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Assunption of Partner Liabilities

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON: Notice of proposed rul emaking; notice of proposed

rul emaki ng by cross-reference to tenporary regul ati ons; and
notice of public hearing.

SUMMARY: This docunent contains proposed regulations relating
to the definition of liabilities under section 752 of the

| nternal Revenue Code. These regul ations provide rules
regarding a partnership’s assunption of certain fixed and
contingent obligations in exchange for a partnership interest
and provide conform ng changes to certain regul ations. These
regul ati ons al so provide rules under section 358(h) for
assumptions of liabilities by corporations from partners and
partnerships. |In addition, this docunment provides notice that
the RS and Treasury intend to issue suppl emental guidance
that may apply certain of the rules outlined in these proposed
regul ati ons to transactions involving corporations. This
document al so provides notice of public hearing on the
proposed regul ati ons.

DATES: W.itten or electronic comments and requests to speak

at the public hearing schedul ed for Tuesday, October 14, 2003,
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must be received by Septenmber 22, 2003.
ADDRESSES: Send subni ssions to: CC: PA: LPD: PR (REG 106736-00),
room 5207, Internal Revenue Service, POB 7604, Ben Franklin
St ati on, Washi ngton, DC 20044. Subm ssions may be hand-
delivered between the hours of 8 a.m and 4 p.m to
CC:. PA: LPD: PR (REG 106736-00), Courier's Desk, Internal Revenue
Service, 1111 Constitution Avenue, NW, Washington, DC or sent
electronically, via the IRS Internet site at:
wwv. i rs.gov/regs. The public hearing will be held in the
auditorium Internal Revenue Building, 1111 Constitution
Avenue, NW, Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Horace Howel s at (202) 622-
3050; concerning subm ssions, the hearing, and/or placenment on
the building access list to attend the hearing, Sonya Cruse,
(202) 622-4693 (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Paperwor k Reducti on Act

The collection of information contained in this notice of
proposed rul emaki ng has been submtted to the Ofice of
Managenment and Budget for review in accordance with the
Paperwor k Reduction Act of 1995 (44 U.S.C. 3507(d)). Comments
on the collection of information should be sent to the Ofice
of Managenment and Budget, Attn: Desk O ficer for the
Departnent of the Treasury, Ofice of Information and
Regul atory Affairs, Washington, DC 20503, with copies to the

| nternal Revenue Service, Attn: IRS Reports Clearance Oficer,
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W CAR: MP: T: T: SP Washi ngton, DC 20224. Comments on the
coll ection of information should be received by August 25,
2003. Comments are specifically requested concerning:

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

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

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

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

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

The collection of information in this proposed regul ation
is in 81.752-7(e), (f), (g), and (h). This information is
required for a former or current partner of a partnership to
t ake deductions attributable to the econonic performance of
certain fixed or contingent obligations assunmed fromthe
partner by a partnership. This information will be used by
the partner to permt the partner to take a deduction. An

additional collection of information in this proposed
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regulation is in 81.752-7(j)(2). This information is required
to informthe IRS of partnerships maki ng the desi gnated

el ection and to report inconme 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 proposed
regulations in lieu of 81.752-6T of the tenmporary regul ati ons.
The |ikely respondents are individuals, business or other for-
profit institutions, and small busi nesses or organizati ons.

Esti mated 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

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

Books or records relating to a collection of information
must be retained as long as their contents nmay becone materi al
in the adm nistration of any internal revenue |law. GCenerally,
tax returns and tax return information are confidential, as
required by 26 U S.C. 6103.

Backgr ound
Wth certain exceptions, no gain or loss is recognized if

property is transferred to a corporation solely in exchange
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for stock of the corporation, and, imrediately after the
exchange, the transferors control the corporation. |If,
however, the transferee corporation assunes a liability of the
transferor, then, under section 358(d), the transferor’s basis
in the stock received in the exchange is reduced by the anount
of that liability. [If the anmobunt of the liability exceeds the
transferor’s basis in the property transferred to the
corporation, then the transferor recognizes gain under section
357(c)(1). Under section 357(c)(3), a liability the paynent
of which would give rise to a deduction or that would be
described in section 736(a) (regarding paynents to a retiring
partner) is not taken into account in applying section
357(c) (1), unless the incurrence of the liability resulted in
the creation of, or an increase in, the basis of any property.

Under section 752(a) and (b), simlar rules apply where a
partnership assunmes a liability froma partner or a partner
contributes property to a partnership subject to a liability.
The difference between the amount of the liability and the
partner’s share of that liability after the partnership’s
assunmption is treated as a distribution of noney, which
reduces the partner’s basis in the partnership interest and
may cause the partner to recognize gain. There is no
statutory or regulatory definition of liabilities for purposes
of section 752. Case |law and revenue rulings, however, have

establi shed that, as under section 357(c)(3), the term

liabilities for this purpose does not include liabilities the
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payment of which would give rise to a deduction, unless the
incurrence of the liability resulted in the creation of, or an
increase in, the basis of property. Rev. Rul. 88-77 (1988-2
C.B. 128); Salina Partnership LP, FPL Group, Inc. V.

Conmmi ssioner, T.C. Menp 2000- 352.

On Decenber 21, 2000, as part of the Community Renewal
Tax Relief Act of 2000 (Appendix G of H R 4577, Consoli dated
Appropriations Act, 2001) Public Law 106-554, 114 Stat. 2763,
2763A-638 (2001) (the Act), Congress enacted section 358(h) to
address certain situations where property was transferred to a
corporation in exchange for both stock and the corporation’s
assunmption 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
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 deducti ons 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 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
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of the stock) by the amount of any liability assunmed in the
exchange. Exceptions to section 358(h) are provi ded 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 assumng the liability as part of the exchange.
The term|iability for purposes of section 358(h) includes any
fixed or contingent obligation to make paynent w thout regard
to whether the obligation is otherwise taken into account for
pur poses of the Internal Revenue Code (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 section 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” and to prescribe simlar rules for S
corporations. Under the statute, these rules are to “apply to
assumptions of liability after October 18, 1999, or such |ater
date as nmay be prescribed in such rules.”

In response to this directive, these proposed regul ations

provide rules to prevent the duplication and accel eration of
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| oss through the assunption by a partnership of a 81.752-7
liability froma partner. For this purpose, a partnership
that takes property subject to a liability is generally
treated as assuming the liability. A 81.752-7 liability is
any fixed or contingent obligation to make paynent that is not
described in 81.752-1(a)(1), without regard to whether the
obligation is otherw se taken into account for purposes of the
Code.

The proposed regul ations al so provide that section 704(c)
principles shall apply to a 81.752-7 liability assunmed by a
partnership froma partner. Accordingly, the 81.752-7
liability is treated under section 704(c) principles as having
a built-in loss equal to the anount of such liability at the
time of its assunmption by the partnership. The amount of the
81.752-7 liability is the anount that a willing assignor woul d
pay to a willing assignee to assune the 81.752-7 liability in
an arm s-length transacti on.

