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IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

» Participate in the program on your own computer connection (no sharing) - if you need to register
additional people, please call customer service at 1-800-926-7926 x10 (or 404-881-1141 x10). Strafford
accepts American Express, Visa, MasterCard, Discover.

 Listen on-line via your computer speakers.

» Respond to five prompts during the program plus a single verification code. You will have to write
down only the final verification code on the attestation form, which will be emailed to registered
attendees.

» To earn full credit, you must remain connected for the entire program.

WHO TO CONTACT DURING THE LIVE EVENT

For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x10 (or 404-881-1141 x10)

For Assistance During the Live Program:
-On the web, use the chat box at the bottom left of the screen

If you get disconnected during the program, you can simply log in using your original instructions and PIN.
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Sound Quality
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connection.

If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN.

You (and your employees, representatives, or agents) may disclose to any and all persons,
without limitation, the tax treatment or tax structure, or both, of any transaction
described in the associated materials we provide to you, including, but not limited to,
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are
subject to change. Applicability of the information to specific situations should be
determined through consultation with your tax adviser.
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Agenda

« QOverview of the section 743(b) adjustment

« Section 743(b) adjustment example

« Basis allocations under section 755 & effect of the adjustment

« Making a section 754 election and mandatory adjustments

« Section 743(b) Adjustments in Tiered Structures - Detailed Rules

« Section 743(b) Adjustments in Tiered Structures - Other
Considerations
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Overview of the Section 743(b) Adjustment

Jeff Bilsky, BDO National Tax Office

Section 743 in Tiered Partnerships
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Purpose of the Adjustment

\, $100 \ A, B and C each contribute $100
$100 to equal partnership PRS.

$100

PRS purchases an investment
PRS for $300.

Investment $300

I Section 743 in Tiered Partnerships l BDO
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Purpose of the Adjustment

When the investment is worth $600, C sells
her interest to T for $200.

*T’s basis in PRS (his outside basis) is $200

Investment o
Basis = $300 *T’s share of PRS’s basis in the Investment
Value = $600 (his inside basis) is $100

I Section 743 in Tiered Partnerships l BDO
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Purpose of the Adjustment

© O

$100 PRS sells the investment for $600.
$100 $100
Taxable gain of $300 is allocated
equallyto A,Band T

T has no economic gain so why

PRS does he have tax gain?

Gain $300

10 —_—————=u
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Purpose of the Adjustment

© O

$100 PRS sells the investment for $600.
$100 $100

Taxable gain of $300 is allocated
equallyto A,Band T

T has no economic gain so why

PRS does he have tax gain? Because T
is recognizing C’s share of the
Gain $300 partnership’s gain.
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) The Section 743 Adjustment

« Section 743(b) allows a partnership to adjust the tax basis
of its assets to reflect a sale or exchange of a partnership
interest (or transfer at death)

Equalizes inside and outside basis for the transferee
May be a positive or negative adjustment
« Section 754 provides an election to apply section 743(b)
No positive adjustment without election
Binding election - revocable only with permission

Also activates section 734(b), relating to distributions

« Adjustment is mandatory if the partnership has a
“substantial built-in loss”

12
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Calculating the Adjustment

 The 743(b) adjustment is equal to the difference between:

The basis to the transferee partner in his partnership interest (his
outside basis), and

His proportionate share of the adjusted basis of the partnership
property (his share of the inside basis)

* The transferee’s proportionate share of adjusted basis of
the partnership property is equal to:

The transferee’s interest in the partnership’s previously taxed
capital, plus

The transferee’s share of partnership liabilities (Treas. Reg. section
1.743-1(d)(1))

I Section 743 in Tiered Partnerships l BDO
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Calculating the Adjustment

« A transferee’s interest in the partnership’s previously
taxed capital is equal to:

The amount of cash that the transferee would receive on a

liquidation of the partnership following a hypothetical sale of all its
assets at FMV plus

The loss (or minus the gain) that would be allocated to the
transferee from the hypothetical sale of the partnership’s assets (to
the extent attributable to the acquired partnership interest)

