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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
▪ Background and History
▪ Section 751(a)
▪ Section 751(b)
▪ Non-U.S. Partner Impact
▪ Takeaways
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Background and History
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Aggregate vs. Entity Approach
▪ The code is a mix of aggregate and entity principles
▪ Aggregate:

› Partners are direct co-owners of the partnership assets
› Partners separately report distributive share of income and 

deductions from the partnership
› A partnership is not a taxable entity

▪ Entity:
› Partnership is a separate taxpayer with taxable income calculated at 

the partnership level
› Partnership sets its own accounting methods, taxable year, and 

makes various elections affecting the computation of taxable 
income
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Aggregate vs. Entity Approach:
Sale of Partnership Interest
▪ Issues:

› Aggregate Approach – time consuming asset-by-asset 
fragmentation

› Entity Approach – allows for the conversion of ordinary income to 
capital gains

▪ Solution:
› Section 751 – to curb the conversion of ordinary income to capital 

gains
• Step 1. Determine ordinary income
• Step 2. Remainder is capital gain or loss

10
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Aggregate vs. Entity Approach:
Sale of Partnership Interest
▪ General rule: Entity Approach

› Section 741 – sale of partnership interest is generally capital gain or 
loss

▪ Exception: Aggregate Approach 
› Section 751 – part of the gain or loss is if attributable to ordinary 

assets

11
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Aggregate vs. Entity Approach
▪ Section 751(a)

› To prevent shifting ordinary income to capital with no acceleration 
of income recognition

› A sale of partnership interest is a fragmented sale of a property that 
is not capital for the portion that is unrealized receivables or 
inventory

▪ Section 751(b)
› To prevent shifting ordinary income to capital by requiring the 

acceleration of income recognition
› A distribution from the partnership is considered a sale between 

the partner and the partnership if a partner receives unrealized 
receivables or inventory

12
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History of Section 751
▪ Pre-Section 751:

› Little guidance addressing contributions to, distributions from and 
sale of a partnership interest pre Section 751

• The entity approach was predominant
• Closed-transactions doctrine – contributions to and 

distributions from a partnership were not realization events 
(aggregate view – sale of partnership interest is direct sale of a 
partnership property)

• Courts disagreed – partnership interest is generally a separate 
asset and therefore capital gain or loss is recognized upon sale

13
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History of Section 751
▪ Enactment of Subchapter K in 1954:

› Section 751 – Amount received for unrealized receivables and 
substantially appreciated inventory should not be considered a sale 
or distribution of a capital asset

› To prevent conversion of ordinary income to capital gain

▪ 1962 enactment of Section 1245 depreciation recapture and the 
addition of Section 1245 recapture to the term “unrealized 
receivables” substantially increased the scope of Section 751

› New class of ordinary income potential from capital assets and 
Section 1231(b) property (capital gain property)

▪ 1964 enactment of Section 1250 excess depreciation recapture

14
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History of Section 751
▪ 1966-1986 multiple additions that increased the scope of Section 751:

› Recapture of mining exploration expenditures, farming losses and 
expenditures, stock of controlled foreign corporations, accumulated 
domestic international sales corporation income, transfer of 
trademarks and franchises, oil and gas, accrued market discount and 
market discount bonds, and ordinary income underlying short-term 
obligations

▪ 1997 changes to Section 751:
› By 1997 the difference in ordinary and capital tax rates had increased 

significantly
› Removing the requirement that inventory be substantially appreciated 

for Section 751(a)
› Adding depreciated inventory to the application of Section 751(a) (this 

was initially considered in 1954)

15
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History of Section 751
▪ Proposed repeal of Section 751(b) in 1999:

› Criticized for its complexity since enactment
› Generally, Subchapter K permits partners to shift their interest in 

the tax bases of partnership property without gain or loss 
recognition. Without Section 751(b), shifts between Section 751(b) 
property and other property would permit partners to shift 
ordinary income potential between themselves

› Treasury strongly objected the repeal because of concerns about 
the increased potential to shift ordinary income to lower-bracket 
taxpayers

› Section 755 was amended in 1999 to treat all unrealized 
receivables, including recapture items, as separate items of 
ordinary income property. This generally helped to prevent 
conversion of ordinary income to capital gain on aggregate basis

16
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Section 751(a)

17
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Section 741 and Section 736
▪ Section 741

› In general, gain or loss on the sale or exchange of a partnership 
interest is characterized as gain or loss from the sale or exchange of a 
capital asset

• Except as otherwise provided in Section 751
› Section 741 applies whether the partnership interest is sold to 

members of the partnership or members outside the partnership

▪ Section 736
› Payments made in liquidation of the interest of a retiring or deceased 

partnership are determined to be made in exchange for the interest 
of such partner in partnership property

