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October 24, 2016 

by Beverly Katz and Vish Amin, Washington National Tax* 

The IRS recently released its 2016-2017 priority guidance plan, which includes items specific 

to partnerships as well as other areas of federal taxation. This article includes a summary of 

the items that may be of interest to taxpayers that have partnerships within their business 

structures, highlighting selected relevant items. Most of the items were carried over from the 

prior priority guidance plan, but a few are new projects, including guidance regarding the new 

partnership audit rules. Taxpayers should be familiar with items in the plan that may have 

implications with respect to their current structure and operations, future planning, and 

potential areas of IRS interest.  

Projects Issued from the 2015-2016 Priority Guidance Plan 

These projects from the 2015-2016 priority guidance plan, which may be of interest to taxpayers with 

partnerships within their business structures, were issued: 

1. Regulations under section 7071 relating to disguised sales of property. Proposed regulations 

were published on January 30, 2014. Final, temporary, and proposed regulations were  
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published on October 5, 2016 as TD 9787, TD 9788, and REG-122855-15. These regulations 

affect transactions of taxpayers structured in partnerships across all industries, and they largely 

eliminate the ability of taxpayers to engage in leveraged partnership transactions.  

Final and temporary regulations were issued under sections 707 and 752 determine a partner’s share 

of partnership liabilities for disguised sale purposes. For purposes of the disguised sale rules, the 

regulations treat all liabilities (other than those to which another partner has the economic risk of loss) 

as nonrecourse liabilities and require allocation under section 1.752-3(a)(3) solely in accordance with 

the partners’ allocable share of partnership profits. This rule is effective for any transaction with respect 

to which all transfers occur on or after January 3, 2017. Accordingly, a guarantee or other payment 

obligation will not be taken into account in determining whether a debt financed distribution to a partner 

exceeds the partner’s allocable share of the liability. As a result, any disproportionate leveraged 

distribution may trigger gain to the extent the liability is incurred in connection with a property 

contribution to, or distribution from, a partnership.  

The final regulations adopt the 2014 proposed regulations’2 application of the 20 percent and 120 

percent test on a property-by-property basis for the reimbursement of preformation capital expenditure 

rule. They also provide a limited aggregation rule. The regulations also include the following rules with 

respect to the reimbursement of preformation capital expenditures: 

 Step-in-the-shoes rule: A partner steps in the shoes with respect to capital expenditures made 

by another person (and for determining whether a liability is a qualified liability) when a partner 

acquires the property in a nonrecognition transaction (under sections 351, 381(a), 721 or 731) 

and contributes the property to a partnership.  

 Tiered partnership rule: An upper-tier partnership steps into the shoes of a partner with respect 

to preformation capital expenditures when the partner contributes capital expenditure property 

to a lower-tier partnership and then contributes its interest in the lower-tier partnership to an 

upper-tier partnership. The upper-tier partnership can be reimbursed for the partner’s capital 

expenditures and may reimburse the contributing partner.  

 Double-dip rule: Money or other consideration transferred to a partner is not treated as a 

reimbursement for capital expenditures to the extent the expenditure was funded by a qualified 

liability and exceeds the partner’s share of the qualified liability. The regulations also provide an 

anti-abuse rule for transactions with a principal purpose to avoid the double-dip rule. 

 Definition of capital expenditure: A “capital expenditure” is defined as having the same meaning 

as used in the Code and applicable regulations, except that it includes capital expenditures a 

                                                        
 
 
2
     For more information on the prior proposed regulations, see Ossie Borosh and Bev Katz, Defusing the Atom Bomb Test: 

New Proposed Regulations Threaten to Change the Landscape of Recourse Debt Allocations, Tighten the Nonrecourse Debt 
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taxpayer elects to deduct, and does not include deductible expenditures a taxpayer elects to 

treat as capital expenditures. 

The final regulations do not adopt the net value rule provided in the 2014 proposed regulations with 

respect to the anticipated reduction rule. They instead add an additional requirement to the existing 

rules. The existing rules take into account a subsequent reduction in a partner’s share of liabilities if the 

reduction was anticipated and had as one of its principal purposes minimizing the amount of proceeds 

on a sale. The final regulations impose an additional requirement that the anticipated reduction not be 

subject to the entrepreneurial risks of the partnership’s operations in determining whether to take the 

anticipated reduction into account. The regulations also provide the following guidance with respect the 

disguised sale rules: 

 Small amount of nonqualified liabilities: If a transfer of property by a partner to a partnership is 

treated as part of a sale as a result of the assumption of nonqualified liabilities by the 

partnership, the assumption by the partnership of the partner’s qualified liabilities may also be 

treated as consideration. The regulations provide limited relief from this rule if the total amount 

of the nonqualified liabilities the partnership assumes is the lesser of 10 percent of the total 

amount of all qualified liabilities or $1 million. 

 Qualified liabilities: The regulations adopt the 2014 proposed regulations’ inclusion of a new 

category of qualified liabilities. Under the new category a liability is treated as a qualified liability 

if it was not incurred in anticipation of the transfer of property to a partnership, but was instead 

incurred in connection with a trade or business in which the transferred property was used or 

held and all the material assets related to that trade or business were transferred to the 

partnership. The regulations also treat an upper-tier partnership’s share of a lower-tier 

partnership’s liabilities as a qualified liability when the lower-tier interest is contributed to the 

upper-tier. 

 Liabilities incurred by another person: The regulations adopt a step-in-the-shoes rule for a 

liability assumed by the partner in connection with a nonrecognition transaction under sections 

351, 381(a), 721, or 731. 

 Tiered partnerships: The regulations treat an upper-tier partnership’s share of lower-tier 

partnership liabilities as incurred on the same day the liability was incurred by the lower-tier 

partnership. 

 Ordering rule: The regulations adopt the ordering rule contained in the 2014 proposed 

regulations pursuant to which the debt-financed distribution exception applies before other 

exceptions under section 1.707-4.  