I n addition, the proposed regul ations make conform ng
amendnments to 881.704-1(b)(2)(iv)(b) (by providing that a
partner’s capital account be reduced by the 81.752-7
liabilities that the partnership assumes fromthe partner),
1.704-2(b)(3) (by treating a 81.752-7 liability as a
nonrecourse liability for purposes of the partnership
al l ocation rules), and 1.705-1 (by directing taxpayers to
81.358-7(b) and 81.752-7 for basis adjustnments necessary to

coordi nate section 705 with section 358(h) and 81.752-7).
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Mor eover, the proposed regul ations provide rul es under
section 358(h) for assunptions of liabilities by corporations
from partners and partnerships. |In addition, in the
Expl anati on of Provisions section of this preanble, the IRS
and Treasury are alerting taxpayers that they are considering
adopting the definition of liability proposed in these
regul ati ons as an appropriate interpretation of the term
liability for purposes of subchapter C of chapter 1 of the
Code. The IRS and Treasury are al so considering issuing
regul ati ons to conformthe exceptions to section 358(h) to the
exceptions described in these regulations. These regulations
will be retroactive to the extent necessary to prevent abuse.

Section 358(h) applies to S corporations. The Act states
that the Secretary nmay prescribe conparable rules which
provi de appropriate adjustments under subchapter S. These
proposed regul ati ons do not address the assunption of
liabilities by S corporations; however, any rul es applicable
to assunptions of liabilities by corporations would, in the
absence of provisions to the contrary, apply equally to S
corporations. Coments regardi ng the assunption of
liabilities by S corporations are requested.
Expl anati on of Provisions

1. Addition of 81.752-1(a)(1)--Definition of Liability

The question of what constitutes a liability for purposes
of section 752 was addressed in Rev. Rul. 88-77 (1988-2 C. B.
128). Rev. Rul. 88-77 holds that partnership liabilities
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i nclude an obligation only if, and to the extent that,
incurring the obligation creates or increases the basis to the
partnership of any of the partnership’ s assets (including cash
attributable to borrowings), gives rise to an i medi ate
deduction to the partnership, or, under section 705(a)(2)(B)
(relating to noncapital, nondeductible expenditures of a
partnership) currently decreases a partner’s basis in the
partner’s partnership interest. Section 1.752-1T(g) (1989-1
C.B. 180), included a definition of a liability for purposes
of section 752 that reaffirmed the position of the IRS in Rev.
Rul . 88-77. This definition was renoved fromthe final
version of those regulations in response to coments that the
definition was redundant and therefore unnecessary. The
Service continues to follow the definition of liability set
forth in Rev. Rul. 88-77. See Rev. Rul. 95-26 (1995-1 C. B.
131) .

Because these proposed regul ati ons define a 81.752-7
liability as a fixed or contingent obligation to make paynent
to which section 752 does not apply, Treasury and the IRS
believe that it is appropriate to describe in these
regulations the liabilities to which section 752 does apply.
Therefore, following the principles set forth in 81.752-1T(g)
and Rev. Rul. 88-77, the proposed regul ations provide that an
obligation is a liability if and to the extent that incurring
the obligation: (A) creates or increases the basis of any of

the obligor’s assets (including cash); (B) gives rise to an



11
i mmedi at e deduction to the obligor; or (C) gives rise to an
expense that is not deductible in computing the obligor’s
taxabl e income and is not properly chargeable to capital. An
obligation for this purpose is any fixed or contingent
obligation to make paynment w thout regard to whether the
obligation is otherwi se taken into account for purposes of the
Code. noligations include, but are not limted to, debt
obl i gati ons, environmental obligations, tort obligations,
contract obligations, pension obligations, obligations under a
short sale, and obligations under derivative financi al
instrunents such as options, forward contracts, and futures
contracts. The definition of a liability contained in these

proposed regul ati ons does not follow Hel ner v. Comni ssioner

T.C. Meno 1975-160. (The Tax Court, in Helmer, held that a
partnership’s issuance of an option to acquire property did
not create a partnership liability for purposes of section
752.)

Treasury and the I RS are considering adopting the
definition of liability proposed in these regul ations as an
appropriate interpretation of the termliability for purposes
of subchapter C of chapter 1 of the Code. Treasury and the
| RS request comments on the scope and substance of such
regul ati ons, which will be retroactive to the extent necessary
to prevent abuse.

2. 81. 752-7--Partnership Assunption of Partner’s 81.752-7

Liability
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In the corporate context, section 358(h) prevents the
duplication and accel eration of loss with respect to
obl i gati ons not enconpassed by section 358(d) by reducing the
transferor shareholder’s basis in corporate stock received in
t he exchange. Treasury and the IRS do not believe that this
is the best approach for partnershi ps given their passthrough
nature. Utimtely, the partners’ shares of a partnership's
deductions are limted by the partners’ bases in their
partnership interests (their outside bases). |If, at the tinme
of an assunption of a 81.752-7 liability by a partnership from
a partner (the 81.752-7 liability partner), the partner’s
out si de basis were reduced by the amount of the 81.752-7
liability, then the partner would not have sufficient outside
basis to absorb any deduction with respect to the 81.752-7
liability that passed through the partnership.

For this reason, these proposed regul ations do not reduce
t he outside basis of the 81.752-7 liability partner upon the
partnership’ s assunption of the 81.752-7 liability. [If the
partnership satisfies the 81.752-7 liability while the 81.752-
7 liability partner is a partner in the partnership, then the
deduction with respect to the portion of the 81.752-7
liability assumed by the partnership fromthe 81.752-7
liability partner (the built-in | oss associated with the
81.752-7 liability) is allocated to the 81.752-7 liability
partner, reducing that partner’s outside basis. If, instead,

one of three events occur that separate the 81.752-7 liability
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partner fromthe 81.752-7 liability, then the 81.752-7
liability partner’s outside basis is reduced at that tine.
These events are: (1) a disposition (or partial disposition)
of the partnership interest by the 81.752-7 liability partner,
(2) a liquidation of the 81.752-7 liability partner’s
partnership interest, and (3) the assunption (or partial
assunption) of the 81.752-7 liability by a partner other than
the 81.752-7 liability partner. |Imediately before the
occurrence of one of these events, the 81.752-7 liability
partner’s basis in the partnership interest generally is
reduced by the lesser of: (1) the excess of the 8§1.752-7
liability partner’s basis in the partnership interest over the
adj usted value of that interest, or (2) the remaining built-in
| oss associated with the 81.752-7 liability (the 81.752-7
liability reduction). For this purpose, the adjusted val ue 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. 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 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.

After the occurrence of such an event, the partnership
(or the assumi ng partner) is not entitled to any deduction or

capital expense on the econom c performance of the 81.752-7
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liability to the extent of the remaining built-in | oss
associated with the 81.752-7 liability. If, however, the
partnership (or the assum ng partner) notifies the 81.752-7
liability partner of the partial or conplete economc
performance of the 81.752-7 liability, then the 81.752-7
liability partner is entitled to a deduction or loss. The
amount of that deduction or loss is, in the case of a partial
satisfaction of the 81.752-7 liability, the ambunt paid by the
partnership in satisfaction of the 81.752-7 liability (but not
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
anount paid in 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 81.752-7
liability. To the extent that the 81.752-7 liability
reducti on exceeds the anount paid in satisfaction of the
81.752-7 liability, the character of the 81.752-7 liability
partner’s loss is capital.

The proposed regul ations further provide that, solely for
pur poses of section 705 (adjustnments to the basis of a
partnership interest) and 81.704-1(b)(2)(iv)(b) (partnership
capital accounting rules), the remaining built-in |oss
associated with the 81.752-7 liability is not treated as a
nondeducti bl e, noncapital expense to the partnershinp.

Therefore, the remaining partners’ bases in their partnership
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interests and capital accounts are not reduced by the
remai ning built-in |oss associated with the 81.752-7
liability.