• Does not include amounts paid for unrealized receivables under Section 
751

18
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Section 751(a)
▪ Any money or fair market value of property received by a 
transferor partner in exchange for all or part of their interest in the 
partnership which is attributable to:

› Unrealized receivables of the partnership, or
› Inventory items of the partnership

is considered an amount realized from the sale or exchange of such 
property other than the capital asset

▪ These are considered “hot assets” of the partnership
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Section 751(c) Unrealized Receivables
▪ Originally, unrealized receivables generally only included:

› Cash-basis receivables
› Other right to payment for goods and services not previously included in partnership 

income
▪ Various ordinary income recapture provisions have expanded the scope of what 
is considered an unrealized receivable

› Ordinary income recapture under Section 1245
› Ordinary income recapture under Section 1250 and unrecaptured 

Section 1250 gain
› Gain from:

• PFIC stock
• DISC stock
• Farming recapture property
• Mining property

20
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Section 751(d) Inventory Items
▪ Section 1221(a)(1) property.  Most commonly will include:

› Property of a kind which would property be included in the inventory 
of the taxpayer if on hand at the close of the taxable year, or

› Property held by the taxpayer primarily for sale to customers in the 
ordinary course of its trade or business

▪ Any other property which, on sale or exchange, would be  
considered property other than a capital asset or Section 1231 
property
▪ Any other property which, if held by the transferor partner, would 
be considered property described above

21



© 2021 Cohen & Company

Section 751(a) Hypothetical Sale Approach
▪ Step 1 – Each partnership asset must be classified as either an 
item of Section 751(a) property or an item of other property
▪ Step 2 – The gross fair market value, Section 704(b) basis, and tax 
basis of each item of Section 751(a) property must be determined

› This may include calculations of fair market value, Section 704(b) 
basis and tax basis of all assets in some situations

▪ Step 3 – The total amount of Section 704(b) ordinary gain or loss 
attributable to Section 751(a) property that would be recognized 
from a hypothetical sale of all partnership assets for cash equal to 
their fair market value should be allocated among the partners in 
accordance with the operating agreement
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Section 751(a) Hypothetical Sale Approach 
(cont.)
▪ Step 4 – Taxable ordinary income or loss allocable to the 
transferor partner under Section 751(a) is determined.  This is 
generally the amount of Section 704(b) ordinary income or loss 
attributable to Section 751(a) property the partner would be 
allocated in a hypothetical sale

› This amount is adjusted for any Section 704(c) built-in gain/loss and 
any applicable Section 743(b) adjustments to such property

▪ Step 5 – The transferors residual capital gain or loss recognized 
under Section 741 is determined.  This will equal the difference 
between the total gain recognized and gain recognized under 
Section 751(a)
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Section 751(a) 
Example
▪ A, B and C form a partnership –
ABC, by each contributing cash of 
$100,000 for an equal 1/3 interest 
in capital, profits and losses of ABC

▪ Subsequently, A sells its entire 
one-third interest to D for a cash 
payment of $200,000

▪ At the time of the sale, ABC’s 
balance sheet and relative 
basis/FMV amounts are in Exhibit 
A

24

Asset
Tax & Sec. 

704(b) 
Basis

Fair 
Market 
Value

Cash $60,000 $60,000

Inventory Item A $75,000 $105,000

Inventory Item B $120,000 $105,000

Unrealized 
Receivables $0 $120,000

Other Property $135,000 $210,000

Capital - A $130,000 $200,000

Capital - B $130,000 $200,000

Capital - C $130,000 $200,000
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Section 751(a) 
Example
▪ Step 1 – Identify Section 751(a) 
Assets

› Inventory Item X, Inventory Item Y 
and Unrealized Receivables

▪ Step 2 – Determine the tax basis, 
Section 704(b) basis and fair 
market value of Section 751(a) 
assets

› Total tax and 704(b) basis = 
$195,000.  Total fair market value 
= $330,000
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Asset
Tax & Sec. 

704(b) 
Basis

Fair 
Market 
Value

Cash $60,000 $60,000

Inventory Item X $75,000 $105,000

Inventory Item Y $120,000 $105,000

Unrealized 
Receivables $0 $120,000

Other Property $135,000 $210,000

Capital - A $130,000 $200,000

Capital - B $130,000 $200,000

Capital - C $130,000 $200,000
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Section 751(a) Example
▪ Step 3 – Determine and allocate the 
total Section 704(b) gain attributable 
to Section 751(a) property that would 
be recognized from the hypothetical 
sale

› Total Section 704(b) gain is $135,000 
while A’s share is $45,000

▪ Step 4 – Determine ordinary taxable 
income or loss allocable to transferor 
partner

