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Coordi nation of Sections 755 and 1060 Relating to Allocation of
Basi s Adjustnents Anong Partnership Assets

AGENCY: Internal Revenue Service (IRS), Treasury.

ACTI ON:  Notice of proposed rul emaking and notice of public

heari ng.

SUMVARY: Thi s docunent contains proposed regulations relating to
the allocation of basis adjustnents anong partnership assets
under section 755. The proposed regul ati ons are necessary to

I npl enment section 1060(d), which applies the residual nmethod to
certain partnership transactions. This docunent also provides
notice of a public hearing on these proposed regul ati ons.

DATES: Witten coments nust be received by July 4, 2000.
Qutlines of topics to be discussed at the public hearing
schedul ed for July 12, 2000, nust be received by June 21, 2000.
ADDRESSES: Send subm ssions to: CC. DOM CORP: R (REG 107872-99),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Station, Washi ngton, DC 20044. Subm ssions may be hand delivered

Monday through Friday between the hours of 8 a.m and 5 p.m to:
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CC. DOM CORP: R (REG 107872-99), Courier’s Desk, Internal Revenue

Service, 1111 Constitution Avenue, NW, Washington, DC.
Al ternatively, taxpayers may submt comments electronically via
the internet by selecting the "Tax Regs" option on the I RS Hone
Page, or by submtting coments directly to the IRS internet site
at http://ww. irs.ustreas.gov/tax _regs/reglist.htm . The public
hearing will be held in room 2716, Internal Revenue Buil di ng,
1111 Constitution Avenue, NW, Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons,
Matt hew Lay or Craig Gerson, (202) 622-3050; concerning
subm ssions, the hearing, and/or to be placed on the building
access list to attend the hearing, LaNta VanDyke, (202) 622-7180
(not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON:
Backgr ound

As part of the Tax Reform Act of 1986, Congress enacted
section 1060, which generally requires the use of the residual
method in order to allocate the purchase price of "applicable
asset acquisitions"” anong individual assets purchased. An
applicabl e asset acquisition is defined as any transfer of assets
that constitute a trade or business where the transferee’ s basis
I's determ ned wholly by reference to the consideration paid for

the assets. Both direct and indirect transfers of a business
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were intended to be covered by the provision, including "the sale
of a partnership interest in which the basis of the purchasing
partner’s proportionate share of the partnership s assets is
adjusted to reflect the purchase price." See section 1060(c) and
S. Rep. No. 99-313, 1986-3 C.B. Vol. 3 at 254-255.

In July of 1988, the IRS and the Treasury Departnent issued
tenporary and proposed regul ati ons, which, anong other things,
provi ded gui dance concerning the application of section 1060 and
coordi nated the application of sections 755 and 1060. TD 8215
(1988-2 C.B. 305).

In 1988, shortly after the IRS and the Treasury Depart nent
Issued its tenporary and proposed regul ati ons, Congress enacted
section 1060(d), which expressly addresses the extent to which
section 1060 should apply to transactions involving partnerships.
As anended in 1993, section 1060(d)(1) applies the section 1060
residual nmethod in the case of a distribution of partnership
property or a transfer of an interest in a partnership, but only
I n determ ning the value of section 197 intangi bles for purposes
of applying section 755. Section 1060(d)(2) provides that if
section 755 applies, such distribution or transfer (as the case
may be) shall be treated as an applicable asset acquisition for
pur poses of section 1060(b) (which inposes certain reporting

requi renents for applicable asset acquisitions).
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Section 755 governs the allocation of certain adjustnents to
the basis of partnership property anong partnership assets.
Section 1.755-2T applies the residual nethod to transfers and
di stributions which trigger basis adjustnents under section
743(b) (involving certain transfers of partnership interests) or
section 732(d) (involving certain distributions within two years
of a partnership interest transfer) if the assets of the
partnership constitute a trade or business for purposes of
section 1060(c). Section 1.755-2T(c) contains a cross reference
to the reporting requirenents applicable to such transfers and
di stributions.

Expl anati on of Provisions

1. Application of Proposed Regul ations

The tenporary regul ati ons under section 755 apply only if
the assets of the partnership conprise a trade or business within
t he neani ng of section 1060(c), and the basis adjustnents are
made under section 743(b) or section 732(d). They do not apply
the residual nmethod in valuing partnership property for the
pur pose of allocating basis adjustnents under section 734(b).
However, the tenporary regul ations were issued prior to the
enact nent of section 1060(d)(1), which expressly refers to basis
adj ustnents triggered by partnership distributions, and does not

reference a trade or business requirenent.
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The IRS and the Treasury Departnent anticipate that the
regul ati ons under 81.755-2, when finalized, will apply to al
transfers of partnership interests and partnership distributions
to which section 755 applies, and not just to transfers and
distributions relating to partnerships conducting a trade or
busi ness. This approach is consistent with the | anguage of
section 1060(d) and is supported by | anguage contained in the
| egi slative history. See HR Rep. No. 100-795, at 70 n. 34
(1988) (the IRS is not precluded from applying the residual
met hod under other provisions of the Code).

