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NEW YORK STATE BAR ASSOCIATION
TAX SECTION
REPORT ON THE PROPOSED REGULATIONS UNDER SECTION 751(B)

INTRODUCTION

This report® of the Tax Section of the New York State Bar Association provides
comments on the regulations proposed on November 3, 2014, primarily concerning partnership
distributions under section 751(b) (the “Proposed Regulations™).? We previously submitted a
report (the “Prior Report™)® concerning the treatment of partnership distributions under section
751(b) in response to Notice 2006-14,* which requested comments to assist the Internal Revenue
Service (the “Service”) and the Treasury Department (“Treasury”) in connection with possible
revisions to the existing regulations under section 751(b) (the “Existing Regulations™).

We commend the Service and Treasury for their extraordinary efforts to revise the
Existing Regulations and note that many of the key changes contained in the Proposed
Regulations are consistent with the recommendations made in the Prior Report. The Proposed
Regulations represent a significant improvement over the Existing Regulations in achieving the

purpose of section 751(b). We note, however, that the Proposed Regulations are quite complex®

The principal author of this report is Phillip Gall, with substantial assistance from Kate Kraus and Douglas
Longhofer. Significant contributions were made by Matthew Lay, David Sicular, and Eric Sloan. Helpful
comments were received from Stephen Foley, Stephen Land, Yaron Reich, and David Schnabel. This report
reflects solely the views of the Tax Section of the New York State Bar Association (“NYSBA”) and not those
of the NYSBA Executive Committee or the House of Delegates.

2 REG-151416-06, 79 Fed. Reg. 65,151 (Nov. 3, 2014), as amended by 80 Fed. Reg. 3926 (Jan. 26, 2015). All
“section” references are to the Internal Revenue Code of 1986, as amended (the “Code”), and all “Treas. Reg.
8” references are to the Treasury Regulations promulgated under the Code.

¥ NYSBA Tax Section Report No. 1122, “Report Responding to Notice 2006-14 Relating to the Treatment of
Partnership Distributions under Section 751(b)” (Nov. 28, 2006).

*  Notice 2006-14, 2006-1 C.B. 498 (Feb. 2, 2006).

The Proposed Regulations introduce up to four new choices or elections that would need to be evaluated, along
with existing choices and elections (e.g., section 704(c) methods and section 754 election), in connection with a



and, as a result, might not provide the “greater simplicity” for section 751(b) to which Notice
2006-14 aspired.

We recognize that the statutory language of section 751(b) may prevent any set of
implementing regulations from being simple. We, therefore, believe it would be worthwhile for
Congress and Treasury to reevaluate the purpose of section 751(b) and consider the extent to
which the stakes involved are worth protecting. As discussed below, we believe the stakes may
be worth protecting only to a limited extent. Thus, many of our comments and recommendations
emanate from the perspective that simplicity and administrability should take precedence over
seeking to provide extensive optionality to taxpayers or attempting to achieve perfection in all
possible circumstances.

This report is divided into three parts. Part | provides a summary of our
recommendations. Part Il provides a summary of current law and the Proposed Regulations.
Part 111 contains a detailed discussion of our recommendations regarding the Proposed
Regulations.

. SUMMARY OF PRINCIPAL RECOMMENDATIONS

The following are our principal recommendations:

1. We recommend that the regulations create an exception from the mandatory
revaluation rule for liquidating distributions that consist solely of money or other
cold assets.

2. The regulations should expand the anti-abuse rule in Treas. Reg. § 1.704-3(a)(10)

to contain an explicit admonition against the selection of a section 704(c) method

potential section 751(b) distribution. As more fully discussed below, we recommend eliminating some of those
choices.



with a view toward avoiding the application of section 751(b) to a distribution

while attempting to shift ordinary income among partners in a manner that

reduces the present value of the partners’ aggregate tax liability.

When an upper-tier partnership makes a distribution and is required to revalue its

assets under Prop. Treas. Reg. 8§ 1.751-1(b)(2)(iv):

(@)

(b)

(©)

A lower-tier partnership should not be required to revalue its assets unless
the same persons own, directly or indirectly, 80 percent or more, rather
than more than 50 percent (as under the Proposed Regulations), of the
capital and profits interests in both partnerships. For purposes of
determining ownership of the capital and profits interests of a partnership,
the regulations should cross reference section 707(b)(3) in order to include
ownership held by related parties.

