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the partner’s smallest percentage in-
terest under the terms of the partner-
ship agreement in any material item of 
partnership income or gain that may 
be realized by the partnership in the 
three-year period beginning with such 
taxable year. This provision is merely 
intended to provide taxpayers with a 
safe harbor and is not intended to pre-
clude a taxpayer from using a different 
percentage under the rules of para-
graph (b)(2)(i) of this section. 

(iii) Tiered partnerships. In the case of 
tiered partnerships, the upper-tier 
partnership must take into account its 
share of the net cash flow from oper-
ations of the lower-tier partnership ap-
plying principles similar to those de-
scribed in paragraph (b)(2)(i) of this 
section, so that the amount of the 
upper-tier partnership’s operating cash 
flow distributions is neither overstated 
nor understated. 

(c) Accumulation of guaranteed pay-
ments, preferred returns, and operating 
cash flow distributions. Guaranteed pay-
ments for capital, preferred returns, 
and operating cash flow distributions 
presumed not to be part of a sale under 
the rules of paragraphs (a) and (b) of 
this section do not lose the benefit of 
the presumption by reason of being re-
tained for distribution in a later year. 

(d) Exception for reimbursements of pre-
formation expenditures. A transfer of 
money or other consideration by the 
partnership to a partner is not treated 
as part of a sale of property by the 
partner to the partnership under 
§ 1.707–3(a) (relating to treatment of 
transfers as a sale) to the extent that 
the transfer to the partner by the part-
nership is made to reimburse the part-
ner for, and does not exceed the 
amount of, capital expenditures that— 

(1) Are incurred during the two-year 
period preceding the transfer by the 
partner to the partnership; and 

(2) Are incurred by the partner with 
respect to— 

(i) Partnership organization and syn-
dication costs described in section 709; 
or 

(ii) Property contributed to the part-
nership by the partner, but only to the 
extent the reimbursed capital expendi-
tures do not exceed 20 percent of the 
fair market value of such property at 
the time of the contribution. However, 

the 20 percent of fair market value lim-
itation of this paragraph (d)(2)(ii) does 
not apply if the fair market value of 
the contributed property does not ex-
ceed 120 percent of the partner’s ad-
justed basis in the contributed prop-
erty at the time of contribution. 

(e) Other exceptions. The Commis-
sioner may provide by guidance pub-
lished in the Internal Revenue Bulletin 
that other payments or transfers to a 
partner are not treated as part of a sale 
for purposes of section 707(a)(2) and the 
regulations thereunder. 

[T.D. 8439, 57 FR 44981, Sept. 30, 1992; 57 FR 
56444, Nov. 30, 1992] 

§ 1.707–5 Disguised sales of property to 
partnership; special rules relating 
to liabilities. 

(a) Liability assumed or taken subject to 
by partnership—(1) In general. For pur-
poses of this section and §§ 1.707–3 and 
1.707–4, if a partnership assumes or 
takes property subject to a qualified li-
ability (as defined in paragraph (a)(6) 
of this section) of a partner, the part-
nership is treated as transferring con-
sideration to the partner only to the 
extent provided in paragraph (a)(5) of 
this section. By contrast, if the part-
nership assumes or takes property sub-
ject to a liability of the partner other 
than a qualified liability, the partner-
ship is treated as transferring consider-
ation to the partner to the extent that 
the amount of the liability exceeds the 
partner’s share of that liability imme-
diately after the partnership assumes 
or takes subject to the liability as pro-
vided in paragraphs (a) (2), (3) and (4) of 
this section. 

(2) Partner’s share of liability. A part-
ner’s share of any liability of the part-
nership is determined under the fol-
lowing rules: 

(i) Recourse liability. A partner’s share 
of a recourse liability of the partner-
ship equals the partner’s share of the 
liability under the rules of section 752 
and the regulations thereunder. A part-
nership liability is a recourse liability 
to the extent that the obligation is a 
recourse liability under § 1.752–1(a)(1) or 
would be treated as a recourse liability 
under that section if it were treated as 
a partnership liability for purposes of 
that section. 
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(ii) Nonrecourse liability. A partner’s 
share of a nonrecourse liability of the 
partnership is determined by applying 
the same percentage used to determine 
the partner’s share of the excess non-
recourse liability under § 1.752–3(a)(3). A 
partnership liability is a nonrecourse 
liability of the partnership to the ex-
tent that the obligation is a non-
recourse liability under § 1.752–1(a)(2) or 
would be a nonrecourse liability of the 
partnership under § 1.752–1(a)(2) if it 
were treated as a partnership liability 
for purposes of that section. 