› In this situation, ABC has no Section 
704(c) built-in gain or loss and no 
Section 743(b) adjustments, so 
ordinary taxable income equals 
Section 704(b) income of $45,000

26

Calculation of total Section 704(b) gain 
attributable to Section 751(a) property:

Hypothetical Sale Price:   $330,000
Sec. 704(b) Basis:              $195,000
Total Sec. 704(b) gain:     $135,000

Allocation of Section 704(b) gain 
attributable to Section 751(a) property:

Total Sec. 704(b) gain:      $135,000
A’s allocable share             33% (1/3)
A’s share of 704(b) gain:  $45,000
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Section 751(a) 
Example
▪ Step 5 – Residual capital gain or loss 
recognized under Section 741 is 
determined

› Results in $25,000 gain under Section 
741 to A

27

Calculation of residual capital gain or 
loss under Section 741:

Sale price of A’s interest: $200,000
A’s tax basis in interest:   $130,000
Total gain recognized:        $70,000
Less 751(a) gain: $45,000
A’s gain under Sec. 741:    $25,000

▪ Summary of Hypothetical Liquidation
› Step 1 – Identify inventory and unrealized receivables as Section 751(a) assets
› Step 2 – Determine total tax and Section 704(b) basis of assets is $195,000 and FMV is $330,000
› Step 3 – Determine Section 704(b) gain to be $135,000, $45,000 of which is allocated to A

› Step 4 – Identify that there are no Section 704(c) built-in gain or loss assets or Section 743(b) 
adjustments

› Step 5 – Calculate A’s residual gain under Section 741 of $25,000
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Section 751(a) Example – Section 704(c) 
allocations
▪ Assume the same facts of the previous example, except that assume that A had 
contributed inventory item X instead of cash.  X had a fair market value at the time of 
contribution of $100,000 and tax basis of $75,000

› Both the tax basis and the fair market value of all assets remain the same in both examples, 
however the Section 704(b) basis of inventory item X is now $100,000 instead of $75,000

▪ In step 3, instead of having Section 704(b) gain on Section 751(a) assets of $135,000, 
the Section 704(b) gain is now $110,000.  A’s share of the Section 704(b) gain is $36,667

▪ In step 4, A would be allocated their share of Section 704(c) built-in gain of $25,000 in 
addition to the $36,667 of Section 704(b) gain – resulting in $61,667 of ordinary income 
under Section 751(a)

▪ In step 5, A’s total gain on the transaction is now $95,000 (the tax basis in their 
contribution in this example is $75,000 rather than $100,000).  The gain under Section 741 
would be $33,333

28



© 2021 Cohen & Company

Section 751(a) Additional Considerations
▪ Most examples do not accurately reflect complicated partnership allocation structures which 
often can significantly alter a hypothetical sale calculation

› Steps 1 and 2 are mostly unchanged, however computing the allocation of Section 704(b) gain and 
Section 704(c) built-in gain in steps 3 and 4 may become burdensome

› Section 1245 and 1250 recapture are to be allocated, to the extent possible, to the partner who 
received the depreciation benefit.  If utilizing a targeted capital account or waterfall approach, tracking 
this benefit may be difficult

▪ Section 743(b) adjustments must be considered both for computing Section 751(a) ordinary 
income, as well as to subsequently adjust the basis income recognized through Section 751(a)

› A partner with a Section 743(b) adjustment, which, in part was due to a prior recognition of Section 
751(a) ordinary income should receive a benefit for the amount previously recognized

› Further, any transferee partner may require a Section 743(b) adjustment to assure they receive the 
same such benefit on the disposition of their interest or the partnership’s disposition of such property

› Although fair market value of non Section 751(a) assets is not necessarily required to compute Section 
751(a) income, it is required to allocate a Section 743(b) adjustment under Section 755
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Section 751(a) Additional Considerations 
(cont.)
▪ Lack of fair market value information is a common issue for tax preparers trying to complete 
Section 751(a) calculations

› Many taxpayers are not required and do not maintain fair market value amounts for assets.  And for 
those that do it is unlikely to allocated to each asset, which is required for Section 1245 and 1250 
recapture calculations

▪ Tiered structures are reliant on lower-tier partnerships and investments for required 
information

› As Section 751(a) looks through lower-tier partnerships to encompass Section 751(a) assets, an upper-
tier partnership which has a sale or exchange during a tax year should inform such lower-tiers of the 
transaction and request tax basis, Section 704(b) basis and fair market values of its assets on that date

› Additionally, the partnerships should work together to assure any resulting Section 743(b) adjustment 
at the upper-tier is properly applied to the corresponding assets of the lower-tier to avoid excess 
ordinary income recognition