When the lower-tier partnership does not revalue its assets, the upper-tier
partnership should be permitted to adopt any reasonable method for
allocating items from the lower-tier partnership in a manner that takes into
account each partner’s share of the pre-distribution items of the lower-tier
partnership; the adoption of the method should explicitly be made subject
to the anti-abuse rule in Treas. Reg. § 1.704-3(a)(10). The synthetic
revaluation (described in the Proposed Regulations) would be one such
method, but its use would not be required.

If there are multiple tiers of lower-tier partnerships, a revaluation should
be required in a particular lower-tier partnership only if the ownership

threshold is satisfied with respect to that lower-tier partnership and with



respect to each intervening partnership between the distributing
partnership and the lower-tier partnership.
Regarding the special rules for basis adjustments in Prop. Treas. Reg. § 1.732-
1(c)(2)(iii)-(vii) and Prop. Treas. Reg. 8 1.755-1(c)(2)(iii)-(vi), the regulations
should not treat a basis adjustment allocated to a section 1231 asset under the
second sentence of Treas. Reg. 8 1.732-1(c)(2)(ii) or of Treas. Reg. 8 1.755-
1(c)(2)(i) as basis in a capital asset; instead, the regulations should treat such
adjustment as basis in a section 1231 asset.
@ If recommendation #4 is accepted, the Election Out (defined below) in
Prop. Treas. Reg. 8 1.755-1(c)(2)(vi) should be eliminated.
(b) If recommendation #4 is not accepted, the amount of the basis adjustment
that is treated as basis in a capital asset should be limited to the lesser of:
(i) the amount of the basis adjustment allocated to the asset under the
second sentence of Treas. Reg. § 1.732-1(c)(2)(ii) or of Treas. Reg.
8 1.755-1(c)(2)(i) and (ii) the amount of ordinary income potential in the
asset.
A distributee-partner should be required to exchange such partner’s reverse
section 704(c) amounts in retained hot assets for reverse section 704(c) amounts
in distributed hot assets, provided that the distributed hot assets and the retained
hot assets produce the same “type” of built-in gain.
If the application of the “hypothetical sale” approach results in any partner having
a “section 751(b) amount,” the final regulations should require the application of

the “deemed gain” approach for recognizing the section 751(b) amount.



10.

11.

Form 1065 should be amended to require partnerships to indicate whether (i) hot
assets are distributed to any partner during the year or (ii) the partnership makes a
disproportionate distribution of money or property during the year.

The rules for mandatory gain recognition in Prop. Treas. Reg. § 1.751-

1(b)(3)(ii)(A) should be modified:

@ to require a distributee-partner to recognize enough gain to avoid any
section 734(b) adjustment that would reduce a partner’s “net unrealized
section 751 gain,” and

(b) to provide that the character of the gain should be based on the character
of the distributee-partner’s relative share of the built-in gain in the
partnership’s assets.

The rules for elective gain recognition in Prop. Treas. Reg. 8 1.751-1(b)(3)(ii)(B)

should be eliminated.

The regulations should clarify that the previously contributed property exception

under section 751(b)(2)(A) continues to apply with respect to contributed property

notwithstanding subsequent adjustments that affect the amount of ordinary
income potential in the asset, such as additional depreciation (in the case of

depreciable property) and additional earnings and profits (in the case of stock in a

controlled foreign corporation).

The final regulations should retain the general anti-abuse rule that allows a

transaction to be recast to achieve results consistent with the purpose of

section 751. The anti-abuse rule should not, however, create presumptions or



disclosure obligations for certain transactions. Instead, transactions that are
inconsistent with the purpose of section 751(b) should be illustrated in examples.

12. The Service and Treasury should allow for reasonable applications of the
hypothetical sale approach for all prior distributions, not simply those that occur
after the issuance of the Proposed Regulations.

13.  We encourage Congress and Treasury to reevaluate the purposes of, and stakes
involved with, section 751(b) and consider whether the statute should be amended
to make section 751(b) operate far more narrowly as an anti-abuse rule.