I Section 743 in Tiered Partnerships l BDO
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Amount of the Adjustment

Purchaser's Basis
Consideration Paid
Liabilities Assumed

Less: Inside Basis

Previously ‘l— Cas!'n on Liquidation. @FMV
Taxed Capita -(.Salr.\/. +.Loss Allocation
Liabilities Assumed

Section 743 Adjustment

I Section 743 in Tiered Partnerships
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Amount of the Adjustment

Purchaser's Basis
Consideration Paid
Liabilitios / I

Less: Inside Basis
Cash on Liquidation @FMV
-Gain/+Loss Allocation

Liabilities-Assumed

Section 743 Adjustment
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Amount of the Adjustment

Purchaser's Basis
Consideration Paid
Liabilitios / I

Less: Inside Basis
-Gain/+Loss Allocation
I o I .|.| o a I

Section 743 Adjustment

Section 743 in Tiered Partnerships
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Amount of the Adjustment

Purchaser's Basis
Consideration Paid
Liabilitios / I

Less: Inside Basis
-Gain/+Loss Allocation
I o I .|.| o a I

Section 743 Adjustment

Section 743 in Tiered Partnerships
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Section 743(b) Adjustment - Example

Tommy Orr, BDO National Tax Office

Section 743 in Tiered Partnerships
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Section 743(b) Example

* Ais a member of partnership PRS, a three-person partnership, in which the
partners have equal interests in capital and profits. The partnership has made
an election under section 754, relating to the optional adjustment to the
basis of partnership property. A sells its interest to T for $22,000. The balance
sheet of the partnership at the date of sale shows the following:

Adjusted Basis Fair Market Value
Cash $5,000 $5,000
Accounts Receivable 10,000 10,000
Inventory 20,000 21,000
Depreciable Assets 20,000 40,000
Total 55,000 76,000
Liabilities $10,000 $10,000
Capital - A 15,000 22,000
Capital - B 15,000 22,000
Capital - C 15,000 22,000
Total 55,000 76,000

I Section 743 in Tiered Partnerships
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Section 743(b) Example

1. T’s Basis in PRS is equal to his cost of $22,000 cash plus his
assumption of liabilities of $3,333 = $25,333

2. Upon liquidation of the partnership, T would receive 1/3 of the net
proceeds: 1/3 x ($76,000-510,000) = $22,000.

3. Upon sale of its assets PRS would have a gain of $21,000 (576,000
FMV - $55,000 basis). T’s share would be 1/3 or $7,000

4. T’s share of previously taxed capital is $22,000 - $7,000 = $15,000
5. T’s share of liabilities is 1/3 x $10,000 = $3,333

6. T’s 743 adjustment is $25,333 - (515,000 + $3333) = $7,000

I Section 743 in Tiered Partnerships l BDO
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Section 743(b) Example

Purchaser’s Basis
Consideration Paid
Liabilities Assumed

Less: Inside Basis
Cash on Liquidation @FMV
-Gain/+Loss Allocation
Liabilities Assumed

Section 743 Adjustment

I Section 743 in Tiered Partnerships
22

$22,000.
3,333.

(22,000)
7,000
(3,333)

$7,000
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Section 743(b) Example

What is A’s gain from the sale of the partnership interest?

« A’s proceeds on the sale are $22,000 plus his relief from PRS
liabilities of $3,333 = $25,333.

« A’s basis in his PRS interest is his tax basis capital, $15,000, plus
his share of liabilities, $3,333 = $18,333.