(3) Reduction of partner’s share of li-
ability. For purposes of this section, a 
partner’s share of a liability, imme-
diately after a partnership assumes or 
takes subject to the liability, is deter-
mined by taking into account a subse-
quent reduction in the partner’s share 
if— 

(i) At the time that the partnership 
assumes or takes subject to a liability, 
it is anticipated that the transferring 
partner’s share of the liability will be 
subsequently reduced; and 

(ii) The reduction of the partner’s 
share of the liability is part of a plan 
that has as one of its principal pur-
poses minimizing the extent to which 
the assumption of or taking subject to 
the liability is treated as part of a sale 
under § 1.707–3. 

(4) Special rule applicable to transfers 
of encumbered property to a partnership 
by more than one partner pursuant to a 
plan. For purposes of paragraph (a)(1) 
of this section, if the partnership as-
sumes or takes property or properties 
subject to the liabilities of more than 
one partner pursuant to a plan, a part-
ner’s share of the liabilities assumed or 
taken subject to by the partnership 
pursuant to that plan immediately 
after the transfers equals the sum of 
that partner’s shares of the liabilities 
(other than that partner’s qualified li-
abilities, as defined in paragraph (a)(6) 
of this section) assumed or taken sub-
ject to by the partnership pursuant to 
the plan. This paragraph (a)(4) does not 
apply to any liability assumed or taken 
subject to by the partnership with a 
principal purpose of reducing the ex-
tent to which any other liability as-
sumed or taken subject to by the part-
nership is treated as a transfer of con-

sideration under paragraph (a)(1) of 
this section. 

(5) Special rule applicable to qualified 
liabilities. (i) If a transfer of property by 
a partner to a partnership is not other-
wise treated as part of a sale, the part-
nership’s assumption of or taking sub-
ject to a qualified liability in connec-
tion with a transfer of property is not 
treated as part of a sale. If a transfer of 
property by a partner to the partner-
ship is treated as part of a sale without 
regard to the partnership’s assumption 
of or taking subject to a qualified li-
ability (as defined in paragraph (a)(6) 
of this section) in connection with the 
transfer of property, the partnership’s 
assumption of or taking subject to that 
liability is treated as a transfer of con-
sideration made pursuant to a sale of 
such property to the partnership only 
to the extent of the lesser of— 

(A) The amount of consideration that 
the partnership would be treated as 
transferring to the partner under para-
graph (a)(1) of this section if the liabil-
ity were not a qualified liability; or 

(B) The amount obtained by multi-
plying the amount of the qualified li-
ability by the partner’s net equity per-
centage with respect to that property. 

(ii) A partner’s net equity percentage 
with respect to an item of property 
equals the percentage determined by 
dividing— 

(A) The aggregate transfers of money 
or other consideration to the partner 
by the partnership (other than any 
transfer described in this paragraph 
(a)(5)) that are treated as proceeds re-
alized from the sale of the transferred 
property; by 

(B) The excess of the fair market 
value of the property at the time it is 
transferred to the partnership over any 
qualified liability encumbering the 
property or, in the case of any qualified 
liability described in paragraph (a)(6)(i) 
(C) or (D) of this section, that is prop-
erly allocable to the property. 

(6) Qualified liability of a partner de-
fined. A liability assumed or taken sub-
ject to by a partnership in connection 
with a transfer of property to the part-
nership by a partner is qualified liabil-
ity of the partner only to the extend— 

(i) The liability is— 
(A) A liability that was incurred by 

the partner more than two years prior 
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to the earlier of the date the partner 
agrees in writing to transfers the prop-
erty or the date the partner transfers 
the property to the partnership and 
that has encumbered the transferred 
property throughout that two-year pe-
riod; 

(B) A liability that was not incurred 
in anticipation of the transfer of the 
property to a partnership, buy that was 
incurred by the partner within the two- 
year period prior to the earlier of the 
date the partner agrees in writing to 
transfer the property or the date the 
partner transfers the property to the 
partnership and that has encumbered 
the transferred property since it was 
incurred (see paragraph (a)(7) of this 
section for further rules regarding a li-
ability incurred within two years of a 
property transfer or of a written agree-
ment to transfer); 

(C) A liability that is allocable under 
the rules of § 1.163–8T to capital expend-
itures with respect to the property; or 

(D) A liability that was incurred in 
the ordinary course of the trade or 
business in which property transferred 
to the partnership was used or held but 
only if all the assets related to that 
trade or business are transferred other 
than assets that are not material to a 
continuation of the trade or business; 
and 

(ii) If the liability is a recourse li-
ability, the amount of the liability 
does not exceed the fair market value 
of the transferred property (less the 
amount of any other liabilities that are 
senior in priority and that either en-
cumber such property or are liabilities 
described in paragraph (a)(6)(i) (C) or 
(D) of this section) at the time of the 
transfer. 