If the 81.752-7 liability is assuned by a partner other
than the 81.752-7 liability partner, then, on econom c
performance of the 81.752-7 liability, the assum ng partner is
treated as contributing cash to the partnership in the anmount
of the lesser of: (1) the amount paid to satisfy the 81.752-7
liability; or (2) the remaining built-in |oss associated with
the 81.752-7 liability as of the time of the assunption.
Adjustnments as a result of this deemed cash contribution may
i nclude adjusting the basis of the partnership interest, any
assets (other than cash, accounts receivable, or inventory)
di stributed by the partnership to the partner, or gain or |oss
on the disposition of the partnership interest or of property
di stributed by the partnership, as the case may be. However,
t he assum ng partner cannot take into account any adjustnents
to depreciable basis, reduction in gain, or increase in |oss
until econom c performance of the 81.752-7 liability. Any
adjustnment to the basis of an asset under this provision is
taken into account over the recovery period of that asset.

3. Excepti ons

Certain exceptions apply to these rules. 1In the
corporate context, section 358(h) does not apply in the
following two situations: (1) where the trade or business with

which the liability is associated is transferred to the
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corporation assumng the liability; and (2) where
substantially all of the assets with which the liability is
associ ated are transferred to the corporation assum ng the
liability. Section 358(h)(2) authorizes the Secretary to
limt the application of these exceptions.

The statutory provision relating to partnershi ps does not
speci fy whether the exceptions in section 358(h)(2) should
apply. The only cross-reference to section 358(h) in this
statutory provision is to section 358(h)(3), which defines the
termliability. Treasury and IRS believe it is appropriate to
provide for a variation on one of the two exceptions to
section 358(h), as well as an additional exception that is not
included in section 358(h), in these proposed regul ations.
Treasury and the I RS request comments on these exceptions and
on whet her additional exceptions should be included in the
final regul ations.

The first exception applies where the partnership assunes
the 81.752-7 liability as part of the contribution of the
trade or business with which the liability is associ ated and
t he partnership continues to conduct that trade or business
after the contribution. For this purpose, a trade or business
is a specific group of activities carried on by a person for
t he purpose of earning income or profit if the activities
included in that group include every operation that fornms a
part of, or a step in, the process of earning incone or

profit.
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The proposed regul ations provide that the activity of
acquiring, holding, or disposing of financial instrunments
constitutes a trade or business for this purpose if and only
if the activity is conducted by an entity registered with the
Securities and Exchange Conmmi ssion as a managenment conpany
under the Investnment Conpany Act of 1940, as anended.
Treasury and the I RS are concerned that certain activities
i nvol ving acquiring, holding, or disposing of financial
instrunents could be structured to acconplish the types of
transactions that section 309(c) of the Act was designed to
prevent. Nonethel ess, Treasury and the I RS recognize that
many persons contribute such activities to partnerships for
substanti al business purposes. For exanple, nutual funds
often contribute substantially all of their assets to a master
partnership to save adnministrative costs. Under sone
ci rcunmst ances, such a nmutual fund may transfer portfolio
positions (including hedge positions that could be considered
81.752-7 liabilities under the proposed regulations) to the
mast er partnership. Because a contribution by a nutual fund
to a master partnership is not the type of abusive |oss
duplication transaction that section 309(c) of the Act was
desi gned to address, the proposed regulations treat this type
of contribution as a contribution of a trade or business.
Treasury and the I RS request comments on additional types of
activities that should be treated as trades or businesses for

pur poses of these regul ati ons.
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The proposed regul ations do not include the section
358(h) exception for situations in which substantially all of
the assets with which the liability is associated are
transferred to the partnership assuming the liability.
Treasury and the I RS are concerned that taxpayers would rely
on that exception to facilitate transactions of the type that
section 309(c) of the Act was designed to prevent.

An additional de mnim s exception, not present in
section 358(h), is included in the proposed regul ati ons.
Under this exception, the proposed regul ati ons do not apply
where, imrediately before the disposition of the partnership
interest by the 81.752-7 liability partner, the |iquidation of
the 81.752-7 liability partner’s partnership interest, or the
assunption of the 81.752-7 liability by another partner, the
amount of the remaining built-in loss with respect to al
81.752-7 liabilities assuned by the partnership (other than
81.752-7 liabilities that are assuned by the partnership with
an associ ated trade or business) is |less than the | esser of
10% of the gross value of the partnership s assets or
$1, 000, 000. This exception was added in recognition of the
fact that | oss acceleration and duplication strategies
typically are engaged in only if the accelerated or duplicated
| oss is substantial.

4. Advanced Notice of Proposed Rul emaki ng Under Secti on

358(h) (2)

Treasury and the I RS are considering exercising their
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regul atory authority under section 358(h)(2) to limt the
exceptions to section 358(h)(1) to follow the exceptions set
forth in these proposed regul ations (other than the de mnims
exception). Treasury and the IRS request comments on the
scope and substance of such regulations, which will be
retroactive to the extent necessary to prevent abuse.

5. Rul es Applicable to Tiered Structures

Proposed 81.752-7(e) and (i) provide rules to address a
contribution of a partnership interest to another partnershinp.
First, under 81.752-7(e)(3), a transfer by a partner of an
interest in a partnership (lower-tier partnership) to another
partnership (upper-tier partnership) is not treated as a
transfer of a partnership interest for purposes of applying
these rules. Therefore, the partner does not have to reduce
the basis of the partnership interest before such a transfer.
However, | ook-through rules in 81.752-7(i) apply to treat the
transfer of the partnership interest as a transfer of the
partner’s share of the assets and 81.752-7 liabilities of the
partnership. Therefore, a transfer of a partnership interest
to another partnership may be treated as an assunption of a
81.752-7 liability by a partnership under these proposed
regul ati ons. Under proposed 81.358-7(a), simlar rules apply

to a contribution of a partnership interest to a corporation.

Al so, 81.752-7(i)(2) provides a limtation on the trade

or business exception where a partnership (upper-tier
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partnership) assunes a 81.752-7 liability froma partner, and
t hen anot her partnership (lower-tier partnership) assunmes the
81.752-7 liability fromthe upper-tier partnership. 1In such a
case, the trade or business exception does not apply on the
assunmption of the 81.752-7 liability by the |lower-tier
partnership fromthe upper-tier partnership unless it applied
on the assunption of the 81.752-7 liability by the upper-tier
partnership fromthe 81.752-7 liability partner. Section
1.358-7(c) of these proposed regul ati ons provide for simlar
rul es where a corporation assunmes an obligation described in
section 358(h)(3) froma partnership that the partnership had
previously assunmed froma partner. |In addition, 81.358-7(b)
of these proposed regul ati ons provide special rules for
adjusting the partners’ bases in a partnership when a
corporation assunmes a 81.752-7 liability fromthe partnership.