Proposed 81.755-2(d) contains a cross reference to the
reporting requirements applicable to such transfers and
di stributions.

2. Basi s Adjustnents Under Section 743(b) or 732(d)

In the case of a basis adjustnent under section 743(b) or
section 732(d), the proposed regul ations determne the fair
mar ket val ue of partnership assets in two steps. |In nost
situations, it first is necessary to determ ne partnership gross
val ue. Second, partnership gross value nmust be allocated anong
partnership property.

(a) Partnership gross value. In general, partnership gross
val ue equal s the anmount that, if assigned to all partnership

property, would result in a liquidating distribution to the
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partner equal to the transferee’s basis in the transferred
partnership interest immediately follow ng the relevant transfer
(reduced by the anmount, if any, of such basis that is
attributable to partnership liabilities). Here, the anount paid
for the partnership interest provides the frane of reference for
val uing the entire partnership.

In the case of basis adjustnents which are triggered by an
exchange of a partnership interest in which the transferee’s
basis in the interest is determned in whole or in part by
reference to the transferor’s basis in the interest (transferred
basi s exchange), the transferee’s basis does not necessarily have
any connection to the value of partnership assets. Accordingly,
a transferred basis exchange provides no frane of reference for
val ui ng partnership assets. Furthernore, if the valuation rules
which apply to other transfers were applied to transferred basis
exchanges, then partners could use these exchanges to shift basis
fromcapital gain assets to ordinary inconme assets, or vice
versa. The proposed regul ations do not provide a rule addressing
transferred basis exchanges. Comments are requested as to how
the residual nethod should apply if basis adjustnents under
section 743(b) are triggered by transferred basis exchanges, or
I f basis adjustnments under section 732(d) relate to prior

transferred basi s exchanges.
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(b) Allocating partnership gross val ue anong partnership
property. Once determ ned, partnership gross value is allocated
anong five classes of property, as follows: first anong cash and
general deposit accounts (including savings and checki ng
accounts) other than certificates of deposit held in banks,
savings and | oan associ ations, and other depository institutions
(referred to hereafter as cash); then anong partnership assets
ot her than cash, capital assets, section 1231(b) property, and
section 197 intangibles (referred to hereafter as ordinary incone
property); then anong capital assets and section 1231(b) property
ot her than section 197 intangibles; then anong section 197
I nt angi bl es ot her than goodw || and goi ng concern val ue; and
finally to goodwi || and goi ng concern value (referred to
hereafter as goodw | 1).

In determ ning the values to be assigned to assets in the
third, fourth, and fifth classes, properties or potential gain
wi thin these classes that are treated as unrealized receivables
under the flush | anguage in section 751(c) are not counted as
assets in the second class. To provide otherw se would be
I nconsistent wth the residual nethod, because the residual
method is justified, at least in part, by the fact that goodw ||
Is not readily subject to valuation. Were goodw Il is subject

to anortization under section 197, the portion of the intangible
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that is subject to recapture under section 1245 will be treated
as an unrealized receivable under the flush |anguage of section
751(c). To assign value to this portion of the asset in the
second class would require a determ nation that the goodw || has
a value equal to at |east the ambunt of the recapture. |If these
assets are not readily subject to valuation, this determnation
presumably could not be nmade. Accordingly, in allocating value
anong the five classes under the residual nethod, it is
appropriate to include properties or potential gain treated as
unreal i zed recei vabl es under the flush | anguage of section 751(c)
within the overall class to which the underlying property bel ongs
rather than treating the section 751(c) portion of such property
as a separate asset included in the second cl ass.

Al t hough properties or potential gain treated as unrealized
recei vabl es under the flush | anguage of section 751(c) are not
I ncluded in the second class of assets under these proposed
regul ati ons for purposes of allocating value, they are treated as
separate assets that are ordinary inconme property for purposes of
al l ocati ng basis adjustnents anong such assets under 81.755-1.