(7) Liability incurred within two years 
of transfer presumed to be in anticipation 
of the transfer—(i) In general. For pur-
poses of this section, if within a two- 
year period a partner incurs a liability 
(other than a liability described in 
paragraph (a)(6)(i) (C) or (D) of this sec-
tion) and transfers property to a part-
nership or agrees in writing to transfer 
the property, and in connection with 
the transfer the partnership assumes or 
takes the property subject to the li-
ability, the liability is presumed to be 
incurred in anticipation of the transfer 
unless the facts and circumstances 

clearly establish that the liability was 
not incurred in anticipation of the 
transfer. 

(ii) Disclosure of transfers of property 
subject to liabilities incurred within two 
years of the transfer. If a partner treats 
a liability assumed or taken subject to 
by a partnership as a qualified liability 
under paragraph (a)(6)(i)(B) of this sec-
tion, such treatment is to be disclosed 
to the Internal Revenue Service in ac-
cordance with § 1.707–8. 

(b) Treatment of debt-financed transfers 
of consideration by partnerships—(1) In 
general. For purposes of § 1.707–3, if a 
partner transfers property to a part-
nership, and the partnership incurs a 
liability and all or a portion of the pro-
ceeds of that liability are allocable 
under § 1.163–8T to a transfer of money 
or other consideration to the partner 
made within 90 days of incurring the li-
ability, the transfer of money or other 
consideration to the partner is taken 
into account only to the extent that 
the amount of money or the fair mar-
ket value of the other consideration 
transferred exceeds that partner’s allo-
cable share of the partnership liability. 

(2) Partner’s allocable share of liabil-
ity—(i) In general. A partner’s allocable 
share of a partnership liability for pur-
poses of paragraph (b)(1) of this section 
equals the amount obtained by multi-
plying the partner’s share of the liabil-
ity as described in paragraph (a)(2) of 
this section by the fraction determined 
by dividing— 

(A) The portion of the liability that 
is allocable under § 1.163–8T to the 
money or other property transferred to 
the partner; by 

(B) The total amount of the liability. 
(ii) Debt-financed transfers made pur-

suant to a plan—(A) In general. Except 
as provided in paragraph (b)(2)(iii) of 
this section, if a partnership transfers 
to more than one partner pursuant to a 
plan all or a portion of the proceeds of 
one or more partnership liabilities, 
paragraph (b)(1) of this section is ap-
plied by treating all of the liabilities 
incurred pursuant to the plan as one li-
ability, and each partner’s allocable 
share of those liabilities equals the 
amount obtained by multiplying the 
sum of the partner’s shares of each of 
the respective liabilities (as defined in 
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paragraph (a)(2) of this section) by the 
fraction obtained by dividing— 

(1) The portion of those liabilities 
that is allocable under § 1.163–8T to the 
money or other consideration trans-
ferred to the partners pursuant to the 
plan; by 

(2) The total amount of those liabil-
ities. 

(B) Special rule. Paragraph 
(b)(2)(ii)(A) of this section does not 
apply to any transfer of money or 
other property to a partner that is 
made with a principal purpose of reduc-
ing the extent to which any transfer is 
taken into account under paragraph 
(b)(1) of this section. 

(iii) Reduction of partner’s share of li-
ability. For purposes of paragraph (b)(2) 
of this section, a partner’s share of a li-
ability, immediately after the partner-
ship assumes or takes subject to the li-
ability, is determined by taking into 
account a subsequent reduction in the 
partner’s share if— 

(A) It is anticipated that the part-
ner’s share of the liability that is allo-
cable to a transfer of money or other 
consideration to the partner will be re-
duced subsequent to the transfer; and 

(B) The reduction of the partner’s 
share of the liability is part of a plan 
that has as one of its principal pur-
poses minimizing the extent to which 
the partnership’s distribution of the 
proceeds of the borrowing is treated as 
part of a sale. 

(c) Refinancings. To the extent that 
the proceeds of a partner or partner-
ship liability (the refinancing debt) are 
allocable under the rules of § 1.163–8T to 
payments discharging all or part of any 
other liability of that partner or of the 
partnership, as the case may be, the re-
financing debt is treated as the other 
liability for purposes of applying the 
rules of this section. 

(d) Share of liability where assumption 
accompanied by transfer of money. For 
purposes of §§ 1.707–3 through 1.707–5, if 
pursuant to a plan a partner pays or 
contributes money to the partnership 
and the partnership assumes or takes 
subject to one or more liabilities (other 
than qualified liabilities) of the part-
ner, the amount of those liabilities 
that the partnership is treated as as-
suming or taking subject to is reduced 

(but not below zero) by the money 
transferred. 

(e) Tiered partnerships and other re-
lated persons. If a lower-tier partnership 
succeeds to a liability of an upper-tier 
partnership, the liability in the lower- 
tier partnership retains the character-
ization as qualified or nonqualified 
that it had under these rules in the 
upper-tier partnership. A similar rule 
applies to other related party trans-
actions involving liabilities to the ex-
tent provided by guidance published in 
the Internal Revenue Bulletin. 