Addi tional rules are provided for |ook-through treatnment
where a partnership is a 81.752-7 liability partner in another
partnership. The proposed regul ati ons al so provi de speci al
rules for situations in which the 81.752-7 liability partner
di sposes of the partner’s interest in the partnership and then
anot her partnership (or a corporation) assunmes the 81.752-7
liability fromthe partnership.
Ef fective Date

The regul ations descri bed above are proposed to apply to
assunptions of 81.752-7 liabilities occurring on or after June

24, 2003. In the Rules and Regul ations section of this issue
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of the Federal Register, the IRS is issuing tenporary
regul ati ons (81.752-6T) that apply to liabilities assuned by a
partnership after October 18, 1999, and before June 24, 2003 .
The text of those tenporary regul ati ons published in the Rul es
and Regul ati on section of this issue of the Federal Register
serves as the text of 81.752-6 of these regulations. In |ieu
of applying 81.752-6T of the tenporary Inconme Tax Regul ati ons,
partnerships may el ect to be subject to the proposed rul es of
881.358-7 and 1.752-7 and the proposed revisions of 881.704-
1(b)(2)(iv)(b), 1.704-2(b)(3), 1.705-1(a)(7), and 1.752-1,
publ i shed as part of this Notice of Proposed Rul emaking, wth
respect to all liabilities (including 81.752-7 liabilities)
assunmed by the partnership after October 18, 1999 and before
June 24, 2003. The election nust be filed with the first
Federal income tax return filed by the partnership on or after
Septenmber 22, 2003. The election will be valid only if the
partnership and its partners pronptly anmend any returns for
open taxable years that would be affected by the el ection.
Speci al Anal yses

It has been determ ned that this notice of proposed
rulemaking is not a significant regulatory action as defined
in Executive Order 12866. Therefore, a regulatory assessnent
is not required. It is hereby certified that these
regul ations will not have a significant econonic inpact on a
substanti al nunber of small entities. This certification is

based upon the fact that few partnershi ps engage in the type



22

of transactions that are subject to these regul ations
(assunptions of liabilities not described in section 752(a)
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 regulations (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. Pursuant to section 7805(f) of the Code, this
notice of proposed rulemaking will be submtted to the Chief
Counsel for Advocacy of the Small Business Adm nistration for
conmment on its inpact on small business. Coments are sought
as to the nunber of legitimte business transactions that wll
be affected by the proposed regul ati ons.
Drafting Information

The principal author of these regulations is Horace
Howel | s, Office of Associate Chief Counsel (Passthroughs and
Speci al Industries), IRS. However, other personnel fromthe
| RS and Treasury Department participated in their devel opnent.
List of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and record keeping requirenents.
Adoption of Amendments to the Regul ations

Accordingly, 26 CFR part 1 continues to read in part as

foll ows:
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PART 1--1 NCOVE TAXES

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

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

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

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

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

Par. 2. Section 1.358-7 is added to read as foll ows:

81.358-7 Transfers by partners and partnerships to

cor por ati ons.

(a) Contributions of partnership interests. For purposes
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 assunption by the
corporation of the partner’s share of partnership liabilities
(i ncluding section 358(h) liabilities, as defined in paragraph

(d) of this section). See paragraph (e), Exanple 1 of this

section.
(b) Contributions by partnerships. |f a corporation
assumes a section 358(h) liability froma partnership in an

exchange to which section 358(a) applies, then, for purposes
of applying 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
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the partnership described in section 705(a)(2)(B). See
paragraph (e), Exanple 2 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
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(i)(4) applies to
the assunption of the 81.752-7 liability by the corporation.

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

foll owed by transfer of partnership interest or partnership

property to a corporation--trade or busi ness exception. Wher e

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, the section 358(h)
liability is treated as associated only with the contribution
made to the partnership by that partner. Simlar rules apply
where a partnership assunmes a section 358(h) liability of a
partner and a corporation subsequently assumes that section
358(h) liability fromthe partnership in an exchange to which
section 358(a) applies. See paragraph (e), Exanple 1 of this
section.

(d) Section 358(h) liabilities defined. For purposes of
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this section, section 358(h) liabilities are liabilities
descri bed in section 358(h)(3).

(e) Exanples. The followi 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:

Exanple 1. Contribution of partnership interest to
corporation. |In 2004, A contributes undeveloped land with a
val ue 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 froma separate business that A conducts. A's
basis in the PRS interest imediately after the contribution
is A's 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, A contributes 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 contribution of
the PRS interest to Corporation X is treated as a contribution
to Corporation X of A's share of PRS assets and of A's share
of the pension liabilities of PRS ($2,000,000). Because the
pension liabilities were not assuned by PRS from A in an
exchange in which either the trade or business associated with
the liability or substantially all of the assets associ ated
with the liability were transferred to PRS, the contribution
of the PRS interest to Corporation X is not excepted from
section 358(h) under section 358(h)(2). Under section 358(h),
A's basis in the Corporation X stock is reduced by the
$2, 000, 000 of pension liabilities.

Exanple 2. Contribution of partnership property to
corporation. |In 2004, in an exchange to which section 351(a)
applies, PRS, a cash basis taxpayer, contributes $2, 000, 000
cash to Corporation X, also a cash basis taxpayer, in exchange
for Corporation X shares and the assunption by Corporation X
of $1, 000,000 of accounts payable incurred by PRS. At the
time 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
t hat, under section 358(h)(1), PRS s basis in the Corporation




26

X stock is reduced by the accounts payabl e assuned by
Corporation 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.

(f) Effective date. This section applies to assunptions

of liabilities by a corporation occurring on or after June 24,
2003.
81.704-1 [ Arended]

Par. 3. Section 1.704-1 is anended as foll ows:

1. Paragraph (b)(21)(ii) is amended by renoving the
| anguage “The” at the beginning of the first sentence and
addi ng “Except as otherwi se provided in this section, the” in
its place.

2. Paragraph (b)(2)(iv)(b)(2) is anended by renoving the
| anguage “secured by such contributed property” in the
parent heti cal .

3. Paragraph (b)(2)(iv)(b)(2) is further amended by
renovi ng the | anguage “under section 752" in the
parent heti cal .

4. Paragraph (b)(2)(iv)(b)(5) is amended by renoving the

| anguage “secured by such distributed property” in the
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parent hetical .

5. Paragraph (b)(2)(iv)(b)(5) is further anended by
renmovi ng the | anguage “under section 752" in the
parent hetical .

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

The addition reads as foll ows:

81.704-1 Partner’s distributive share.

* * * * *

(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 x %
§1.704-2 [ Anended]
Par. 4. In 81.704-2, paragraph (b)(3) is anended by

addi ng the | anguage “or a 81.752-7 liability (as defined in
81.752-7(b)(2)(i)) assuned by the partnership froma partner
on or after June 24, 2003” at the end of the sentence.

Par. 5. Section 1.705-1 is anmended by addi ng paragraph
(a)(8) to read as foll ows:

81.705-1 Determ nation of basis of partner’s interest.
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(a) * * *

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

81.752-0 [ Anended]

Par. 6. Section 1.752-0 is anended as foll ows:

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

2. The entries for 81.752-1(a)(1) through (a)(3) are
redesi gnated as 81.752-1(a)(2) through (a)(4).

3. Anewentry for 81.752-1(a)(1) is added.

4. The entries for 81.752-1(a)(1)(i), (ii), (iii), and
(iv) are added.

5. The entries for 881.752-6 and 1.752-7 are added.

The revision and additions read as foll ows:

81.752-0 Table of contents.

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

81.752-1 Treatnent of partnership liabilities.

finitions.
ability defined.
n general .
) Obligation.
i) Oher liabilities.
) Effective date.

Li
I

N—r
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81. 752-6 Partnership assunption of partner’s 8358(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.

§1.752-7 Partnership assunption of partner’s 81.752-7
Li

7
ability on or after June 24, 2003.

tributions of partnership assets, and assunptions of the
1.752-7 liability after a 81.752-7 liability transfer.
1) In general.