Unless otherwise specified, the rules described above are effective for transfers occurring on or after 

October 5, 2016.  
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The temporary regulations issued under section 752 provide the following guidance with respect to 

bottom dollar obligations: 

 Bottom dollar payment obligations disregarded: Most importantly and similar to the 2014 

proposed regulations, the section 752 temporary regulations provide that a “bottom dollar 

payment obligation” is not taken into account as an obligation for purposes of section 1.752-2, 

with certain exceptions. The preamble notes that any payment obligation, including a capital 

contribution obligation and a deficit restoration obligation, may be a bottom dollar payment 

obligation. 

 Exception for small rights of reimbursement: The section 752 temporary regulations provide an 

exception when a partner is liable for 100 percent of a liability but has up to a 10 percent 

reimbursement right. For example, if a partner guarantees 100 percent of a partnership liability 

and another partner agrees to indemnify the partner for 10 percent of that guarantee obligation, 

the guarantee will be respected. 

 Exception for vertical slice: The section 752 temporary regulations also provide an exception 

from the definition of a bottom dollar payment obligation for “vertical slice” payment obligations, 

pursuant to which the obligation is stated as a fixed percentage of every dollar of the 

partnership liability to which such obligation relates or if there is a right of proportionate 

contribution running between partners or related persons who are co-obligors with respect to a 

payment obligation for which each of them is jointly and severally liable.  

 Disclosure requirement: To the extent a partner or related person enters into a bottom dollar 

payment obligation, the partnership must disclose the obligation on a completed Form 8275, 

Disclosure Statement, attached to the return of the partnership for the tax year in which the 

bottom dollar obligation is undertaken or modified. 

 Anti-abuse rule: The section 752 temporary regulations also contain an anti-abuse rule that 

applies when a partner actually bears the economic risk of loss but structures its obligation as a 

bottom dollar payment obligation. In that case, the IRS may treat the partner as bearing the 

economic risk of loss if one of the principal purposes of the obligation is to attempt to permit 

partners other than those who are directly or indirectly liable for the obligation to include a 

portion of the loan in the basis of their partnership interests. 

The temporary regulations under section 752 will apply to liabilities incurred or assumed by a 

partnership and payment obligations imposed or undertaken with respect to a partnership liability on or 

after October 5, 2016. Consistent with the 2014 proposed regulations, the section 752 temporary 

regulations provide a transition rule, pursuant to which a partner whose allocable share of partnership 

liabilities under section 1.752-2 exceeds its adjusted basis in its partnership interest as of October 5, 

2016, can continue to apply the existing regulations. The amount of partnership liabilities subject to 

transition relief will be reduced for certain reductions in the amount of liabilities allocated to that partner 

under the transition rules and, upon the sale of any partnership property, for any tax gain (including 

section 704(c) gain) allocated to the partner less that partner’s share of the amount realized. 
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Finally, the proposed regulations under sections 704 and 752 provide the following guidance: 

 New anti-abuse rule: The six factors in the 2014 notice of proposed rulemaking that had to be 

satisfied in order for a payment obligation to be respected under section 752 in determining 

whether a partner bears the economic risk of loss with respect to partnership liabilities were not 

adopted, but were instead generally converted into a list of nonexclusive factors in an anti-

abuse rule. Under the anti-abuse rule, the factors are weighed to determine whether a payment 

obligation should be respected.  

 Reasonable expectation of repayment rule: The proposed regulations also remove the net value 

rules for disregarded entities under section 1.752-2(k) and instead create a new adverse 

presumption under the proposed anti-abuse rule when there is evidence of a plan to circumvent 

or avoid a payment obligation. Such a plan is deemed to exist if the facts and circumstances 

show that there is not a reasonable expectation that the payment obligor will have the ability to 

make the required payments if the payment obligation becomes due and payable. This rule 

would seem to apply to any obligor, including individuals. 

 Deficit restoration obligations (“DROs”): The proposed regulations also differentiate DROs 

under the section 704(b) capital account rules from payment obligations, such as guarantees 

and indemnities. As a result of their differences, the proposed regulations refine the list of 

factors in determining whether DROs will be respected for purposes of section 704(b) 

allocations and allocations of liabilities under section 752.  

The proposed regulations will be effective on the date when regulations finalizing these rules are 

published in the Federal Register, but partnerships and their partners may rely on the proposed 

regulations prior to the date they are finalized. However, the rules in the current section 1.752-2(k) of 

the regulations still apply to disregarded entities until the proposed regulations are published as final. 

2. Revenue Ruling under section 108 regarding the application of the qualified real property 

business indebtedness exclusion for real estate developers. Published on June 27, 2016, as 

Revenue Ruling 2016-15. 

Generally, under section 108(a)(1)(D), a taxpayer that is not a C corporation may exclude cancelation 

of indebtedness income from gross income if the cancelled debt is qualified real property business 

indebtedness (“QRPBI”). The revenue ruling provides examples clarifying that QRPBI includes 

indebtedness relating only to depreciable property used in a taxpayer’s trade or business—and not 

property held for sale to customers. The ruling allows indebtedness incurred or assumed in connection 

with property held by a real estate developer as rental property to qualify as QRPBI because the 

property is depreciable. On the other hand, because property held for sale to customers is not 

depreciable, indebtedness incurred or assumed in connection with this type of property is not QRPBI, 

and thus is not excludable under section 108. 
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3. Final regulations under section 706(d) regarding the determination of a distributive share when 

a partner’s interest changes. Published on August 3, 2015, as TD 9728.  

The final section 706 varying interest regulations (the “varying interest final regulations”) generally are 

effective for tax years beginning on or after August 3, 2015, and provide detailed guidance on the 

methods that partnerships must use to account for changes in partner’s interests in the partnership 

during the tax year. Under the prior regulations (now superseded), two methods were specifically 

sanctioned—the interim closing of the books method and the proration method. The varying interest 

final regulations continue to allow those two methods and provide detailed rules on how and when each 

method may be used, conventions that may apply, and the proper treatment of “extraordinary” items. 

The final varying interest regulations provide certain exceptions, as well as special rules, for publicly 

traded partnerships (“PTP”).3 

4. Regulations under section 706(d) regarding the determination of a distributive share of any 

allocable cash basis items and certain other items when a partner’s interest changes. 