▪ Fair market value and face amounts may not be equal
› Collectability discounts on receivables and estimated offsets for returns and allowances should be 

considered for inventory when determining fair market value
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Section 453 – Installment Sales
▪ Generally, if at least one payment of a sale is to be received after 
the close of the tax year in which a sale or exchange has occurred, 
the installment method is required
▪ Ordinary income from Section 751(a) is generally excluded from 
the installment sale method either under:

› Section 453(b)(2)(B) which excludes dispositions of personal property 
of a kind which is required to be included in the inventory at the 
close of the taxable year, or

› Section 453(i)(1)(A) which requires any recapture income to be 
recognized in the year of disposition

31
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Section 751 – Reporting Obligations
▪ Form 8308: Report of a Sale or Exchange of Certain Partnership Interests

› A partnership must file a separate Form 8308 for each Section 751(a) exchange of an 
interest in the partnership

› Form 8308 is due as an attachment to Form 1065 for the tax  year of the partnership 
that includes the last day of the calendar year in which the Section 751(a) exchange 
took place

▪ Section 751(a) Statement
› A transferor must file a statement with the following information:
› Date of the sale or exchange;
› Amount of any gain or loss attributable to Section 751 property; and
› The amount of gain or loss attributable to capital gain or loss on the sale of the 

partnership interest
▪ Schedule K-1 disclosures

› A partnership must include on line 20AB, 20AC and 20AD, each partners allocation of 
Section 751 gain or loss, Section 1(h)(5) gain or loss (related to collectibles), and their 
deemed Section 1250 unrecaptured gain, respectively
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Section 751 – Reporting Obligations

33
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Section 751(b)

35
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Section 731 – Gain or Loss on Distributions
▪ Section 731 – Partner Treatment

› No gain will be recognized on a distribution by the partnership except 
to the extent that the amount of money exceeds the adjusted basis of 
the partner’s interest in the partnership immediately before the 
distribution

• Except to the extent provided in Sections 736 and 751
› Loss is recognized only upon liquidation of the partner’s entire interest 

in the partnership, and only if the property distributed to the partner 
consists solely of money, unrealized receivables (Section 751(c)), and 
inventory items (Section 751(d)(2))

▪ Section 731 – Partnership Treatment
› No gain or loss is recognized on the distribution of property (including 

money) by a partnership to a partner
• Exception for Section 751(b) distributions treated as a sale or exchange
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Section 751(b)
▪ As is the goal with Section 751(a), Section 751(b) is intended to prevent 
the shifting of ordinary income between partners
▪ Treats certain distributions as sale or exchange of property between the 
partnership and partner

› Section 751(b) distribution not treated as a distribution under Sections 
731-736 (Partnership Distribution Rules)

› Section 751(b) distribution not subject to Section 707(b) provisions 
(Certain Sales or Exchanges of Property With Respect to Controlled 
Partnerships)

▪ Section 751(b) distributions apply only to the extent a partner receives 
Section 751 property in exchange for relinquishing any part of his interest 
in other property or vice versa
▪ Section 751(b) distribution rules can apply to liquidating or 
nonliquidating distributions
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Section 751(b)(1) – General Rule
Section 751(b) Certain Distributions treated as sales or exchanges

(1) General rule. To the extent a partner receives in a 
distribution -

(A) partnership property which is –
- (i) unrealized receivables, or
- (ii) inventory items which have appreciated substantially in value,

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

such transactions shall, under regulations prescribed by the Secretary, 
be considered as a sale or exchange of such property between the 
distributee and the partnership (as constituted after the distribution).
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Section 751(b)(2) and (3) – Exception and 
Definition

(2) Exceptions. Paragraph (1) shall not apply to –
(A) A distribution of property which the distributee contributed to the 
partnership, or
(B) payments, described in Section 736(a), to a retiring partner or 
successor in interest of a deceased partner.

(3) Substantial Appreciation. For purposes of paragraph (1) –
(A) In General – Inventory items of the partnership shall be considered 
to have appreciated substantially in value if their fair market value 
exceeds 120 percent of the adjusted basis to the partnership of such 
property.
(B) Certain Property Excluded – For purposes of subparagraph (A), there 
shall be excluded any inventory property if a principal purposes for 
acquiring such property was to avoid the provisions of this subsection 
related to inventory items.
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Section 751(b) – Distribution and Exchange
▪ Recharacterizes a portion of the distribution as a sale or exchange 

when a partner exchanges an interest in 1) Section 751 property 
for other property; or 2) Other property for Section 751 property

› Section 751 property consists of:
• Unrealized receivables; and
• Substantially Appreciated Inventory

