aunder section 752" in the
parent hetical .

5. Paragraph (b)(2)(iv)(b)(5) is amended by renoving the
| anguage Asecured by such distributed property@ in the
parent hetical .

6. Paragraph (b)(2)(iv)(b)(5) is further anended by
removi ng the | anguage Aunder section 752" in the
parent heti cal .

The addition reads as foll ows:

81.704-1 Partner’s distributive share.

*x * * * *

(b) * * *
(2) * * *
(iv) * * *
(b) * * * For liabilities assumed before June 24, 2003,
references to liabilities in this paragraph (b)(2)(iv)(b)
shall include only liabilities secured by the contributed or
di stributed property that are taken into account under section
752(a) and (b).
ok ok * %
81.704-2 [ Arended]

Par. 5. In 81.704-2, paragraph (b)(3) is anended by
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addi ng the | anguage “or a 81.752-7 liability (as defined in
81.752-7(b)(3)(i)) assuned by the partnership froma partner
on or after June 24, 20030 at the end of the sentence.

Par. 6. Section 1.704-3 is anended as foll ows:

1. The paragraph heading for (a)(7) is revised.

2. Two sentences are added to the end of paragraph
(a)(7).

3. Paragraphs (a)(8)(ii) and (iii) are renoved and
reserved and paragraph (a)(8)(iv) is added.

4. Paragraph (a)(12) is added.

5. Two additional sentences are added at the end of
paragraph (f).

The revisions and additions read as foll ows:

81.704-3 Contributed property.

(a) * * %

(7) Transfer of a partnership interest.* * * This rule

does not apply to any person who acquired a partnership
interest froma 81.752-7 liability partner in a transaction to
whi ch paragraph (e)(1) of 81.752-7 applies. See 81.752-
7(c)(1).

(8) Special rules--(i) Disposition in a nonrecognition

transaction.* * *

(ii1) [Reserved]
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(iii1) [Reserved]

(iv) Capitalized ampunts. To the extent that a

partnership properly capitalizes all or a portion of an item
as described in paragraph (a)(12) of this section, then the
itemor itens to which such cost is properly capitalized is
treated as section 704(c) property with the sanme anount of
built-in loss as corresponds to the anmount capitalized.

*x * * * *

(12) 81.752-7 liabilities. Except as otherw se provided

in 81.752-7, 81.752-7 liabilities (within the neaning of
81.752-7(b)(2)) are section 704(c) property (built-in |oss
property that at the tinme of contribution has a book val ue
that differs fromthe contributing partner’s adjusted tax
basis) for purposes of applying the rules of this section.
See 81.752-7(c). To the extent that the built-in | oss
associated with the 81.752-7 liability exceeds the cost of
satisfying the 81.752-7 liability (as defined in 81.752-
7(b)(3)), the excess creates a “ceiling rule” limtation,
within the meani ng of 81.704-3(b)(1), subject to the nethods
of allocation set forth in 81.704-3(b), (c) and (d).

* * *x k% %

(f) Effective dates. * * * Except as otherw se provided

in 81.752-7(k), paragraphs (a)(8)(iv) and (a)(12) apply to
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81.752-7 liability transfers, as defined in 81.752-7(b)(4),
occurring on or after June 24, 2003. See 81.752-7(k).

Par. 7. Section 1.704-4 is anmended as foll ows:

1. The paragraph heading for (d)(1) is revised.

2. Paragraphs (d)(1)(ii) and (iii) are renoved and
reserved and paragraph (d)(1)(iv) is added.

3. Paragraph (g) is revised.

The additions and revisions read as follows:

81.704-4 Distribution of contributed property.

(d) Special rules--(1) Nonrecognition transactions,

install ment obligations, contributed contracts, and

capitalized costs— (i) Nonrecognition transactions. * * *

(ii1) [Reserved]
(ii1) [Reserved]

(iv) Capitalized costs. Property to which the cost of

section 704(c) property is properly capitalized is treated as
section 704(c) property for purposes of section 704(c)(1)(B)
and this section to the extent that such property is treated
as section 704(c) property under 81.704-3(a)(8)(iv). See
81.737-2(d)(3) for a simlar rule in the context of section

737.

*x * * * *
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(g) Effective dates. This section applies to

distributions by a partnership to a partner on or after
January 9, 1995, except that paragraph (d)(1)(iv) applies to
distributions by a partnership to a partner on or after June
24, 2003.

Par. 8. Section 1.705-1 is anended by addi ng paragraph
(a)(8) to read as foll ows:

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

(a) * * *
(8) For basis adjustnments necessary to coordinate
sections 705 and 358(h), see 81.358-7(b). For certain basis
adj ustnments with respect to a 81.752-7 liability assuned by a

partnership froma partner, see 81.752-7.

Par. 9. Section 1.737-2 is anended as foll ows:

1. The paragraph heading for (d)(3) is revised.

2. Paragraphs (d)(3)(ii) and (iii) are renoved and
reserved and paragraph (d)(3)(iv) is added.

The additions and revisions read as follows:

81. 737-2 Exceptions and special rules.

(d) * k* %

(3) Nonrecognition transactions, installnment sales,

contributed contracts, and capitalized costs—-(i)
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Nonr ecogni ti on transactions. * * *

(ii1) [Reserved]
(iii1) [Reserved]

(iv) Capitalized costs. Property to which the cost of

section 704(c) property is properly capitalized is treated as
section 704(c) property for purposes of section 737 to the
extent that such property is treated as section 704(c)
property under 81.704-3(a)(8)(iv). See 81.704-4(d)(1) for a
simlar rule in the context of section 704(c)(1)(B).
ok ok * %

Par. 10. Section 1.737-5 is revised to read as foll ows:

81.737-5 Effecti ve dates.

Sections 1.737-1, 1.737-2, 1.737-3, and 1.737-4 apply to
distributions by a partnership to a partner on or after
January 9, 1995, except that 81.737-2(d)(3)(iv) applies to
distributions by a partnership to a partner on or after June
24, 2003.

Par. 11. Section 1.752-0 is anmended as foll ows:

1. The section heading and introductory text of 81.752-0
are revised.

2. An entry for 81.752-1(a)(4) is added.

3. Entries for 81.752-1(a)(4)(i), (ii), (iii), and (iv)

are added.
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4. Entries for 81.752-6 and 81.752-7 are added.
The revision and additions read as foll ows:

8§1.752-0 Table of contents.

This section lists the major paragraphs that appear in
§81.752-1 through 1.752-7.

81.752-1 Treatnent of partnership liabilities.

(a) * kK

(4) Liability defined.
(i) I'n general.

(ii) Obligation.

(iii) Oher liabilities.
(iv) Effective date.

* * * * *

81. 752-6 Partnership assunption of partner‘s section 358(h)(3)

liability after October 18, 1999, and before June 24, 2003.

(a) In general.

(b) Exceptions.

(1) I'n general.

(2) Transactions described in Notice 2000-44.
(c) Exanple.

(d) Effective date.

(1) I'n general.

(2) Election to apply 81.752-7.

81.752-7 Partnership assunption of partner’s 81.752-7
liability on or after June 24, 2003.

(a) Purpose and structure.

(b) Definitions.

(1) Assunption.

(2) Adjusted val ue.

(3) 81.752-7 liability.

(i) I'n general.

(ii) Amount and share of 81.752-7 liability.
(iii1) Exanple.

(4) 81.752-7 liability transfer.

(i) I'n general.
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(ii1) Term nations under section 708(b)(1)(B).
(5) 81.752-7 liability partner.
(i) I'n general.

(ii) Tiered partnerships.

(A) Assunmption by a lower-tier partnershinp.

(B) Distribution of partnership interest.

(6) Remaining built-in | oss associated with a 81.752-7
liability.

(i) I'n general.

(i1) Partial dispositions and assunpti ons.

(7) 81.752-7 liability reduction.

(i) I'n general.

(i) Partial dispositions and assunpti ons.

(8) Satisfaction of 81.752-7 liability.

(9) Testing date.

(10) Trade or business.

(i) I'n general.

(i1) Exanples.

(c) Application of section 704(b) and (c) to assumed 81.752-7
liabilities.

(1) I'n general.

(i) Section 704(c).

(ii)Section 704(Db).

(2) Exanple.

(d) Special rules for transfers of partnership interests,

di stributions of partnership assets, and assunptions of the
81.752-7 liability after a 81.752-7 liability transfer.

(1) I'n general.

(2) Exceptions.

(i) I'n general.

(i) Exanples.

(e) Transfer of 81.752-7 liability partner’s partnership

i nterest.

(1) I'n general.

(2) Exanples.

(3) Exception for nonrecognition transactions.

(i) I'n general.

(i1) Exanples.

(f) Distribution in liquidation of 81.752-7 liability
partner’s partnership interest.

(1) I'n general.

(2) Exanple.

(g) Assumption of 81.752-7 liability by a partner other than
81.752-7 liability partner

(1) I'n general.

(2) Consequences to 81.752-7 liability partner.
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(3) Consequences to partnership.

(4) Consequences to assum ng partner

(5) Exanple.

(h) Notification by the partnership (or successor) of the
satisfaction of the 81.752-7 liability.

(i) Special rule for ampunts that are capitalized prior to the
occurrence of an event described in paragraphs (e), (f), or

(9).
(1) I'n general.
(2) Exanple.

(j) Tiered partnerships.

(1) Look-through treatnent.

(2) Trade or business exception.

(3) Partnership as a 81.752-7 liability partner.

(4) Transfer of 81.752-7 liability by partnership to another
partnership or corporation after a transaction described in
par agraphs (e), (f), or (g).

(i) I'n general.

(ii) Subsequent transfers.

(5) Exanple.

(k) Effective dates.

(1) I'n general.

(2) Election to apply this section to assunptions of
liabilities occurring after October 18, 1999 and before June
24, 2003.

(i) I'n general.

(ii) Manner of making el ection.

(iii) Filing of anended returns.

(iv) Time for making election.

Par. 12. In 81.752-1, paragraph (a)(4) is added to read
as foll ows:

81.752-1 Treatnent of partnership liabilities.

(a) * * %

(4) Liability defined--(i) In general. An obligation is

a liability for purposes of section 752 and the regul ati ons
t hereunder (81.752-1 liability), only if, when, and to the

extent that incurring the obligation--
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(A) Creates or increases the basis of any of the
obligor’s assets (including cash);

(B) Gves rise to an i mmedi ate deduction to the obligor;
or

(C) Gves rise to an expense that is not deductible in
conputing the obligor’s taxable income and is not properly
chargeabl e to capital.