Wth respect to allocating value within the asset classes,
in general, if the value assigned to a class is |less than the sum
of the fair market values of the assets in that class (determ ned

W thout regard to the residual nethod), then the assigned val ue
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nmust be all ocated anong the individual assets in proportion to
their fair market values. Although, as discussed above, it is
not appropriate to treat properties or potential gain treated as
unreal i zed recei vabl es under the flush | anguage of section 751(c)
as separate ordinary incone assets, it is appropriate to allocate
value within each class by giving priority to the portions of the
assets that wll be taxed at higher rates as ordinary incone.
Such treatnent better equates the basis adjustnents of the
transferee with the higher taxed incone recognized by the
transferor, thereby avoiding duplicative recognition of ordinary
I ncome on subsequent transfers with respect to the sane asset.
Accordi ngly, once val ues have been assigned generally to the
third, fourth, and fifth classes of assets, such values wll| be
assigned within each of these classes first to properties or
potential gain treated as unrealized receivables under the flush
| anguage in section 751(c), if any, in proportion to the incone
that would be recognized if the underlying assets were sold for
their fair market values (determ ned without regard to the

resi dual nethod), but only to the extent of the incone
attributable to the unrealized receivables. Any remaining val ue
in each class will be allocated anong the renaining portions of
the assets in that class in proportion to the fair market val ues

of such portions (determined without regard to the residual
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met hod) .

In general, the value assigned to an asset (other than
goodwi | I') cannot exceed the fair market val ue (determ ned w t hout
regard to the residual nethod) of that asset on the date of the
rel evant transfer. Therefore, if partnership gross val ue exceeds
t he aggregate value of the partnership’s individual assets, the
excess nust be allocated entirely to the value of goodw I|.
However, an exception is provided if partnership gross val ue
exceeds the aggregate value of the partnership’ s individual
assets, and goodw || could not under any circunstances attach to
the assets. Under this exception, the excess partnership gross
val ue nust be all ocated anong all partnership assets other than
cash in proportion to their fair market val ues (determ ned
Wi thout regard to the residual nethod).

(c) Special situations. |In general, partnership gross val ue
may be determ ned without reference to the value of individual
partnership assets. |In calculating partnership gross value, it
I's only necessary to determ ne the relevant partner’s share of
book val ue in partnership assets and how nmuch book gain or |oss
nmust be recogni zed by the partnership on the disposition of al
such assets to cause the partner to receive the appropriate
l'iquidating distribution. The manner in which the book gain or

loss is allocated anong the partnership’s assets generally wll
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not affect the amount of the liquidating distribution to the
partner.

In certain circunstances, however, such as where book incone
or loss with respect to particular partnership properties is
allocated differently anong partners, partnership gross val ue may
vary depending on the value of particular partnership assets. 1In
these situations, it is not possible to first determ ne the total
val ue of the partnership (i.e., partnership gross value) and then
apply the residual nethod to allocate that value to the
partnership’ s individual assets. |Instead, it is necessary first
to determne the fair market value of the partnership’s
I ndi vi dual assets (determ ned taking into account all rel evant
facts and circunstances), and then to assign such val ue anong the
asset tiers described in the residual nethod such that the
conbi ned val ue of all partnership assets would cause the
appropriate distribution to the relevant partner. The proposed
regul ations include a rule to address these special situations.
In addition, under this rule, if the value determ ned for assets
in the first four asset classes is not sufficient to cause the
appropriate liquidating distribution, then, so | ong as goodw ||
could attach to the assets of the partnership, the value of
goodwi I I is presuned to be an anmount that, if assigned to such

property, would cause the appropriate |iquidating distribution.
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3. Basis Adjustnents Under Section 734(b)

The proposed regul ati ons do not provide a rule for val uing
partnership assets in the case of distributions that result in a
basi s adj ustnent under section 734(b). The IRS and the Treasury
Depart ment have consi dered several alternative approaches,
descri bed below. Two of these approaches utilize a nethod
simlar to the one provided for basis adjustnents under sections
743(b) and 732(d); that is, first determ ne partnership gross
val ue and then allocate such anmount anong the partnership
property applying the residual nmethod. The third approach does
not rely on the concept of partnership gross value. The IRS and
the Treasury Departnent request comments as to which, if any, of
t hese approaches should be utilized in applying the residual
method in the context of basis adjustnents under section 734(b).
In addition, conments are requested concerning whet her the second
or third approach should be adopted in the context of basis
adj ust nents under sections 743(b) and 732(d) involving
transferred basis transactions.