(f) Examples. The following examples 
illustrate the application of this sec-
tion. 

Example 1. Partnership’s assumption of 
nonrecourse liability encumbering trans-
ferred property. (i) A and B form partnership 
AB, which will engage in renting office 
space. A transfers $500,000 in cash to the 
partnership, and B transfers an office build-
ing to the partnership. At the time it is 
transferred to the partnership, the office 
building has a fair market value of $1,000,000, 
an adjusted basis of $400,000, and is encum-
bered by a $500,000 liability, which B incurred 
12 months earlier to finance the acquisition 
of other property. No facts rebut the pre-
sumption that the liability was incurred in 
anticipation of the transfer of the property 
to the partnership. Assume that this liabil-
ity is a nonrecourse liability of the partner-
ship within the meaning of section 752 and 
the regulations thereunder. The partnership 
agreement provides that partnership items 
will be allocated equally between A and B, 
including excess nonrecourse deductions 
under § 1.752–3(a)(3). The partnership agree-
ment complies with the requirements of 
§ 1.704–1(b)(2)(ii)(b). 

(ii) The nonrecourse liability secured by 
the office building is not a qualified liability 
within the meaning of paragraph (a)(6) of 
this section. B would be allocated 50 percent 
of the excess nonrecourse liability under the 
partnership agreement. Accordingly, imme-
diately after the partnership’s assumption of 
that liability, B’s share of the liability 
equals $250,000, which is equal to B’s 50 per-
cent share of the excess nonrecourse liability 
of the partnership as determined in accord-
ance with B’s share of partnership profits 
under § 1.752–3(a)(3). 

(iii) The partnership’s taking subject to 
the liability encumbering the office building 
is treated as a transfer of $250,000 of consid-
eration to B (the amount by which the liabil-
ity ($500,000) exceeds B’s share of that liabil-
ity immediately after taking subject to 
$250,000)). B is treated as having sold $250,000 
of the fair market value of the office build-
ing to the partnership in exchange for the 

VerDate Mar<15>2010 10:38 May 11, 2010 Jkt 220091 PO 00000 Frm 00577 Fmt 8010 Sfmt 8010 Y:\SGML\220091.XXX 220091w
w

oo
ds

2 
on

 D
S

K
1D

X
X

6B
1P

R
O

D
 w

ith
 C

F
R



568 

26 CFR Ch. I (4–1–10 Edition) § 1.707–5 

partnership’s taking subject to a $250,000 li-
ability. This results in a gain of $150,000 
($250,000 minus ($250,000/$1,000,000 multiplied 
by $400,000)). 

Example 2. Partnership’s assumption of re-
course liability encumbering transferred prop-
erty. (i) C transfers property Y to a partner-
ship. At the time of its transfer to the part-
nership, property Y has a fair market value 
of $10,000,000 and is subject to an $8,000,000 li-
ability that C incurred, immediately before 
transferring property Y to the partnership, 
in order to finance other expenditures. Upon 
the transfer of property Y to the partnership, 
the partnership assumed the liability encum-
bering that property. The partnership as-
sumed this liability solely to acquire prop-
erty Y. Under section 752 and the regulations 
thereunder, immediately after the partner-
ship’s assumption of the liability encum-
bering property Y, the liability is a recourse 
liability of the partnership and C’s share of 
that liability is $7,000,000. 

(ii) Under the facts of this example, the li-
ability encumbering property Y is not a 
qualified liability. 

Accordingly, the partnership’s assumption 
of the liability results in a transfer of con-
sideration to C in connection with C’s trans-
fer of property Y to the partnership in the 
amount of $1,000,000 (the excess of the liabil-
ity assumed by the partnership ($8,000,000) 
over C’s share of the liability immediately 
after the assumption ($7,000,000)). See para-
graphs (a) (1) and (2) of this section. 

Example 3. Subsequent reduction of transfer-
ring partner’s share of liability. (i) The facts 
are the same as in Example 2. In addition, 
property Y is a fully leased office building, 
the rental income from property Y is suffi-
cient to meet debt service, and the remain-
ing term of the liability is ten years. It is an-
ticipated that, three years after the partner-
ship’s assumption of the liability, C’s share 
of the liability under section 752 will be re-
duced to zero because of a shift in the alloca-
tion of partnership losses pursuant to the 
terms of the partnership agreement. Under 
the partnership agreement, this shift in the 
allocation of partnership losses is dependent 
solely on the passage of time. 