▪ Section 751(b) applies in situations where:
› Partnership has Section 751 property; and
› Partnership makes a disproportionate distribution of Section 751 

property or other property

▪ Deemed distributions under Section 752
› See Rev. Rul. 84-102 (Admission of new partner)
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Exceptions
▪ Section 751(b)(2)

› Distribution of property to a partner that previously contributed 
such property to the partnership

› Section 736(a) payments to a retiring partner or successor in 
interest of a deceased partner

▪ Other Situations 
› Partner receives a proportionate share of Section 751 or other 

property
› Current draws and advances against a partner’s distributive share
› Distributions that are:

• Gifts;
• Payment for services; or
• For the use of capital
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Section 751(b) –Inventory Items
▪ Inventory Items

› Defined under Section 751(d)
› Includes realized and unrealized receivables acquired in the 

ordinary course of a trade or business for services rendered or from 
the sale of inventory (see Section 1221(a)(4))

▪ Substantial Appreciation
› Inventory items are considered substantially appreciated if the total 

value of all inventory items of the partnership exceeds 120% of the 
aggregate adjusted basis of such property (without regards to any 
specific basis adjustment of any partner)

▪ Anti-Stuffing rule
› Property acquired for the principal purpose of avoiding Section 

751(b) is excluded
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Section 751(b) – Substantial Appreciation 
Example
▪ Adjusted basis of 

inventory items, 
including the accounts 
receivable, is $30,000

▪ Fair market Value of 
inventory items, 
including the accounts 
receivable, is $39,000

▪ 39,000/30,000 = 130%
▪ Therefore, inventory 

items have substantially 
appreciated

43

Asset Tax
Fair 

Market 
Value

Cash $15,000 $15,000

Accts. Receivable $9,000 $9,000

Inventory $21,000 $30,000

Land $9,000 $9,000

Total $54,000 $63,000
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Section 751(b) Example
▪ A, B and C form a partnership –
ABC, by each contributing cash of 
$100,000 for an equal 1/3 interest 
in capital, profits and losses of ABC

▪ ABC distributes $150,000 cash to 
A in liquidation of A’s interest in 
the partnership

▪ At the time of the sale, ABC’s 
balance sheet and relative 
basis/FMV amounts are in Exhibit 
A
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Asset Tax
Fair 

Market 
Value

Cash $150,000 $150,000

Inventory Items $240,000 $300,000

Capital - A $130,000 $150,000

Capital - B $130,000 $150,000

Capital - C $130,000 $150,000
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Section 751(b) Example
▪ Without 751(b):

› A would recognize a 
$20,000 capital gain on 
the liquidating 
distribution

› ABC would recognize 
$60,000 of ordinary 
income (assuming no 
section 754 election is 
in effect) on the 
subsequent sale of 
inventory items which 
would only be allocated 
to B and C
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Asset Tax
Fair 

Market 
Value

Cash $150,000 $150,000

Inventory Items $240,000 $300,000

Capital - A $130,000 $150,000

Capital - B $130,000 $150,000

Capital - C $130,000 $150,000
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Section 751(b) Application
▪ Current Regulation 1.751-1(b)

› “Gross Value” approach used to determine a partner’s interest in 
751 property

› “Deemed Asset Exchange” approach to determine the tax 
consequences 

▪ Proposed Regulation 1.751-1(b)
› “Hypothetical Sale” approach replaces the “gross value” approach
› “Hot Asset Sale” approach replaces the “deemed asset exchange” 

approach
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Current Regulations
▪ Distribution of Section 751 Property - Regulation 1.751-1(b)(2)

› Treated as a sale or exchange of properties between the distributee 
partner and the partnership (as constituted after the distribution)

• Partnership realizes ordinary income/(loss) on the difference between 
the partnership adjusted basis of the Section 751 property considered 
sold and the FMV of the distributee partner’s interest in the other 
property relinquished

− Income/(loss) only allocated to the partners other than the distributee partner
• Distributee partner realizes gain/(loss) on the difference between 

their adjusted basis for the property relinquished (including any 
special basis adjustments the partner has) and the FMV of the Section 
751 property received in exchange for the partner’s interest in other 
property

− Adjusted basis for relinquished property determined under Section 732
− Character of gain/(loss) determined by the character of the property 

relinquished
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Current Regulations
▪ Distribution of Other Property - Regulation 1.751-1(b)(3)

› Treated as a sale or exchange of properties between the distributee 
partner and the partnership (as constituted after the distribution)

• Partnership realizes gain/(loss) on the difference between the 
partnership adjusted basis of the distributed property considered sold 
and the FMV of the distributee partner’s interest in the Section 751 
property relinquished

− Character of gain/(loss) determined by the character of the distributed 
property