Published on August 3, 2015, as REG-109370-10.  

The proposed regulations provide rules for allocable cash basis items and for tiered partnerships, add 

two extraordinary items (including one that relates to PTPs), and coordinate the rules of section 706 

with the proposed partnership equity for services regulations.4 

Projects from the 2015-2016 Priority Guidance Plan Not Carried Over 

These projects from the 2015-2016 priority guidance plan, which may be of interest to taxpayers with 

partnerships within their business structures, were not issued and were not carried over to the current 

plan: 

1. Regulations under sections 351(e) and 362(a)(2)(F) regarding investment company issues. It 

was anticipated that the guidance under section 351(e) would have affected contributions to 

partnerships under section 721(b) as a result of its cross reference to section 351(e). 

2. Guidance under section 6063 on signing partnership returns. The existing guidance for 

determining which parties are allowed to sign partnership income tax returns for federal tax 

purposes does not address the current structure and manner in which many partnerships are 

managed today, especially in light of limited liability companies that have elected to be taxed as 

partnerships.5 This project may have been taken off the Plan due to enactment of the new 

partnership audit rules (discussed below). 

                                                        
 
 
3
    For more information on the proposed regulations, see Jeanne Sullivan and Morgan Holtman, Section 706 Regulations—A 

Solution in Search of a Problem?, What’s News in Tax (Nov. 9, 2015). 

4
    Id. 

5
    For more information regarding this issue, see Robert Keller, Sarah Staudenraus, Harve Lewis, and Lawrence Mack, 

Determining the Proper Partner to Sign a Partnership Tax Return, What’s News in Tax (July 8, 2015). 
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New Partnership Audit Rules Project 

The Bipartisan Budget Act of 2015 (Pub. L. 114-74), enacted in November 2015, repealed rules from 

The Tax Equity and Fiscal Responsibility Act of 1982 (Pub. L. 97–248) (“TEFRA”) (as well as the 

electing large partnership rules) and provides a new system for the centralized audit, adjustment, and 

collection of tax that generally applies to all entities classified as partnerships that are required to file 

federal income tax returns. The new rules are extremely complex and address a host of issues 

including:  

 Partnership adjustments and assessments 

 Consistency between the partnership return and its partners’ returns 

 Designation of a “partnership representative” 

 Administrative adjustment requests (“AARs”), amending Schedules K-1, and statutes of 

limitations on assessment and refunds 

Very generally, under the new rules, the IRS can impose liability at the partnership level if it determines, 

on audit, that a partnership understated its income or made incorrect allocations for the audited year—

unless the partnership makes certain elections or those who were partners in the audited year take 

certain actions (such as filing amended returns and paying any tax due with respect to their shares of 

the adjustment). However, a partnership can elect to “push out” to each audited-year partner the 

partner’s share of any adjustment to partnership items, instead of paying a partnership-level tax. If this 

election is properly made, each audited-year partner takes its share of the adjustment into account on 

its current-year tax return (using a formula to determine the amount by which to increase its current-

year tax).6  

Although the new rules generally are effective for returns filed for partnership tax years beginning after 

2017, taxpayers should analyze the potential implications of the new rules and take steps now in 

anticipation of the changes. The new law can raise significant federal income tax issues, and there are 

many areas in which additional legislative and administrative clarification and guidance are needed 

from a federal income tax perspective. 

Early Election into the New Partnership Audit Regime 

On August 5, 2016, the IRS and Treasury issued temporary and proposed regulations that address 

making elections to apply the new partnership audit regime to tax years beginning prior to January 1, 

2018.7 The temporary regulations provide the time, form, and manner for making the election. The early 

election must be made within 30 days of when the IRS first notifies the partnership that an eligible tax 

year has been selected for examination. The electing partnership must designate a partnership 

                                                        
 
 
6
    For more information on the new partnership audit rules see, Carol Kulish Harvey, Harve Lewis, Debbie Fields, and Deanna 

Harris, New Partnership Audit Rules—What We Know So Far (And What Still Needs to Be Clarified), What’s News in Tax 

(June 14, 2016). 

7
     Published on August 5, 2016, in the Federal Register as TD 9780 and REG-105005-16.  

 



IRS Priority Guidance Plan Includes Partnership Projects for New Partnership Audit Rules and  

Recently Released Disguised Sale and Debt Allocation Rules  page 8 

© 2016 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 
Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 575106 

The KPMG name and logo are registered trademarks or trademarks of KPMG International. 

representative and provide certain information and representations in connection with making the 

election. Elections not made in accordance with the temporary regulations or that frustrate the purpose 

of new federal rules are invalid. Partnerships making the early election may not then make an election 

out of the new regime in order to be subject to the non-TEFRA audit rules.  

In addition, a partnership that has not received a notice of selection for examination may make an 

election to have the new partnership audit regime apply to a partnership return for an eligible tax year if 

the partnership wishes to file an AAR under the new regime’s rules. Once such an election is made, all 

aspects of the new partnership audit regime, except the ability to file an election out, apply to the return 

filed for the eligible tax year subject to the election. The preamble, however, states that in no case may 

an election be made earlier than January 1, 2018. 

The Plan includes additional guidance regarding partnership audit and adjustment procedures under 

TEFRA and the Bipartisan Budget Act of 2015. 

Other New Items  

1. Final regulations under section 385 regarding treatment of certain interests in corporations 

as stock. Proposed regulations were published on April 8, 2016. The proposed regulations 

under section 385, if finalized in their current form, would dramatically change the treatment 

of intercompany debt issued among the members of many corporate groups and certain 

partnerships that treated as part of such groups.8 

2. Guidance under section 7704(d)(1)(E) regarding qualifying income derived from fertilizer for 

publicly traded partnerships. 

Continuing Partnership Projects in the Plan 

The Plan also includes the following partnership projects from last year’s priority guidance plan 

1. Final regulations under sections 704, 707, and 721 on management fee waivers. Proposed 

regulations were published on July 23, 2015. The IRS and Treasury released proposed 

regulations relating to management fee waivers and disguised payments for services made 

by partnerships to service providers that, if finalized, would affect many taxpayers, 

particularly private equity investors and managers and others in the investment fund 

industry.  

