ALl :;C",‘s TpesTres. Ter clias

LY

()

EErcon ise onlv.
FEDER AL PARTNERSEIP TAXATION

CHAPTER 6

SALES AND EXCHANGES OF
PARTNERSHIP INTERESTS

Paradigm 6.1. The saic of 3 panncrship ntcrest is.
ender § 741, nomina.hy troated 25 the sale of 2 capital

d&ssct.making the paaner’s gan or foss a capizal gainor
135S,

Paradigm 62. To prevent the sclling panner from
converung erdinary incoms imo eapiwal gain § 7SHa)
t=ais her as if (he pannershin, before the transfer of
her nierest, had sold an amount of rmcervables and
mvcuory items equal to her share of these ierns. This
rilc foress the selling pdnaw: (@ weai part of the gain
from the sale of her interest as ordinary. income from
the receivables zad inventory. It also permit the
scliing partherto Claim an ordinary loss, if thers is one.
on ner $hare of Lie ofinacy Hcms.

Paradigm 6.3, The mansfer of a pannecship interegt
tan i 2 i ]
1851 i ifferences create.:.
potential timing and characier grobl:ms {or the
parmcts The prcblcms mav be avoided by 2 § 754

election, winch via § 743() compels an nside basis
adjusenent with tespest 1o the buving panner's inarest
in the parcership's assais.

401, Intreduction

Perhaps mors Lz in any other arca of pz..n.-smp tax. o is
RIITSSATY Lo rozondile mgpaz hzoncs of the pannsrship
when 2 pamner sells or e ga< Rar panmneschup wmersst. Unger 3
PEIS Ot (AN, Y RENALr wenk 5o vicw sl a5 transfemng the
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CHAPTER €; SALES AND EXC}iA.-\'GB

pannesship interest itself, independsn: of her interest in the
PAMACTINiYs assels, much like a shashcider in 3 corporstion might
ransier 2 share of stock in 3 corporazion ! A purc aggregate theory
2proazi. on the other hand, would characierize (he parner’s uansfer
of the samnzmship interect 2¢ marm Liks the & sole proprictor's salc of 2
going onsem under the business asser fragmentation rule of
Williams v. McGowan, 152 F.3¢ $70 (232 Cir. 1945): the sellirg
pmnir would be deemed to have sold hor shars ol each pamnership
asent & -

In § 741, Subchapier K adopis predominanty the enity
22proat 10 sales of parmiership jnterests, Significant modifications
uadger § 751 prevent the comversion of o-dinary income into capital
Eair. A pure aggregais approach was rzizcied as 100 Cumbersome
bezauss it would requirs that gain or loss on the sale of a partnership
imeres: B¢ charasierized assei-bv-asser A pure entity 2pproach. on
Qe other kand. was rejested s prone (0 2use: classit ying a pantnzrs
Eain or loss soiely by reference 10 whether the parner held her
ineres: 25 2 capital or ordimary asset under § 1221 would ignore the
underiving zssat structurs of the PAINMETRD and croate 7 significan:
OppoTTLnily 10 conven ordinaty income intg {Qpita] gain

Szztien 751, then. eliminates 2 dovies for wansforming
ordinan inzome into capital gin: the cozwibution of ordinary income
propeny 10 2 parmership [ollowed by 3 prompt sale of the parnership
intzrest Without a provision like § 751, Fanners in businssses with
keavy zenzeatrations of ordinary income assers (inventory and
astounts soeivable) would be zbic to reaiize capital gain (instead of
the ardizary income that would resul; from continuving in the

P There 22 subchap= C PrOvISIONS tha: madimaz the pure cnity agprach.
Thess provisions wens designed W prevent abuse of the Carporate suusturs
0 the (2 of irsarparztion merely o ke advanage of the normal
CorMorais 32 ;e on accumulyied gnd undisrmbusd carTungs and the capaal
§amn matc on s disposition of te comonie Sk, See § 31 Ceollapsihic
SCTDoraLon” Tules). Suth provisions Rave hiuls applicanon after e Tax
Reformn Az of 1986, when the TANIMUM 22more e r3t= of 246 catecdas
¢ m3zumum effsstive wx mee of 285 on wrdividuals, 2ng the capieal gamn
B2 R w3 wecraased from 0% 10 299 or irdividuals. In shon, the
nTInuves have zhangod 50 dramanzaily thar § 341 15 no los BCr neTossany

BI2iai2 3paroach 1S supposiad by the Ameniear Lyw Instnuze. See

 Thzag
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pannesship) by selling thair pannership interests prior 10 1ne
PerAeIShip's disposition of the asses 3 ’

(3) Purpose of § 7814a)