Under the first approach, in the case of a distribution
which results in a basis adjustnent under section 734(b) and
whi ch causes the distributee partner’s interest in the
partnership to decrease, partnership gross value would be deened

to equal the amount that, if assigned to all partnership
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property, would result in a liquidating distribution to the
partner (attributable to the reduction in interest) equal to the
val ue of the consideration received by the distributee partner in
the distribution. Under this approach, the amount distributed in
exchange for the relinquished interest would provide the frane of
reference for valuing the entire partnership. The reduction in a
partner’s interest could be neasured as the difference between
the partner’s interest in the partnership imedi ately before the
distribution and the partner’s interest in the partnership
I medi ately after the distribution. However, the IRS and the
Treasury Departnent recognize that neasuring the reduction in a
partner’s interest in the partnership in connection with a
distribution can be difficult in sonme situations (for exanple,
situations in which partners do not share profits or other itens
In proportion to their relative capital account bal ances).
Moreover, in the case of a distribution that results in a basis
adj ust nrent under section 734(b) and does not reduce the
distributee partner's interest in the partnership (such as in a
pro rata distribution of cash), the transaction provides no frame
of reference to value the partnership.

A second approach would be to determ ne partnership gross
value as the value of the entire partnership as a goi ng concern,

and to apply the residual nethod by reference to that overal
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value. This nethod has the di sadvantage of divorcing the

val uation of partnership property fromthe transaction that gives
rise to the adjustnent. However, there would be no need to
measure the reduction in the distributee partner’s interest or
even to have a reduction in the distributee partner’s interest to
apply this nmethod. The nethod would work equally well for

di stributions where the partner’s interest in the partnershipis
reduced and for distributions where it is not.

Under a third possible approach, the concept of partnership
gross val ue woul d be di sregarded, and, instead, value would be
all ocated to goodwi || for section 755 purposes only if the anmount
of a positive basis adjustnent under section 734(b) exceeds the
appreciation in all assets of the character required to be
adj usted which are not goodwiI|. This approach avoids the
problens relating to the neasurenment or presence of a reduction
in the distributee partner’s interest and has the added benefit
of avoiding a valuation of the partnership s overall operations.
In contrast with the second approach, however, the value that is
assigned to goodw || under this approach would not necessarily
bear any relation to the actual value of goodwill in the hands of
the partnership. |In addition, this rule arguably would be
I nconsistent with the rule in 81.755-1(c), which requires that

positive basis adjustnents nust be allocated to undistributed
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property of |ike character to the distributed property (or
capital gain property in the case of adjustnents attributable to
gain recogni zed by the distributee partner) first in proportion
to unrealized appreciation with respect to such property and then
In proportion to fair market value. Under the third approach, a
basi s adj ustnent under section 734(b) to the class of assets
conposed of capital assets and property described in section
1231(b) could not exceed the unrealized appreciation with respect
to any such partnership property other than goodwlI.
Accordingly, a section 734(b) basis adjustnent never would be
made in proportion to the fair market value of the property in
the class of capital assets and property described in

section 1231(b).

4. Effect on 81.755-1

Section 1.755-1(b)(3)(ii)(B) of the Incone Tax Regul ations
publ i shed on Decenber 15, 1999 (64 FR 69903) contains a rule
al l ocating discounts anong capital assets follow ng the transfer
of a partnership interest that results in a basis adjustnent
under section 743(b). Because proposed 81.755-2 takes discounts
and prem uns into account when assigning values to partnership
property for purposes of section 755 in such cases, the rule in

81.755-1(b)(3)(ii)(B) woul d becone unnecessary.

5. Possi bl e Expansi on of Regul ati ons
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Wth respect to transfers of partnership interests, the IRS
and the Treasury Departnent are considering applying the rules
contained in these proposed regul ati ons not just for val uing
partnershi p assets for purposes of applying section 755, but also
to determ ne the value of assets for purposes of applying section
1(h)(6)(B) (collectibles gain or loss) wth respect to
partnershi ps, section 1(h)(7) (section 1250 capital gain), and
section 751(a) (ordinary inconme treatnent upon sale or exchange
of an interest in a partnership). Applying the rules in these
proposed regul ations in connection with these provisions is
consistent wwth the legislative history to section 1060(d) and
woul d provide greater uniformty with respect to the anount and
character of incone recognized upon the transfer of a partnership
I nterest and the basis adjustnents to partnership assets to which
the different income character is attributable. However, this
application of the rules could cause an increase in conplexity,
particularly if a section 754 election is not in effect for a
year in which the transfer of a partnership interest occurs (so
that application of the residual nethod otherwi se would not be
required). The IRS and the Treasury Departnent request comments
on whet her partnershi ps shoul d value partnership assets using the
resi dual nethod for purposes of sections 1(h)(6)(B), 1(h)(7), and