« A’s gain on the sale is $25,333 - $18,333 = $7,000

If A’s outside basis is equal to his share of the inside basis, then his
gain should equal T’s section 743(b) adjustment

Section 743 in Tiered Partnerships l BDO
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Allocation of Basis Adjustment under
Section 755 & Effect of Adjustment

David Patch, BDO National Tax Office

Section 743 in Tiered Partnerships
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Allocation of the Adjustment

« Section 755 provides the mechanical rules

* Generally allocates adjustment based on relative
unrealized gain or loss

« Basis adjustments may be positive for some assets
and negative to others

« For substituted basis transactions basis adjustments
are in one direction only

I Section 743 in Tiered Partnerships l BDO
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The Section 755 Process

Determine the value and basis of each partnership
asset

- Partnerships with an active trade or business must use the
residual method under section 1060 for assigning value

- Reasonable determination otherwise

Divide partnership assets into 2 classes:
- Ordinary income property (“Hot” assets)
- Capital and 1231 assets (“Cold” assets)

Allocate the adjustment between the classes

Allocate the adjustment to specific assets within each
class

Section 743 in Tiered Partnerships l BDO




Reporting Requirements

« Partnership Statement in Year of Adjustment

- The name and taxpayer identification number of the
transferee

- The computation of the adjustment

- The partnership properties to which the adjustment has been
allocated

* Transferee Notification Requirements

- The transferee must provide information to the partnership to
compute the adjustment

- The partnership does not have to report the adjustment
otherwise

I Section 743 in Tiered Partnerships l BDO
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Effect of Section 743 Adjustments

» A section 743(b) basis adjustment relates to a specific partner
and does not effect the partnership’s common basis or taxable
income computations (Treas. Reg. section 1.743-1(j))

The partnership first computes income without regard to the section
743 adjustment and allocates it in accordance with section 704

The partnership then adjusts the transferee's distributive share to
reflect the effects of the transferee's basis adjustment under section
743(b).
The transferee’s share of gain or loss on sale of the adjusted asset,
depreciation, amortization and depletion may be affected by the
adjustment

« The adjustments must be reflected on Schedules K and K-1 of

the partnership’s return (Form 1065).

» Section 743(b) adjustments are NOT reflected in capital
accounts for purposes of section 704

I Section 743 in Tiered Partnerships l BDO
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Effect of the Adjustment

PRS makes a 754 election for the
year of the sale

PRS

Investment
“Common” Basis = $300
Value = $600
Section 743(b) basis adjustment for T's
use only - $100

I Section 743 in Tiered Partnerships l BDO
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Effect of the Adjustment

© O

$100
$100 $100 - $100 = $0

PRS sells the investment for $600.

Taxable gain of $300 is allocated
PRS equallyto B,Cand T

Gain $300 T’s gain is reduced by his section
743 basis adjustment

I Section 743 in Tiered Partnerships l BDO
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Cost Recovery of
Section 743 Adjustments

 Basis increases

Treated as newly-purchased property placed in service when the
transfer occurs.

Any applicable recovery period and method may be used to
determine depreciation, amortization or depletion.
Exception

« If adjustment relates to 704(c) property, and

 The remedial method is being used for that property

 The related section 743(b) adjustment is recovered over the same period
as the 704(c) effects

» Basis decreases
Recovered over remaining useful life of adjusted property

I Section 743 in Tiered Partnerships l BDO
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Effect of the Adjustment

What if the section 743
adjustment is allocated to
depreciable property?

Depreciable Property
“Common” Basis = $300
Value = $600
Section 743 basis for T’s use only - $100

I Section 743 in Tiered Partnerships l BDO
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Effect of the Adjustment

Q © O

Depreciation on the common basis

PRS

Depreciable Property
“Common” Basis = $300
Value = $600
Section 743 basis for T’s use only - $100

I Section 743 in Tiered Partnerships l BDO
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Effect of the Adjustment

O

Depreciation on the section
743(b) basis adjustment

PRS

Depreciable Property
“Common” Basis = $300
Value = $600
Section 743 basis for T’s use only - $100

I Section 743 in Tiered Partnerships l BDO
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Making the Section 754 Election &
Mandatory Adjustments

David Patch, BDO National Tax Office

Section 743 in Tiered Partnerships
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’
Making the Section 754 Election

* Written statement attached to the partnership return

- For the taxable year during which the distribution or
transfer occurs

- Activates both section 734 and 743 (relating to transfers
of interests)

- Check the appropriate box on schedule B of the 1065

* The return on which the election is made must be filed by
its due date (including extensions)

