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be distributed to A, the partners had a
principal purpose to take advantage of the
fact that A’s basis in the assets will be
determined by reference to A’s basis in A’s
partnership interest, thus, in effect, shifting
a portion of A’s basis from the
nondepreciable asset to the equipment,
which in turn would allow A to recover that
portion of its basis more rapidly. This shift
provides a federal tax timing advantage to A,
with no offsetting detriment to B or C.

(ii) Subchapter K is intended to permit
taxpayers to conduct joint business activity
through a flexible economic arrangement
without incurring an entity-level tax. See
paragraph (a) of this section. The decision to
organize and conduct business through PRS
is consistent with this intent. In addition, on
these facts, the requirements of paragraphs
(a)(1) and (2) of this section have been
satisfied. The validity of the tax treatment of
this transaction is therefore dependent upon
whether the transaction satisfies (or is treated
as satisfying) the proper reflection of income
standard under paragraph (a)(3) of this
section. Subchapter K is generally intended
to produce tax consequences that achieve
proper reflection of income. However,
paragraph (a)(3) of this section provides that
if the application of a provision of subchapter
K produces tax results that do not properly
reflect income, but the application of that
provision to the transaction and the ultimate
tax results, taking into account all the
relevant facts and circumstances, are clearly
contemplated by that provision (and the
transaction satisfies the requirements of
paragraphs (a)(1) and (2) of this section), then
the application of that provision to the
transaction will be treated as satisfying the
proper reflection of income standard.

(iii) A’s basis in the assets distributed to it
was determined under section 732 (b) and
(c). The transaction does not properly reflect
A’s income due to the basis distortions
caused by the distribution and the shifting of
basis from a nondepreciable to a depreciable
asset. However, the basis rules under section
732, which in some situations can produce
tax results that are inconsistent with the
proper reflection of income standard (see
paragraph (a)(3) of this section), are intended
to provide simplifying administrative rules
for bona fide partnerships that are engaged in
transactions with a substantial business
purpose. Taking into account all the facts and
circumstances of the transaction, the
application of the basis rules under section
732 to the distribution from PRS to A, and
the ultimate tax consequences of the
application of that provision of subchapter K,
are clearly contemplated. Thus, the
application of section 732 to this transaction
will be treated as satisfying the proper
reflection of income standard under
paragraph (a)(3) of this section. The
Commissioner therefore cannot invoke
paragraph (b) of this section to recast the
transaction.

Example 13. Basis adjustments under
section 732; plan or arrangement to distort
basis allocations artificially; use of
partnership not consistent with the intent of
subchapter K. (i) Partnership PRS has for
several years been engaged in the
development and management of commercial

real estate projects. X, an unrelated party,
desires to acquire undeveloped land owned
by PRS, which has a value of $95 and a basis
of $5. X expects to hold the land indefinitely
after its acquisition. Pursuant to a plan a
principal purpose of which is to permit X to
acquire and hold the land but nevertheless to
recover for tax purposes a substantial portion
of the purchase price for the land, X
contributes $100 to PRS for an interest
therein. Subsequently (at a time when the
value of the partnership’s assets have not
materially changed), PRS distributes to X in
liquidation of its interest in PRS the land and
another asset with a value and basis to PRS
of $5. The second asset is an insignificant
part of the economic transaction but is
important to achieve the desired tax results.
Under section 732 (b) and (c), X’s $100 basis
in its partnership interest is allocated
between the assets distributed to it in
proportion to their bases to PRS, or $50 each.
Thereafter, X plans to sell the second asset
for its value of $5, recognizing a loss of $45.
In this manner, X will, in effect, recover a
substantial portion of the purchase price of
the land almost immediately. In selecting the
assets to be distributed to X, the partners had
a principal purpose to take advantage of the
fact that X’s basis in the assets will be
determined under section 732 (b) and (c),
thus, in effect, shifting a portion of X’s basis
economically allocable to the land that X
intends to retain to an inconsequential asset
that X intends to dispose of quickly. This
shift provides a federal tax timing advantage
to X, with no offsetting detriment to any of
PRS’s other partners.