1. SUMMARY OF CURRENT LAW AND PROPOSED REGULATIONS

A. Statutory Scheme

Generally, under section 731(a)(1), no gain is recognized by a partner in
connection with a partnership distribution except to the extent the amount of money distributed
exceeds the partner’s basis in its partnership interest.® No loss is recognized by a partner in
connection with a partnership distribution except in certain cases involving a distribution in
liquidation of the partner’s interest in the partnership.” Any gain or loss recognized is considered
gain or loss from the sale or exchange of the partnership interest of the distributee-partner,®

thereby giving rise to capital gain or loss.®

A partnership does not recognize gain or loss upon a distribution to a partner. Section 731(b).
7 Section 731(a)(2).
8 Section 731(a).

Although a sale of a partnership interest can result in the recognition of ordinary income under section 751(a),
Treas. Reg. § 1.731-1(a)(3) makes it clear that gain or loss recognized under section 731(a) is capital gain or
loss. See McKee, Nelson & Whitmire, FEDERAL TAXATION OF PARTNERSHIPS AND PARTNERS (Thomson
Reuters/Tax&Accounting, 4™ ed. 2007 with updates through August 2015) (“McKee”) 1 17.02[1] (stating that
section 751(a) is not applicable to amounts received as distributions from a partnership as the “legislative
history, the language of § 751(b), and the sense of the overall statutory scheme make it abundantly clear that



Section 751 was enacted to prevent the conversion of ordinary income into capital
gain and the shifting of ordinary income among partners.'® A partner generally recognizes
capital gain or loss upon a sale of its partnership interest under section 741. However, section
751(a) provides that the amount of money or fair market value of property received by a
transferor-partner in exchange for all or part of its interest in the partnership’s “unrealized
receivables” or “inventory items” is treated as an amount realized from the sale or exchange of
property other than a capital asset, thereby preventing a partner from escaping the ordinary
income character of those assets by selling its partnership interest. Similarly, section 751(b)
overrides section 731 in the case of certain partnership distributions that alter a partner’s interest
in “unrealized receivables” and substantially appreciated “inventory items” (collectively, “hot
assets” or “section 751 property”; property other than hot assets, “cold assets”).** Specifically,

section 751(b)(1) provides:

To the extent a partner receives in a distribution
(A) partnership property which is —
(1) unrealized receivables, or

(i) inventory items which have appreciated substantially in
value,

in exchange for all or a part of his interest in other partnership
property (including money), or

8 751(b), rather than § 751(a), is the controlling provision with respect to both current and liquidating
distributions” (footnote omitted)).

0 See H.R. REP. NO. 1337 at 70 (1954), reprinted in 1954 U.S.C.C.A.N. 4017, 4097.

1 Unrealized receivables and inventory items are defined in section 751(c) and (d), respectively. Section 751(b)

applies to all unrealized receivables and inventory items that have appreciated substantially in value, whereas
section 751(a) applies to all unrealized receivables and all inventory items. Generally, inventory items are
considered to have appreciated substantially in value if their fair market value exceeds 120 percent of their
adjusted basis to the partnership. Section 751(b)(3)(A).



(B) partnership property (including money) other than property
described in subparagraph (A)(i) or (ii) in exchange for all or a part
of his interest in partnership property described in subparagraph

(A)() or (ii),

such transactions shall, under regulations prescribed by the

Secretary, be considered as a sale or exchange of such property

between the distributee and the partnership (as constituted after the

distribution).

Although the application of section 751(b) depends upon a determination of a
partner’s interest in partnership property, the statute does not describe how to make that

determination.

B. Existing Requlations

The Existing Regulations, which were first issued in 1956 and remain
substantially unchanged as they relate to section 751(b), do not define a partner’s interest in
partnership property. Instead, the examples in the Existing Regulations generally adopt an
approach that determines a partner’s interest in partnership property by reference to the partner’s
interest in the gross value of the property (the “gross value approach”) rather than by reference to
the amount of income or loss the partner would recognize if the property were sold (the
“hypothetical sale approach”).*? Under the Existing Regulations, if a distribution results in an
exchange of all or a portion of the distributee-partner’s interest in one class of assets for assets in

the other class, the distributee-partner is deemed to receive a distribution of the relinquished

12 At the time the Existing Regulations were issued, section 704(c) was not mandatory. Congress amended section

704(c) in 1984 to make its application mandatory. Although regulations under section 751(a) were amended in
1999 to coordinate section 751(a) with the mandatory application of section 704(c), no such changes were made
to the regulations under section 751(b).



assets (immediately prior to the actual distribution) and then exchange®? the relinquished assets

with the partnership for the acquired assets (the “asset exchange approach”).