(ii) Under paragraph (a)(3) of this section, 
if the reduction in C’s share of the liability 
was anticipated at the time of C’s transfer, 
and the reduction was part of a plan that has 
as one of its principal purposes minimizing 
the extent of sale treatment under § 1.707–3 
(i.e., a principal purpose of allocating a large 
percentage of losses to C in the first three 
years when losses were not likely to be real-
ized was to minimize the extent to which C’s 
transfer would be treated as part of a sale), 
C’s share of the liability immediately after 
the assumption is treated as equal to C’s re-
duced share. 

Example 4. Trade payables as qualified liabil-
ities. (i) D and E form partnership DE which 

will engage in a consulting business that re-
quires no overhead and minimal cash on 
hand for daily operating expenses. Pre-
viously, D and E, as individual sole propri-
etors, operated separate consulting busi-
nesses. D and E each transfer to the partner-
ship sufficient cash to cover daily operating 
expenses together with the goodwill and 
trade payables related to each sole propri-
etorship. Due to uncertainty over the collec-
tion rate on the trade receivables related to 
their sole proprietorships, D and E agree 
that none of the trade receivables will be 
transferred to the partnership. 

(ii) Under the facts of this example, all the 
assets related to the consulting business 
(other than the trade receivables) together 
with the trade payables were transferred to 
partnership DE. The trade receivables re-
tained by D and E are not material to a con-
tinuation of the trade or business by the 
partnership because D and E contributed suf-
ficient cash to cover daily operating ex-
penses. Accordingly, the trade payables 
transferred to the partnership constitute 
qualified liability under paragraph (a)(6) of 
this section. 

Example 5. Partnership’s assumption of a 
qualified liability as sole consideration. (i) F 
transfers property Z to a partnership. At the 
time of its transfer to the partnership, prop-
erty Z has a fair market value of $165,000 and 
an adjusted tax basis of $75,000. Also, at the 
time of the transfer, property Z is subject to 
a $75,000 liability that F incurred more than 
two years before transferring property Z to 
the partnership. The liability has been se-
cured by property Z since it was incurred by 
F. Upon the transfer of property Z to the 
partnership, the partnership assumed the li-
ability encumbering that property. The part-
nership made no other transfers to F in con-
sideration for the transfer of property Z to 
the partnership. Assume that, under section 
752 and the regulations thereunder, imme-
diately after the partnership’s assumption of 
the liability encumbering property Z, the li-
ability is a recourse liability of the partner-
ship and F’s share of that liability is $25,000. 

(ii) The $75,000 liability secured by prop-
erty Z is a qualified liability of F because F 
incurred the liability more than two years 
prior to the assumption of the liability by 
the partnership and the liability has encum-
bered property Z for more than two years 
prior to that assumption. See paragraph 
(a)(6) of this section. Therefore, since no 
other transfer to F was made as consider-
ation for the transfer of property Z, under 
paragraph (a)(5) of this section, the partner-
ship’s assumption of the qualified liability of 
F encumbering property Z is not treated as 
part of a sale. 

Example 6. Partnership’s assumption of a 
qualified liability in addition to other consider-
ation. (i) The facts are the same as in Exam-
ple 5, except that the partnership makes a 
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transfer to D of $30,000 in money that is con-
sideration for F’s transfer of property Z to 
the partnership under § 1.707–3. 

(ii) As in Example 5, the $75,000 liability se-
cured by property Z is a qualified liability of 
F. Since the partnership transferred $30,000 
to F in addition to assuming the qualified li-
ability under paragraph (a)(5) of this section, 
the partnership’s assumption of this quali-
fied liability is treated as a transfer of addi-
tional consideration to F to the extent of the 
lesser of— 

(A) The amount that the partnership would 
be treated as transferring to F if the liability 
were not a qualified liability ($50,000 (i.e., the 
excess of the $75,000 qualified liability over 
F’s $25,000 share of that liability)); or 

(B) The amount obtained by multiplying 
the qualified liability ($75,000) by F’s net eq-
uity percentage with respect to property Z 
(one-third). 

(iii) F’s net equity percentage with respect 
to property Z equals the fraction determined 
by dividing— 

(A) The aggregate amount of money or 
other consideration (other than the qualified 
liability) transferred to F and treated as part 
of a sale of property Z under § 1.707–3(a) 
($30,000 transfer of money); by 

(B) F’s net equity in property Z ($90,000 
(i.e., the excess of the $165,000 fair market 
value over the $75,000 qualified liability)). 

(iv) Accordingly, the partnership’s assump-
tion of the qualified liability of F encum-
bering property Z is treated as a transfer of 
$25,000 (one-third of $75,000) of consideration 
to F pursuant to a sale. Therefore, F is treat-
ed as having sold $55,000 of the fair market 
value of property Z to the partnership in ex-
change for $30,000 in money and the partner-
ship’s assumption of $25,000 of the qualified 
liability. Accordingly, F must recognize 
$30,000 of gain on the sale (the excess of the 
$55,000 amount realized over $25,000 of F’s ad-
justed basis for property, Z (i.e., one-third of 
F’s adjusted basis for the property, because 
F is treated as having sold one-third of the 
property to the partnership)). 