* Once made the election remains in effect unless revoked

- No additional election required upon later distributions
or transfers

I Section 743 in Tiered Partnerships l BDO

37




The Election Statement

Name and Address of the partnership making the election
Signature of any one of the partners

Declaration that “the partnership elects under section 754

to apply the provisions of section 734(b) and section
743(b)”

Section 743 in Tiered Partnerships l BDO
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Missed Elections

« Automatic relief
- Treas. Reg. Section 301.9100-2

- 12 month extension from the due date of the return with which the
election was due

- Including extensions if the return was extended, regardless of when
filed or if timely filed

- File an amended return or AAR with the election attached
- Write “Filed Pursuant to Section 301.9100-2” on top of first page
- No user fee

« Nonautomatic relief
- Private letter ruling

- Evidence of reasonable action and good faith required
- User fee

I Section 743 in Tiered Partnerships l BDO
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Mandatory Adjustments

* Generally, a section 743 basis adjustment (positive or
negative) is made only if there is a section 754 election in
place for the year in which the distribution is made

» A section 743 basis adjustment is mandatory if there is a
“substantial built-in loss” on the partnership’s assets

« A substantial built-in loss exists if the basis of the
partnership’s assets (in total) exceed their basis by more
than $250,000

Section 743 in Tiered Partnerships l BDO
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Section 743(b) Basis Adjustment in Tiered
Partnership Structures

Jeff Bilsky, BDO National Tax Office

Section 743 in Tiered Partnerships
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Tiered Partnerships

What if the section 743
adjustment is allocated to
an interest in another
partnership?

“Common” Basis
+ Section 743 basis

DEF

I Section 743 in Tiered Partnerships l BDO
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Tiered Partnership Example

Partner C is a member of partnership PRS in which the
partners have equal interests in capital and profits. The
partnership has made an election under Sec. 754. C sells
its interest to T for $22,000. The tax basis and FMV of
PRS’s assets attributable to T’s interest are summarized
in the following table.

Section 743 in Tiered Partnerships l BDO




Example Facts

U/R Gain
Tax Basis Value (Loss)

Cash
Fixed Assets
Interest in DEF

Total

Section 743 in Tiered Partnerships
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T’s 1/3rd
Interest
$7,500 7,500
$15,000 21,000 6,000 2,000
$21,500 37,500 15,000 5,000
$45,000 66,000 21,000 7,000
IBDO



Adjustment to PRS’ Assets

- T’s total basis step-up is $7,000, the difference
between T’s purchase price of $22,000 and T’s share
of the tax basis of PRS’s assets of $15,000.

- The $7,000 step-up is assigned to PRS’ assets based on
their relative appreciation.

Depreciable assets have total appreciation of $2,000

« The interest in partnership DEF has appreciation of $5,000

I Section 743 in Tiered Partnerships l BDO
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Example

PRS

Section 743 basis for
T’s use only = $5,000

Depreciable
Assets

Section 743 basis for
T’s use only = $2,000

Basis adjustment?

I Section 743 in Tiered Partnerships l BDO
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Adjustment Allocated to DEF

- How and when does the section 743 adjustment
allocated to PRS’s interest in DEF affect the taxable
income of DEF? ...of PRS? ...of Partner T?

- What are the implications of PRS making or failing to
make a Sec. 754 election?

- What are the implications of DEF making or failing to
make a Sec. 754 election?

I Section 743 in Tiered Partnerships l BDO




Rev. Rul. 87-115*

e If PRS makes a 754 election:

— PRS adjusts the basis of its assets under section 743, and some
of that adjustment may be allocated to its interest in DEF

— |If DEF also makes 754 election, DEF must make a corresponding
adjustment to the basis of its assets

— |If DEF does not make a 754 election then there is no
corresponding adjustment

e If PRS does NOT make a 754 election

— Then there is no basis adjustment for either PRS or DEF unless
there is a substantial built-in loss at PRS

e The effect of the adjustment, if any, is specially

allocated to T
*See also Prop. Reg. section 1.743-1(])