The preamble to the proposed regulations indicates that the proposed regulations reflect the 

government’s view as to the current state of the law relating to disguised payments for services. Thus, 

although the proposed regulations are generally effective when finalized, it is important to consider the 

positions taken by the government in the proposed regulations with respect to both existing and future 

                                                        
 
 
8
    For more information on the proposed regulations, see Charles Kaufman, The Treatment of Partnerships Under the Section 

385  Proposed Regulations, What’s News in Tax (July 25, 2016). 
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arrangements, particularly in light of an apparent increase in IRS audit activity relating to management 

fee waivers.  

The proposed regulations provide a mechanism for determining whether or not an arrangement is 

treated as a disguised payment for services under section 707(a)(2)(A). Under the proposed 

regulations, whether an arrangement constitutes a payment for services (in whole or in part) generally 

depends on all the facts and circumstances. However, the proposed regulations provide that an 

arrangement that lacks significant entrepreneurial risk will be treated as a disguised payment for 

services and provide five factors that create a presumption of a lack of significant entrepreneurial risk. 

The proposed regulations provide some examples in which the IRS and Treasury consider whether a 

fee waiver should be treated as a disguised payment for services based on the manner in which the 

service provider waives its right to the fees and is entitled to share in future partnership income and 

gains. Additionally, in the preamble to the proposed regulations, the IRS and Treasury indicate that they 

do not believe the profits interest safe harbor contained in Revenue Procedure 93-27 applies to a 

situation in which one party provides services and another party receives a seemingly associated 

allocation and distribution of partnership income or gain. If and when the proposed regulations are 

finalized, the IRS and Treasury have indicated that they also intend to issue a new revenue procedure 

providing an additional exception to the safe harbor provided in Revenue Procedure 93-27. The 

additional exception will apply to a profits interest issued in conjunction with a partner forgoing payment 

of an amount that is substantially fixed (including a substantially fixed amount determined by formula, 

such as a fee based on a percentage of partner capital commitments) for the performance of services, 

including a guaranteed payment under section 707(c) or a payment in a non-partner capacity under 

section 707(a). 

Finally, the proposed regulations also revise Example 2 in section 1.707-1(c), in which a partner is 

provided a guaranteed minimum return. The proposed regulations would revise Example 2 to treat the 

entire minimum amount as a guaranteed payment under section 707(c) regardless of the amount of the 

partnership income allocable to the partner. This revision to the example could possibly affect 

allocations for both the use of capital and for services. We understand that this guidance may be 

finalized shortly. 

2. Final regulations under section 7704(d)(1)(E) regarding qualifying income for publicly traded 

partnerships. Proposed regulations were published on May 6, 2015.  

The proposed regulations provide guidance as to whether income from activities with respect to 

minerals or natural resources as defined in section 7704(d)(1) is qualifying income. As noted in the 

preamble, these proposed regulations do not address the transportation or storage of certain fuel, 

activities with respect to industrial source carbon dioxide, alcohol fuel, or biodiesel fuel, and the IRS and 

Treasury requested comments as to whether guidance is needed with respect to these activities. The 

proposed regulations use the term “qualifying activities” to describe activities relating to minerals or 

natural resources that generate qualifying income, including, the exploration, development, mining or 

production, processing, refining, transportation, marketing activities, and certain limited support  

  



IRS Priority Guidance Plan Includes Partnership Projects for New Partnership Audit Rules and  

Recently Released Disguised Sale and Debt Allocation Rules  page 10 

© 2016 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 
Cooperative (“KPMG International”), a Swiss entity. All rights reserved. NDPPS 575106 

The KPMG name and logo are registered trademarks or trademarks of KPMG International. 

activities that are intrinsic to section 7704(d)(1)(E) activities. The proposed regulations also list the 

requirements under which an activity is a qualifying activity, and further define the terms listed as 

section 7704(d)(1)(E) activities above. PTPs and taxpayers that invest in or purchase interests in PTPs 

have been interested in this project and the government has received numerous comments on the 

proposed regulations. We understand that this project may be issued soon.  

3. Guidance on targeted capital accounts under section 704(b). 

Targeted capital account provisions are widely used in partnership agreements, and the allocations 

provided by those provisions are generally designed to cause capital accounts to equal the amounts 

that would be distributed to the partners if the partnership were to liquidate at the end of the year, 

disposing of all the partnership’s assets for their “book value,” as determined under section 704(b). 

These allocations fail to meet the section 704(b) substantial economic effect safe harbor because the 

partnership does not make liquidating distributions by reference to the partners’ positive capital account 

balances. There is currently no guidance as to whether the IRS considers it an acceptable partnership 

allocation method or how such allocations are treated, although the IRS and Treasury did reference 

targeted capital accounts in the newly issued proposed regulations on management fee waivers.9 The 

AICPA has submitted a draft revenue ruling on partnership targeted allocations, and the New York 

State Bar Association Tax Section has submitted comments on this topic.10 

4. Regulations concerning the fractions rule under section 514(c)(9).  

The fractions rule prescribes somewhat challenging requirements with respect to partnership 

allocations that are intended to prevent the shifting of tax benefits from tax-exempt partners to taxable 

partners. Under the fractions rule, a partner that is a qualified organization cannot be allocated an 

overall share of partnership income for any year that exceeds the partner’s smallest percentage share 

of overall loss for any year on both a prospective and an actual basis for each tax year of the 

partnership. Practitioners are hopeful that this project will provide some simplification to the application 

of the fractions rule. We understand that this guidance may be forthcoming later this year. 

5. Final regulations under sections 704, 734, 743, and 755 arising from the American Jobs 

Creation Act of 200411 regarding the disallowance of certain partnership loss transfers and 

no reduction of basis in stock held by a partnership in a corporate partner. Proposed 

regulations were published on January 16, 2014.  

The proposed regulations provide guidance on certain provisions of the 2004 JOBS Act, including 

treating a built-in loss on a contributed asset similarly to a positive section 743(b) adjustment for the 

benefit of the contributing partner and conform the existing regulations to statutory changes made in the  

                                                        
 
 
9
     80 F.R. 43652. 