Example 7. Partnership’s assumptions of li-
abilities encumbering properties transferred pur-
suant to a plan. (i) Pursuant to a plan, G and 
H transfer property 1 and property 2, respec-
tively, to an existing partnership in ex-
change for interests in the partnership. At 
the time the properties are transferred to 
the partnership, property 1 has a fair market 
value of $10,000 and an adjusted tax basis of 
$6,000, and property 2 has a fair market value 
of $10,000 and an adjusted tax basis of $4,000. 
At the time properties 1 and 2 are trans-
ferred to the partnership, a $6,000 non-
recourse liability (liability 1) is secured by 
property 1 and a $7,000 recourse liability of F 
(liability 2) is secured by property 2. Prop-
erties 1 and 2 are transferred to the partner-
ship, and the partnership takes subject to li-
ability 1 and assumes liability 2. G and H in-

curred liabilities 1 and 2 immediately prior 
to transferring properties 1 and 2 to the part-
nership and used the proceeds for personal 
expenditures. The liabilities are not quali-
fied liabilities. Assume that G and H are 
each allocated $2,000 of liability 1 in accord-
ance with § 1.707–5(a)(2)(ii) (which determines 
a partner’s share of a nonrecourse liability). 
Assume further that G’s share of liability 2 
is $3,500 and H’s share is $0 in accordance 
with § 1.707–5(a)(2)(i) (which determines a 
partner’s share of a recourse liability). 

(ii) G and H transferred properties 1 and 2 
to the partnership pursuant to a plan. Ac-
cordingly, the partnership’s taking subject 
to liability 1 is treated as a transfer of only 
$500 of consideration to G, (the amount by 
which liability 1 ($6,000) exceeds G’s share of 
liabilities 1 and 2 ($5,500)), and the partner-
ship’s assumption of liability 2 is treated as 
a transfer of only $5,000 of consideration to H 
(the amount by which liability 2 ($7,000) ex-
ceeds H’s share of liabilities 1 and 2 ($2,000)). 
G is treated under the rule in § 1.707–3 as hav-
ing sold $500 of the fair market value of prop-
erty 1 in exchange for the partnership’s tak-
ing subject to liability 1 and H is treated as 
having sold $5,000 of the fair market value of 
property 2 in exchange for the assumption of 
liability 2. 

Example 8. Partnership’s assumption of liabil-
ity pursuant to a plan to avoid sale treatment of 
partnership assumption of another liability. (i) 
The facts are the same as in Example 7, ex-
cept that— 

(A) H transferred the proceeds of liability 2 
to the partnership; and 

(B) H incurred liability 2 in an attempt to 
reduce the extent to which the partnership’s 
taking subject to liability 1 would be treated 
as a transfer of consideration to G (and 
thereby reduce the portion of G’s transfer of 
property 1 to the partnership that would be 
treated as part of a sale). 

(ii) Because the partnership assumed li-
ability 2 with a principal purpose of reducing 
the extent to which the partnership’s taking 
subject to liability 1 would be treated as a 
transfer of consideration to G, liability 2 is 
ignored in applying paragraph (a)(3) of this 
section. Accordingly, the partnership’s tak-
ing subject to liability 1 is treated as a 
transfer of $4,000 of consideration to G (the 
amount by which liability 1 ($6,000) exceeds 
G’s share of liability 1 ($2,000)). On the other 
hand, the partnership’s assumption of liabil-
ity 2 is not treated as a transfer of any con-
sideration to H because H’s share of that li-
ability equals $7,000 as a result of H’s trans-
fer of $7,000 in money to the partnership. 

Example 9. Partnership’s assumptions of 
qualified liabilities encumbering properties 
transferred pursuant to a plan in addition to 
other consideration. (i) Pursuant to a plan, I 
transfers property 1 and J transfers property 
2 plus $10,000 in cash to partnership IJ in ex-
change for equal interests in the partnership. 
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At the time the properties are transferred to 
the partnership, property 1 has a fair market 
value of $100,000, an adjusted tax basis of 
$5,000, and is encumbered by a qualified li-
ability of $50,000 (liability 1). Property 2 has a 
fair market value of $100,000, an adjusted tax 
basis of $5,000, and is encumbered by a quali-
fied liability of $70,000 (liability 2). Pursuant 
to the plan, the partnership transferred to I 
$10,000 in cash. That amount is consideration 
for I’s transfer of property 1 to the partner-
ship under § 1.707–3. In accordance with 
§ 1.707–5(a)(2), I and J are each allocated 
$25,000 of liability 1 and $35,000 of liability 2. 