− Gain/(loss) only allocated to the partners other than the distributee partner 
• Distributee partner realizes ordinary income/(loss) on the difference 

between their adjusted basis for the Section 751 property 
relinquished (including any special basis adjustments the partner has) 
and the FMV of the other property received in exchange for the 
partner’s interest in Section 751 property

− Adjusted basis for relinquished property determined under Section 732
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Current Regulations 
▪ Little guidance provided to determine the partner’s pre-

distribution and post-distribution interest in the partnership’s 
Section 751 property

▪ Current regulations issued prior to:
› The expansion of unrealized receivables under Section 751(c) to 

include various recapture and ordinary income items; and
› Changes to the application of Section 704(c)

▪ Current regulations do not adequately address the more complex 
allocations of profits, losses, and capital that have developed 
since originally drafted
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Current Regulations – 7 Step Approach
▪ Identify any exceptions to Section 751
▪ Classify partnership assets as Section 751 property or other 

property
▪ Determine distributee partner’s share of gross value of each item 

of Section 751 property and other property
▪ Identify the Section 751 exchange
▪ Determine the tax basis of property relinquished
▪ Determine the tax consequences of the sale or exchange
▪ Determine the tax consequences of the distribution not treated 

as a Section 751(b) exchange
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Current Regulations - Reporting Obligation
▪ Regulation 1.751-1(b)(5) requires reporting by the partnership and 

partner
› A partnership that distributes Section 751 property to a partner in 

exchange for the partner’s interest in other partnership property or 
vice versa must include with the partnership return a statement 
showing the computation of any income, gain, or loss to the 
partnership under Section 751(b)

› The partner must also include a statement with their return showing 
the computation of any income, gain, or loss

▪ The statement must include the information required to be disclosed for 
a Section 751(a) sale or exchange

› Date of sale or exchange;
› Amount of any gain or loss attributable to Section 751 property; and
› Amount of any gain or loss attributable to capital gain or loss on the 

sale of the partnership interest
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Proposed Regulations
▪ Proposed regulations were issued on November 3, 2014

› Would replace the gross value and deemed asset exchange approach 
with the hypothetical sale and hot asset sale approach

› Addresses issues not previously addressed in the current regulations
• A partner’s interest in the partnership’s Section 751 property includes 

allocations of tax items applying the principals of Section 704(c)
• Address Sections 754 and 743 basis adjustments
• Definition of substantial appreciated inventory 

− Eliminates the 10% test; and
− Removes unrealized receivables

▪ Effective for distributions occurring on or after the date of publication in 
the Federal Register as final

› May be applied on or after 11/3/14 if applied consistently to all 
partnership sale, exchanges, and distributions
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Proposed Regulations – Hypothetical Sale 
▪ Section 751(b) applies if the distribution creates a “Section 751(b) 

amount” for ANY partner
▪ Section 751(b) amount equals the greatest of:

› Amount the partner’s net Section 751 unrealized gain immediately 
before the distribution exceeds the partner’s net Section 751 
unrealized gain immediately after the distribution;

› Amount the partners net Section 751 unrealized loss immediately 
after the distribution exceeds the partner’s net Section 751 
unrealized loss before the distribution; and

› Amount the partner’s net Section 751 unrealized gain immediately 
before the distribution, increased by the partner’s net Section 751 
unrealized loss immediately after the distribution
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Proposed Regulations – Hypothetical Sale 
▪ Net Section 751 unrealized gain/(loss) before a distribution

› Equals the amount of net income/(loss) from Section 751 property the 
partner would be allocated if the partnership disposed of all its assets 
for cash equal to the FMV

› Allocations include:
• Remedial allocations under Section 704; and
• Section 743 basis adjustments

▪ Net Section 751 unrealized gain/(loss) after a distribution
› Equals the sum of:

• For partners remaining, the amount of net income/(loss) from Section 751 
property that would be allocated to the partner if the partnership 
disposed of all its assets for cash equal to the FMV; and

• For the distributee partner, the amount of net income/(loss) from Section 
751 that would be recognized by the distributee if they disposed of the 
distributed assets for cash equal to the FMV
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Proposed Regulations – Hot Asset Sale
▪ Partnership must choose a Reasonable Approach under which 

each partner with a Section 751 amount will recognize ordinary 
income equal to the Section 751(b) amount prior to the 
distribution

› Must be consistent with the principals of Section 751(b)
› Not unreasonable merely because another approach would 

produce a higher aggregate tax liability
› Once adopted must apply consistently to all Section 751(b) 

distributions
• Unless approach would produce a result inconsistent with the 

purposes of Section 751.  In that case, another reasonable approach 
would be needed for that distribution only
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Proposed Regulations – Example 2
▪ A, B, and C each contribute 