To curail this obvious and rdesirable result.é § 74] is
overridden by the "collapsible pamnesship rule” of § 751(a). whizh
provides that any poruon of the pannership interest seliing price
aunbuiable to “unrealized resivables™ and “substantially approciated
VERIory” will pe rR2ied 25 ordinaty income. When § 781(a)
2pplics, its effect is 1o bifurcate the sale of 2 Parnesship inzrest into
two disunct components: 2 § 751 ortinary income comporent and a
§ 721 capital gain componeny. If the panner's share of the & 751
288215 should resulis in 3 lass, § 751 works 1o the parmcr's advantage
by ciassifving the logs ac ordizary,

A 2w observarions about the operation of § 751a) may b
helpful before we explese the meshanics. The puspose of § 751¢a) is
le forsz each patner 1o ToCognize her share of pannership ordinary
neome fTom umrealised recevedles ang Substantially apprecicied
irveriory, collettively referred 1o 3¢ § 757 assers. on the sale of her
pannesship interest (just as if the pannership had sold all its § 53
ass2ts immediately prior o hep Sae of her parmership interest). Thus
2pproach prevents the pormaneny conversion of ordinary income into
Canw! gain. The mtionale 1s mos! ezsily undés:ood in the caxe of 2

‘Feran example of 2 pre-§ 75! reeu (8 751 was ddded in the 195¢ Code),
s¢¢ Swiren v, Commissioner, 193 F2d 656 (Tth Cxr. 1950, cerr. demses 340
LS. 912 (1951), in which 2 Bwyer was allowed 10 sell his interest in 2 Law
praztce pannership thay fonuwnee subsantial eamed but nex Yelreceived o
W@z recrivgbles. The Lawyer was permuned 1o feport Whe tnsaction zs 3
Cipal gain under § 117 of the Iniermal Revenge Codz of 1939 (the
Preacliesser 1o curren: § 1222,

* The aczd for gbuse prévenuon arises bezause capreat g3ns have
Mitonzally besn regres mare faverabiv than ordinary income.  Altiouzh the
1988 Ta: Reform An ch:minaicd {avorabie rates f[or capual gamn,
ssificauon of income 2> "2azmal T sl ug 3dvantapesus becauss 1 2an be
eifss:, aollar for dollar. by (82 Lrpayers capual logees (which 2o not offsec
CFSIRAN 1ATOMmEe Ik 2 3muus; drteziing 53,000 per vear) If the smabie
8ol Sl T wony shem =2, § 75! would nas be BITTIAN D
T ADULL and 83 Tugls By rSpgaiss TSRSV INg one of the mA.: JOTIDies
et an Sumemamier &
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CHAPTER 6- SALES AND EXCHANGES

751 assers. .4 Pannership inwerpy; 15 3 capital aseer under § 741; the
Panner sells hos entire interest: and the parmar will f=cognize
curenly the income from the ¢gle. If the panner is not taxey
currnily on her share of ordinary income from the panesship's §

With thig Background. § 751(a) becomes Quite Mmechanica].
Though i1s application is rather Complex, alf it does is:

1. leentify he presencs of pannership § 757 2ssers:

2 Determine the selling Pamner's share of thosc
21S] 2nd

3. Divids the selling price of the PRer3hip intenwer
inio § 751 ¢rinary income (or loss) and § 74, €apiwa]
22in (or logs) €omponents by allocating Pant of the
imount realized an4 Part of the agse; basis 10 the
Panner's sham of the Pamnership's § 75 assers,

Note that § 781(2) forces the selling pamner 1o PeSOgNi2e her share of
pamnership Ordinamy income from § 75 235Lts before the pamership
Audlly sells the assels angd reilizes the incomes.

Why the 9:3C0nian approachs Why not simply wait umi] the
Panrnership realizes (he income beforn Quiring the purchising
PRSI0 be w2zed o i? The rezson is thay the ordinary income muer
be taxeg 1o the selling pariners 3t the Ume ghe disposes of her

— e L ——
% Far funner iscission of why ina ordinany imcome 15 ney Qzed adequatety
1o the buyer, whg foncthelegs may be CRRIDDY wath the Bz reseh, gee
Sezuonc 6.01(0) and 6.03.