(ii) Obligation. For purposes of this paragraph and

81.752-7, an obligation is any fixed or contingent obligation
to nmake paynment without regard to whether the obligation is

ot herwi se taken into account for purposes of the Internal
Revenue Code. Obligations include, but are not limted to,
debt obligations, environnental obligations, tort obligations,
contract obligations, pension obligations, obligations under a
short sal e, and obligations under derivative financi al
instrunents such as options, forward contracts, futures
contracts, and swaps.

(iii) Oher liabilities. For obligations that are not

81.752-1 liabilities, see 881.752-6 and 1.752-7.

(iv) Effective date. Except as otherwi se provided in

81.752-7(k), this paragraph (a)(4) applies to liabilities that
are incurred or assuned by a partnership on or after June 24,

2003.
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81.752-5(a) [Anmended]

Par. 13. In 81.752-5, paragraph (a) is anmended by
removi ng the | anguage AUnl ess@ at the beginning of the first
sentence and addi ng AExcept as otherwi se provided in 881.752-1
t hrough 1.752-4, unless@ in its place.

Par. 14. Section 1.752-6 is added to read as foll ows:

81.752-6 Partnership assunption of partner’s section 358(h)(3)

liability after October 18, 1999, and before June 24, 2003.

(a) In general. If, in a transaction described in

section 721(a), a partnership assunes a liability (defined in
section 358(h)(3)) of a partner (other than a liability to

whi ch section 752(a) and (b) apply), then, after application
of section 752(a) and (b), the partner’s basis in the
partnership is reduced (but not bel ow the adjusted val ue of
such interest) by the amount (determ ned as of the date of the
exchange) of the liability. For purposes of this section, the
adj usted value of a partner’s interest in a partnership is the
fair market value of that interest increased by the partner’s
share of partnership liabilities under 881.752-1 through
1.752-5.

(b) Exceptions--(1) In general. Except as provided in

paragraph (b)(2) of this section, the exceptions contained in
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section 358(h)(2)(A) and (B) apply to this section.

(2) Transactions described in Notice 2000-44. The

exception contained in section 358(h)(2)(B) does not apply to
an assunption of a liability (defined in section 358(h)(3)) by
a partnership as part of a transaction described in, or a
transaction that is substantially simlar to the transactions
described in, Notice 2000-44 (2000-2 C. B. 255). See
8601. 601(d)(2) of this chapter

(c) Exanple. The follow ng exanple illustrates the
princi pl es of paragraph (a) of this section:

Exanple. In 1999, A and B form partnership PRS. A
contri butes property with a value and basis of $200, subject
to a nonrecourse debt obligation of $50 and a fixed or
contingent obligation of $100 that is not a liability to which
section 752(a) and (b) applies, in exchange for a 50% i nterest
in PRS. Assune that, after the contribution, A's share of
partnership liabilities under 881.752-1 through 1.752-5 is
$25. Also assune that the $100 liability is not associated
with a trade or business contributed by Ato PRS or with
assets contributed by Ato PRS. After the contribution, A's
basis in PRS is $175 (A's basis in the contributed | and ($200)
reduced by the nonrecourse debt assumed by PRS ($50),
increased by A's share of partnership liabilities under
881.752-1 through 1.752-5 ($25)). Because A's basis in the
PRS interest is greater than the adjusted value of A's
interest, $75 (the fair market value of A's interest ($50)
increased by A's share of partnership liabilities ($25)),
paragraph (a) of this section operates to reduce A's basis in
the PRS interest (but not below the adjusted val ue of that
interest) by the anount of liabilities described in section
358(h)(3) (other than liabilities to which section 752(a) and
(b) apply) assuned by PRS. Therefore, A's basis in PRS is
reduced to $75.

(d) Effective date--(1) In general. This section applies
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to assunptions of liabilities occurring after October 18,
1999, and before June 24, 2003.

(2) Election to apply 81.752-7. The partnership may

el ect, under 81.752-7(k)(2), to apply the provisions
referenced in 81.752-7(k)(2)(ii)to all assunptions of
liabilities by the partnership occurring after October 18,
1999, and before June 24, 2003. Section 1.752-7(k)(2)
describes the manner in which the election is made.
81. 752-6T [ Renpved]

Par. 15. Section 1.752-6T is renoved.

Par. 16. Section 1.752-7 is added to read as foll ows:

81.752-7 Partnership assunption of partner’s 81.752-7

liability on or after June 24, 2003.

(a) Purpose and structure. The purpose of this section

is to prevent the acceleration or duplication of |oss through
t he assunption of obligations not described in 81.752-
1(a)(4)(i) in transactions involving partnerships. Under
paragraph (c) of this section, any such obligation that is
assumed by a partnership froma partner in a transaction
governed by section 721(a) is treated as section 704(c)
property. Paragraphs (e), (f), and (g) of this section
provide rules for situations where a partnership assunes such

an obligation froma partner and, subsequently, that partner
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transfers all or part of the partnership interest, that
partner receives a distribution in liquidation of the
partnership interest, or another partner assunes part or all

of that obligation fromthe partnership. These rules prevent
the duplication of |oss by prohibiting the partnership and any
person other than the partner from whom the obligation was
assumed from claimng a deduction, |oss, or capital expense to
the extent of the built-in |oss associated with the
obligation. These rules also prevent the acceleration of |oss
by deferring the partner’s deduction or |oss attributable to
the obligation (if any) until the satisfaction of the 81.752-7
liability (within the meaning of paragraph (b)(8) of this
section). Paragraph (d) of this section provides a number of
exceptions to paragraphs (e), (f), and (g) of this section,
including a de mnims exception. Paragraph (i) provides a
special rule for situations in which an anount paid to satisfy
a 81.752-7 liability is capitalized into other partnership
property. Paragraph (j) of this section provides speci al
rules for tiered partnership transactions.

(b) Definitions. For purposes of this section, the

foll owing definitions apply:

(1) Assumption. The principles of 81.752-1(d) and (e)

apply in determning if a 81.752-7 liability has been assuned.
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(2) Adjusted value. The adjusted value of a partner’s

interest in a partnership is the fair market val ue of that
interest increased by the partner’s share of partnership
liabilities under 881.752-1 through 1.752-5.

(3) 81.752-7 liability--(i) In general. A 81.752-7

liability is an obligation described in 81.752-1(a)(4)(ii) to
t he extent that either --

(A) The obligation is not described in 81.752-1(a)(4)(i);
or

(B) The anmount of the obligation (under paragraph
(b)(3)(ii) of this section) exceeds the anmount taken into
account under 81.752-1(a)(4)(i).

(ii) Amount and share of 81.752-7 liability. The anmount

of a 81.752-7 liability (or, for purposes of paragraph
(b)(3)(i) of this section, the ampunt of an obligation) is the
anmount of cash that a willing assignor would pay to a willing
assignee to assune the 81.752-7 liability in an arm s-length
transaction. |If the obligation arose under a contract in
exchange for rights granted to the obligor under that

contract, and those contractual rights are contributed to the
partnership in connection with the partnership’ s assunption of
the contractual obligation, then the amunt of the 81.752-7

liability or obligation is the ampunt of cash, if any, that a
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willing assignor would pay to a willing assignee to assunme the
entire contract. A partner’'s share of a partnership’ s 81.752-
7 liability is the amount of deduction that would be all ocated
to the partner with respect to the 81.752-7 liability if the
partnership disposed of all of its assets, satisfied all of
its liabilities (other than 81.752-7 liabilities), and paid an
unrel ated person to assune all of its 81.752-7 liabilities in
a fully taxable arm s-length transaction (assum ng such
payment would give rise to an i medi ate deduction to the
partnership).

(iii) Exanple. 1In 2005, A, B, and C form partnership
PRS. A contributes $10, 000,000 in exchange for a 25% i nterest
in PRS and PRS s assunption of a debt obligation. The debt
obligation was issued for cash and the issue price was equal
to the stated redenption price at maturity ($5,000,000). The
debt obligation bears interest, payable quarterly, at a fixed
rate of interest, which was a market rate of interest when the
debt obligation was issued. At the tinme of the assunption, al
accrued interest has been paid. Prior to the partnership
assum ng the obligation, interest rates decrease, resulting in
t he debt obligation bearing an above-market interest rate.
Assunme that, as a result of the decline in interest rates, A
woul d have had to pay a willing assignee $6, 000,000 to assune
t he debt obligation. The assunption of the debt obligation by
PRS fromA is treated as an assunption of a 81.752-1(a)(4)(i)
l[iability in the amount of $5,000,000 (the portion of the
total amount of the debt obligation that has created basis in
A's assets, that is, the $5, 000,000 that was issued in
exchange for the debt obligation ) and an assunption of a
81.752-7 liability in the amount of $1,000,000 (the difference
bet ween the total obligation, $6,000,000, and the 81.752-
1(a)(4)(i)liability, $5,000,000).

(4) 81.752-7 liability transfer--(i) In general. Except

as provided in paragraph (b)(4)(ii) of this section, a 81.752-
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7 liability transfer is any assunption of a 81.752-7 liability
by a partnership froma partner in a transaction governed by
section 721(a).

(i1) Term nations under section 708(b)(1)(B). In

determining if a deenmed contribution of assets and assunption
of liability as a result of a technical termnation is treated
as a 81.752-7 liability transfer, only 81.752-7 liabilities
that were assuned by the term nating partnership as part of an
earlier 81.752-7 liability transfer are taken into account

and, then, only to the extent of the remaining built-in |oss
associated with that 81.752-7 liability.

(5) 81.752-7 liability partner--(i) In general. A

81.752-7 liability partner is a partner from whom a
partnership assumes a 81.752-7 liability as part of a 81.752-7
liability transfer or any person who acquires a partnership
interest fromthe 81.752-7 liability partner in a transaction
to which paragraph (e)(3) of this section applies.

(ii) Tiered partnerships--(A) Assunption by a |lower-tier

partnership. If, in a 81.752-7 liability transfer, a

partnership (lower-tier partnership) assunes a 81.752-7
liability from another partnership (upper-tier partnership),
then both the upper-tier partnership and the partners of the

upper-tier partnership are 81.752-7 liability partners.
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Therefore, paragraphs (e) and (f) of this section apply on a
sale or liquidation of any partner’s interest in the upper-
tier partnership and on a sale or liquidation of the upper-
tier partnership’s interest in the |lower-tier partnership.

See paragraph (j)(3) of this section. If, in a 81.752-7
liability transfer, the upper-tier partnership assunes a
81.752-7 liability froma partner, and, subsequently, in
another 81.752-7 liability transfer, a lower-tier partnership
assunes that 81.752-7 liability fromthe upper-tier
partnership, then the partner from whom the upper-tier
partnership assunmed the 81.752-7 liability continues to be the
81.752-7 liability partner of the lower-tier partnership with
respect to the remaining built-in | oss associated with that
81.752-7 liability. Any new built-in |loss associated with the
81.752-7 liability that is created on the assunption of the
81.752-7 liability fromthe upper-tier partnership by the

| ower-tier partnership is shared by all the partners of the
upper-tier partnership in accordance with their interests in

t he upper-tier partnership, and each partner of the upper-tier
partnership is treated as a 81.752-7 liability partner with
respect to that new built-in |loss. See paragraph (e)(3)(ii),

Exanple 3 of this section.