$120 to ABC for an equal 1/3 
interest in profits, losses, and 
capital

▪ ABC buys land for $100 in 
year 1

▪ At the end of year 3, ABC 
distributes $50 to C which 
reduces his interest from 1/3 
to 1/4

▪ At the time, ABC had $90 of 
unrealized receivables

▪ ABC has a 754 election in 
place
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Asset Tax
Fair 

Market 
Value

Cash $260 $260

Unrealized 
Receivables $0 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $120 $150
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Proposed Regulations – Example 2
▪ First, ABC revalues its 

assets under Section 704 
and Regulation 1.704-
1(b)(2)(iv)(f)

▪ If ABC sold all its assets for 
FMV immediately before 
the distribution, A, B, and C 
would each receive an 
allocation of $30 of income 
from Section 751 property

▪ A, B, and C’s net Section 
751 unrealized gain 
immediately before the 
distribution is $30
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Asset Tax
Fair 

Market 
Value

Cash $260 $260

Unrealized 
Receivables $0 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $120 $150
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Proposed Regulations – Example 2
▪ After the distribution, ABC’s 

balance sheet and C’s capital 
are reduced by the 
distribution

▪ If ABC sold all its assets for 
FMV immediately after the 
distribution, A, B, and C 
would each still receive an 
allocation of $30 of income 
from section 751 property

› Regulation 1.704-3(a)(6)
▪ A, B, and C’s net Section 751 

unrealized gain immediately 
after the distribution is $30
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Asset Tax
Fair 

Market 
Value

Cash $210 $210

Unrealized 
Receivables $0 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $70 $100
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Proposed Regulations – Example 2
▪ Section 751(b) does not 

apply to the distribution 
since:

› No partner’s net Section 
751 unrealized gain is 
greater immediately 
before the distribution 
than immediately after; 
and

› No partner’s net Section 
751 unrealized loss is 
greater immediately after 
the distribution than 
immediately before

60

Asset Tax
Fair 

Market 
Value

Cash $210 $210

Unrealized 
Receivables $0 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $70 $100
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Proposed Regulations – Example 3
▪ A, B, and C each contribute 

$120 to ABC for an equal 
1/3 interest in profits, 
losses, and capital

▪ ABC buys land for $100 in 
year 1

▪ At the end of year 3, ABC 
distributes $150 to C in 
liquidation of C’s interest

▪ At the time, ABC had $90 
of unrealized receivables

▪ ABC has a Section 754 
election in place
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Asset Tax
Fair 

Market 
Value

Cash $260 $260

Unrealized 
Receivables $0 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $120 $150
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Proposed Regulations – Example 3
▪ First, ABC revalues its 

assets under Section 704 
and Regulation 1.704-
1(b)(2)(iv)(f)

▪ If ABC sold all its assets for 
FMV immediately before 
the distribution, A, B, and C 
would each receive an 
allocation of $30 of income 
from Section 751 property

▪ A, B, and C’s net Section 
751 unrealized gain 
immediately before the 
distribution is $30
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Asset Tax
Fair 

Market 
Value

Cash $260 $260

Unrealized 
Receivables $0 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $120 $150
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Proposed Regulations – Example 3
▪ After the distribution (but before 

Section 751 in accounted for), 
ABC’s balance sheet and C’s capital 
are adjusted for the distribution 
and Section 734 adjustment 
because ABC had a Section 754 
election in place and C recognized 
gain on the distribution

▪ If ABC sold all its assets for FMV 
immediately after the distribution, 
A and B would each receive an 
allocation of $45 of income from 
Section 751 property

▪ C’s net Section 751 unrealized gain 
immediately after the distribution 
is $0
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Asset Tax
Fair 

Market 
Value

Cash $110 $110

Unrealized 
Receivables $0 $90

Real Property $130 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $0 $0
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Proposed Regulations – Example 3
▪ Section 751(b) does apply to 

the distribution since:
› C’s net Section 751 

unrealized gain is greater 
immediately before the 
distribution than 
immediately after

▪ C’s net Section 751 unrealized 
gain:

› Immediately before  $30
› Immediately after     $  0
› Net section 751 amt $30

▪ C must recognize $30 of 
ordinary income using a 
reasonable approach
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Asset Tax
Fair 

Market 
Value

Cash $110 $110

Unrealized 
Receivables $0 $90

Real Property $130 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $0 $0
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Proposed Regulations – Example 3 
(Approach 1)
▪ Immediately before the 

distribution, C is deemed 
to recognize $30 of 
ordinary income

▪ C increases its basis in ABC 
by $30

▪ ABC increases its basis in 
unrealized receivables by 
$30

65

Asset Tax
Fair 

Market 
Value

Cash $260 $260

Unrealized 
Receivables $30 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $150 $150
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Proposed Regulations – Example 3 
(Approach 1)
▪ Immediately after the 

distribution, the rules of 
Sections 731-736 apply

▪ C would recognize no gain 
or loss

▪ ABC would have no 
adjustment to the basis in 
its real property since C did 
not recognize gain on the 
liquidation
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Asset Tax
Fair 