2) Exceptions.

i) In general.

i 1) Exanples.

e) Transfer of 81.752-7 liability partner’s partnership
nt er est.

(a) CGeneral rules.

(1) Purpose and structure.

(2) Exception from di sgui sed sal e rules.

(b) Definitions.

(1) Assunption.

(2) 81.752-7 liability.

(i) I'n general.

(ii) Amount and share of 81.752-7 liability.
(3) 81.752-7 liability partner.

(4) Remmining built-in | oss associated with a 81.752-7
liability.

(5) 81.752-7 liability reduction.

(i) I'n general.

(i1) Partial dispositions and assunpti ons.
(6) 81.752-7 liability transfer.

(7) Testing date.

(8) Trade or business.

(i) I'n general.

(i1) Trading and invest ment part nerships.
(A) In general.

(B) Financi al i nstrunents.

(iii1) Exanples.

(9) Adjusted val ue.

(c) Application of section 704(c) to assunmed 81.752-7
[iabilities.

(1) I'n general.

(2) Exanple.

(d) Special rules for sales of partnership interests,
dis

8§

(

(

(

(

(

[
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) In general.
) Exanpl es.
) Exception for nonrecognition transactions.
) In general.

1) Exanpl es.
) Distribution in liquidation of 81.752-7 liability
rtner’s partnership interest.
) In general.
) Exanpl e.
) Assunption of 81.752-7 liability by a partner other than
752-7 liability partner.
) In general.
) Consequences to 81.752-7 liability partner.
) Consequences to partnership.
) Consequences to assum ng partner.
) Exanpl e.
) Notification by the partnership (or successor) of the
onom ¢ performance of the 81.752-7 liability.
) Tiered partnerships.
) Look-through treatnent.
) Trade or business exception.
) Partnership as a 81.752-7 liability partner.
) Transfer of 81.752-7 liability by partnership to another
rtnership or corporation after a transaction described in
ragraphs (e),(f), or (9).
) In general.

1) Subsequent transfers.

Exanpl e.
Ef fective date.

1
2
3
i
i
f
a
1
2
g
1.
1
2
3
4
5
h
c
|
1
2
3
4
a
a
|
|
5)

)

) In general.
)

a

[S—

1
2) Election to apply this section to assunptions of
bilities occurring after October 18, 1999 and before June

4, 2003.
|
|
|
|

) In general.

i) Manner of making el ection.
ii) Filing of amended returns.
v) Time for making el ection.

Par. 7. In 81.752-1, paragraphs (a)(1) through (a)(3)
are redesi gnated as paragraphs (a)(2) through (a)(4) and a new
paragraph (a)(1) is added to read as foll ows:

81.752-1 Treatnent of Partnership Liabilities.

(a) Definitions--(1) Liability defined--(i) Ln general

An obligation is a liability for purposes of section 752 and

t he regul ations thereunder, only if and to the extent that



31

incurring the obligation--

(A) Creates or increases the basis of any of the
obligor’s assets (including cash);

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

(C) Gves rise to an expense that is not deductible in
conputing the obligor’s taxable inconme 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 sale, and obligations under derivative financi al
instrunents such as options, forward contracts, and futures
contracts.

(iii) Oher liabilities. For obligations that are not

liabilities as defined in paragraph (a)(1)(i) of this section,

see 881.752-6 and 1.752-7.

(iv) Effective date. This paragraph (a)(1l) applies to
liabilities that are incurred or assumed by a partnership on
or after June 24, 2003 .

* * *x k% %

§1.752-5(a) [Anended]
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Par. 8. Section 1.752-5 is anmended as foll ows:
1. Paragraph 1.752-5(a) is anended by renoving the
| anguage “Unl ess” at the beginning of the first sentence and
addi ng “Except as otherwi se provided in 881.752-1 through
1.752-4, unless” in its place.

Par. 9. Section 1.752-6 is added to read as foll ows:

8§1.752-6 Partnership assunption of partner’s section 358(h)(3)

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

The text of proposed 81.752-6 is the same as the text of
81. 752- 6T published el sewhere in this issue of the Federal
Regi st er.

Par. 10. 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) General rules--(1) Purpose and structure. The

pur pose of this section is to prevent the accel eration or
duplication of loss through the assunption of obligations not
described in 81.752-1(a)(1) in transactions invol ving
partnershi ps. 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) nust be taken into
account by applying principles under section 704(c).

Par agraphs (e), (f), and (g) of this section provide rules for
situations where a partnership assunes such an obligation from
a partner and, subsequently, that partner sells or exchanges

all or part of the partnership interest, that partner receives
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a distribution in liquidation of the partnership interest, or
anot her partner assunes part or all of that obligation from
the partnership. These rules prevent the duplication of |oss
by prohibiting the partnership and any person other than the
partner from whom the obligation was assuned fromclaimng a
deduction 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 loss attributable to the obligation (if any) until economc
performance occurs. Paragraph (d) of this section provides a
nunber of exceptions to paragraphs (e), (f), and (g) of this
section, including a de mnims exception. Paragraph (i) of
this section provides special rules for tiered partnership

transacti ons.

(2) Exception from disquised sale rules. 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).

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

follow ng definitions apply--

(1) Assunption. A person that takes property subject to

a 81.752-7 liability of another person is treated as assum ng
the 81.752-7 liability, but only to the extent of the fair
mar ket val ue of the property taken subject to the 81.752-7
liability.

(2) 81.752-7 liability--(i) In general. A 81.752-7




34
liability is an obligation (as defined in 81.752-1(a)(21)(ii))
that is not described in 81.752-1(a)(1)(i).
(ii) Amount and share of 81.752-7 liability. The anmount

of a 81.752-7 liability is the amunt of cash that a willing
assignor would pay to a willing assignee to assune the 81.752-
7 liability in an armi s-length transaction. A partner’s share
of a partnership’'s 81.752-7 liability is the amunt of
deduction that would be allocated to the partner with respect
to the 81.752-7 liability if the partnership di sposed 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-

l ength transaction (assum ng such paynent would give rise to
an i mmedi ate deduction to the partnership).

(3) 81.752-7 liability partner. A 81.752-7 liability

partner is a partner fromwhom a partnership assunmes 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 described in paragraph
(e)(3) of this section. If a partnership (lower-tier
partnershi p) assunes a 81.752-7 liability from anot her
partnership (upper-tier partnership), then both the upper-tier
partnership and the partners of the upper-tier partnership are
81.752-7 liability partners. Therefore, paragraphs (e) and
(f) of this section apply on a sale or |iquidation of any

partner’s interest in the upper-tier partnership and on a sale
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or |iquidation of the upper-tier partnership’'s interest in the
| ower-tier partnership. See paragraph (i)(3) of this section.

(4) Remaining built-in |oss associated with a 81.752-7

liability. The remaining built-in |oss associated with a
81.752-7 liability equals the amobunt of the 81.752-7 liability
as of the time of the assunption of the 81.752-7 liability by
t he partnership, reduced by the portion of the 8§1.752-7
liability previously taken into account by the 81.752-7
liability partner under paragraph (i)(4) of this section and
adj usted as provided in paragraph (c) of this section and
§1.704-3 for--

(i) Partnership allocations of |oss or deduction with
respect to the 81.752-7 liability on or prior to the testing
date; and

(ii1) Any assunmption of all or part of the 81.752-7
liability by the 81.752-7 liability partner (including any
assunmption that occurs on the testing date).