(B) Distribution of partnership interest. If, in a
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transaction described in 81.752-7(e)(3), an interest in a
partnership (lower-tier partnership) that has assuned a
81.752-7 liability is distributed by a partnership (upper-tier
partnership) that is the 81.752-7 liability partner with
respect to that liability, then the persons receiving
interests in the lower-tier partnership are 81.752-7 liability
partners with respect to the |lower-tier partnership to the
sane extent that they were prior to the distribution.

(6) Renmmining built-in |oss associated with a 81.752-7

l[iability. (i) In general. The remaining built-in |oss

associated with a 81.752-7 liability equals the amount of the
81.752-7 liability as of the tinme of the assunption of the
81.752-7 liability by the partnership, reduced by the portion
of the 81.752-7 liability previously taken into account by the
81.752-7 liability partner under paragraph (j)(3) of this
section and adjusted as provided in paragraph (c) of this
section and 81.704-3 for—

(A) Any portion of that built-in | oss associated with the
81.752-7 liability that is satisfied by the partnership on or
prior to the testing date (whether capitalized or deducted);
and

(B) Any assunption of all or part of the 81.752-7

liability by the 81.752-7 liability partner (including any
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assunmption that occurs on the testing date).

(ii) Partial dispositions and assunptions. |In the case

of a partial disposition of the 81.752-7 liability partner’s
partnership interest or a partial assunption of the 81.752-7
liability by another partner, the remaining built-in |oss
associated with 81.752-7 liability is pro rated based on the
portion of the interest sold or the portion of the 81.752-7
liability assuned.

(7) 81.752-7 liability reduction--(i) In general. The

81.752-7 liability reduction is the amount by which the
81.752-7 liability partner is required to reduce the basis in
the partner’s partnership interest by operation of paragraphs
(e), (f), and (g) of this section. The 81.752-7 liability
reduction is the | esser of --

(A) The excess of the 81.752-7 liability partner’s basis
in the partnership interest over the adjusted value of that
interest (as defined in paragraph (b)(2) of this section); or

(B) The remaining built-in | oss associated with the
81.752-7 liability (as defined in paragraph (b)(6) of this
section without regard to paragraph (b)(6)(ii) of this
section).

(ii) Partial dispositions and assunptions. In the case

of a partial disposition of the 81.752-7 liability partner’s
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partnership interest or a partial assunption of the 81.752-7
liability by another partner, the 81.752-7 liability reduction
is pro rated based on the portion of the interest sold or the
portion of the 81.752-7 liability assuned.

(8) Satisfaction of 81.752-7 liability-—-In general. A

81.752-7 liability is treated as satisfied (in whole or in
part) on the date on which the partnership (or the assum ng
partner) woul d have been allowed to take the 81.752-7
liability into account for federal tax purposes but for this
section. For exanple, a 81.752-7 liability is treated as
sati sfied when, but for this section, the 81.752-7 liability
woul d give rise to--

(i) An increase in the basis of the partnership s or the
assum ng partner’s assets (including cash);

(ii1) An imredi ate deduction to the partnership or to the
assum ng partner;

(iii) An expense that is not deductible in conputing the
partnership’s or the assum ng partner’s taxable income and not
properly chargeable to capital account; or

(iv) An ampunt realized on the sale or other disposition
of property subject to that liability if the property was
di sposed of by the partnership or the assum ng partner at that

tinme.
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(9) Testing date. The testing date is--

(i) For purposes of paragraph (e) of this section, the
date of the sale, exchange, or other disposition of part or
all of the 81.752-7 liability partner’s partnership interest;

(i1) For purposes of paragraph (f) of this section, the
date of the partnership’s distribution in |iquidation of the
81.752-7 liability partner’s partnership interest; and

(ii1) For purposes of paragraph (g) of this section, the
date of the assunption (or partial assunption) of the 81.752-7
liability by a partner other than the 81.752-7 liability
partner.

(10) Trade or business--(i) In general. A trade or

business is a specific group of activities carried on by a
person for the purpose of earning income or profit, other than
a group of activities consisting of acquiring, holding,
dealing in, or disposing of financial instruments, if the
activities included in that group include every operation that
forms a part of, or a step in, the process of earning incone
or profit. Such group of activities ordinarily includes the
coll ection of incone and the paynent of expenses. The group
of activities nmust constitute the carrying on of a trade or
busi ness under section 162(a) (determ ned as though the

activities were conducted by an individual).
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(ii) Exanples. The follow ng exanples illustrate the
provi sions of this paragraph (b)(10):

Exanple 1. Corporation Y owns, mmnages, and derives
rental income froman office building and al so owns vacant

| and that may be subject to environnental liabilities.
Corporation Y contributes the |land subject to the
environnental liabilities to PRS in a transaction governed by

section 721(a). PRS plans to develop the land as a landfill.
The contri bution of the vacant |and does not constitute the
contribution of a trade or busi ness because Corporation Y did
not conduct any significant business or devel opment activities
with respect to the land prior to the contribution.

Exanple 2. For the past 5 years, Corporation X has owned
and operated gas stations in City A, City B, and City C
Corporation X transfers all of the assets associated with the
operation of the gas station in City Ato PRS for interests in
PRS and the assunption by PRS of the 81.752-7 liabilities
associated with that gas station. PRS continues to operate
the gas station in City A after the contribution. The
contribution of the gas station to PRS constitutes the
contribution of a trade or business.

Exanple 3. For the past 7 years, Corporation Z has
engaged in the manufacture and sale of household products.
Throughout this period, Corporation Z has naintained a
research departnment for use in connection with its
manuf acturing activities. The research departnent has 10
enpl oyees actively engaged in the devel opnent of new products.

Corporation Z contributes the research departnent to PRS in
exchange for a PRS interest and the assunption by PRS of
pension liabilities with respect to the enpl oyees of the
research departnment. PRS continues the research operations on
a contractual basis with several businesses, including
Corporation Z. The contribution of the research operations to
PRS constitutes a contribution of a trade or business.

(c) Application of section 704(b) and (c) to assuned

81.752-7 liabilities--(1) In general--(i) Section 704(c).

Except as otherw se provided in this section, sections

704(c)(1) (A and (B), section 737, and the regulations
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t hereunder, apply to 81.752-7 liabilities. See 8§1.704-
3(a)(12). However, 81.704-3(a)(7) does not apply to any
person who acquired a partnership interest froma 81.752-7
liability partner in a transaction to which paragraph (e)(1)
of this section applies.

(ii) Section 704(b). Section 704(b) and 81.704-1(b) apply

to a post-contribution change in the value of a 81.752-7
liability. If there is a decrease in the value of a 81.752-7
liability that is reflected in the capital accounts of the
partners under 81.704-1(b)(2)(iv)(f), the anount of the
decrease constitutes an item of incone for purposes of section
704(b) and 81.704-1(b). Conversely, if there is an increase in
the value of a 81.752-7 liability that is reflected in the
capi tal accounts of the partners under 81.704-1(b)(2)(iv)(f),
t he anount of the increase constitutes an itemof |oss for
pur poses of section 704(b) and 81.704-1(b).

(2) Exanple. The follow ng exanple illustrates the
provi sions of this paragraph (c):

Exanple--(i) Facts. In 2004, A B, and C form
partnership PRS. A contributes Property 1 with a fair market
val ue and basis of $400X, subject to a 81.752-7 liability of
$100X, for a 25% interest in PRS. B contributes $300X cash
for a 25% interest in PRS, and C contributes $600X cash for a
50% interest in PRS. Assune that the partnership conplies
with the substantial econom c effect safe harbor of 8§1.704-
1(b)(2). Under 81.704-1(b)(2)(iv)(b), A s capital account is

credited with $300X (the fair market value of Property 1,
$400X, less the 81.752-7 liability assunmed by PRS, $100X). In
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accordance with 881.752-7(c)(1)(i) and 1.704-3, the
partnership can use any reasonable nmethod for section 704(c)
purposes. In this case, the partnership elects the
traditional nethod under 81.704-3(b) and also elects to treat
t he deductions or |osses attributable to the 81.752-7
liability as comng first fromthe built-in loss. [In 2005,
PRS earns $200X of inconme and uses it to satisfy the 81.752-7
liability which has increased in value to $200X. Assune that
the cost to PRS of satisfying the 81.752-7 liability is
deducti ble by PRS. The $200X of partnership inconme is

al l ocated according to the partnership agreenent, $50X to A,
$50X to B, and $100X to C.

A B c
Book Tax Book Tax Book Tax
$300 $400 $300 $300 $600 $600 Initial Contribution
50 50 50 50 100 100 | ncome
(25) (125) (25) (25) (50) (50) Satisfaction of Liability
$325 $325 $325 $325 $650 $650

(ii) Analysis. Pursuant to paragraph (c) of this
section, $100X of the deduction attributable to the
satisfaction of the 81.752-7 liability is specially allocated
to A the 81.752-7 liability partner, under section
704(c)(1)(A) and 81.704-3. No book item corresponds to this
tax allocation. The remining $100X of deduction attributable
to the satisfaction of the 81.752-7 liability is allocated,
for both book and tax purposes, according to the partnership
agreenment, $25X to A, $25X to B, and $50X to C. If the
partnership, instead, satisfied the 81.752-7 liability over a
nunber of years, the first $100X of deduction with respect to
the 81.752-7 liability would be allocated to A, the 81.752-7
liability partner, before any deduction with respect to the
81.752-7 liability would be allocated to the other partners.
For exanple, if PRS were to satisfy $50X of the 8§1.752-7
l[iability, the $50X deduction with respect to the 81.752-7
liability would be allocated to A for tax purposes only. No
deduction would arise for book purposes. |If PRS |later paid a
further $100X in satisfaction of the 81.752-7 liability, $50X
of the deduction with respect to the 81.752-7 liability would
be all ocated, solely for tax purposes, to A and the rennining
$50X woul d be allocated, for both book and tax purposes,
according to the partnership agreenment. Under these
circunmst ances, the partnership’ s nmethod of allocating the
built-in | oss associated with the 81.752—~% liability is
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r easonabl e.