10
   See Jeffrey A. Porter, AICPA Offers Draft Revenue Ruling on Partnership Targeted Allocations (Feb. 11, 2014); James R. 

Brown, NYSBA Report on Partnership Target Allocations, 2010 Tax Notes Today 185-18 (Sept. 23, 2010). 

11
    P.L. 108-357, 118 Stat. 1418 (the “2004 JOBS Act”). 
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Taxpayer Relief Act of 1997. The proposed regulations also modify the basis allocations rules to 

prevent certain unintended consequences of the current basis allocation rules for substituted basis 

transactions. Finally, the proposed regulations provide additional guidance on the allocation of basis 

among assets upon the revaluation of partnership property. Importantly, in connection with the 

mandatory basis adjustment rules under section 743(d), the proposed regulations provide that if a 

partner transfers an interest in an upper-tier partnership that holds a direct or indirect interest in a lower-

tier partnership and the upper-tier partnership has a substantial built-in loss with respect to the transfer, 

the lower-tier partnership is treated as if it had made a section 754 election for the tax year of the 

transfer (solely with respect to the interest transferred).12 Comments have been requested on the scope 

of this rule and the possibility of a de minimis exception. The American Bar Association Tax Section 

and the New York State Bar Association Tax Section have provided comments on the proposed 

regulations.13 

6. Final Regulations under section 752 regarding related person rules. Proposed regulations 

were published on December 16, 2013.  

The proposed regulations addressed the allocation of partnership liabilities under section 1.752-

4(b)(2)(iii) (relating to related partners), particularly in light of the IPO II case.14 On September 4, 2014, 

the American Bar Association Tax Section submitted comments on the proposed regulations.15 

7. Final regulations under sections 761 and 1234 on the tax treatment of noncompensatory 

partnership options. Proposed regulations were published on February 5, 2013.  

Treasury and the IRS originally issued proposed regulations regarding noncompensatory partnership 

options (“NPOs”) on January 22, 2003 (the “2003 Proposed Regulations”). These regulations generally 

applied to the issuance of call options, warrants, convertible debt, and convertible preferred equity not 

issued in connection with the performance of services. On February 5, 2013, final regulations were 

published in the Federal Register regarding NPOs (the “Final Regulations”). Those rules generally 

adopted an approach consistent with that taken in the 2003 Proposed Regulations and also provided 

rules regarding when an option may be recharacterized as a partnership interest. Together with the 

Final Regulations, proposed regulations were also issued. The proposed regulations provided 

additional rules relating to the timing for testing whether an option should be characterized as a  

                                                        
 
 
12

    See Amy Elliot, ABA Meeting: Officials Acknowledge Difficulty of Lower-Tier Basis Adjustments, 2014 Tax Notes Today 92-3 

(May 12, 2014). 

13
   See Armando Gomez, ABA Members Offer Detailed Comments on Proposed Partnership Regs, 2015 Tax Notes Today 89-18 

(May 7, 2015); David Schnable, NYSBA Members Submit Comments on Proposed Loss Duplication Regs, 2014 Tax Notes 

Today 241-15 (Dec. 15, 2014). 

14
    122 T.C. 295 (2004). For more information on the proposed regulations, see Rich Blumenreich and Bev Katz, Clearing the 

Haze Created by IPO II and Other Guidance: New Proposed Regulations Resolve Uncertainty about Related Party Debt 

Allocations, What’s News in Tax (Apr. 28, 2014). 

15
    See Armando Gomez, ABA Members Discuss Proposed Regs on Partnership Liabilities, 2014 Tax Notes Today 170-17 (Sept. 

4, 2014). 
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partnership interest and rules regarding the treatment of income or loss on the lapse or repurchase of 

an option. It is important to note that the proposed regulations are proposed to become effective 

retroactively upon being finalized. Thus, although not yet in effect, once finalized, the proposed 

regulations would apply to NPOs issued after February 4, 2013.16 

8. Final regulations under section 732(f) regarding aggregation of basis for partnership 

distributions involving equity interests of a partner. Proposed regulations were published on 

June 12, 2015.  

Section 732(f) generally provides that if: (1) a corporate partner receives a distribution from a 

partnership of stock in another corporation, (2) the corporate partner has control of the distributed 

corporation under section 1504(a)(2) immediately after the distribution or at any time thereafter, and (3) 

the partnership’s basis in the stock immediately before the distribution exceeded the corporate partner’s 

basis in the stock immediately after the distribution, then the basis of the distributed corporation’s 

property must be reduced by this excess. The preamble to the proposed regulations notes that section 

732(f) may require basis reduction or gain recognition in certain instances even though that basis 

reduction or gain recognition does not further the purposes of section 732(f). The preamble also notes 

that in other circumstances, corporate partners may inappropriately avoid the purposes of section 732(f) 

by engaging in transactions that allow corporate partners to receive property held by a distributed 

corporation without reducing the basis of that property to account for basis reductions under section 

732(b) made when the partnership distributed stock of the distributed corporation to the corporate 

partner. Thus, the proposed regulations add rules to conform the application of section 732(f) with the 

legislative intent for enacting section 732(f) in these situations by adding (1) rules for the aggregation of 

section 732(b) basis adjustments of consolidated group members, (2) provisions providing that, in the 

event of a gain elimination transaction, section 732(f) applies as though the corporate partner acquired 

control of the distributing corporation immediately before the gain elimination transaction, and (3) 

measures to require taxpayers to apply these regulations to tiered partnerships.  

9. Final regulations under section 751(b) on unrealized receivables and inventory. Proposed 

regulations were published on November 3, 2014.  

The proposed regulations offer some welcome changes to the determination of whether section 751(b) 

applies to a partnership distribution and may result in fewer distributions being subject to the rules. The 

proposed regulations adopt a hypothetical sale approach that treats the partnership as selling all its 

assets for fair market value immediately before and after the distribution to determine whether a shift in 

the sharing of unrealized ordinary income or loss has occurred among the partners. In general under 

the proposed regulations, section 751(b) is triggered if a distribution of property (including money) 

results in a reduction in any partner’s share of the net unrealized section 751 gain or an increase in any  

                                                        
 
 
16

    For more information on the Final Regulations and the proposed regulations, see Ossie Borosh and Chad Resner, Final 

Regulations on Noncompensatory Partnership Option Adopt Favorable Treatment of Proposed Regulations, What’s News in 

Tax (July 21, 2014).  
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partner’s share of net unrealized section 751 loss, as determined under the hypothetical sale approach. 