(5) 81.752-7 liability reduction--(i) In general. The

81.752-7 liability reduction is the amunt 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 partner’s partnership interest over the adjusted val ue

of that interest (as defined in paragraph (b)(9) of this
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section); or
(B) The remaining built-in | oss associated with the
8§1.752-7 liability.

(ii1) 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 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.

(6) 81.752-7 liability transfer. A 81.752-7 liability

transfer is any assunption of a 81.752-7 liability by a
partnership froma partner in a transaction governed by
section 721(a).

(7) 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;

(ii1) 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

(iii1) 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.

(8) Irade or business--(i) In general. A trade or

business is a specific group of activities carried on by a
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person for the purpose of earning inconme or profit 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. Subject to
paragraph (b)(8)(ii) of this section, the group of activities
must constitute the carrying on of a trade or business under
section 162(a) (determ ned as though the activities were
conducted by an individual).

(ii) Trading and investnent partnerships--(A) Ln general.

The activity of acquiring, holding, or disposing of financial
instrunents constitutes a trade or business for purposes of
this paragraph (b)(8) if and only if the activity is conducted
by an entity registered with the Securities and Exchange

Comm ssi on as a mahagenent conpany under the | nvestnent
Conpany Act of 1940, as anmended (15 U. S.C. 80a).

(B) Financial instrunents. For purposes of paragraph

(b)(8)(ii) of this section, financial instrunments include
stock in corporations; notes, bonds, debentures, or other

evi dences of indebtedness; interest rate, currency, or equity
notional principal contracts; evidences of an interest in, or
derivative financial instrunents in, stock, securities,
currencies, or comodities, including options, forward or
futures contracts, or short positions; or any simlar
financial instrument.

(iii1) Exanples. The followi ng exanples illustrate the
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provi si ons of paragraph (b)(8) of this section:

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

| and that may be subject to environnental liabilities.
Corporation Y contributes the |and 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 business because Corporation Y did
not conduct any significant business or devel opnent 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 sal e of househol d 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 department. 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.

(9) 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.

(c) Application of section 704(c) to assunmed 81.752-7

liabilities--(1) In general. Any 81.752-7 liability assuned

by a partnership in a 81.752-7 liability transfer is treated
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under section 704(c) principles as having a built-in | oss
equal to the amount of the 81.752-7 liability as of the date
of the partnership’s assunption of the 81.752-7 liability.
Thus, itens of deduction or loss with respect to the 81.752-7
liability, if any, must be allocated, first, to the 81.752-7
liability partner to the extent of the built-in |oss.
Deductions or losses with respect to the 81.752-7 liability
t hat exceed the built-in | oss are shared anong the partners in
accordance with section 704(b) and the regul ati ons thereunder.

(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 81.704-
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 assumed by PRS, $100X). In
2005, PRS earns $200X of inconme and uses it to satisfy the
81.752-7 liability. Assune that the cost to PRS of satisfying
the 81.752-7 liability is deductible by PRS. The $200X of
partnership inconme is allocated according to the partnership
agreenent, $50X to A, $50X to B, and $100X to C.

(ii) Analysis. Pursuant to paragraph (c) of this
section, $100X of the deduction attributable to the econon c
performance of the 81.752-7 liability is specially allocated
to A the 81.752-7 liability partner, under section
704(c) (1) (A and the regul ati ons thereunder. No book item
corresponds to this tax allocation. The rennining $100X of
deduction attri butable to econom c perfornmance of the 81.752-7
liability is allocated, for both book and tax purposes,
according to the partnership agreement, $25X to A, $25X to B,
and $50X to C. If the partnership, instead, satisfied the
81.752-7 liability over a number of years, the first $100X of
deduction with respect to the 81.752-7 liability would be
all ocated to A, the 81.752-7 liability partner, before any
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deduction with respect to the 81.752-7 liability would be

all ocated to the other partners. For exanple, if PRS were to
satisfy $50X of the 81.752-7 liability at a tine when PRS
reasonably believed that it would cost $200X to satisfy the
81.752-7 liability in full, the $50X deduction with respect to
the 81.752-7 liability would be allocated to A for tax

pur poses 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 allocated, solely for tax
purposes, to A and the renmi ning $50X woul d be all ocated, for
bot h book and tax purposes, according to the partnership
agreenent .

(d) Special rules for sales of partnership interests,

distributions of partnership assets. and assunptions of the

81.752-7 liability after a 81.752-7 liability transfer--(1) Ln

general. Except as provided in paragraph (d)(2) 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) ILn 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)(8) 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 assuned by the partnership with an associ ated
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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.
(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
cor poration, has been engaged in Business A and Busi ness B.
I n 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 Busi ness
A. PRS plans to carry on Business A after the contribution.
Because PRS has assunmed the pension liabilities as part of a
contribution to PRS of the trade or business with which the
liabilities are associ ated, paragraphs (e), (f), and (g) of
this section do not apply to any transaction occurring after
the 81.752-7 liability transfer.

Exanple 2--(i) Facts. The facts are the sane as in
Exanple 1, except that PRS al so assumes from Corporation X
certain pension liabilities with respect to the enpl oyees of
Business B. At the tine of the assunption, the anount of the
pension liabilities with respect to the enpl oyees of Business
A is $3,000,000 (the Aliabilities) and the anount of the
pension liabilities associated with the enpl oyees of Busi ness
B (the Bliabilities) is $2,000,000. Two years |later,
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 remaining
built-in | oss associated with the B liabilities 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
l[iabilities other than those assuned from Corporation X

(ii) Analysis. The only liabilities assumed by PRS from
Corporation X that were not assumed as part of Corporation X s
contribution of Business A were the B liabilities.
| 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)(|)(B)
of this section applles to exclude Cbrporatlon X' s sal e of
PRS interest to Y fromthe application of paragraph (e) of
this section.

(e) Transfer of 81.752-7 liability partner’s partnership
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interest--(1) In general. Except as provided in paragraphs

(d)(2) and (e)(3) of this section, imedi ately 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. No deduction or
capital expense is allowed to the partnership on the econom c
performance of the 81.752-7 liability to the extent of the
remai ning built-in | oss associated with the 81.752-7
liability. For purposes of section 705(a)(2)(B) and §1. 704-
1(b)(2)(ii)(b) only, the remaining built-in | oss associ at ed
with the 81.752-7 liability is not treated as a nondeducti bl e,
noncapi tal expenditure of the partnership. Therefore, the
remai ni ng partners’ capital accounts and bases in their
partnership interests are not reduced by the remaining built-
in |loss associated with the 81.752-7 liability. |If the
partnership (or any successor) notifies the 81.752-7 liability
partner of the econom c performance of the 81.752-7 liability
(as described in paragraph (h) of this section), then the
81.752-7 liability partner is entitled to a | oss or deducti on.
The ampunt of that deduction or loss is, in the case of a
partial satisfaction of the 81.752-7 liability, the anount
paid by the partnership in satisfaction of the 81.752-7
l[iability (but not 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
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extent of the amount paid in 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
reducti on exceeds the anount paid in 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 illustrates the
princi pl es of paragraph (e)(1) of this section:

Exanple 1--(i) Facts. [In 2004, A B, and C form
partnership PRS. A contributes Property 1 with a fair market
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, A sells 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)(1)). Assune
t hat none of the exceptions of paragraph (d)(2) of this
section apply and that econom c performance of the 81.752-7
liability would have given rise to a deducti bl e expense to A
In 2007, PRS pays $3,000,000 to satisfy the liability.