(d) Special rules for transfers of partnership interests,

di stributions of partnership assets, and assunptions of the

8§1.752-7 liability after a 81.752-7 liability transfer--(1) In

general . Except as provided in paragraphs (d)(2) and (i) of
this section, paragraphs (e), (f), and (g) of this section
apply to certain partnership transactions occurring after a
81.752-7 liability transfer

(2) Exceptions--(i) In general. Paragraphs (e), (f), and

(g) of this section do not apply--

(A) If the partnership assunes the 81.752-7 liability as
part of a contribution to the partnership of the trade or
business with which the liability is associated, and the
partnership continues to carry on that trade or business after
the contribution (for the definition of a trade or business,
see paragraph (b)(10) of this section); or

(B) If, immediately before the testing date, the anpunt
of the remaining built-in loss with respect to all 81.752-7
liabilities assumed by the partnership (other than 81.752-7
liabilities assumed by the partnership with an associ ated
trade or business) in one or nore 81.752-7 liability transfers
is less than the | esser of 10% of the gross val ue of

partnership assets or $1, 000, 000.
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(ii) Exanples. The follow ng exanples illustrate the
principles of this paragraph (d)(2):

Exanple 1. For the past 5 years, Corporation X, a C
corporation, has been engaged in Business A and Busi ness B.
In 2004, Corporation X contributes Business A in a
transacti on governed by section 721(a), to PRS in exchange for
a PRS interest and the assunption by PRS of pension
liabilities with respect to the enpl oyees engaged i n Business
A. PRS plans to carry on Business A after the contri bution.
Because PRS has assunmed the pension liabilities as part of a
contribution to PRS of the trade or business with which the
liabilities are associated, the treatnent of the pension
liabilities is not affected by paragraphs (e), (f), and (g) of
this section with respect to any transaction occurring after
the 81.752-7 liability transfer of the pension liabilities.

Exanple 2. (i) Facts. The facts are the same as in
Exanpl e 1, except that PRS al so assunes from Corporation X
certain pension liabilities with respect to the enpl oyees of
Busi ness B. At the tine of the assunption, the amount of the
pension liabilities with respect to the enpl oyees of Business
Ais $3,000,000 (the Aliabilities) and the anmpunt of the
pension liabilities associated with the enpl oyees of Business
B (the Bliabilities) is $2,000,000. Two years |ater,
Corporation X sells its interest in PRSto Y for $9, 000, 000.
At the time of the sale, the remaining built-in |oss
associated with the Aliabilities is $2,100,000, the remnaining
built-in | oss associated with the Bliabilities is $900, 000,
and the gross value of PRS s assets (excluding 81.752-7
l[iabilities) is $20,000,000. Assunme that PRS has no 81.752-7
liabilities other than those assuned from Corporation X

PRS Bal ance Sheet at Tine of X's Sale of PRS |Interest

(in mllions)
Asset s Liabilities
$20 Gross Assets
(i ncludi ng Business A)
(%$2.1) A Liabilities
( 0.9) B Liabilities

(ii) Analysis. The only liabilities assunmed by PRS from
Corporation X that were not assunmed as part of Corporation X s
contribution of Business A were the B liabilities.
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| medi ately before the testing date, the remaining built-in

| oss associated with the B liabilities ($900,000) was | ess
than the | esser of 10% of the gross value of PRS s assets

(%2, 000, 000) or $1,000,000. Therefore, paragraph (d)(2)(i)(B)
of this section applies to exclude Corporation X s sale of the
PRS interest to Y fromthe application of paragraph (e) of
this section.

(e) Transfer of 81.752-7 liability partner’s partnership

interest--(1) In general. Except as provided in paragraphs

(d)(2), (e)(3), and (i) of this section, imrediately before
the sal e, exchange, or other disposition of all or a part of a
81.752-7 liability partner’s partnership interest, the 81.752-
7 liability partner’s basis in the partnership interest is
reduced by the 81.752-7 liability reduction (as defined in
paragraph (b)(7) of this section). No deduction, |oss, or
capital expense is allowed to the partnership on the
satisfaction of the 81.752-7 liability (within the nmeaning of
par agraph (b)(8) of this section) to the extent of the

remai ning built-in | oss associated with the 81.752-7 liability
(as defined in paragraph (b)(6) of this section). For

pur poses of section 705(a)(2)(B) and 81.704-1(b)(2)(ii)(b)
only, the remaining built-in |oss associated with the 81.752-7
liability is not treated as a nondeducti bl e, noncapital
expenditure of the partnership. Therefore, the remaining
partners’ capital accounts and bases in their partnership

interests are not reduced by the remaining built-in |oss
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associated with the 81.752-7 liability. |[If the partnership
(or any successor) notifies the 81.752-7 liability partner of
the satisfaction of the 81.752-7 liability, then the 81.752-7
liability partner is entitled to a | oss or deduction. The
amount of that deduction or loss is, in the case of a partial
satisfaction of the 81.752-7 liability, the anount that the
partnership would, but for this section, take into account on
the partial satisfaction of the 81.752-7 liability (but not,
intotal, nore than the 81.752-7 liability reduction) or, in
the case of a conplete satisfaction of the 81.752-7 liability,
the remaining 81.752-7 liability reduction. To the extent of
the amount that the partnership would, but for this section,
take into account on the satisfaction of the 81.752-7
liability, the character of that deduction or loss is
determ ned as if the 81.752-7 liability partner had satisfied
the liability. To the extent that the 81.752-7 liability
reducti on exceeds the anount that the partnership would, but
for this section, take into account on the satisfaction of the
81.752-7 liability, the character of the 81.752-7 liability
partner’s loss is capital.

(2) Exanples. The follow ng exanples illustrate the
princi ples of paragraph (e)(1) of this section:

Exanple 1. (i) Facts. 1n 2004, A B, and C form
partnership PRS. A contributes Property 1 with a fair market
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val ue of $5,000,000 and basis of $4,000,000 subject to a
81.752-7 liability of $2,000,000 in exchange for a 25%
interest in PRS. B contributes $3,000,000 cash in exchange
for a 25% interest in PRS, and C contributes $6, 000, 000 cash
in exchange for a 50% interest in PRS. In 2006, when PRS has
a section 754 election in effect, Asells A s interest in PRS
to D for $3,000,000. At the tine of the sale, the basis of
A's PRS interest is $4,000,000, the remaining built-in |oss
associated with the 81.752-7 liability is $2,000, 000, and PRS
has no liabilities (as defined in 81.752-1(a)(4)). Assune
t hat none of the exceptions of paragraph (d)(2) of this
section apply and that the satisfaction of the 81.752-7
liability would have given rise to a deducti bl e expense to A,
I n 2007, PRS pays $3,000,000 to satisfy the liability.

PRS Bal ance Sheet (in mllions)

Asset s Liabilities/Equity
Val ue Basi s Val ue Basi s
$5 $4 Property 1
$9 $9 Cash
$2 - 81.752-7 Liability
Partner’s Equity:
$3 $4 A
$3 $3 B
$6 $6 C
(ii) Sale of A's PRS interest. Immediately before the

sale of the PRS interest to D, A's basis in the PRS interest
is reduced (to $3,000,000) by the 81.752-7 liability
reduction, i.e., the lesser of the excess of A's basis in the
PRS interest ($4,000,000) over the adjusted value of that

i nterest ($3,000,000), $1,000,000, or the remaining built-in
| oss associated with the 81.752-7 liability, $2,000, 000.
Therefore, A neither realizes nor recognizes any gain or |oss
on the sale of the PRS interest to D. D's basis in the PRS
interest is $3,000,000. D's share of the adjusted basis of
partnership property, as determ ned under 81.743-1(d), equals
Ds interest in the partnership’s previously taxed capital of
$2, 000, 000 (the amount of cash that D would receive on a

i quidation of the partnership, $3,000, 000, increased by the
anount of tax loss that would be allocated to Din the

hypot heti cal transaction, $0, and reduced by the anpunt of tax
gain that would be allocated to D in the hypothetical
transaction, $1,000,000). Therefore, the positive basis

adj ust ment under section 743(b) is $1, 000, 000.
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Conmput ation of 81.752-7 Liability Reduction (in mllions)

1. Basis of A's PRS interest $4
2. Less adjusted value of A's PRS interest (3)
3. Difference $1
4. Remaining built-in |oss
from81l.752-7 liability 2
5. 81.752-7 liability reduction
(l esser of 3 or 4) $1
Gain/Loss on Sale of A's PRS Interest (in mllions)
1. Amount realized on sale $3
2. Less basis of PRS interest
Ori gi nal 4
§1.752-7 liability reduction 1
Di fference ($3)
3. Gai n/ Loss 0

(iii) Satisfaction of 81.752-7 liability. Neither PRS
nor any of its partners is entitled to a deduction, |oss, or
capi tal expense upon the satisfaction of the 81.752-7
liability to the extent of the remaining built-in | oss
associated with the 81.752-7 liability ($2,000,000). PRS is
entitled to a deduction, however, for the amount by which the
cost of satisfying the 81.752-7 liability exceeds the
remai ning built-in | oss associated with the 81.752-7
liability. Therefore, in 2007, PRS may deduct $1, 000, 000
(cost to satisfy the 81.752-7 liability, $3,000,000, |ess the
remai ning built-in |oss associated with the 81.752-7
l[iability, $2,000,000). |If PRS notifies A of the satisfaction
of the 81.752-7 liability, then Ais entitled to an ordinary
deduction in 2007 of $1,000,000 (the 81.752-7 liability
reduction).

PRS' s Deduction on Satisfaction of Liability (in mllions)

1. Anpunt paid by PRS to satisfy 81.752-7 liability $3
2. Remaining built-in loss for 81.752-7 liability (2)
3. Difference $1

Exanple 2. The facts are the same as in Exanple 1 except
that, at the tine of A s sale of the PRS interest to D, PRS
has a nonrecourse liability of $4,000,000, of which A s share
is $1,000,000. A s basis in PRS is $5,000,000. At the tine
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of the sale of the PRS interest to D, the adjusted val ue of
A's interest is $4,000,000 (the fair market value of the

i nterest ($3,000,000), increased by A's share of partnership
liabilities ($1,000,000)). The difference between the basis
of A's interest ($5,000,000) and the adjusted val ue of that

i nterest (%$4,000,000) is $1,000,000. Therefore, the 81.752-7
liability reduction is $1,000,000 (the I esser of this
difference or the remaining built-in |oss associated with the
81.752-7 liability, $2,000,000). Imediately before the sale
of the PRS interest to D, A's basis is reduced from $5, 000, 000
to $4,0000,000. A s anmount realized on the sale of the PRS
interest to D is $4,000,000 ($3,000,000 paid by D, increased
under section 752(d) by A's share of partnership liabilities,
or $1,000,000). Therefore, A neither realizes nor recognizes
any gain or loss on the sale. D s basis in the PRS interest
is $4,000,000. Because D s share of the adjusted basis of
partnership property is $3,000,000 (D s share of the
partnership’s previously taxed capital, $2,000,000, plus D's
share of partnership liabilities, $1,000,000), the basis

adj ust mrent under section 743(b) is $1, 000, 000.