Market 
Value

Cash $110 $110

Unrealized 
Receivables $30 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $0 $0
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Proposed Regulations – Example 3 
(Approach 2)
▪ Immediately before the 

distribution, C is deemed to:
› Receive a distribution of 

unrealized receivables 
with FMV of $30 and tax 
basis of $0

› C sells the unrealized 
receivable to ABC for $30

› C contributes $30 cash to 
ABC

▪ C’s basis in ABC is increased 
from $120 to $150 by the $30 
contributed

▪ ABC takes a basis in the 
unrealized receivables it 
purchased from C of $30
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Asset Tax
Fair 

Market 
Value

Cash $260 $260

Unrealized 
Receivables $30 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $150 $150
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Proposed Regulations – Example 3 
(Approach 2)
▪ Immediately after the 

distribution, the rules of 
Sections 731-736 apply

▪ C would recognize no gain 
or loss

▪ ABC would have no 
adjustment to the basis in 
its real property since C did 
not recognize gain on the 
liquidation
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Asset Tax
Fair 

Market 
Value

Cash $110 $110

Unrealized 
Receivables $30 $90

Real Property $100 $100

Capital - A $120 $150

Capital - B $120 $150

Capital - C $0 $0
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Proposed Regulations - Reporting 
Obligation
▪ Proposed Regulation 1.751-1(b)(6) requires reporting by a partnership that 

makes a Section 751(d) distribution
▪ Partnership Statement - A partnership must submit with its return a 

statement for each Section 751(b) distribution during the year.  The 
statement must include:

• A caption identifying the statement pursuant to Section 751(b) and date of 
distribution; and

• Summary of the reasonable approach adopted and whether the approach varies 
from an approach previously adopted within any of the three preceding years

▪ Partner Statement - A partnership must submit with its return a statement 
for each partner that has a Section 751(b) amount greater than $0.  The 
statement must be attached to the statement for that partner and include:

› The date of the Section 751(b) distribution;
› The amount of ordinary income the partner recognized; and
› The amount of capital gain the partner recognized
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Non-U.S. Partner Impact

70



© 2021 Cohen & Company

Background and History
▪ Revenue Ruling 91-32

› Partnership is an aggregation of its assets
› A partner is deemed to own a proportionate share of the 

partnership’s assets
› A foreign partner’s gain on sale of U.S. partnership that conducts 

business in the U.S. is Effectively Connected Income (ECI) if the 
foreign partner’s share of unrealized gain is made up of ECI 
property

› Opposing view: 
• Section 741 applies entity view to recognition of gain or loss on sale of 

partnership interest
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Background and History
▪ Grecian Magnesite Mining, July 13, 2017
▪ Court determined:

› Generally, capital gain from sale of a U.S. partnership engaged in a 
U.S. trade or business is not ECI to the non-U.S. partner

› Gain from a sale of partnership interest is a sale of an indivisible 
asset

› The court chose to “follow the Code and the regulations to 
determine whether the disputed gain is ECI” and stated that 
Revenue Ruling 91-32 lacks “power to persuade”
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Background and History - TCJA Changes
▪ 2017 TCJA reversed the Grecian ruling
▪ New Section 864(c)(8) gain or loss from sale of a partnership 

interest is ECI to the extent that all or a portion of the gain would 
be ECI if the partnership sold all its assets

▪ New Section 1446(f)(1) requires the purchasing partner to 
withhold 10% tax on amount realized on sale that would be ECI 
under Section 864(c)(8), unless the selling partner certifies that it 
is not a foreign person

▪ New Section 1446(f)(4) requires the partnership to withhold from 
distributions to the purchasing partner if the above withholding 
requirement is not satisfied
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Publicly Traded Partnerships
▪ PTP complexities
▪ Notice 2018-08 granted temporary relief from the 10% 

withholding requirement but not from the applicability of Section 
864(c)(8)

▪ November 2020 Final Regulations: 
› Withholding to start in 2020
› Brokers, including a clearing organization, required to 

withhold if affecting a transfer
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Takeaways
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Takeaways
▪ Section 751(a) vs. Section 751(b)
▪ Asset valuations on partnership disposition
▪ Watch for scenarios where partner ends up with ordinary income 

and capital loss (i.e. Section 751 gain exceeds gain on partnership 
interest disposition)

▪ IRS has a compliance campaign in place for Section 751 reporting
▪ Preferential capital gains rate vs. ordinary income rate
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Thank you!
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