If section 751(b) applies to a distribution, each partner generally must take into account as ordinary 

income (or ordinary loss) the partner’s reduction in net unrealized section 751 gain (or increase in net 

section 751 unrealized loss). The calculation of the “before and after” allocations in the hypothetical 

sale approach takes into account both allocations that would be made to a partner under section 704(c) 

on the sale of the partnership’s assets, including remedial allocations, and any section 743(b) 

adjustments a partner may have in the partnership’s assets. Moreover, there is no de minimis exception 

to the application of section 751(b). Section 751(b) applies no matter how small the change in the 

partners’ net unrealized section 751 gain or loss. 

10. Regulations to update the securities partnership aggregation rules under section 704(c).  

It is not yet clear what issues these regulations will address. However, the project may be a response to 

views expressed by different practitioners regarding whether the aggregation rules of section 1.704-

3(e)(3) should be eliminated, expanded, or modified.17 Funds that use the section 704(c) aggregation 

rules should monitor future developments on this project.  

11. Final regulations under section 1.337(d)-3 relating to partnership transactions involving a 

corporate partner’s stock or other equity interests. Final and temporary, and proposed 

regulations were published on June 12, 2015.  

According to the preamble, the temporary regulations are intended to prevent corporate taxpayers from 

using a partnership to circumvent gain required to be recognized under section 311(b) or section 

336(a), following the repeal of the General Utilities doctrine. The regulations apply when a partnership, 

either directly or indirectly, owns, acquires, or distributes stock of a corporate partner and generally 

require the corporate partner to recognize gain when it is treated as acquiring or increasing its interest 

in its stock held by the partnership in exchange for appreciated property in a manner that avoids gain 

recognition under section 311(b) or section 336(a).  

The temporary regulations follow in many respects proposed regulations issued in 1992, retaining the 

deemed redemption rule with certain modifications but removing the distribution rule. In its place, the 

regulations apply the deemed redemption rule to partnership distributions of stock of the corporate 

partner to the corporate partner as though the partnership amended its agreement, immediately before 

the distribution, to allocate 100 percent of the distributed stock to the corporate partner. The regulations 

also provide certain exceptions under which a corporate partner is not required to recognize gain. 

 

 

                                                        
 
 
17

    See, e.g., Peter Blessing, NYSBA Report Addresses Aggregation Issues Facing Securities Partnerships, 2010 Tax Notes 

Today 189-25 (Sept. 30, 2010); Terence Cuff, Tax Attorney Says IRS Securities Aggregation Regs Do Not Work, 2012 Tax 

Notes Today 246-14 (Dec. 21, 2012).  
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12. Final regulations under section 469(h)(2) concerning limited partners and material 

participation. Proposed regulations were published on November 28, 2011.  

The proposed regulations define a limited partnership interest to be an interest that does not provide 

the holder management rights and, therefore, allow more partners to use the less restrictive test to 

determine whether they meet the material participation test under section 469.18 

Other Projects  

Employment Taxes 

1. Guidance on the application of section 1402(a)(13) to limited liability companies.  

This project could address whether members of a limited liability company treated as a partnership may 

qualify for the limited partner exception to the payment of self-employment tax on their distributive share 

of income from the limited liability company.19 

General Tax Issues 

2. Guidance concerning the interaction of the rules in section 50(d)(5) and subchapter K. 

Published on July 22, 2016 as TD 9776 and REG-102516-15.  

Generally, if an owner of investment credit property claims the investment tax credit, the owner must 

reduce the basis in such property by the amount of the investment tax credit claimed (for energy 

property, the basis is reduced by 50 percent of the investment tax credit, and for qualified rehabilitation 

expenditures, the basis is reduced by 100 percent of the investment tax credit). However, when the 

lessor of investment credit property elects to pass through the credit to a lessee under section 1.48-4, 

the lessee is deemed as acquiring the property for fair market value. Because the lessee would have no 

basis in the property it is deemed to have acquired, the basis adjustment rules do not apply. In lieu of 

such basis adjustment, the lessee is required to include an amount equal to 50 percent of the allowable 

energy credit amount, and 100 percent of the allowable rehabilitation credit amount in gross 

income over the shortest depreciable life of the leased property. The temporary regulations provide that 

any gross income required to be ratably included is not an item of partnership income for purposes of 

subchapter K or an item of S corporation income for purposes of subchapter S. Accordingly, the rules 

that would apply were this gross income an item of income under section 702 or section 1366, such as 

section 705(a) and (providing for an increase in the partner’s outside basis for items of income) or 

section 1367(a) (providing for an increase in the S corporation shareholder’s stock basis for items of 

income), do not apply. 

  

                                                        
 
 
18

    For more information on the proposed regulations, see Paul Kugler, Proposed Passive Loss Rule Benefits LLC Members, 

What’s News in Tax (Mar. 19, 2012). 

19
    See CCA 201436049 (Sept. 5, 2014). 
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Additionally, when an election is made to treat such entity as having acquired the investment credit 

property, each partner or S corporation shareholder that is the “ultimate credit claimant” is treated as 

the lessee for purposes of the income inclusion rules. Thus, each partner or S corporation shareholder 

that is the “ultimate credit claimant” must include in gross income the credit amount required under the 

regulations in proportion to the credit amount with respect to such partner or S corporation shareholder. 

The temporary regulations also provide that, if after the recapture period but prior to the expiration of 

the recovery period, there is a lease termination or the lessee disposes of the lease, the lessee may 

make an irrevocable election to include any remaining income required to be taken into account in 

gross income in the tax year in which the lease terminates or is disposed of (or if an ultimate credit 

claimant, in the tax year when that claimant no longer owns its entire direct or indirect interest in the 

lessee partnership or S corporation). The temporary regulations apply for investment credit property 

placed in service on or after September 19, 2016. 