PRS Bal ance Sheet (in mllions)
Asset s Liabilities/Equity
Val ue Basi s Val ue Basi s
$ 5 $ 4 Property 1
$13 $13 Cash
$4 - Nonr ecour se Debt
$2 - 81.752-7 Liability
Partner’s Equity:
$3 $5 A
$3 $4 B
$6 $8 C

Conmput ation of 81.752-7 Liability Reduction (in mllions)

1. Basis of A's PRS interest $5

2. Less adjusted value of A's PRS interest
Val ue of PRS interest 3
A's share of nonrecourse debt 1
Tot al (4)

3. Difference between 1 and 2 1

4. Remmining built-in |oss

from8§1.752-7 liability 2

5. 81.752-7 liability reduction
(l esser of 3 or 4) $1
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Gain/Loss on Sale of A's PRS Interest (in mllions)

1. Anmpunt realized on sale
Val ue of PRS i nterest $3
A’ s share of nonrecourse debt 1
Tot al $4

2. Less basis of PRS interest
Ori gi nal $5
§1.752-7 liability reduction $1
Di fference ($4)

3. Gai n/ Loss 0

Exanple 3. The facts are the sane as in Exanple 1, except
that the satisfaction of the 81.752-7 liability would have
given rise to a capital expense to A or PRS. Neither PRS nor
any of its partners are entitled to a capital expense upon the
satisfaction of the 81.752-7 liability to the extent of the
remai ning built-in | oss associated with the 81.752-7 liability
($2,000,000). PRS nay, however, increase the basis of
appropriate partnership assets by the amount by which the cost
of satisfying the 81.752-7 liability exceeds the remaining
built-in | oss associated with the 81.752-7 liability.
Therefore, in 2007, PRS may capitalize $1, 000,000 (cost to
satisfy the 81.752-7 liability, $3,000,000, |ess the remaining
built-in |loss associated with the 81.752-7 liability,
$2, 000, 000) to the appropriate partnership assets. If Ais
notified by PRS that the 81.752-7 liability has been
satisfied, then Ais entitled to a capital loss in 2007 as
provi ded in paragraph (e)(1) of this section, the year of the
satisfaction of the 81.752-7 liability.

(3) Exception for nonrecognition transactions--(i) In

general . Paragraph (e)(1) of this section does not apply
where a 81.752-7 liability partner transfers all or part of
the partner’s partnership interest in a transaction in which
the transferee’s basis in the partnership interest is
determ ned in whole or in part by reference to the

transferor’s basis in the partnership interest. [In addition,
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paragraph (e)(1) of this section does not apply to a
distribution of an interest in the partnership (lower-tier
partnership) that has assuned the 81.752-7 liability by a
partnership that is the 81.752-7 liability partner (upper-tier
partnership) if the partners of the upper-tier partnership
that were 81.752-7 liability partners with respect to the
| ower-tier partnership prior to the distribution continue to
be 81.752-7 liability partners with respect to the |ower-tier
partnership after the distribution. See paragraphs (b)(4)(ii)
and (j)(3) of this section for rules on the application of
this section to partners of the 81.752-7 liability partner.
(ii1) Exanples. The follow ng exanples illustrate the
provi sions of this paragraph (e)(3):

Exanple 1. Transfer of partnership interest to |lower-tier

partnership. (i) Facts. In 2004, X contributes undevel oped
land with a value and basis of $2,000,000 and subject to
environmental liabilities of $1,500,000 to partnership LTP in
exchange for a 50% interest in LTP. LTP develops the |and as
a landfill. In 2005, in a transaction governed by section

721(a), X contributes the LTP interest to UTP in exchange for
a 50%interest in UTP. In 2008, X sells the UTP interest to A
for $500,000. At the time of the sale, X' s basis in UTP is
$2, 000, 000, the remaining built-in |oss associated with the
environmental liability is $1,500,000, and the gross val ue of
UTP' s assets is $2,500,000. The environmental liabilities
were not assuned by LTP as part of a contribution by X to LTP
of a trade or business with which the liabilities were

associ ated. (See paragraph (b)(10)(ii), Exanple 1 of this
section.)

(ii) Analysis. Because UTP's basis in the LTP interest
is determned by reference to X' s basis in the LTP interest,
X s contribution of the LTP interest to UTP is exenpted from
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the rules of paragraph (e)(1) of this section. Under
paragraph (j)(1) of this section, X' s contribution of the LTP
interest to UTP is treated as a contribution of X s share of
the assets of LTP and UTP' s assunmption of X s share of the LTP
liabilities (including 81.752-7 liabilities). Therefore, X's
transfer of the LTP interest to UTP is a 81.752-7 liability
transfer. The 81.752-7 liabilities deened transferred by X to
UTP are not associated with a trade or business transferred to
UTP for purposes of paragraph (d)(2)(i)(A) of this section,
because they were not associated with a trade or business
transferred by X to LTP as part of the original 81.752-7
liability transfer. See paragraph (j)(2) of this section.
Because none of the exceptions described in paragraph (d)(2)
of this section apply to X' s taxable sale of the UTP interest
to A in 2008, paragraph (e)(1) of this section applies to that
sal e.

Exanple 2. Transfer of partnership interest to
corporation. The facts are the same as in Exanple 1, except
that, rather than transferring the LTP interest to UTP in
2005, X contributes the LTP interest to Corporation Y in an
exchange to which section 351 applies. Because Corporation
Y's basis in the LTP interest is determ ned by reference to
X's basis in that interest, X' s contribution of the LTP
interest is exenpted fromthe rules of paragraph (e)(1) of
this section. But see section 358(h) and 81.358-7 for
appropri ate basis adjustnents.

Exanple 3. Partnership nerger. (i) Facts. 1n 2004, A B,

C, and D form equal partnership PRS1. A contributes Bl ackacre
with a value and basis of $2,000,000 to PRS1 and PRS1 assunes
fromA $1, 500,000 of pension liabilities unrelated to

Bl ackacre. B, C, and D each contribute $500,000 cash to PRS1.

PRS1 uses the cash contributed by B, C, and D ($1,500,000) to
purchase Whiteacre. In 2006, PRS1 nerges into PRS2 in an
assets-over nerger under 81.708-1(c)(3). Assunme that, under
81.708-1(c), PRS2 is the surviving partnership and PRS1 is the
term nating partnership. At the time of the nmerger, the val ue
of Bl ackacre is still $2,000,000, the remaining built-in |oss
with respect to the pension liabilities is still $1,500, 000,
but the value of Wiiteacre has declined to $500, 000.

(ii) Deened assunption by PRS2 of PRS1 liabilities.
Under 81.708-1(c)(3), the nerger is treated as a contribution
of the assets and liabilities of PRS1 to PRS2, followed by a
distribution of the PRS2 interests by PRS1 in |iquidation of
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PRS1. Because PRS2 assunes a 81.752-7 liability (the pension
liabilities) of PRS1, PRS1 is a 81.752-7 liability partner of
PRS2. Under paragraph (b)(5)(ii)(A) of this section, Ais
also 81.752-7 liability partner of PRS2 to the extent of the
remai ni ng $1, 500, 000 built-in | oss associated with the pension
liabilities. B, C, and D are not 81.752-7 liability partners
with respect to PRS1. [If the ampunt of the pension
liabilities had increased between the date of PRS1’s
assumption of those liabilities fromA and the date of the
merger of PRS1 into PRS2, then B, C, and D would be 81.752-7
liability partners with respect to PRS2 to the extent of their
respective shares of that increase. See paragraph (b)(5)(ii)
of this section.

(iii) Deemed distribution of PRS2 interests. Paragraph

(e)(1) does not apply to PRS1's deened distribution of the
PRS2 interests, because, under paragraph (b)(5)(ii)(B) of this
section, all of the partners that were 81.752-7 liability
partners with respect to PRS2 before the distribution, i.e.,
A, continue to be 81.752-7 liability partners after the
distribution. After the distribution, A's share of the
pension liabilities now held by PRS2 will continue to be
$1, 500, 000.

Exampl e 4. Partnership division; no shifting of 81.752-7
liability. The facts are the sanme as in Exanple 3, except
t hat PRS1 does not nerge with PRS2, but instead contributes
Bl ackacre to PRS2 in exchange for PRS2 interests and the
assumpti on by PRS2 of the pension liabilities. |Imrediately
thereafter, PRS1 distributes the PRS2 interests to A and B in
liquidation of their interests in PRS1. The analysis is the
same as in Exanple 3. After the assunption of the pension
liabilities by PRS2, Ais a 81.752-7 liability partner with
respect to PRS2. After the distribution of a PRS2 interest to
A, A continues to be a 81.752-7 liability partner with respect
to PRS2, and the amount of A's built-in loss with respect to
the 81.752-7 liabilities continues to be $1, 500, 000.
Therefore, paragraph (e)(1l) of this section does not apply to
the distribution of the PRS2 interests to A and B.

Exanple 5. Partnership division; shifting of 81.752-7
liability. The facts are the sanme as in Exanple 4, except
that PRS1 distributes the PRS2 interests not to A and B, but
to Cand D, in liquidation of their interests in PRSL. After
this distribution, A does not continue to be a 81.752-7
liability partner of PRS2, because A no | onger has an interest
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in PRS2. Therefore, paragraph (e)(1) of this section applies
to the distribution of the PRS2 interests to C and D.

(f) Distribution in liquidation of 81.752-7 liability

partner’s partnership interest--(1) In general. Except as

provi ded in paragraphs (d)(2) and (i) of this section,

i mmedi ately before a distribution in liquidation of a 81.752-7
liability partner’s partnership interest, the 81.752-7
liability partner’s basis in the partnership interest is
reduced by the 81.752-7 liability reduction (as defined in
paragraph (b)(7) of this section). This rule applies before
section 737. No deduction, |loss, or capital expense is
allowed to the partnership on the satisfaction of the 81.752-7
liability (within the nmeani ng of paragraph (b)(8) of this
section) to the extent of the remaining built-in |oss
associated with the 81.752-7 liability (as defined in
paragraph (b)(6) of this section). For purposes of section
705(a)(2)(B) and 81.704-1(b)(2)(ii)(b) only, the remaining
built-in |loss associated with the 81.752-7 liability is not
treated as a nondeductible, noncapital expenditure of the
partnership. Therefore, the remaining partners’ capital
accounts and bases in their partnership interests are not
reduced by the remaining built-in | oss associated with the
8§1.752-7 liability. [If the partnership (or any successor)

notifies the 81.752-7 liability partner of the satisfaction of
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the 81.752-7 liability, then the 81.752-7 liability partner is
entitled to a | oss or deduction. The anmount of that deduction
or loss is, in the case of a partial satisfaction of the
81.752-7 liability, the amount that the partnership would, but
for this section, take into account on the parti al
satisfaction of the 81.752-7 liability (but not, in total,
nore than the 81.752-7 liability reduction) or, in the case of
a conplete satisfaction of the 81.752-7 liability, the

remai ning 81.752-7 liability reduction. To the extent of the
amount that the partnership would, but for this section, take
into account on satisfaction of the 81.752-7 liability, the
character of that deduction or loss is determned as if the
81.752-7 liability partner had satisfied the liability. To the
extent that the 81.752-7 liability reduction exceeds the
ampunt that the partnership would, but for this section, take
into account on satisfaction of the 81.752-7 liability, the
character of the 81.752-7 liability partner’s loss is capital.