¢ cor diszussion of the § 75, foncquences of naaham:'.aung property
15U I Dunong 10 priners, rpp Chaneer 5. For dissussion of hqu::!nung
distribuuong 1o Fanners, gep Chaprer & Where disttibutions 3y the
PRriners’ ILErEgaie shyeag 11 the parinership’s § 75¢ ASSCIS. the giapg;
requires an fmmed:ae f=0gniven of ordinary ncome ag 3 sobuuon 10 the
oroplem | BUS fomes; e IS5CC 15 Mo 2zing the PAOICr s shaee of
SRIRATY In2nme fror § 75 255CIS 3¢ 2 now or RIVCr Propotiuon bul rathzy
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pannership imarssy or it never will be taxed to her. ht 2ls0 would nor
be permanendy wxed 10 the othes PITNSIS: the buying partner may be
Lared in the yoar the PRRACTship seils the assels. byt TCoups the pax
burden in the form of an suwside basis increase tha Creaics a capital
loss or reduers £2in on the zanners sale of the interast 7 -

(1) Selling Partner

Seztion 751¢a) pzvents the sclling parmer from using § 741
10 conven her shars of gha giin from her share of pafinesship § 751
ASCLs to capual £ain on the sdlz af all or pant of her partnership
inierese. 1t aisp Permits the selling Fanner o claim an ordinary loss,
il there is 2 lose, with TSPt W0 e § 751 prozeny. Because the
phmary focus of § 7§51 s antisabuse, mos: of e discussion in this
ehIprer is of the £3i0 suuaion

Two Sxamples. set our in Section 6.05(k). Husteate the
azplication of § 751 1o ths selling partner. Example 6.1 assymes a
disposition of a partner's entire parmership imneres:, Ezampic 6.2
2S5umes 3 disposuion of less than the entire increst.  Ag both

S137 of the parmership's § 751 aseers, what othe rwisc would be § 74
capiiadl gain

) Purch:sing Partner

When the Pannership subscquenty sells the § 751 assets, the
purchasing pinncr may be tized on her distributive share of the

uzcd & the time of sale, the Panership does not take 3 Stepped.up
basis in her shar of e § 751 assaws and will rezognize gain The
purchasing panner ordinarily is taxed op her share of the parmership
E3n. even though she paid markel value for a share of the § 751
85218, and Ras an outside basis sufficient 10 preven: gain resognition,
e pannership got no Basis siep-up when the iMerest was transfermed.
Whether the Purthasing panper is pazed on the previously-tazed

151 gan depends on the cxisicnce of 2 pamacez § 754 clecuon,

T ——— L —_———
Of pamaervhin yavgrg aviarding 10 the @1 e ar sinemsances of the
fRmwmees
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CHAPTER 6: SALES AND EX__C_-I“IANGE;S

Exampics 6.1 and 6.2 ilusirage how the § 752 efsziion helps the
buver of 2 paninerskip share avoid s 52200d rourd of taxation. 8

(3) Effect of § 754 Election

ifa § 754 clecion is in effect, the purshasing parner will neg
be tazed on her share of the pirnership’s gain from e sale of § 751
assers. Besauss this gain has airzady been wzed (a5 ordinary income)
1 the szlling parmicr, it makes sonse NOL 1O 127 the new parmer, By if
th § 755 ctecuen is not in effect, the purchasing parmer wil! be taxed
on her share of the pannership's gain, Examples 6.1 2nd 6.7 iltuserace
ths impact of ths § 754 election,

Although 2 purchaser is taxed currendy if there is not 2 § 754
election in effec:, the income inclusion causes a corrsiative inerease
in her outside basis unde: § 705. This increase means puay some day
she will have 2 c2pital loss (or reduced capital giin) on the dispesition
of her pannership intzres For wat reason. the tax burder is only
Tansient But the purchasing pamner's ability. some unidentified tipe
in the future. 10 ¢lzim 2 capital loss on evenna? sais or liquidatian of
her parnership intrest is small omfon if the pantner muyst pay ax
currenity on the parmership's erdinary income from the sale of the §
751 assers. Bezguse § {21 1(b) permits the 1se of capital josses only
0 offsz: capital gains plus $3.000 of ordinary income under §
1211(0). it may bea long time hefore the new panner is able. via the
increased capital loss. 10 recoup the w2z paid. This inequity is roq
Mitigated by the unlimied carryover allowed [or unused capital
losses ynder § 1212(b). The time between the erdinary income
1ranon and the full benefit of the capital loss daduction makes the
present vilue of the deduction significandy lower than the value of
the currens tax. Whether the pannership has made a § 754 elscrion.
or whether it 15 willing to da ¢o. may e an imponam consigeriyon mn
the purchasing panners decision to buy.

¢t oas explamned more fully 1 Secnons H0Ub) 292 603, the wncome
ICorTestly wred w o the purchascr ts only raasienr (3t least «n theory).,
because 11 increases the purchaser's outside basts. On disposiuon of her
interes:. e PUFEnasIng pasiner will Rave eoher 3 Capiial loss or a recizes
Qpral gun, The § 754 elesuion 3=9s vp the Mas:s of the purshasiag parince's
share of the § 751 assers ane elim:rales tne vansiem mzome  The & 752
Sletuon is oosTrBe s ia S2suon 4.03i0)
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