3. Final regulations under section 7701 regarding series limited liability companies and cell 

companies. Proposed regulations were published on September 14, 2010.  

The proposed regulations provide that for federal tax purposes, a domestic series is generally treated 

as an entity formed under local law, even if its business purpose, investment objective, or ownership 

overlaps with that of other series or the series organization itself. The proposed regulations further 

provide that the classification of a series or cell that is treated as a separate entity for federal tax 

purposes generally is determined under the same rules that govern the classification of other types of 

separate entities. The American Bar Association Tax Section, the New York State Bar Association Tax 

Section, and others submitted comments on the proposed regulations.20 

4. Final regulations under section 1411, as added by section 1402 of the Health Care and 

Education Reconciliation Act, regarding issues related to the net investment income tax. 

Proposed regulations were published on December 2, 2013.21 

International Issues 

5. Final regulations under section 704(b) on the allocation by partnerships of foreign income 

tax. Temporary and proposed regulations were published on February 4, 2016.  

The existing section 704(b) regulations are premised on the assumption that an allocation of creditable 

foreign tax expenditures (“CFTEs”) do not have substantial economic effect, and thus must be allocated 

in accordance with the partner’s interest in the partnership. The current regulations provide a safe 

harbor under which an allocation of CFTEs is deemed to be in accordance with the partner’s interest in 

the partnership and thus respected. Two conditions must be met to satisfy the safe harbor: (1) the 

                                                        
 
 
20

    See Charles H. Egerton, ABA Tax Section Recommends Revisions to Proposed Regs on Series LLCs and Cell Companies, 

2011 Tax Notes Today 84-72 (Apr. 29, 2011); Jodi J. Schwartz, NYSBA Report Addresses Proposed Regs on Series 

Organizations, 2011 Tax Notes Today 152-62 (Aug. 05, 2011).  

21
    For more information on the proposed regulations, see Jeanne Sullivan, Paul Kugler, and Sarah Staudenraus, An Income Tax 

by Any Other Name . . . Is an Income Tax, What’s News in Tax (Feb. 3, 2014). 
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CFTE must be allocated (whether or not pursuant to an express provision in the partnership agreement) 

and reported on the partnership return in proportion to the distributive shares of income to which the 

CFTE relates; and (2) allocations of all other partnership items that, in the aggregate, have a material 

effect on the amount of CFTEs allocated to a partner under the first part of this test must be valid. 

The temporary regulations modify the safe harbor rules with respect to section 743(b) adjustments, 

deductible income allocations, and nondeductible guaranteed payments. In addition, the temporary 

regulations make other mainly clarifying changes to the existing regulations.  

With respect to section 743(b) adjustments, except with regard to upper-tier partnerships that have a 

section 743(b) adjustment with respect to a lower-tier partnership, the temporary regulations provide 

that a partnership must determine its net income in a CFTE category without regard to any section 

743(b) adjustment of its partners. With respect to the treatment of preferential allocations of gross 

income and guaranteed payments, the regulations provide that a partnership’s net income in a CFTE 

category is reduced to the extent it is entitled to a deduction under foreign law for an amount 

preferentially allocated to a partner and increased by the amount of a guaranteed payment for which no 

deduction is allowed under foreign law. The regulations also address the treatment of preferential 

allocations of gross income and guaranteed payments when the laws of two foreign jurisdictions are 

involved, and only one allows a deduction.  

The temporary regulations clarify the impact of inter-branch payments that are disregarded for U.S. tax 

purposes and provide that, withholding taxes on disregarded payments must be apportioned to CFTE 

categories that include the related income. Finally, the regulations clarify that income from a divisible 

part of a single activity must be treated as income from a separate activity, and thus included in a 

separate CFTE category when the income is subject to different allocations.  

6. Final regulations under section 956 regarding the treatment of loans to foreign partnerships 

and related issues. Temporary and proposed regulations were published on September 2, 

2015. 

The temporary and proposed regulations address a number of issues in the “Subpart F” regime 

applicable to controlled foreign corporations (“CFCs”) and the U.S. shareholders of CFCs. In general, 

the temporary regulations apply to CFC acquisitions of “United States Property,” certain partnership 

distributions, and certain transactions involving rents and royalties that occur on or after September 2, 

2015.  

The proposed regulations cross reference and include the temporary regulations, but also include 

several other substantive changes that are not included in the temporary regulations. The proposed 

regulations in part provide a general rule that treats an obligation of a foreign partnership as an 

obligation of its partners for purposes of section 956 and also include a special “tracing” rule in certain 

instances when the partnership uses the proceeds of the loan from the CFC to make a distribution to a 

partner related to the CFC. 
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7. Guidance on transfers of property to partnerships with related foreign partners and 

controlled transactions involving partnerships. Notice 2015-54 was released on August 6, 

2015.  

Notice 2015-54 announced that Treasury and the IRS intend to issue regulations under section 721(c), 

to provide that when a U.S. person transfers certain built-in gain property (“section 721(c) property”) to 

a partnership that has foreign partners related to the transferor, the income or gain attributable to the 

property will be taken into account by the transferor either immediately or periodically. The notice 

proposes to require the recognition of gain when a U.S. person contributes section 721(c) property to a 

foreign or domestic partnership, if after the contribution: 

 A related foreign person is a direct or indirect partner of the transferor, and 

 The U.S. transferor and one or more related person own more than 50 percent of the 

interests in partnership capital, profits, deductions or losses. 

Notice 2015-54 indicates that an exception to gain recognition will apply if the partnership adopts the 

“gain deferral method.” The gain deferral method requires: 

 The remedial method to be adopted with respect to the section 721(c) property, 

 During any tax year in which there is a remaining built-in gain in the section 721(c) property, 

the partnership allocates all section 704(b) items with respect to the property in the same 

proportion, 

 Certain reporting requirements are satisfied, 

 The transferor recognizes gain upon an acceleration event, and 

 The “gain deferral method” is adopted for all subsequently contributed section 721(c) 

property until the earlier of 60 months of the initial contribution or no built-in gain remains. 