(2) Exanple. The follow ng exanple illustrates the
provi sion of this paragraph (f):

Exanple. (i) Facts. In 2004, A B, and C form
partnership PRS. A contributes Property 1 with a fair market
val ue and basis of $5,000,000 subject to a 81.752-7 liability
of $2,000,000 for a 25% interest in PRS. B contributes
$3, 000, 000 cash for a 25% interest in PRS, and C contributes
$6, 000, 000 cash for a 50% interest in PRS. In 2012, when PRS

has a section 754 election in effect, PRS distributes Property
2, which has a basis and fair market val ue of $3,000,000, to A
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in liquidation of A's PRS interest. At the tine of the
distribution, the fair narket value of A's PRS interest is

still $3,000,000, the basis of that interest is still
$5, 000, 000, and the remaining built-in | oss associated with
the 81.752-7 liability is still $2,000,000. Assune that none

of the exceptions of paragraph (d)(2) of this section apply to
the distribution and that the satisfaction of the 81.752-7
liability would have given rise to a deducti bl e expense to A

In 2013, PRS pays $1, 000,000 to satisfy the entire 81.752-7
[iability.

PRS Bal ance Sheet (in mllions)
Asset s Liabilities/Equity
Val ue Basi s Val ue Basi s
$5 $5 Property 1
$9 $9 Cash
$2 - 81.752-7 Liability
Partner’s Equity:
$3 $5 A
$3 $3 B
$6 $6 C
(ii1) Liquidation of A's PRS interest. Inmmediately before

the distribution of Property 2 to A, A's basis in the PRS
interest is reduced (to $3,000,000) by the 81.752-7 liability
reduction, i.e., the lesser of the excess of A's basis in the
PRS i nterest ($5,000,000) over the adjusted val ue ($3, 000, 000)
of that interest ($2,000,000) or the remaining built-in |oss
associated with the 81.752-7 liability ($2,000, 000).
Therefore, A's basis in Property 2 under section 732(b) is

$3, 000, 000. Because this is the sane as the partnership’ s
basis in Property 2 immedi ately before the distribution, the
partnershi p’s basis adjustnment under section 734(b) is $0.

Conmput ation of 81.752-7 Liability Reduction (in mllions)

1. Basis of A's PRS interest $5
2. Less adjusted value of A's PRS interest (3)
3. Difference $2
4. Remaining built-in |oss

from81.752-7 liability 2
5. 81.752-7 liability reduction

(l esser of 3 or 4) $2
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(iii) Satisfaction of 81.752-7 liability. PRS is not
entitled to a deduction, |oss, or capital expense on the
satisfaction of the 81.752-7 liability to the extent of the
remai ning built-in | oss associated with the 81.752-7 liability
(%2, 000, 000). Because this ampunt exceeds the anpunt paid by
PRS to satisfy the 81.752-7 liability ($1, 000,000), PRS is not
entitled to any deduction for the 81.752-7 liability in 2013.

If, however, PRS notifies A of the satisfaction of the
81.752-7 liability, Ais entitled to an ordinary deduction in
2013 of $1,000,000 (the anpbunt paid in satisfaction of the
81.752-7 liability) and a capital |oss of $1,000,000 (the
remai ning 81.752-7 liability reduction).

PRS s Deduction on Satisfaction of Liability (in mllions)

Anpunt paid by PRS to satisfy 81.752-7 liability $1
Remai ning built-in loss for 81.752-7 liability (2)
Di fference (but not bel ow zero) $0

(g) Assumption of 81.752-7 liability by a partner other

than 81.752-7 liability partner--(1) In general. If this

par agraph (g) applies, section 704(c)(1)(B) does not apply to
an assunption of a 81.752-7 liability froma partnership by a
partner other than the 81.752-7 liability partner. The rules
of paragraph (g)(2) of this section apply only if the 81.752-7
liability partner is a partner in the partnership at the tinme
of the assunption of the 81.752-7 liability fromthe
partnership. The rules of paragraphs (g)(3) and (4) of this
section apply to any assunption of the 81.752-7 liability by a
partner other than the 81.752-7 liability partner, whether or
not the 81.752-7 liability partner is a partner in the
partnership at the time of the assunption fromthe

partnership.
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(2) Consequences to 81.752-7 liability partner. |If, at

the time of an assunption of a 81.752-7 liability froma
partnership by a partner other than the 81.752-7 liability
partner, the 81.752-7 liability partner remains a partner in
the partnership, then the 81.752-7 liability partner’s basis
in the partnership interest is reduced by the 81.752-7
liability reduction (as defined in paragraph (b)(7) of this
section). |If the assum ng partner (or any successor) notifies
the 81.752-7 liability partner of the satisfaction of the
81.752-7 liability (within the nmeani ng of paragraph (b)(8) of
this section), then the 81.752-7 liability partner is entitled
to a deduction or |oss. The anmount of that deduction or |oss
is, in the case of a partial satisfaction of the 81.752-7
liability, the amount that the assum ng partner would, but for
this section, take into account on the satisfaction of the
81.752-7 liability (but not, in total, nore than the 81.752-7
l[iability reduction) or, in the case of a conplete
satisfaction of the 81.752-7 liability, the remaining 81.752-7
liability reduction. To the extent of the anpunt that the
assum ng partner would, but for this section, take into
account on the satisfaction of the 81.752-7 liability, the
character of that deduction or loss is determned as if the

81.752-7 liability partner had satisfied the liability. To
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the extent that the 81.752-7 liability reduction exceeds the
anmpunt that the assum ng partner would, but for this section,
take into account on the satisfaction of the 81.752-7
liability, the character of the 81.752-7 liability partner’s
| oss is capital.

(3) Consequences to partnership. Immediately after the

assunption of the 81.752-7 liability fromthe partnership by a
partner other than the 81.752-7 liability partner, the
partnership nust reduce the basis of partnership assets by the
remai ning built-in | oss associated with the 81.752-7 liability
(as defined in paragraph (b)(6) of this section). The
reduction in the basis of partnership assets nust be allocated
anong partnership assets as if that adjustnent were a basis
adj ust ment under section 734(b).

(4) Consequences to assum ng partner. No deduction,

| oss, or capital expense is allowed to an assum ng partner
(other than the 81.752-7 liability partner) on the
satisfaction of the 81.752-7 liability assunmed from a
partnership to the extent of the remaining built-in |oss
associated with the 81.752-7 liability. |Instead, upon the
satisfaction of the 81.752-7 liability, the assum ng partner
must adj ust the basis of the partnership interest, any assets

(ot her than cash, accounts receivable, or inventory)
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di stributed by the partnership to the partner, or gain or |oss
on the disposition of the partnership interest, as the case
may be. These adjustnments are determned as if the assum ng
partner’s basis in the partnership interest at the tinme of the
assunmption were increased by the | esser of the amount paid (or
to be paid) to satisfy the 81.752-7 liability or the remining
built-in |loss associated with the 81.752-7 liability.
However, the assum ng partner cannot take into account any
adj ustnments to depreciable basis, reduction in gain, or
increase in loss until the satisfaction of the 81.752-7
liability.

(5) Exanple. The follow ng exanple illustrates the
provi sions of this paragraph (g):

Exanple. (i) Facts. In 2004, A, B, and C form
partnership PRS. A contributes Property 1, a nondepreciable
capital asset with a fair market val ue and basi s of
$5, 000, 000, in exchange for a 25% interest in PRS and
assunption by PRS of a 81.752-7 liability of $2,000,000. B
contributes $3, 000,000 cash for a 25% interest in PRS, and C
contri butes $6, 000, 000 cash for a 50% interest in PRS. PRS
uses the cash contributed to purchase Property 2. In 2007,
PRS di stributes Property 1, subject to the 81.752-7 liability
to Bin liquidation of B's interest in PRS. At the tinme of
the distribution, A's interest in PRS still has a val ue of
$3, 000, 000 and a basis of $5,000,000, and B's interest in PRS
still has a value and basis of $3,000,000. Also at that tine,
Property 1 still has a value and basis of $5, 000,000, Property
2 still has a value and basis of $9, 000,000, and the remaining
built-in |loss associated with the 81.752-7 liability still is
$2, 000, 000. Assunme that none of the exceptions of paragraph
(d)(2)(i) of this section apply to the assunption of the
81.752-7 liability by B and that the satisfaction of the
81.752-7 liability by A would have given rise to a deductible
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expense to A. In 2010, B pays $1,000,000 to satisfy the
entire 81.752-7 liability. At that tinme, B still owns
Property 1, which has a basis of $3, 000, 000.

PRS Bal ance Sheet (in mllions)
Asset s Liabilities/Equity
Val ue Basi s Val ue Basi s
$5 $5 Property 1
$9 $9 Property 2
$2 - 81.752-7 Liability
Partner’s Equity:
$3 $5 A
$3 $3 B
$6 $6 C

(i1) Assunption of 81.752-7 liability by B. Section
704(c)(1)(B) does not apply to the assunption of the 81.752-7
liability by B. Instead, A's basis in the PRS interest is
reduced (to $3,000,000) by the 81.752-7 liability reduction,
i.e., the lesser of the excess of A's basis in the PRS
i nterest ($5,000,000) over the adjusted value ($3,000,000) of
that interest ($2,000,000), or the remaining built-in |oss
associated with the 81.752-7 liability as of the time of the
assunmption ($2,000,000). PRS s basis in Property 2 is reduced
(to $7,000,000) by the $2,000,000 remaining built-in |oss
associated with the 81.752-7 liability. B s basis in Property
1 under section 732(b) is $3,000,000 (B's basis in the PRS
interest). This is $2,000,000 |less than PRS' s basis in
Property 1 before the distribution of Property 1 to B. If PRS
has a section 754 election in effect for 2007, PRS nay
increase the basis of Property 2 under section 734(b) by
$2, 000, 000.