751(a).
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Proposed Effective Date

The regul ations are proposed to be effective for any basis
adj ustnment resulting fromany distribution of partnership
property or transfer of a partnership interest that occurs on or
after the date final regulations are published in the Federal
Regi ster.
Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnment i s not
required. It also has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U . S.C. chapter 5) does not apply
to these regul ati ons, and because the regul ati ons do not inpose a
collection of information on small entities, the Regul atory
Flexibility Act (5 U . S.C. chapter 6) does not apply. Pursuant to
section 7805(f) of the Internal Revenue Code, this notice of
proposed rul emaking will be submtted to the Chief Counsel for
Advocacy of the Small Business Adm nistration for coment on its
I mpact on smal | businesses.
Comment s and Public Hearing

Bef ore these proposed regul ati ons are adopted as fi nal

regul ati ons, consideration will be given to any witten comments
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(a signed original and eight (8) copies) that are tinely
submtted to the IRS. The IRS and the Treasury Depart nent
request comments on the clarity of the proposed rule and how it
may be made easier to understand. Al comments will be avail able
for public inspection and copyi ng.

A public hearing has been scheduled for July 12, 2000,
beginning at 10 a.m, in room 2716 of the Internal Revenue
Building. Due to building security procedures, visitors nust
enter at the 10th Street entrance, |ocated between Constitution
and Pennsyl vani a Avenues, NW In addition, all visitors nust
present photo identification to enter the building. Because of
access restrictions, visitors will not be admtted beyond the
I medi ate entrance area nore than 15 m nutes before the hearing
starts. For information about having your nane placed on the
bui | ding access list to attend the hearing, see the "FOR FURTHER
| NFORVATI ON CONTACT" section of the preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons that wish to present oral comrents at the hearing nust
submt witten coiments and an outline of the topics to be
di scussed and the tine to be devoted to each topic (signed
original and eight (8) copies) by June 21, 2000.

A period of 10 minutes will be allotted to each person for

maki ng conments.
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An agenda showi ng the scheduling of the speakers wll be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal author of these proposed regulations is
Matt hew Lay of the Ofice of the Assistant Chief Counsel
(Passt hroughs and Special Industries). However, personnel from
other offices of the IRS and the Treasury Departnent participated
in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1--1NCOVE TAXES

Paragraph 1. The authority citation for part 1 is anmended
by adding a new entry in nunerical order to read in part as
fol | ows:

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

Section 1.755-2 also issued under 26 U S.C. 755 and 26 U S.C.

1060. ***
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Par. 2. Section 1.755-2 is added to read as foll ows:

81. 755-2 Coordination of sections 755 and 1060.

(a) Coordination wth section 1060--(1) In general. |If

there is a basis adjustnent to which this section applies, the
partnership nust determine the fair market value of each item of
partnership property under the residual nethod, as described in
par agraph (b) of this section, and the rules of 81.755-1 nust be
applied using the values so determ ned.

(2) Application of this section. This section applies to

any basis adjustnment nade under section 743(b) (relating to
certain transfers of interests in a partnership) or section
732(d) or section 734(b) (relating to certain partnership

di stributions).

(b) Residual nethod--(1) In general--(i) Five classes.
(A) Except as provided in paragraph (b)(3) of this section,
partnership gross value (as defined in paragraph (c) of this
section) is allocated anong five asset classes in the follow ng
order- -

(1) Among cash and general deposit accounts (including
savi ngs and checki ng accounts) other than certificates of deposit
hel d i n banks, savings and | oan associ ations, and ot her

depository institutions (referred to hereafter as cash);
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(2) Among partnership assets other than cash, capital
assets, section 1231(b) property, and section 197 intangibles
(referred to hereafter as ordinary income property);

(3) Among capital assets and section 1231(b) property other
than section 197 intangi bl es;

(4) Among section 197 intangi bles other than goodw Il and
goi ng concern val ue; and

(5) To goodw Il and going concern value (referred to
hereafter as goodw | 1).

(B) In determning the values to be assigned to each cl ass,
properties or potential gain treated as unrealized receivables
under the flush | anguage in section 751(c) are not counted as
assets in the second class. For exanple, any portion of goodw ||
that would result in ordinary incone under section 1245 if the
goodwi I | were sold would be included in the residual class for
goodwi | | .