As an additional requirement to the “gain deferral method,” the IRS notice indicates that the transferor 

(and in some cases the partnership) must extend the statute of limitations of assessment for eight 

years. 

The notice generally applies to transfers occurring on or after August 6, 2015. 

8. Guidance under section 864 implementing Revenue Ruling 91-32 relating to sales of certain 

partnership interests.  

In Revenue Ruling 91-32, the IRS adopted an aggregate approach, treating the sale of a partnership 

interest as a sale of the underlying partnership assets, for purposes of determining whether the gain or 

loss realized constitutes effectively connected income or income attributable to a U.S. permanent 
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establishment. The ruling is considered somewhat controversial, and the New York State Bar 

Association Tax Section and others have submitted comments.22 

9. Guidance under section 901, including on the allocation of foreign tax imposed on 

disregarded entities and partnerships.  

The scope of this project is unclear. The existing regulations under section 901 were published on 

February 14, 2012, and provide foreign tax allocation rules for certain changes in ownership of a 

partnership or disregarded entity during the entity’s foreign tax year.23  

10. Regulations under section 901(m) on covered asset acquisitions. Notices 2014-44 and 

2014-15 were released July 21, 2014, and July 29, 2014.  

The guidance applicable to partnerships was released July 7, 2014, as Notice 2014-44. The notice 

provides that Treasury and the IRS will issue regulations addressing the application of section 901(m) 

to dispositions of assets following covered asset acquisitions, including purchases of partnership 

interests resulting in section 743(b) adjustments to the assets of the partnership.  

11. Regulations under section 987. Proposed regulations were published on September 7, 

2006.  

The proposed regulations prescribed a new method for determining the recognition of foreign currency 

gain or loss attributable to a qualified business unit having a functional currency different from the 

taxpayer. The proposed regulations addressed certain issues pertaining to qualified business units that 

were treated as partnerships for federal tax purposes. The American Bar Association Tax Section, 

AICPA, and others submitted comments on the proposed regulations. 24 The government is expected to 

issue final regulations, in large part, consistent with the proposed regulations. 

12. Regulations and other guidance under section 7701.  

This project may update the list of foreign entities that are treated as per se corporations, and it may 

also address the application of the 75 day look back rule in the check-the-box regulations.  

13. Proposed regulations providing guidance under sections 7701 and 6038A treating 

disregarded entities as corporations for purposes of reporting and recordkeeping obligations 

under section 6038A and related provisions were published on May 10, 2016.  

                                                        
 
 
22

    See NYSBA Tax Section Submits Report on Effectively Connected Income of Partnerships, 2014 Tax Notes Today 15-12 

(Jan. 21, 2014). 

23
   Section 1.901–2(f)(4). 

24
    See Stuart M. Lewis, ABA Tax Section Identifies Potential Pitfalls in Branch Currency Transaction Regs, 2010 Tax Notes 

Today 37-22 (Feb. 24, 2010); Jeffrey R. Hoops, AICPA Seeks Reconsideration of Proposed Branch Currency Transaction 

Regs, 2007 Tax Notes Today 67-13 (Mar. 29, 2007). 
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The proposed regulations issued under section 6038A generally treat a domestic disregarded entity that 

is wholly owned by a foreign person as a domestic corporation for the limited purposes of the reporting 

and recordkeeping requirements under section 6038A.25 Under the proposed regulations the 

disregarded entities would be required: 

 To file Form 5472, Information Return of a 25% Foreign-Owned U.S. Corporation or a 

Foreign Corporation Engaged in a U.S. Trade or Business (Under Sections 6038A and 

6038C of the Internal Revenue Code), and identify an expanded number of “reportable 

transactions” between the entity and its foreign owner or other foreign related parties; 

 To maintain records establishing the accuracy of the information return and the correct U.S. 

tax treatment of the transactions; 

 To obtain an employer identification number (“EIN”) by filing Form SS-4, and thus would be 

required to report responsible party information to the U.S. government. 

These regulations are proposed to be effective for tax years ending on or after the date that is 12 

months after the date when these regulations are published as final regulations in the Federal Register. 

Tax Accounting  

14. Guidance under sections 167 and 1031 regarding whether property held simultaneously for 

sale and for lease (also known as “dual-use property”) is eligible for depreciation deductions 

and/or like-kind exchange treatment. 

15. Regulations under section 267 regarding the application of section 1.267(b)-1(b) to partners 

and partnerships.  

This project is likely to update the loss disallowance rule in section 1.267(b)-1(b) in light of subsequent 

amendments to sections 267(b) and 707(b).26 

16. Final Regulations under section 453B regarding nonrecognition of gain or loss on the 

disposition of certain installment obligations. Proposed regulations were published on 

December 23, 2014.  

The proposed regulations provide that, in general, a transferor does not recognize gain or loss on 

certain dispositions of an installment obligation if gain or loss is not recognized under another provision 

of the Code. This general rule, however, does not apply to the satisfaction of an installment obligation—

for example, when an installment obligation of an issuer (e.g., a corporation or partnership) is satisfied 

when the holder transfers the obligation to the issuer in exchange for an equity interest in the issuer. 

                                                        
 
 

 

25
    REG-127199-15. 

26
    See Andrew W. Needham, NYSBA Tax Section Submits Report on Related-Party Loss Transactions, 2012 Tax Notes Today 

169-7 (Aug. 29, 2012). 
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17. Regulations under section 460 addressing the application of the look-back interest rules to 

certain pass-through entities with tax-exempt owners.  

Taxpayers using the percentage of completion method must generally apply the look-back method 

upon completion of each contract. Section 460(b)(2) provides that in the tax year during which a 

contract is complete, a determination is made whether the taxes paid with respect to the contract in 

each year of the contract were more or less than the amount that would have been paid if the actual 

cost and contract price, rather than estimated contract price and cost, had been used to compute gross 

income. This look-back computation does not result in an adjustment to tax, but instead results in 

interest due to or from the taxpayer, depending on the results of the computation.27 The project may 

address the allocation of any such look-back interest earned by a partnership with tax-exempt partners. 
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