(ii) Although section 732 recognizes that
basis distortions can occur in certain
situations, which may produce tax results
that do not satisfy the proper reflection of
income standard of paragraph (a)(3) of this
section, the provision is intended only to
provide ancillary, simplifying tax results for
bona fide partnership transactions that are
engaged in for substantial business purposes.
Section 732 is not intended to serve as the
basis for plans or arrangements in which
inconsequential or immaterial assets are
included in the distribution with a principal
purpose of obtaining substantially favorable
tax results by virtue of the statute’s
simplifying rules. The transaction does not
properly reflect X’s income due to the basis
distortions caused by the distribution that
result in shifting a significant portion of X’s
basis to this inconsequential asset. Moreover,
the proper reflection of income standard
contained in paragraph (a)(3) of this section
is not treated as satisfied, because, taking into
account all the facts and circumstances, the
application of section 732 to this
arrangement, and the ultimate tax
consequences that would thereby result, were
not clearly contemplated by that provision of
subchapter K. In addition, by using a
partnership (if respected), the partners’
aggregate federal tax liability would be
substantially less than had they owned the
partnership’s assets directly (see paragraph
(c)(1) of this section). On these facts, PRS has
been formed and availed of with a principal
purpose to reduce the taxpayers’ aggregate
federal tax liability in a manner that is
inconsistent with the intent of subchapter K.

Therefore (in addition to possibly
challenging the transaction under applicable
judicial principles and statutory authorities,
such as the disguised sale rules under section
707, see paragraph (h) of this section), the
Commissioner can recast the transaction as
appropriate under paragraph (b) of this
section.

(e) Abuse of entity treatment—(1)
General rule. The Commissioner can
treat a partnership as an aggregate of its
partners in whole or in part as
appropriate to carry out the purpose of
any provision of the Internal Revenue
Code or the regulations promulgated
thereunder.

(2) Clearly contemplated entity
treatment. Paragraph (e)(1) of this
section does not apply to the extent
that—

(i) A provision of the Internal
Revenue Code or the regulations
promulgated thereunder prescribes the
treatment of a partnership as an entity,
in whole or in part, and

(ii) That treatment and the ultimate
tax results, taking into account all the
relevant facts and circumstances, are
clearly contemplated by that provision.

(f) Examples. The following examples
illustrate the principles of paragraph (e)
of this section. The examples set forth
below do not delineate the boundaries
of either permissible or impermissible
types of transactions. Further, the
addition of any facts or circumstances
that are not specifically set forth in an
example (or the deletion of any facts or
circumstances) may alter the outcome of
the transaction described in the
example. Unless otherwise indicated,
parties to the transactions are not
related to one another. See also
paragraph (d) Example 5 (iii) of this
section (also demonstrating the
application of the principles of
paragraph (e) of this section).

Example 1. Aggregate treatment of
partnership appropriate to carry out purpose
of section 163(e)(5). (i) Corporations X and Y
are partners in partnership PRS, which for
several years has engaged in substantial bona
fide business activities. As part of these
business activities, PRS issues certain high
yield discount obligations to an unrelated
third party. Section 163(e)(5) defers (and in
certain circumstances disallows) the interest
deductions on this type of obligation if
issued by a corporation. PRS, X, and Y take
the position that, because PRS is a
partnership and not a corporation, section
163(e)(5) is not applicable.

(ii) Section 163(e)(5) does not prescribe the
treatment of a partnership as an entity for
purposes of that section. The purpose of
section 163(e)(5) is to limit corporate-level
interest deductions on certain obligations.
The treatment of PRS as an entity could
result in a partnership with corporate
partners issuing those obligations and
thereby circumventing the purpose of section