(ii) lnpaired classes. |If the value assigned to a class is

| ess than the sumof the fair market values (determ ned under
paragraph (b)(2)(i) of this section) of the assets in that class,
then the assigned val ue generally nust be allocated anong the

I ndi vi dual assets in proportion to such fair market val ues.
However, in the third, fourth, and fifth classes, values nust be

assigned first to properties or potential gain treated as
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unreal i zed receivabl es under the flush | anguage in section
751(c), if any, in proportion to the incone that would be
recogni zed if the underlying assets were sold for their fair

mar ket val ues (determ ned under paragraph (b)(2)(i) of this
section), but only to the extent of the incone attributable to
the unrealized receivables. Any remaining value in each class
will be allocated anong the remai ning portions of the assets in
that class in proportion to the fair market values of such
portions (determ ned under paragraph (b)(2)(i) of this section).

(2) Special rules. For purposes of this section:

(i) Except as otherwi se provided in this section, the fair
mar ket val ue of each item of partnership property (other than
goodwi I I') shall be determ ned on the basis of all the facts and
ci rcunstances, taking into account section 7701(Q).

(ii) If goodw Il could not under any circunstances attach to
the assets of a partnership, then the value of goodw || is zero.
This m ght occur, for exanple, if a partnership’s only asset is a
vacant parcel of real estate that does not produce current
I ncone.

(ii1) (A The value assigned to an asset (other than
goodwi I I') shall not exceed the fair market val ue (determ ned
under paragraph (b)(2)(i)) of that asset on the date of the

rel evant transfer, unless--
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(1) Partnership gross value (as defined in paragraph (c) of
this section) exceeds the aggregate value of the partnership’ s
I ndi vi dual assets; and

(2) Goodw Il could not under any circunstances attach to the
assets.

(B) If both of these conditions are satisfied, the excess
nmust be al l ocated anong all partnership assets other than cash in
proportion to such fair market val ues.

(3) Special situations. |In certain circunstances, such as

where book incone or loss with respect to particular partnership
properties is allocated differently anong partners, partnership
gross value may vary depending on the value of particul ar
partnership assets. In these special situations, the fair market
val ue of each item of partnership property (other than goodw | I)
first shall be determ ned on the basis of all the facts and

ci rcunstances, taking into account section 7701(g). Such val ue
then shall be assigned within the first four asset classes under
the residual nethod described in paragraph (b)(1) of this section
in a manner that is consistent with the ordering rule used in

par agraph (b)(1) of this section (together with the special rules
I n paragraph (b)(2) of this section) so that the anmount of the

| i quidating distribution described in paragraph (c)(1) of this

section would equal the transferee’s basis in the transferred



24

partnership interest. |[If the value so determ ned for the assets
in the first four asset classes is not sufficient to cause the
appropriate liquidating distribution, then, so | ong as goodw ||
may attach to the assets of the partnership, the fair market

val ue of goodwi |l shall be presuned to equal an anount that if
assigned to goodw Il woul d cause the appropriate |Iiquidating

di stribution.

(c) Partnership gross value--(1) Basis adjustnents under

section 743(b) and section 732(d)--(i) In general. In the case

of a basis adjustnment under section 743(b) or 732(d), partnership
gross value generally is equal to the anpbunt that, if assigned to
all partnership property, would result in a liquidating
distribution to the partner equal to the transferee’s basis in
the transferred partnership interest inmmediately follow ng the
rel evant transfer (reduced by the anount, if any, of such basis
that is attributable to partnership liabilities) pursuant to the
hypot heti cal transaction (as defined in paragraph (c)(3) of this
section). Solely for the purpose of determ ning partnership
gross val ue under the preceding sentence, where a partnership
interest is transferred as a result of the death of a partner,
the transferee’s basis in its partnership interest is determ ned
W thout regard to section 1014(c), and is deened to be adjusted

for that portion of the interest, if any, which is attributable
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to itens representing incone in respect of a decedent under

section 691.

(i1) Transferred basis transactions. [Reserved]

(2) Basis adjustnents under section 734(b). [Reserved]

(3) Hypothetical transaction. For purposes of this

paragraph (c), the hypothetical transaction neans the disposition
by the partnership of all partnership property in a fully taxable
transaction for cash, followed by the paynent of all partnership
liabilities (wthin the nmeaning of section 752 and the
regul ati ons thereunder), and the distribution of all remaining
proceeds to the partners.