The mechanics of the asset exchange approach in the Existing Regulations are
typically summarized by a seven-step process.* As indicated in the preamble to the Proposed
Regulations (the “Preamble”), the use of the gross value approach and the asset exchange
approach is extremely complicated and, as discussed below, can be both under-inclusive and

over-inclusive in achieving the policy underlying section 751(b).

C. Notice 2006-14 and the Prior Report

Notice 2006-14 announced that the Service and Treasury were studying the
Existing Regulations and considering alternative approaches to achieve the purpose of the statute
while providing greater simplicity. Specifically, Notice 2006-14 asked for comments on
replacing the gross value approach with the hypothetical sale approach for purposes of
determining a partner’s interest in section 751 property and replacing the asset exchange
approach with a “hot asset sale approach” to determine the tax consequences when section
751(b) applies. Under the hot asset sale approach, the partnership is deemed to distribute section
751 property to the partner whose interest in the partnership’s section 751 property is reduced,
and then the partner is deemed to sell the section 751 property back to the partnership

immediately before the actual distribution.

The Prior Report made the following comments regarding the complexity and

problems with the Existing Regulations:

3 The exchange is generally fully taxable to the distributee-partner and the partnership, and the partnership’s gain

(or loss) is allocable to partners other than the distributee-partner. See Treas. Reg. § 1.751-1(b)(2)(ii).
1 See McKee 121.03.



First, the seven-step process is so complicated that applying it to a distribution
from even a small partnership requires a substantial amount of time and effort and the assistance

of experts in partnership tax generally and section 751(b) in particular.

Second, the Existing Regulations generally focus on the distributee-partner’s
share of the gross value of the hot and cold assets rather than the distributee-partner’s share of
the income and gain inherent in those assets. As a result, a distribution may give rise to a taxable
exchange under the Existing Regulations even if each partner’s share of the hot-asset gain does
not change as a result of the distribution. Similarly, a distribution may escape section 751(b) as
long as the distribution does not alter any partner’s share of the gross value of the hot and cold

assets, even if the distribution does alter a partner’s share of the built-in gain in hot assets.

Third, nothing in the Existing Regulations (or otherwise) provides meaningful
guidance on how to determine a partner’s share of the gross value of a partnership asset.’> While
this might be straightforward in a simple partnership with no liabilities, no assets subject to
section 704(c) (or reverse section 704(c)), and no special allocations, there can be considerable
uncertainty and further complexity in nearly all other cases, including standard commercial

partnership arrangements.

Fourth, although there typically is not a readily ascertainable fair market value for
most partnership assets, the application of section 751(b) requires knowledge of the fair market
value of each partnership asset. As a result, in applying section 751(b), many partnerships seek a
third-party valuation, while other partnerships undertake their own valuation. The factual and

uncertain nature of these valuations creates additional uncertainty for taxpayers in applying

> Monte A. Jackel and Avery 1. Stok, Blissful Ignorance: Section 751(b) Uncharted Territory, 98 TAx NOTES

1557, 1559-1560 (March 10, 2003).

10



section 751(b), as the section 751(b) analysis can be quite sensitive to modest changes in asset

valuations.

Fifth, it is not clear whether the deemed distribution of the relinquished assets
under the Existing Regulations is treated as an actual distribution for other purposes of the Code,

such as sections 704(c)(1)(B), 707, 731(a)(1), and 737.

For the following reasons, the Prior Report endorsed the hypothetical sale

approach:

First, the focus of the Hypothetical Sale Approach on reductions in
a partner’s share of hot-asset gain (as opposed to reductions in a
partner’s share of the gross value of the hot assets) furthers the
basic purpose behind Section 751.