8§ 1.752-7 Liability Reduction (in mllions)

1. Basis of A's PRS interest $5
2. Less adjusted value of A's PRS interest (3)
3. Difference $2
4. Remaining built-in |oss
from81l.752-7 liability 2
5. 81.752-7 liability reduction
(l esser of 3 or 4) $2

A's Basis in PRS after Assunption by B (in mllions)
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1. Basis before assunption $5
2. Less 81.752-7 liability reduction (2)
3. Basis after assunption $3

PRS' s Basis in Property 2 after Assunption by B (in mllions)

1 Basi s before assunption $9
2. Less remaining built-in |oss
from81l.752-7 liability (2)

3. Plus section 734(b) adjustnent (if
partnership has a section 754 election) 2
4. Basis after assunption $9

(iii) Satisfaction of 81.752-7 liability. B is not
entitled to a deduction on the satisfaction of the 81.752-7
liability in 2010 to the extent of the remaining built-in |oss
associated with the 81.752-7 liability ($2,000,000). As this
ampunt exceeds the amount paid by B to satisfy the 81.752-7
liability, Bis not entitled to any deduction on the
satisfaction of the 81.752-7 liability in 2010. B may,
however, increase the basis of Property 1 by the |lesser of the
remai ning built-in | oss associated with the 81.752-7 liability
(%2, 000, 000) or the ampunt paid to satisfy the 81.752-7
l[iability ($1,000,000). Therefore, B's basis in Property 1 is
i ncreased to $4,000,000. If B notifies A of the satisfaction
of the 81.752-7 liability, then Ais entitled to an ordinary
deduction in 2010 of $1,000,000 (the amobunt paid in
satisfaction of the 81.752-7 liability) and a capital |oss of
$1, 000,000 (the remaining 81.752-7 liability reduction).

B's Basis in Property 1 after Satisfaction of Liability
(in mllions)

1. Basis in Property 1 after distribution $3
2. Plus lesser of remaining built-in |oss ($2)

or amount paid to satisfy liability ($1) 1
4. Basis in Property 1 after satisfaction

of liability $4

(h) Notification by the partnership (or successor) of the

satisfaction of the 81.752-7 liability. For purposes of

par agraphs (e), (f), and (g) of this section, notification by
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the partnership (or successor) of the satisfaction of the
81.752-7 liability nust be attached to the 81.752-7 liability
partner’s return (whether an original or an anmended return)
for the year in which the loss is being claimed and nust

i ncl ude- -

(1) The anmount paid in satisfaction of the 81.752-7
liability, and whether the anounts paid were in partial or
conplete satisfaction of the 81.752-7 liability;

(2) The nanme and address of the person satisfying the
81.752-7 liability;

(3) The date of the paynent on the 81.752-7 liability;
and

(4) The character of the loss to the 81.752-7 liability
partner with respect to the 81.752-7 liability.

(i) Special rule for anpbunts that are capitalized prior

to the occurrence of an event described in paragraphs (e),

(f), or (g)--(1) In general. |If all or a portion of a 81.752-

7 liability is properly capitalized (capitalized basis) prior
to an event described in paragraph (e), (f), or (g) of this
section, then, before an event described in paragraph (e),
(f), or (g) of this section, the partnership nay take the
capitalized basis into account for purposes of conmputing cost

recovery and gain or loss on the sale of the asset to which
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t he basis has been capitalized (and for any other purpose for
whi ch the basis of the asset is relevant), but after an event
descri bed in paragraph (e), (f), or (g) of this section, the
partnership may not take any remaining capitalized basis into
account for tax purposes.

(2) Exanple. The follow ng exanple illustrates the
provi sions of this paragraph (i):

Exanple. (i) Facts. 1In 2004, A and B form partnership
PRS. A contributes Property 1, a nondepreciable capital asset,
with a fair market value and basis of 5,000,000, in exchange
for a 25% interest in PRS and an assunption by PRS of a
81.752-7 liability of $2,000,000. B contributes $9, 000,000 in
cash in exchange for a 75% interest in PRS. PRS uses
$7,000, 000 of the cash to purchase Property 2, also a
nondepreci abl e capital asset. In 2007, when PRS s assets have
not changed, PRS satisfies the 81.752-7 liability by paying
$2, 000, 000. Assume that PRS is required to capitalize the
cost of satisfying the 81.752-7 liability. In 2008, A sells
his interest in PRS to C for $3,000,000. At the time of the
sale, the basis of A's interest is still $5,000, 000.

(ii) Analysis. On the sale of A's interest to C, A
realizes a |loss of $2,000,000 on the sale of the PRS interest
(the excess of $5,000,000, the basis of the partnership
i nterest, over $3,000,000, the amount realized on sale). The
remaining built-in |oss associated with the 81.752-7 liability
at that tinme is zero because all of the 81.752-7 liability as
of the time of the assunption of the 8§1.752-7 liability by the
partnership was capitalized by the partnership. The
partnership may not take any remaining capitalized basis into
account for tax purposes.

Gain/Loss on Sale of A's PRS Interest (in mllions)
1. Amount realized on sale $3
2. Less basis of PRS interest

Original Basis $5

81.752-7 liability reduction $0
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Di fference ($5)
3. Gai n/ Loss ($2)

(iii) Partial Satisfaction. Assune that, prior to the
sale of A's interest in PRSto C, PRS had paid $1,500,000 to
satisfy a portion of the 81.752-7 liability. Therefore,

i medi ately before the sale of the PRS interest to C, A's
basis in the PRS interest would be reduced (to $4, 500, 000) by
t he $500, 000 remaining built-in |oss associated with the
81.752-7 liability ($2,000,000 less the 1,500,000 portion
capitalized by the partnership as that tine). On the sale of
the PRS interest, A realizes a | oss of $1,500,000 (the excess
of $4,500, 000, the basis of the PRS interest, over $3,000, 000,
the amount realized on the sale). Neither PRS nor any of its
partners is entitled to a deduction, |oss, or capital expense
upon the satisfaction of the 81.752-7 liability to the extent
of the remaining built-in | oss associated with the 81.752-7
liability ($500,000). |If PRS notifies A of the satisfaction
of the remaining portion of the 81.752-7 liability, then Ais
entitled to a deduction or |oss of $500,000 (the remining
81.752-7 liability reduction). The partnership may not take
any remai ning capitalized basis into account for tax purposes.

Gain/Loss on Sale of A's PRS Interest (in mllions)

1. Amount realized on sale $3

2. Less basis of PRS interest
Original Basis $5
81.752-7 liability reduction ($0.5)
Di fference ($4.5)

3. Gai n/ Loss ($1.5)

(j) Tiered partnerships--(1) Look-through treatnent. For

pur poses of this section, a contribution by a partner of an
interest in a partnership (lower-tier partnership) to another
partnership (upper-tier partnership) is treated as a
contribution by the partner of the partner’s share of each of
the |l ower-tier partnership’ s assets and an assunption by the

upper-tier partnership of the partner’s share of the | ower-
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tier partnership’s liabilities (including 81.752-7
l[iabilities). See paragraph (e)(3)(ii) Exanple 1 of this
section. In addition, a partnership is treated as having its
share of any 81.752-7 liabilities of the partnerships in which
it has an interest.

(2) Trade or business exception. |[If a partnership

(upper-tier partnership) assunmes a 81.752-7 liability of a
partner, and, subsequently, another partnership (lower-tier
partnershi p) assunes that 81.752-7 liability fromthe upper-
tier partnership, then the 81.752-7 liability is treated as
associated only with any trade or business contributed to the
upper-tier partnership by the 81.752-7 liability partner. The
sane rule applies where a partnership assumes a 81.752-7
liability of a partner, and, subsequently, the 81.752-7
liability partner transfers that partnership interest to

anot her partnership. See paragraph (e)(3)(ii) Exanple 1 of
this section.

(3) Partnership as a 81.752-7 liability partner. If a

transacti on described in paragraph (e), (f), or (g) of this
section occurs with respect to a partnership (upper-tier

partnership) that is a 81.752-7 liability partner of another
partnership (lower-tier partnership), then such transaction

will also be treated as a transaction described in paragraph
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(e), (f), or (g) of this section, as appropriate, with respect
to the partners of the upper-tier partnership, regardl ess of
whet her the upper-tier partnership assuned the 81.752-7
liability fromthose partners. (See paragraph (b)(5) of this
section for rules relating to the treatnment of transactions by
the partners of the upper-tier partnership). 1In such a case,
each partner’s share of the 81.752-7 liability reduction in
the upper-tier partnership is equal to that partner’s share of
the 81.752-7 liability. The partners of the upper-tier
partnership at the time of the transaction described in

par agraph (e), (f), or (g) of this section, and not the upper-
tier partnership, are entitled to the deduction or [ oss on the
satisfaction of the 81.752-7 liability. Simlar principles
apply where the upper-tier partnership is itself owned by one
or a series of partnerships. This paragraph does not apply to
the extent that 81.752-7(j)(4) applied to the assunption of
the 81.752-7 liability by the |ower-tier partnershinp.

(4) Transfer of 81.752-7 liability by partnership to

anot her partnership or corporation after a transaction

described in paragraph (e),(f), or (g)--(i) In general. If,

after a transaction described in paragraph (e),(f), or (g) of
this section with respect to a 81.752-7 liability assuned by a

partnership (the upper-tier partnership), another partnership
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or a corporation assumes the 81.752-7 liability fromthe
upper-tier partnership (or the assum ng partner) in a
transaction in which the basis of property is determ ned, in
whol e or in part, by reference to the basis of the property in
t he hands of the upper-tier partnership (or assum ng partner),
t hen- -

(A) The upper-tier partnership (or assuni ng partner) nust
reduce its basis in any corporate stock or partnership
interest received by the remaining built-in | oss associ at ed
with the 81.752-7 liability, at the tine of the transaction
descri bed in paragraph (e), (f), or (g) of this section (but
the partners of the upper-tier partnership do not reduce their
bases or capital accounts in the upper-tier partnership); and

(B) No deduction, |loss, or capital expense is allowed to
t he assuni ng partnership or corporation on the satisfaction of
the 81.752-7 liability to the extent of the remaining built-in
| oss associated with the 81.752-7 liability.