(ii) Because the partnership transferred 
$10,000 to I as consideration for the transfer 
of property, under § 1.707–5(a)(5), the partner-
ship’s assumption of liability 1 is treated as 
a transfer of additional consideration to I, 
even though liability 1 is a qualified liabil-
ity, to the extent of the lesser of— 

(A) The amount that the partnership would 
be treated as transferring to I if the liability 
were not a qualified liability; or 

(B) The amount obtained by multiplying 
the qualified liability by I’s net equity per-
centage with respect to property 1. 

(iii) Because I and J transferred properties 
1 and 2 to the partnership pursuant to a plan, 
treating I’s qualified liability as a non-
qualified liability under § 1.707–5(a)(5)(i)(A) 
enables I to apply the special rule applicable 
to transfers of encumbered property to a 
partnership by more than one partner pursu-
ant to a plan under § 1.707–5(a)(4). Under this 
alternative test, the partnership’s assump-
tion of liability 1 encumbering property 1 is 
treated as a transfer of zero ($0) additional 
consideration to I pursuant to a sale. This is 
because the amount of liability 1 ($50,000) 
does not exceed the sum of I’s share of liabil-
ity 1 treated as a nonqualified liability 
($25,000) and I’s share of liability 2 ($35,000)). 

(iv) The alternative under § 1.707– 
5(a)(5)(i)(B) is the amount obtained by multi-
plying the qualified liability ($50,000) by I’s 
net equity percentage with respect to prop-
erty 1. I’s net equity percentage with respect 
to property 1 equals one-fifth, the fraction 
determined by dividing— 

(A) The aggregate amount of money or 
other consideration (other than the qualified 
liability) transferred to I and treated as part 
of a sale of property 1 under § 1.707–3(a) (the 
$10,000 transfer of money; by 

(B) I’s net equity in property 1 ($50,000 i.e., 
the excess of the $100,000 fair market value 
over the $50,000 qualified liability). 

(v) Under this alternative test, the part-
nership’s assumption of the qualified liabil-
ity encumbering property 1 is treated as a 
transfer of $10,000 (one-fifth of the $50,000 
qualified liability) of additional consider-
ation to I pursuant to a sale. 

(vi) Applying § 1.707–5(a)(5) to these facts, 
the partnership’s assumption of liability 1 is 

treated as a transfer of additional consider-
ation to I to the extent of the lesser of— 

(A) zero; or 
(B) $10,000. 
(vii) Therefore, the partnership’s assump-

tion of I’s qualified liability encumbering 
property 1 is not treated as a transfer of any 
additional consideration to I pursuant to a 
sale, and I is treated as having only received 
$10,000 of the fair market value of property 1 
to the partnership in exchange for $10,000 in 
cash. Accordingly, I must recognize $9,500 of 
gain on the sale, that is, the excess of the 
$10,000 amount realized over $500 of I’s ad-
justed tax basis for property 1 (one-tenth of 
I’s adjusted tax basis for the property, be-
cause I is treated as having sold one-tenth of 
the property to the partnership). Since no 
other transfer to J was made as consider-
ation for the transfer of property 2, the part-
nership’s assumption of the qualified liabil-
ity of J encumbering property 2 is not treat-
ed as part of a sale. 

Example 10. Treatment of debt-financed trans-
fers of consideration by partnership. (i) K 
transfers property Z to partnership KL in ex-
change for an interest therein on April 9, 
1992. On September 13, 1992, the partnership 
incurs a liability of $20,000. On November 17, 
1992, the partnership transfers $20,000 to K, 
and $10,000 of this transfer is allocable under 
the rules of § 1.163–8T to proceeds of the part-
nership liability incurred on September 13, 
1992. The remaining $10,000 is paid from other 
partnership funds. Assume that, under sec-
tion 752 and the corresponding regulations, 
the $20,000 liability incurred on September 
13, 1992, is a recourse liability of the partner-
ship and K’s share of that liability is $10,000 
on November 17, 1992. 

(ii) Because a portion of the transfer made 
to K on November 17, 1992, is allocable under 
§ 1.163–8T to proceeds of a partnership liabil-
ity that was incurred by the partnership 
within 90 days of that transfer, K is required 
to take the transfer into account in applying 
the rules of this section and § 1.707–3 only to 
the extent that the amount of the transfer 
exceeds K’s allocable share of the liability 
used to fund the transfer. K’s allocable share 
of the $20,000 liability used to fund $10,000 of 
the transfer to K is $5,000 (K’s share of the li-
ability ($10,000) multiplied by the fraction 
obtained by dividing— 

(A) The amount of the liability that is al-
locable to the distribution to K ($10,000); by 

(B) The total amount of such liability 
($20,000)). 