Second, the Hypothetical Sale Approach’s focus on whether there
has been a reduction in a partner’s share of hot-asset gain provides
a working principle that can be used in developing rules under
Section 751(b) and in applying Section 751(b) to cases where
guidance may be lacking. By contrast, the focus of the Existing
Regulations on whether there has been a change in the distributee
partner’s share of the gross value of the partnership hot assets does
not seem to be based on any particular principle that can be
extended when working through a Section 751(b) issue.

Third, determining whether there has been a reduction in a
partner’s share of hot-asset gain (by comparing the amount of gain
that would be recognized by the partner upon a deemed sale of
assets at fair market value before and after the distribution) is
something that practitioners with a general understanding of
partnership tax would generally know how to do.

Fourth, we believe that the Hypothetical Asset Sale Approach is
significantly less complicated to apply than the Existing
Regulations.

11



In addition, the Prior Report supported the hot asset sale approach over the asset
exchange approach but also suggested the “deemed gain approach” as an alternative to the hot

asset sale approach:

[I]n lieu of deeming a distribution, sale and contribution [under the
hot asset sale approach, the deemed gain approach would] simply
requir[e] that (i) the partnership recognize gain in its hot assets
equal to the aggregate reduction in the partners’ share of hot-asset
gain, (ii) the gain be allocated to the partner(s) whose share of hot
asset gain would otherwise be reduced, and (iii) appropriate basis
adjustments be made to the partnership’s assets to reflect the
recognition of the hot asset gain.

The benefits of the deemed gain approach were stated to be that it is
“conceptually easier to understand and apply” and eliminates unnecessary steps that are created
under the hot asset sale approach (i.e., the deemed distribution, sale, and contribution) and any

uncertainty regarding ancillary tax consequences that may arise from those steps.*°

Finally, the Prior Report suggested that Congress and Treasury consider revising
section 751(b) so that it operates as an anti-abuse rule or, short of that, making more modest
revisions to section 751(b) that further the Notice’s objectives of targeting shifts in hot-asset gain
and reducing complexity, including a de minimis rule (discussed below) and a rule that would
exclude distributions by partnerships in which all of the partners are domestic C corporations that

do not have excess net operating losses.*’

" The Prior Report indicated that the deemed transactions created under the hot asset sale approach could lead to

inappropriate results in a variety of contexts, such as the potential application of the loss disallowance rules
under section 707 and the anti-churning rules of section 197.

" The Prior Report included a number of other recommendations and suggestions. In addition to those that will

be discussed further below, the Prior Report requested guidance on how section 751(b) applies in the context of
partnership incorporations and partnership mergers and divisions and on the amortization of reverse section
704(c) amounts. The Preamble states that the Proposed Regulations did not address incorporations or
partnership mergers and divisions as the Service and Treasury determined that such guidance would be beyond
the scope of the Proposed Regulations.

12



D. Proposed Regulations

1. Adoption of Hypothetical Sale Approach in General

The Proposed Regulations would replace the gross value approach of the Existing
Regulations with the hypothetical sale approach for purposes of determining a partner’s interest
in partnership property. Under the Proposed Regulations, a partnership is generally required to
determine whether any partner’s interest in the partnership’s section 751 property is reduced by
comparing for each partner: (i) the amount of ordinary income (or ordinary loss) that the partner
would recognize from hot assets'® if the partnership sold all of its assets for fair market value
immediately before the distribution®® with (ii) the amount of ordinary income (or ordinary loss)
the partner would recognize from hot assets if the partnership sold all of its assets, and, in the
case of the distributee-partner, such partner sold the distributed assets, for fair market value
immediately after the distribution.?® If, for any partner, there is a reduction in the amount of
ordinary income (or an increase in the amount of ordinary loss, or both) as a result of the
distribution (such reduction or increase, a “section 751(b) amount”™), the distribution is

considered a “section 751(b) distribution” and is subject to section 751(b).?

In determining whether a distribution is a section 751(b) distribution, the amount

of ordinary income (or ordinary loss) that each partner would recognize from the partnership’s

8 One question to consider is whether Treas. Reg. § 1.752-7 liabilities should explicitly be treated as giving rise to

losses from hot assets. See NYSBA Tax Section Report No. 1274, “Report on the Allocation of Basis
Adjustments Under Section 743(b) to Contingent Liabilities” (Oct. 9, 2012).