(i1) Subsequent transfers. Simlar rules apply to

subsequent assunptions of the 81.752-7 liability in

transactions in which the basis of property is determned, in
whol e or in part, by reference to the basis of the property in
the hands of the transferor. |If, subsequent to an assunption

of the 81.752-7 liability by a partnership in a transaction to



92

whi ch paragraph (j)(4)(i) of this section applies, the 81.752-
7 liability is assumed fromthe partnership by a partner other
than the partner from whomthe partnership assuned the 81.752-

7 liability, then the rules of paragraph (g) of this section

apply.
(5) Exanple. The follow ng exanple illustrates the
provi si ons of paragraphs (j)(3) and (4) of this section:

Exanpl e--(i) Assunption of 81.752-7 liability by UTP and
transfer of 81.752-7 liability partner’s interest in UTP. In
2004, A, B, and C form partnership UTP. A contributes
Property 1 with a fair market value and basis of $5, 000, 000
subject to a 81.752-7 liability of $2,000,000 in exchange for
a 25% interest in UTP. B contributes $3, 000,000 cash in
exchange for a 25% interest in UTP, and C contri butes
$6, 000, 000 cash in exchange for a 50% interest in UTP. UTP
i nvests the $9, 000,000 cash in Property 2. In 2006, A sells
A's interest in UTP to D for $3,000,000. At the time of the
sale, the basis of A's UTP interest is $5,000, 000, the
remaining built-in |oss associated with the 81.752-7 liability
is $2,000,000, and UTP has no liabilities other than the
81.752-7 liabilities assumed from A. Assune that none of the
exceptions of paragraph (d)(2) of this section apply and that
the satisfaction of the 81.752-7 liability would give rise to
a deducti bl e expense to A and to UTP. Under paragraph (e) of
this section, immediately before the sale of the UTP interest
to D, As basis in UTP is reduced to $3,000, 000 by the
$2, 000,000 81.752-7 liability reduction. Therefore, A neither
realizes nor recognizes any gain or |loss on the sale of the
UTP interest to D. D's basis in the UTP interest is
$3, 000, 000.

UTP Bal ance Sheet Prior to A's Sale (in mllions)
Asset s Liabilities/Equity
Val ue Basi s Val ue Basi s
$5 $5 Property 1
$9 $9 Property 2
$2 81.752-7 Liability

Partner’s Equity:
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$3 $5 A (25%
$3 $3 B (25%
$6 $6 C (50%
$12 $14 Total Equity
Gain/Loss on Sale of A's PRS Interest to D (in mllions)
1. Amount realized on sale $3
2. Less basis of PRS interest
Ori gi nal $5
8§1.752-7 liability reduction ($2)
Di fference ($3)
3. Gai n/ Loss $0

(ii1) Assunption of 81.752-7 liability by LTP from UTP
In 2008, at a tinme when the estimted anmount of the 81.752-7
liability has increased to $3,500,000, UTP contributes
Property 1 and Property 2, subject to the 81.752-7 liability,
to LTP in exchange for a 50% interest in LTP. At the time of
the contribution, Property 1 still has a value and basis of
$5, 000, 000 and Property 2 still has a value and basis of
$9, 000, 000. UTP's basis in LTP under section 722 is
$14, 000, 000. Under paragraph (j)(4)(i) of this section, UTP
must reduce its basis in LTP by the $2, 000, 000 renmi ni ng
built-in |loss associated with the 81.752-7 liability (as of
the time of the sale of the UTP interest by A). The partners
in UTP are not required to reduce their bases in UTP by this
amount. UTP is a 81.752-7 liability partner of LTP with
respect to the entire $3,500,000 81.752-7 liability assumed by
LTP. However, as Ais no longer a partner of UTP, none of the
partners of UTP (as of the tine of the assunption of the
81.752-7 liability by LTP) are 81.752-7 liability partners of
LTP with respect to the $2,000,000 remaining built-in |oss
associated with the 81.752-7 liability (as of the tinme of the
sale of the UTP interest by A). The UTP partners (as of the
time of the assunption of the 81.752-7 liability by LTP) are
81.752-7 liability partners of LTP with respect to the
$1, 500,000 increase in the anount of the 81.752-7 liability of
UTP since the assunption of that 81.752-7 liability by UTP
fromA

UTP Bal ance Sheet |Inmmediately Before Contribution to LTP
(in mllions)
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Asset s Liabilities/Equity
Val ue Basi s Val ue Basi s
$5 $5 Property 1
$9 $9 Property 2
81.752-7 Liability
$2 Assunmed from A
$1.5 Addi ti onal
$3.5 Tot al
Partner’s Equity:
$2.625 $3 D (25%
$2.625 $3 B (25%
$5. 25 $6 C (50%
$10.5 $12 Total Equity
UTP’s Basis in LTP Imediately After Contribution (in
ml1lions)
1. Basis in assets $14
2. Less remaining built-in loss at tinme of
A's sale ($ 2)
3. UTP's basis in LTP $12
(iii) Sale by UTP of LTP interest. In 2010, UTP sells
its interest in LTP to E for $10,500,000. At the tinme of the
sale, the LTP interest still has a value of $10,500,000 and a

basis of $12,000,000, and the remaining built-in |oss
associated with the 81.752-7 liability is $3,500,000. Under
paragraph (e) of this section, imediately before the sale,
UTP nmust reduce its basis in the LTP interest by the 81.752-7
liability reduction. Under paragraph (a)(4) of this section,
the remaining built-in | oss associated with the 81.752-7
liability is $1,500,000 (remaining built-in |oss associ at ed
with the 81.752-7 liability, $3,500,000, reduced by the anmount
of the 81.752-7 liability taken into account under paragraph
(j)(4) of this section, $2,000,000). The difference between
the basis of the LTP interest held by UTP ($12, 000, 000) and

t he adjusted value of that interest ($10,500,000) is also

$1, 500, 000. Therefore, the 81.752-7 liability reduction is
$1, 500,000 and UTP's basis in the LTP interest nmust be reduced
to $10,500,000. In addition, UTP s partners nust reduce their
bases in their UTP interests by their proportionate shares of
the 81.752-7 liability reduction. Thus, the basis of each of
B's and D's interest in UTP nust be reduced by $375, 000 and
the basis of Cs interest in UTP nust be reduced by $750, 000.
In 2011, D sells the UTP interest to F.
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Conput ation of 81.752-7 Liability Reduction (in mllions)

Basis of UTP's LTP interest $12
Less adjusted value of UTP's LTP interest $10.5
Di fference between 1 and 2 $ 1.5
Remai ning built-in | oss
from81.752-7 liability $ 1.5
8§1.752-7 liability reduction
(l esser of 3 or 4) $ 1.5

A WNPE

o

Gain/Loss on Sale of UTP's PRS Interest to E (in mllions)

1. Anpunt realized on sale $10.5
2. Less basis of PRS interest
Origi nal $12
81.752-7 liability reduction ($ 1.5)
Di fference ($10.5)
3. Gai n/ Loss $0

Partner’s Bases in UTP Interests after Sale of LTP |Interest
(in mllions)

B C D
Basis prior to sale $3 $6 $3
Share of 81.752-7 liability
Reducti on ($0.375) (%$0.75) ($0. 375)
Basis after sale $2. 625 $5. 25 $2. 625

(iv) Deduction, expense, or |loss associated with the
81.752-7 liability by LTP. In 2012, LTP pays $3,500,000 to
satisfy the 81.752-7 liability. Under paragraphs (e) and
(j)(4) of this section, LTP is not entitled to any deduction
with respect to the 81.752-7 liability. Under paragraph
(j)(3) of this section, UTP also is not entitled to any
deduction with respect to the 81.752-7 liability. |If LTP
notifies A, B, C and D of the satisfaction of the 81.752-7
l[iability, then Ais entitled to a deduction in 2012 of
$2, 000, 000, B and D are each entitled to deductions in 2012 of
$375,000, and Cis entitled to a deduction in 2012 of
$750, 000.

(k) Effective dates--(1) In general. This section applies

to 81.752-7 liability transfers occurring on or after June 24,
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2003. For assunptions occurring after COctober 18, 1999, and
before June 24, 2003, see 81.752-6. For 81.752-7 liability
transfers occurring on or after June 24, 2003 and before My
26, 2005, taxpayers may rely on the exception for trading and
i nvest nent partnerships in paragraph (b)(8)(ii) of 1.752-7
(2003-28 |.R B. 46; 68 FR 37434).

(2) Election to apply this section to assunptions of

liabilities occurring after October 18, 1999 and before June

24, 2003--(i) In general. A partnership may elect to apply

this section to all assunptions of liabilities (including
81.752-7 liabilities) occurring after October 18, 1999, and
before June 24, 2003. Such an election is binding on the
partnership and all of its partners. A partnership making
such an el ection nust apply all of the provisions of 81.752-1
and 81.752-7, including 81.358-5T, 81.358-7, 81.704-
1(b) (1) (ii) and (b)(2)(iv)(b), 81.704-2(b)(3), 81.704-3(a)(7),
(a)(8)(iv), and (a)(1l2), 81.704-4(d)(1)(iv), 81.705-1(a)(8),
81.732-2(d)(3)(iv), and 81.737-5.

(ii) Manner of making el ection. A partnership nakes an

el ection under this paragraph (k)(2) by attaching the
following statenent to its tinmely filed return: [lInsert nane
and enpl oyer identification nunber of electing partnership]

el ects under 81.752-7 of the Income Tax Regul ations to be
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subject to the rules of 81.358-5T, 8§1.358-7, 81.704-
1(b) (1) (ii) and (2)(iv)(b), 81.704-2(b)(3), 81.704-3(a)(7),
(a)(8)(iv), and (a)(12), 81.704-4(d)(1)(iv), 81.705-1(a)(8),
81.732-2(d)(3)(iv), and 81.737-5 with respect to all
liabilities (including 81.752-7 liabilities) assumed by the
partnership after October 18, 1999 and before June 24, 2003.
In the statenment, the partnership nmust list, with respect to
each liability (including each 81.752-7 liability) assumed by
the partnership after October 18, 1999 and before June 24,
2003- -

(A) The nanme, address, and taxpayer identification number
of the partner fromwhomthe liability was assuned;

(B) The date on which the liability was assuned by the
partnership;

(C) The amount of the liability as of the tinme of its
assunption; and

(D) A description of the liability.

(iii) Filing of anended returns. An election under this

paragraph (k)(2) will be valid only if the partnership and its
partners pronptly amend any returns for open taxable years
that would be affected by the el ection.

(iv) Tinme for making election. An election under this

paragraph (k)(2) nust be filed with any tinmely filed Federal
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income tax return filed by the partnership on or after
Sept enber 24, 2003 and on or before Decenber 31, 2005.
PART 602-- OVB CONTROL NUMBERS UNDER THE PAPERWORK REDUCTI ON
ACT

Par. 7. The authority for part 602 continues to read as
fol | ows:

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

Par. 8. In 8602.101, paragraph (b) is anended by addi ng
an entry to the table in numerical order to read as foll ows:

8602. 101 OMB Control nunbers.




(b) * k* %

___CFR part or section where
Current OVMB identified and descri bed
control No.

*k k%%

Mark E. Matthews,
Deputy Commi ssi oner for Services and
Enf or cenent .

Approved: May 16, 2005.

Eri c Sol onon,
Acting Deputy Assistant Secretary of the
Treasury.