(iii) Therefore, K is required to take into 
account only $15,000 of the $20,000 partner-
ship transfer to K for purposes of this section 
and § 1.707–3. Under these facts, assuming the 
within-two-year presumption is not rebut-
ted, this $15,000 transfer will be treated 
under the rule in § 1.707–3 as part of a sale by 
K of property Z to the partnership. 
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Example 11. Borrowing against pool of receiv-
ables. (i) M generates receivables which have 
an adjusted basis of zero in the ordinary 
course of its business. For M to use receiv-
ables as security for a loan, a commercial 
lender requires M to transfer the receivables 
to a partnership in which M has a 90 percent 
interest. In January, 1992, M transfers to the 
partnership receivables with a face value of 
$100,000. N (who is not related to M) transfers 
$10,000 cash to the partnership in exchange 
for a 10 percent interest. The partnership 
borrows $80,000, secured by the receivables, 
and makes a distribution of $72,000 of the 
proceeds to M and $8,000 of the proceeds to N 
within 90 days of incurring the liability. M’s 
share of the liability under § 1.707–5(a)(2) is 
$72,000 (90 percent×$80,000). 

(ii) Because the transfer of the loan pro-
ceeds to M is allocable under § 1.163–8T to 
proceeds of a partnership loan that was in-
curred by the partnership within 90 days of 
that transfer, M is required to take the 
transfer into account in applying the rules of 
this section and § 1.707–3 only to the extent 
that the amount of the transfer ($72,000) ex-
ceeds M’s allocable share of the liability 
used to fund the transfer. Because the dis-
tribution was a debt-financed transfer pursu-
ant to a plan, M’s allocable share of the li-
ability is $72,000 ($72,000×$80,000/80,000) under 
§ 1.707–5(b)(2)(ii). Therefore, M is not required 
to take into account any of the loan pro-
ceeds for purposes of this section and § 1.707– 
3. 

(iii) When the receivables are collected, M 
must be allocated the gain on the contrib-
uted receivables under section 704(c). How-
ever, the lender permits the partnership to 
distribute cash to the partners only to the 
extent of the value of new receivables con-
tributed to the partnership. In 1993, M con-
tributes additional receivables and receives a 
distribution of cash. The taxable income rec-
ognized by the partnership on the receivables 
is taxable income of the partnership arising 
in the ordinary course of the partnership’s 
activities. To the extent the distribution 
does not exceed 90 percent (M’s percentage 
interest in overall partnership profits) of the 
partnership’s operating cash flow under 
§ 1.707–4(b), the distribution to M is presumed 
not to be a part of a sale of receivables by M 
to the partnership, and the presumption is 
not rebutted under these facts. 

[T.D. 8439, 57 FR 44983, Sept. 30, 1992] 

§ 1.707–6 Disguised sales of property 
by partnership to partner; general 
rules. 

(a) In general. Rules similar to those 
provided in § 1.707–3 apply in deter-
mining whether a transfer of property 
by a partnership to a partner and one 
or more transfers of money or other 

consideration by that partner to the 
partnership are treated as a sale of 
property, in whole or in part, to the 
partner. 

(b) Special rules relating to liabilities— 
(1) In general. Rules similar to those 
provided in § 1.707–5 apply to determine 
the extent to which an assumption of 
or taking subject to a liability by a 
partner, in connection with a transfer 
of property by a partnership, is consid-
ered part of a sale. Accordingly, if a 
partner assumes or takes property sub-
ject to a qualified liability (as defined 
in paragraph (b)(2) of this section) of a 
partnership, the partner is treated as 
transferring consideration to the part-
nership only to the extent provided in 
paragraph (b). If the partner assumes 
or takes subject to a liability that is 
not a qualified liability, the amount 
treated as consideration transferred to 
the partnership is the amount that the 
liability assumed or taken subject to 
by the partner exceeds the partner’s 
share of that liability (determined 
under the rules of § 1.707–5(a)(2)) imme-
diately before the transfer. Similar to 
the rules provided in § 1.707–5(a)(4), if 
more than one partner assumes or 
takes subject to a liability pursuant to 
a plan, the amount that is treated as a 
transfer of consideration by each part-
ner is the amount by which all of the 
liabilities (other than qualified liabil-
ities) assumed or taken subject to by 
the partner pursuant to the plan ex-
ceed the partner’s share of all of those 
liabilities immediately before the as-
sumption or taking subject to. This 
paragraph (b)(1) does not apply to any 
liability assumed or taken subject to 
by a partner with a principal purpose 
of reducing the extent to which any 
other liability assumed or taken sub-
ject to by a partner is treated as a 
transfer of consideration under this 
paragraph (b). 

(2) Qualified liabilities. (i) If a transfer 
of property by a partnership to a part-
ner is not otherwise treated as part of 
a sale, the partner’s assumption of or 
taking subject to a qualified liability is 
not treated as part of a sale. If a trans-
fer of property by a partnership to the 
partner is treated as part of a sale 
without regard to the partner’s as-
sumption of or taking subject to a 
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