(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 recognizes no gain or loss on the sale of the PRS
interest to Db D's basis in the PRS interest is $3, 000, 000.
D's share of the adjusted basis of partnership property equals
D's interest in the partnership's previously taxed capital of
$2, 000, 000 (the amount of cash that D would receive on a
i qui dation of the partnership, $3,000,000, increased by the
anount of tax |oss that would be allocated to Din the
hypot hetical transaction, $0, and reduced by the anount of tax
gain that would be allocated to D in the hypothetical
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transaction, $1,000,000). Therefore, the basis adjustnent
under section 743(b) is $1, 000, 000.

(iii) Satisfaction of 81.752-7 liability. Neither PRS
nor any of its partners is entitled to a deduction for the
econom ¢ performance of the 81.752-7 liability to the extent
of the remaining built-in |oss associated with the 81.752-7
l[iability ($2,000,000). PRS is entitled to a deduction,
however, for the anmount 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 deduct $1, 000,000 (cost to satisfy the 81.752-7
l[iability, $3,000,000, less the remaining built-in |oss
associated with the 81.752-7 liability, $2,000,000). |If PRS
notifies A of the econom ¢ performance of the 8§1.752-7
liability, then Ais entitled to an ordinary deduction in 2007
of $1, 000,000 (the 81.752-7 liability reduction).

Exanple 2-- The facts are the sane 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 $5,6000,000. At the tine
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
interest ($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 | esser of this
difference or the remaining built-in |loss 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 anount realized on the sale of the PRS
interest to Dis $4,000,6 000 ($3, 000,000 paid by D, increased
under section 752(d) by A's share of partnership liabilities,
or $1,000,000). Therefore, A recognizes no gain or |oss 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 adjustnment
under section 743(b) is $1, 000, 000.

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

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



45

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,
paragraph (e)(1) of this section does not apply to a
distribution of an interest in the partnership that has
assunmed the 81.752-7 liability by a partnership that is the
81.752-7 liability partner

(ii1) Examples. The followi ng exanples illustrate the
provi sions of this paragraph (e)(3):

Exanple 1--(i) Facts. In 2004, X contributes undevel oped
and 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 environnmental liabilities
were not assumed 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)(8)(iii), Exanple 1 of this
section.)

(ii1) 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
the rules of paragraph (e)(1) of this section. Under
paragraph (i)(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 (i)(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
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to A in 2008, paragraph (e)(1) of this section applies to that
sal e.

Exanple 2. The facts are the sanme 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.

(f) Distribution in liquidation of 81.752-7 liability

partner’s partnership interest--(1) In general. Except as
provi ded in paragraph (d)(2) of this section, immedi 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. This rule applies before
section 737. No deduction or capital expense is allowed to

t he partnership on the econom c performance of the 81.752-7
liability to the extent of the remaining built-in | oss
associated with the 81.752-7 liability. For purposes of
section 705(a)(2)(B) and 81.704-1(b)(2)(ii)(b) only, the
remai ning 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 remnining partners’ capital
accounts and bases in their partnership interests are not
reduced by the remaining built-in | oss associated with the
81.752-7 liability. [If the partnership (or any successor)
notifies the 81.752-7 liability partner of the economc

performance of the 81.752-7 liability (as described in
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paragraph (h) of this section), then the 81.752-7 liability
partner is entitled to a |oss or deduction. The anount of
t hat deduction or loss is, in the case of a parti al
satisfaction of the 81.752-7 liability, the ambunt paid by the
partnership in satisfaction of the 81.752-7 liability (but not
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
anount paid in 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
anount paid in 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. 1In 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
in liquidation of A's PRS interest. At the tine of the
distribution, the fair market value of A's PRS interest is
$3, 000, 000, the basis of that interest is $5,000,000, and the
remai ning built-in | oss associated with the 81.752-7 liability
is $2,000,000. Assune that none of the exceptions of
paragraph (d)(2) of this section apply to the distribution and
that the econom c performance of the 81.752-7 liability would
have given rise to a deductible expense to A. In 2013, PRS
pays $1, 000,000 to satisfy the entire 81.752-7 liability.

(ii1) Redenption of A's PRS interest. |Immediately before
the distribution of Property 2 to A, A's basis in the PRS
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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 over the adjusted value 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 sanme
as the partnership’s basis in Property 2 imedi ately before
the distribution, the partnership s basis adjustnent under
section 734(b) is $0.

(iii) Satisfaction of 81.752-7 liability. PRS is not
entitled to a deduction for the econom c performance 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).
Because this amobunt exceeds the anount 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 econom c performance of the
81.752-7 liability, then Ais entitled to an ordinary
deduction in 2013 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).

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

than 81.752-7 liability partner--(1) In general. Except as

provi ded in paragraph (d)(2) of this section, 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. Instead, this paragraph (Qg)
applies. 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 time of the assunption of the 81.752-7
liability. 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 tinme of the assunption.
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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. If the assum ng partner (or any
successor) notifies the 81.752-7 liability partner of the
econom ¢ performance of the 81.752-7 liability (as described
in paragraph (h) of this section), then the 81.752-7 liability
partner is entitled to a deduction or |oss. The anount of
t hat deduction or loss is, in the case of a partial
satisfaction of the 81.752-7 liability, the amount paid by the
partnership in satisfaction of the 81.752-7 liability (but not
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
anount paid in 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
anount paid in satisfaction of the 81.752-7 liability, the
character of the 81.752-7 liability partner’s loss is capital.

(3) Consequences to partnership. Inmmediately after the

assunption of the 81.752-7 liability fromthe partnership by a

partner other than the 81.752-7 liability partner, the
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partnership nust reduce the basis of partnership assets by the
remai ning built-in |oss associated with the 81.752-7
liability. The reduction in the basis of partnership assets
must be all ocated anong partnership assets as if that
adj ustment were a basis adjustnment under section 734(Db).

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

capital expense is allowed to an assum ng partner (other than
the 81.752-7 liability partner) on the econom c performance of
a 81.752-7 liability assumed froma partnership to the extent
of the remaining built-in | oss associated with the 81.752-7
liability. Instead, on econom c performance of the 81.752-7
liability, the assum ng partner nust adjust the basis of the
partnership interest, any assets (other than cash, accounts
recei vable, or inventory) distributed by the partnership to
the partner, or gain or loss on the disposition of the
partnership interest, as the case nay be. These adjustnents
are determned as if the assum ng partner’s basis in the
partnership interest at the time of the assunption were
increased by the | esser of the ampbunt paid to satisfy the
81.752-7 liability or the remaining built-in | oss associ ated
with the 81.752-7 liability. However, the assum ng partner
cannot take into account any adjustnents to depreciabl e basis,
reduction in gain, or increase in |loss until econon c
performance of the 81.752-7 liability. Any adjustnent to the
basis of an asset under this provision is taken into account

over the recovery period of that asset.
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(5) Exanple. The follow ng exanple illustrates the
provi sions of this paragraph (Qg):

Exanpl e--(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
contributes $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, As interest in PRS has a val ue of
$3, 000, 000 and a basis of $5,000,000, and B's interest in PRS
has a value and basis of $3,000,000. Also at that tine,
Property 1 has a value and basis of $5,000,000, Property 2 has
a value and basis of $9, 000,000, and the remaining built-in
| oss associated with the 81.752-7 liability is $2,000, 000.
Assune 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 econom c performance of the 81.752-7 liability

woul d have given rise to a deductible expense to A. In 2010,
B pays $1, 000,000 to satisfy the entire 81.752-7 liability.
At that tine, B still owns Property 1, which has a basis of
$3, 000, 000.