I Section 743 in Tiered Partnerships l BDO
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' PRS and DEF Both Make Section
754 Elections

e The making of a Sec. 754 election by PRS manifests an
intent to be treated as an aggregate for purposes of
section 743. Consequently, the sale of an interest in
PRS is viewed as a sale of interests in all assets held by
PRS, including DEF.

e The deemed sale of an interest in DEF triggers the
application of Section 743 to DEF. Since DEF has a
section 754 election in place, it must adjust the basis
in its assets under section 743.

o Will the adjustment to PRS’ basis in DEF always equal
DEF’s adjustment to the basis of its assets?

I Section 743 in Tiered Partnerships l BDO
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PRS and DEF Both Make

Section 754 Elections

The tax basis and FMV of DEF’s assets attributable to
PRS’s interest are summarized in the following table:

U/R Gain T’s 1/3d
Tax Basis Value (Loss) Interest

Cash 5,500 5,500

Cash Basis A/R 0 6,000 6,000 2,000

Fixed Assets 17,000 14,000 (3,000) (1,000)

Goodwill 0 12,000 12,000 4,000

Total 22,500 37,500 15,000 5,000
IBDO
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' Adjustment to DEF’ Assets

« T’s total basis step-up is $5,000, the difference
between T’s deemed purchase price of $12,500 and
T’s share of the tax basis of PRS’s assets of $7,500.

« The $5,000 step-up is assigned to DEF’s assets based
on their relative appreciation.

— Cash Basis A/R have total appreciation of $2,000
— Fixed Assets have total depreciation of $(1,000)
— Goodwill has appreciation of $4,000

I Section 743 in Tiered Partnerships l BDO
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Both Make 754 Elections
» © &

PRS

Section 743 basis for
T’s use only = $5,000

Depreciable
Assets

Section 743 basis for
T’s use only = $2,000

DEF

Section 743 basis for T’s use only
Cash Basis A/R $ 2,000
Fixed Assets $(1,000)
Goodwill $ 4,000

I Section 743 in Tiered Partnerships l BDO
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' Only PRS Makes a Section 754
Election

e PRS adjusts the basis of its interest in DEF
e No Sec. 743(b) adjustment is made to DEF’s assets

e The adjustment will still effect income items related
to PRS’s basis in its DEF interest:

— Sales of DEF interests

— Distributions in excess of the basis of its DEF interest

I Section 743 in Tiered Partnerships l BDO
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’
Only PRS Makes the Election

PRS

Section 743 basis for
T’s use only = $5,000
Assets
DEF

Section 743 basis for
T’s use only = $2,000

No basis adjustment

I Section 743 in Tiered Partnerships l BDO
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Only DEF Makes a Section 754
Election

e By not making a Sec. 754 election, PRS manifests an
intent to be treated as an entity for purposes of
section 743.

o Consequently, the sale of an interest in the PRS is not
treated as a sale of PRS’ interest in DEF.

e Thus, the sale of an interest in PRS does not trigger a
section 743(b) adjustment within either PRS or DEF.

e« Same result if neither PRS nor DEF make a section 754
election

I Section 743 in Tiered Partnerships l BDO
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’
Only DEF Makes the Election

I i Is all potential
benefit lost?

PRS

No basis adjustment
Depreciable J
Assets
DEF

No basis adjustment

No basis adjustment

I Section 743 in Tiered Partnerships l BDO
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’
Only DEF Makes the Election

° 6 — No. T should

Cost eventually get the
benefit of its basis
in PRS (e.g.,ina

— section 731 loss)

Basis

PRS

No basis adjustment
Depreciable J
Assets
DEF

No basis adjustment

No basis adjustment

I Section 743 in Tiered Partnerships l BDO
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Section 743(b) Basis Adjustment in Tiered
Partnership Structures - Other
Considerations

Tommy Orr, BDO National Tax Office

Section 743 in Tiered Partnerships
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Mandatory Adjustments

e PRS would be required to make a basis adjustment in
the absence of a section 754 election if there is a
substantial built-in loss (> $250,000)

e If PRS is required to make a section 743 adjustment to
DEF as a result of this rule, must DEF make a
corresponding basis adjustment regardless of whether
it makes a section 754 election?