(d) Required statenents. See 81.743-1(k)(2) for provisions

requiring the transferee of a partnership interest to provide
information to the partnership relating to the transfer of an
interest in the partnership. See 81.743-1(k)(1) for a provision
requiring the partnership to attach a statenment to the
partnership return show ng the conputation of a basis adjustnent
under section 743(b) and the partnership properties to which the
adjustnment is allocated under section 755. See 81.732-1(d)(3)
for a provision requiring a transferee partner to attach a
statenment to its return showi ng the conputation of a basis

adj ust nent under section 732(d) and the partnership properties to

whi ch the adjustnent is allocated under section 755. See
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81.732-1(d)(5) for a provision requiring the partnership to

provide information to a transferee partner reporting a basis
adj ust nent under section 732(d).

(e) Exanples. The provisions of this section are
illustrated by the foll ow ng exanples, which assune that the
partnershi ps have an election in effect under section 754 at the
time of the transfer. Except as provided, no partnership asset
(other than inventory) is property described in section 751(a).
The exanples are as follows:

Exanple 1. (i) Ais the sole general partner in ABC, a
limted partnership. ABC has goodw || and three other assets
with fair market val ues (determ ned under paragraph (b)(2)(i) of
this section) as follows: inventory worth $1, 000,000, a building
(a capital asset) worth $2,000, 000, and section 197 intangibles
(other than goodwill) worth $800,000. ABC has one liability of
$1, 000, 000, for which A bears the entire risk of |oss under
section 752 and the regul ations thereunder. Each partner has a
one-third interest in partnership capital and profits. D
purchases A's partnership interest for $1, 000, 000.

(ii) Ds basis in the transferred partnership interest
(reduced by the anmount of such basis that is attributable to
partnership liabilities) is $1,000,000 ($2, 000,000 - $1,000, 000).
Under paragraph (c) of this section, partnership gross value is
$4, 000, 000 (the anpunt that, if assigned to all partnership
property, would result in a liquidating distribution to D equal
to $1, 000, 000) .

(ii11) Under paragraph (b) of this section, partnership gross
value is allocated first to the inventory ($1, 000,000), then to
t he building ($2,000,000), and third to section 197 intangi bl es
$800, 000. The partnership mnmust allocate the renmai nder of
partnership gross val ue, $200,000, to goodw || ($4, 000,000 -
$3,800,000). D s section 743(b) adjustment nust be all ocated
under 81.755-1 using these fair market value cal culations for the
partnership's assets.

Exanple 2. (i) Dis the sole general partner in DEF, a
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limted partnership. DEF has goodw Il and three other assets
with fair market val ues (determ ned under paragraph (b)(2)(i) of
this section) as follows: inventory worth $1, 000,000, a building
(a capital asset) worth $2, 000,000, and equi prent (section
1231(b) property) worth $750,000. DEF has one liability of

$1, 000, 000, for which D bears the entire risk of |oss under
section 752 and the regul ations thereunder. Each partner has a
one-third interest in partnership capital and profits. |If the
equi pnent were sold for $750,000, $250,000 woul d be depreciation
recapture treated as an unrealized receivabl e under the flush

| anguage in section 751(c). G purchases E's |limted partnership
interest for $750, 000.

(i1) Under paragraph (c) of this section, partnership gross
val ue i s $3, 250,000 (the ampbunt that, if assigned to al
partnership property, would result in a liquidating distribution
to G equal to $750, 000).

(ii1) Under paragraph (b) of this section, partnership gross
value is allocated first to inventory ($1, 000,000), and then to
the class containing capital assets and section 1231(b) property
(%$2,250,000). Wthin that class, value nmust be assigned first to
t he $250, 000 ordinary gain portion of the equipnent (properties
or potential gain treated as unrealized receivabl es under the
flush | anguage in section 751(c)). The remaining value in the
class ($2, 250,000 m nus $250, 000, which is $2,000,000) nust be
al |l ocated anong the renmaining portions of the assets in that
class in proportion to the fair market values of such portions
(determ ned under paragraph (b)(2)(i) of this section). The
remai ni ng portion of the building is $2,000,000. The renaining
portion of the equipnent is $500,000 ($750,000, its fair market
val ue, mnus $250,000, the section 751(c) portion). Thus, the
remai ning portion of the building will be allocated $1, 600, 000
(%2, 000,000 rnultiplied by $2,000, 000/ $2, 500, 000) and the
remai ni ng portion of the equipment will be allocated $400, 000
(%2, 000, 000 rnultiplied by $500, 000/ $2,500,000). Nothing is
allocated to goodwill. G s section 743(b) adjustnent nust be
al l ocated under 81.755-1 using these fair market val ue
calculations for the partnership's assets.