This amount is referred to in the Proposed Regulations as the partner’s “net section 751 unrealized gain or loss
immediately before a distribution.” Prop. Treas. Reg. § 1.751-1(b)(2)(ii).

This amount is referred to in the Proposed Regulations as the partner’s “net section 751 unrealized gain or loss
immediately after a distribution.” Prop. Treas. Reg. § 1.752-1(b)(2)(iii).

A partner’s section 751(b) amount is determined before taking into account any basis adjustments required by
Prop. Treas. Reg. § 1.751-1(b)(3)(iii). See Prop. Treas. Reg. § 1.751-1(b)(3)(ii)(A).

19

20

21

13



sale of all of its assets for fair market value includes the amount of gain or loss allocable to the
partner under section 704(c), including any remedial allocations under Treas. Reg. 8 1.704-
3(d).? The Proposed Regulations require a revaluation of partnership property under Treas.
Reg. § 1.704-1(b)(2)(iv)(f) in connection with a distribution to a partner in consideration for an
interest in the partnership if the partnership owns section 751 property immediately after the
distribution, thereby creating a reverse section 704(c) layer in the partnership’s assets that
preserves the remaining partners’ shares of built-in gains and losses in the partnership’s assets
and, thus, limits the situations in which a distribution will cause a partner to have a section

751(b) amount.?®

2. Effect of Section 732 and 734 Basis Adjustments

Often in partnership distributions, the basis of a distributed asset is increased
under section 732 or the basis of remaining partnership assets is increased under section 734(b).
Such an increase in the basis of an asset, particularly a section 1231 asset, could reduce the
amount of ordinary income potential in the asset (e.g., under section 1245(a)). Such a reduction

could, therefore, result in the application of section 751(b) to the distribution. In an effort to

2 In addition to taking section 704(c) into account in determining whether a distribution is a section 751(b)

distribution, the Proposed Regulations also take into account any section 743 basis adjustment pursuant to
Treas. Reg. § 1.743-1(j)(3) and any carryover basis adjustment described in Treas. Reg. 881.743-1(g)(2)(ii),
1.755-1(b)(5)(iii)(D), or 1.755-1(c)(4) as though the carryover basis adjustment was applied to the basis of new
partnership section 751 property with fair market value of zero. The regulations should clarify that such
treatment of carryover basis adjustments applies only to carryover basis adjustments allocable to hot assets
rather than to any carryover basis adjustment.

The Preamble requests comments on whether and how carryover adjustments should be taken into account.
While the approach in the Proposed Regulations differs from the approaches suggested in the Prior Report, we
believe the approach is reasonable and we support it, as it would produce the same result as the approaches
suggested in the Prior Report.

2 If the partnership does not maintain capital accounts in accordance with Treas. Reg. § 1.704-1(b)(2)(iv), it must

compute each partner’s share of gain or loss in each asset prior to the distribution and make future allocations in
a manner that takes these amounts into account (as adjusted for cost recovery and other events affecting the
basis of the asset).

14



minimize the extent to which these types of basis adjustments reduce the amount of ordinary
income potential in assets and, thus, minimize the application of section 751(b), the Proposed

Regulations contain special rules for such basis adjustments.

@ Section 732 Adjustments

Under Prop. Treas. Reg. 8§ 1.732-1(c)(2)(iii), any basis increase allocated to

»24 pursuant to “the second sentence in paragraph (c)(2)(ii) of

distributed “capital gain property
this section” is not taken into account in determining the recomputed or adjusted basis in the
distributed property for purposes of section 1245(a)(1) and will, thus, not displace the ordinary
income potential in the distributed asset.”> Although depreciation or amortization is allowable
with respect to the basis increase, the basis increase is not taken into account in determining
section 1231 gain and loss and instead is “treated as gain or loss, as the case may be, from the

sale or exchange of a capital asset with the same holding period as the underlying asset.”*®

Example 1. A partnership distributes a section 1231 asset to one
of its partners (X) in liquidation of X’s interest in the partnership.
The asset has a $10 basis and a $100 fair market value and $60 of
potential recapture under section 1245(a). X has a $120 basis in its
partnership interest.

For purposes of determining the basis in the distributed asset, the partnership will
be treated as distributing two assets: (i) the