I Section 743 in Tiered Partnerships l BDO
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Mandatory Adjustments

e Prop. Reg. section 1.743-1(1):

e |If an interest in an upper-tier partnership that holds (directly or
indirectly through one or more partnerships) an interest in a lower-
tier partnership is transferred by sale or exchange or on the death of
a partner,

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

« Then each lower-tier partnership is treated, solely with respect to the
transfer, as if it had made a section 754 election for the taxable year
of the transfer.

o Effective for transfers on or after the date regulations are
finalized

I Section 743 in Tiered Partnerships l BDO
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Pros and Cons of the Election

e Generally, making the section 754 election at all levels
is favorable since it maximizes the ability to recover
positive basis adjustments more quickly

e Negative basis adjustments are unfavorable for the
same reason, but...

e Because Sec. 743(d) requires negative basis adjustments
even without a Sec. 754 election in certain

circumstances, the downside risk of making the election
is limited.

e Reporting can be complex and costly

I Section 743 in Tiered Partnerships l BDO
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Compliance Complexity

e The tiered rules should apply to each partnership in a
chain of ownership

o Computing section 743(b) adjustments requires
complex calculations, and multitier partnership
structures only exacerbate that complexity

e Rev. Rul. 87-115 does not provide a de minimis
threshold, so if all partnerships in a chain have valid
section 754 elections, the basis adjustments are
mandatory at all levels

o Annual tracking of the adjustments can be
cumbersome
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Feasibility and Cost

« A UTP that is a minority owner or a hon-manager
member of an LTP may have difficulty inducing the LTP
to make a section 754 election or to properly allocate
the adjustment and report its effects

« Even if the UTP is a majority owner of the LTP, getting
the LTP to dedicate the time and resources necessary
may be a struggle

- Some partnerships charge the affected partner a fee for the
added administrative costs

- Can the UTP calculate and track the adjustment itself?

I Section 743 in Tiered Partnerships I BDO
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Eliminating a Section 754 Election

« Revocation is by permission only and is unlikely

« Consider causing a technical termination of the
partnership

- Sale or exchange of 50% or more of the capital and profits
interests

- Non-taxable exchanges (e.g. contributions to other partnerships)
are exchanges that may cause a termination
- Consider other consequences
« Restarting of MACRS depreciation
* Need for additional returns
« Acceleration of certain deferred income

I Section 743 in Tiered Partnerships l BDO
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Contributed Property

UTP

Property A
Common Basis
+ Section 743 adjustment for C

I Section 743 in Tiered Partnerships l BDO
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Contributed Property

If property with a section 743(b) basis
adjustment is contributed to an LTP

« What is PRS’s basis in LTP?

« Whatis LTP’s basis in Property A?

UTP

Propemk
LTP

I Section 743 in Tiered Partnerships l BDO
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Contributions to LTP’s

If, a UTP contributes property with respect to which a basis
adjustment has been made to an LTP:

- The basis adjustment is treated as contributed to the lower-tier
partnership

- The LTP’s basis in the contributed assets and the UTP’s basis in
the partnership interest received in the transaction are
determined with reference to the basis adjustment.

- That portion of the basis of the UTP's interest in the LTP
attributable to the adjustment must be segregated and allocated
solely to the transferee partner for whom the basis adjustment
was made.

- That portion of the LTP’s basis in its assets attributable to the
adjustment must be segregated and allocated solely to the UTP
and the transferee.

I Section 743 in Tiered Partnerships I BDO
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Contributed Property

Any tax effect attributable to the
section 743 basis adjustment
must be allocated to C:

« UTP’s basis in LTP

 LTP’s basis in Property A

UTP

UTP’s basis in LTP

includes the basis

adjustment to Property A

LTP’s basis in Property A
includes the basis adjustment

I Section 743 in Tiered Partnerships l BDO
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