(ii) 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
interest over the adjusted value of that interest
(%2, 000, 000), or the remaining built-in |l oss associated with
the 81.752-7 liability as of the tinme of the assunption
(%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 |ess 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.

(iii) Satisfaction of 81.752-7 liability. B is not
entitled to a deduction for the econom c performance of the
81.752-7 liability in 2010 to the extent of the remining
built-in |loss associated with the 81.752-7 liability as of the
time of the assunption ($2,000,000). As this amunt exceeds
the amount paid by B to satisfy the 81.752-7 liability, Bis
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not entitled to any deduction for the 81.752-7 liability in
2010. B may, however, increase the basis of Property 1 by the
| esser of the remaining built-in | oss associated with the
81.752-7 liability ($2,000,000) or the anount paid to satisfy
the 81.752-7 liability ($1,000,000). Therefore, B s basis in
Property 1 is increased to $4,000,000. If B notifies A of the
econom ¢ performance of the 81.752-7 liability, then Ais
entitled to an ordinary deduction in 2010 of $1, 000,000 (the
anount paid in satisfaction of the 81.752-7 liability) and a
capital |oss of $1,000,000 (the remuining 81.752-7 liability
reduction).

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

econom ¢ performnce of the 81.752-7 liability. For purposes

of paragraphs (e), (f), and (g) of this section, notification
by the partnership (or successor) of the econom c perfornmance
of the 81.752-7 liability nmust be attached to the 81.752-7
liability partner’s return for the year in which the loss is
bei ng cl ai med and nust i nclude- -

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

(2) The name and address of the person satisfying the
8§1.752-7 liability;

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

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

(i) Tiered partnerships--(1) Look-through treatnment. 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
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contribution of the partner’s share of each of the lower-tier
partnership’s assets and an assunption by the upper-tier
partnership of the partner’s share of the lower-tier
partnership’s liabilities (including 81.752-7 liabilities).
See paragraph (e)(3)(ii), Exanple 1 of this section. 1In
addition, a partnership is treated as having its share of any
81.752-7 liabilities of the partnerships in which it has an
i nterest.

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

(upper-tier partnership) assumes 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 assunmes 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 assunmed the 81.752-7
liability fromthose partners. (See paragraph (b)(3) of this
section for rules relating to the treatnment of transactions by
the partners of the upper-tier partnership). 1In such a case,
the 81.752-7 liability reduction with respect to each partner
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 loss or deduction on the
econonm ¢ performance of the 81.752-7 liability. Simlar
princi ples 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(i)(4) applies to the
assunption of the 81.752-7 liability by the |ower-tier
partnership.

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

anot her partnership or corporation after a transaction

described in paragraphs (e).(f), or (g)--(i) Ln general. |If,

after a transaction described in paragraphs (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

or a corporation assumes the 81.752-7 liability fromthe

upper-tier partnership (or the assum ng partner) in a
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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 assum ng partner) nust
reduce its basis in any corporate stock or partnership
interest received by the remaining built-in | oss associ ated
with the 81.752-7 liability (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 or capital expense is allowed to the
assum ng partnership or corporation on the economc
performance of the 81.752-7 liability to the extent of the
remai ning 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 determ ned, in
whol e or in part, by reference to the basis of the property in
t he hands of the transferor. |If, subsequent to an assunption
of the 81.752-7 liability by a partnership in a transaction to
whi ch paragraph (i)(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)(4) of this

section apply.
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(5) Exanple. The follow ng exanple illustrates the
provi si ons of paragraphs (i)(3) and (i)(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 val ue 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
remai ning built-in | oss associated with the 81.752-7 liability
is $2,000,000, and UTP has no liabilities other than 81.752-7
liabilities. Assune that none of the exceptions of paragraph
(d)(2) of this section apply and that econom c performance of
the 81.752-7 liability would give rise to a deducti bl e expense
to the payor. Under paragraph (e) of this section,

i medi ately before the sale of the UTP interest to D, A's
basis in UTP is reduced to $3, 000,000 by the $2,000, 000
81.752-7 liability reduction. Therefore, A recognizes no gain
or loss on the sale of the UTP interest to D. D s basis in
the UTP interest is $3, 000, 000.

(ii) Assunption of 81.752-7 liability by LTP from UTP
In 2008, at a tinme when the estinmted anount of the 81.752-7
liability has increased to $3,500, 000, UTP contri butes
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 basi s 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 (i)(4) of this section, UTP nust
reduce its basis in LTP by the $2,000,000 renmaining built-in
| oss associated with the 81.752-7 liability (as of the tine of
the sale of the UTP interest by A). The partners in UTP are
not required to reduce their bases in UTP by this anount.

(iii) Sale by UTP of LTP interest. 1In 2010, UTP sells
its interest in LTP to E for $10,500,000. At the time of the
sale, 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
remai ning built-in | oss associated with the 81.752-7 liability
is still $3,500,000. Under paragraph (e) of this section,

i medi ately before the sale, UTP nust 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 |loss associated with the 81.752-7
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liability, $3,500,000, reduced by the amobunt of the 81.752-7
liability taken into account under paragraph (i)(4) of this
section, $2,000,000). The difference between the basis of the
LTP interest held by UTP ($12, 000, 000) and the adjusted val ue
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 nust 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 nmust be reduced by $375,000 and the basis of
C s interest in UTP nust be reduced by $750,000. In 2011, D
sells the UTP interest to F.

(iv) Economic performance of 81.752-7 liability by LTP.
In 2012, LTP pays $3,500,000 to satisfy the 81.752-7
liability. Under paragraphs (e) and (i)(4) of this section,
LTP is not entitled to any deduction with respect to the
81.752-7 liability. Under paragraph (i)(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
econom ¢ performance of the 81.752-7 liability, 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.

(j) Effective date--(1) ILn general. This section applies

to 81.752-7 liability transfers occurring on or after June 24,
2003.

(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 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
must apply all of the provisions of these proposed regul ations
(other than 81.752-6).

(ii) Manner of making election. A partnership nmakes an
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el ection under this paragraph (j)(2) by attaching the
following statenent to its tinmely filed return: “[Insert nane
and enpl oyer identification nunber of electing partnership]
el ects under 81.752-7 of the Income Tax Regul ations to be
subject to the rules of 881.358-7, 1.752-7 and 1.704-
1(b)(2)(iv)(b), 1.704-2(b)(3), 1.705-1(a)(7), and 1.752-1, on
June 24, 2003, with respect to all liabilities (including
81.752-7 liabilities) assunmed by the partnership after COctober
18, 1999 and before June 24, 2003. 1In the statenent, the
partnership nust list, with respect to each liability
(i ncluding each 81.752-7 liability) assunmed by the partnership
after October 18, 1999 and before June 24, 2003--

(A) The name, address, and taxpayer identification nunber
of the partner fromwhomthe liability was assuned,

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

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

(D) A description of the liability.

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

paragraph (j)(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.
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(iv) Tinme for making election. An election under this
paragraph (j)(2) nust be filed with the first Federal inconme
tax return filed by the partnership on or after Septenber 24,
2003.

David A. Mder,

Assi st ant Deputy Conmm ssioner of Internal
Revenue.