Exanple 3. (i) G and H are partners in partnership GH
GH has goodwi || and three other assets with fair market val ues
(determ ned under paragraph (b)(2)(i) of this section) as
follows: inventory worth $1, 000,000 and two buil dings (capital
assets), each worth $500,000. GH has no liabilities. The GH
partnershi p agreement provides that the partners will allocate
all incone, gain, loss, and deductions equally, except with
respect to depreciation, loss, and gain fromthe buildings. Wth
respect to the buildings, depreciation and | oss are all ocated
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two-thirds to G and one-third to H Gain fromthe disposition of
the buildings is charged back two-thirds to G and one-third to H
to the extent of accrued depreciation, and then is allocated
equal ly between G and H G transfers one-half of its interest in
GHto | for $450,000. At the tine of the transfer, the book

val ue of the inventory is $900, 000, the book val ue of each

buil ding is $300, 000, and $150, 000 of book depreciation has
accrued with respect to each building. The capital account
attributable to the partnership interest purchased by | fromGis
equal to $350,000. H s capital account is equal to $800, 000, and
the capital account attributable to G s retained partnership
interest is equal to $350, 000.

(i1) Because gain with respect to the inventory and
bui |l dings are shared in different ratios as between H, and G and
I, a partnership gross value cannot be determ ned w t hout
assum ng val ues for the individual assets of the partnership.
Accordingly, the rule for special situations in paragraph (b)(3)
of this section nust be used to conpute the value of the
partnership’s assets.

(ii1) Applying paragraph (b)(2)(i) of this section, the fair
mar ket val ue of the inventory is $1,000,000 and the fair market
val ue of each building is $500,000. These values would result in
a liquidating distribution to | under paragraph (c)(1) of this
section equal to $500,000, determ ned as follows. The book gain
fromthe sale of the inventory would equal $100, 000 ($1, 000,000 -
$900, 000) and the book gain fromthe sale of each building woul d
equal $200, 000 ($500, 000 - $300,000). Book gain fromthe
inventory equal to $25,000 ($100,000 x 1/4) and book gain from
each buil ding equal to $62,500 (($150,000 x 1/3) + ($50,000 x
1/4)) would be allocated to I. The sumof this book gain
($25,000 + $62,500 + $62,500 = $150,000) and |I's capital account
i nherited from G ($350, 000) woul d equal $500, 000.

(iv) Because |I’'s basis in the transferred partnership
interest is only $450, 000, under paragraph (b)(2)(ii) of this
section, the value with respect to the buil dings nust be reduced
In proportion to the fair market values of such assets to an
anount that would cause a liquidating distributionto I equal to
$450, 000. This calculation is acconplished as follows. In order
for I to receive a liquidating distribution of $450, 000, the book
gain attributable to the buildings that is allocated to | nust
equal $75,000 ($350,000 inherited capital account + $25, 000 book
gain frominventory + $75, 000 book gain from buildings). Each
bui | di ng has the sane book value and fair market value, and the
all ocations with respect to each building are the sane as between
G H and I. Accordingly, I's share of book gain should be
al | ocated equally between the two buil dings, $37,500 to each. In
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order for | to be allocated $37,500 of book gain with respect to
each building, the total anount of book gain with respect to each
bui | di ng woul d have to be $112,500 ($112,500 x 1/3 = $37, 500).
Addi ng this book gain to the current book val ue of each buil ding
results in a value for each building of $412,500 ($300,000 +
$112,500). Nothing is allocated to goodwill. [|’'s section 743(b)
adj ust nent nust be all ocated under 81.755-1 using these fair

mar ket val ue cal cul ations for the partnership' s assets.

Exanple 4. The facts are the sane as Exanple 3, except that
| purchases one-half of Gs partnership interest for $550, 000.
Because the fair market value of the partnership’ s assets (as
determ ned under paragraph (b)(2)(i) of this section) in the
first four asset classes under the residual nethod is not
sufficient to cause a liquidating distribution to | equal to its
basis in the purchased interest (i.e., $550,000), the additi onal
val ue necessary to cause such a distribution nust be allocated to

goodwi | I . Accordi ngly, under paragraph (b)(3) of this section,
the value of the partnership’s assets is as follows: inventory
$1, 000, 000, each buil ding $500, 000, and goodw || $200,000. 1I's

section 743(b) adjustnent nust be allocated under 81.755-1 using
these fair market value cal culations for the partnership's
assets.



(f) Effective date. This section applies to any basis

adj ustnment resulting fromany distribution of partnership
property or transfer of a partnership interest that occurs on or
after the date final regulations are published in the Federal
Regi ster.
81. 755- 2T [ Renpved]
Par. 3. Section 1.755-2T is renoved.
Robert E. Wenzel

Deputy Conm ssioner of Internal Revenue



