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The Service has chosen to use the format of
a Revenue Ruling to analyze how a multi-
year Section 1031 exchange affects a part-
nership that relinquishes encumbered prop-
erty in year 1 and acquires encumbered
replacement property in year 2. The impor-
tation of the Section 1031 rules into Sub-
chapter K appears to have no precedent,
and may produce unpleasant results where
the replacement liabilities are less than the

debt on the relinquished property.
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MUTLTI-YEAR DEFERRED
LIKE-KIND EXCHANGES
BY PARTNERSHIPS—IS
THE NEW REV. RUL.

A TROJAN HORSE?

BY RICHARD M. LIPTON

One of the unique features of

like-kind exchanges is that a de-

ferred exchange can straddle two
tax years, because a taxpayer is given 180
days to acquire replacement properties.
This potential deferral has given rise to
several questions, including the treatment
of liabilities by a partnership that engages
in a deferred like-kind exchange that
crosses tax years.

The IRS recently provided guidance for
such partnerships in Rev. Rul. 2003-56,
2003-23 IRB 985. The results generally are
favorable, although the reasoning underly-
ing the Ruling appears somewhat opaque.
The results can be downright disadvanta-
geous, however, for partners in a partner-
ship that does not incur liabilities on the
replacement property equal to the liabilj-
ties associated with the relinquished prop-
erty. Indeed, the Ruling may best be char-
acterized as a gift horse that looks more
and more questionable on close examina-
tion.

BACKGROUND

Section 1031(a)(1) provides that no gain
or loss is recognized on the exchange of
property held for productive use in a trade
or business or for investment if the prop-
erty is exchanged solely for property of
like-kind that is to be held either for pro-
ductive use in a trade or business or for in-
vestment. In Starker, 602 F.2d 1341, 44
AFTR2d 79-5525 (CA-9, 1979), the court

approved a nonsimultaneous Section 1031
exchange in which the taxpayer chose the
replacement property at a later date.

In reaction to the Starker decision, Con-
gress enacted Section 1031(a)(3), which
provides that any property received by a
taxpayer will be treated as not of like-kind
if (1) the property is not identified as prop-
erty to be received in the exchange by the
day which is 45 days after the sale of the re-
linquished property, or (2) the property is
received after the earlier of (a) the day that
is 180 days after the date on which the tax-
payer transferred the relinquished proper-
ty, or (b) the due date (including exten-
sions) for the taxpayer’s federal income tax
return for the tax year in which the transfer
of the relinquished property occurred.

Implicit in Section 1031(a)(3) is recog-
nition that in a like-kind exchange the
transfer of the relinquished property can
occur in one tax year (year 1) and the ac-
quisition of the replacement property can
occur in a different tax year (year 2), pro-
vided that the replacement property is ac-
quired before the due date for the taxpay-
er’s year 1 return. In general, if a taxpayer
enters into a deferred exchange in good
faith in the second half of a tax year and
timely identifies replacement property but
fails to close on the acquisition of the re-
placement property before the end of year
1, any gain realized by the taxpayer from
the sale of the relinquished property is not
recognized until the tax year in which the
180-day period ends (i.e., year 2).
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The Code also comtemplates that
taxpayers frequently will receive boot
in an exchange, i.e., property that is
not of like-kind and the receipt of
which does not qualify for nonrecog-
nition of gain or loss. Section 1031(b)
provides that if boot is received in an
exchange, the taxpayer will recognize
gain to the extent of the boot received.
Under Reg. 1.1031(b)-1, consideration
in the form of an assumption of liabil-
ities (or a transfer of property subject
to a liability) is treated as boot for pur-
poses of Section 1031(b).

If in an exchange described in Sec-
tion 1031(b), each party either as-
sumes a liability of the other party or
acquires property subject to a liability,
then, in determining the boot received
by each party, consideration given in
the form of an assumption of a liability
(or the receipt of property subject to a
liability) is offset against consideration
received in the form of an assumption
of a liability (or the transfer of proper-
ty subject to a liability). This “offset”
rule is illustrated by Reg. 1.1031(k)-
1(j)(3),Example 5:

ExampLE: B has an adjusted basis in
Whiteacre of $40,000, which is encum-
bered by a mortgage of $30,000 and
has an FMV of $100,000; B’s net equity
is $70,000. On 5/17/91, B transfers
Whiteacre to C, who assumes the mort-
gage. On 7/5/91, C transfers Blackacre,
which is encumbered by a $20,000
mortgage, has an FMV of $90,000, and
net equity of $70,000, to B to complete
the exchange. B assumes the mortgage
on Blackacre. The consideration re-
ceived by B in the form of the assump-
tion by C of the liability encumbering
Whiteacre (i.e., $30,000) is offset by
the consideration given by B in the
form of the assumption by B of the lia-
bility encumbering Blackacre (i.e.,
$20,000). Only the net difference,
$10,000, is boot received by B in the
exchange.

Partnership rules. The liability offset
rules for an exchange become even
more complicated when the taxpayer is
a partnership. Section 752(a) provides

1 Reg. 1.451-1(a).

that any increase in a partner’s share of
the liabilities of a partnership, or any
increase in a partner’s individual lia-
bilities by reason of the assumption by
the partner of partnership liabilities, is
treated as a contribution of money by
the partner to the partnership. Under
Section 752(b), any decrease in a part-
ner’s share of the liabilities of a part-
nership, or any decrease in a partner’s
individual liabilities by reason of the
reason of the assumption by the part-
nership of individual liabilities, is
treated as a distribution of money to
the partner by the partnership.

The 1031 liability netting rules,
used to calculate boot, are
simply transported into
Subchapter K to determine if a
partnership has made a
deemed distribution.

Under Section 731(b), a distribu-
tion of money by a partnership to a
partner results in gain to the extent
that the money distributed exceeds the
partner’s basis in the partnership. Sec-
tion 752(d) provides that in the event
of a sale or exchange of an interest in a
partnership, liabilities are to be treated
in the same manner as liabilities in
connection with the sale or exchange
of property not associated with part-
nerships.

The rules concerning the tax im-
pact of a decrease in a partner’s share
of a partnership liability generally are
applied at the end of a tax year. In Rev.
Rul. 94-4,1994-1 CB 196, the IRS con-
sidered the impact of deemed distrib-
utions under Section 752(b) with re-
spect to a calendar-year taxpayer that
owned an interest in a partnership.
The Service concluded that during the
calendar year, a decrease in a part-
ner’s share of partnership liabilities is
to be treated as an advance or draw-
ing of money that, under Reg. 1.731-
1(a)(1)(ii), is not taxable at the time of
the deemed distribution. Instead, the
tax impact of the advance or draw is
taken into account at the end of the
partnership’s tax year.

Another partnership calculation
that focuses on the end of the tax year
concerns the calculation of minimum
gain. Under Reg. 1.704-2(d)(1), the
amount of partnership minimum gain
is determined by first computing for
each partnership liability any gain the
partnership would realize if it dis-
posed of the property subject to that
liability for no consideration other
than full satisfaction of the liability,
and then aggregating the gain that has
been separately computed for each lia-
bility of the partnership.

For any partnership tax year, the
net increase or decrease in partnership
minimum gain is determined by com-
paring the partnership minimum gain
on the last day of the immediately pre-
ceding tax year with the partnership
minimum gain on the last day of the
current tax year. Thus, mid-year
changes in the amount of minimum
gain generally are ignored in determin-
ing whether there has been an increase
or decrease in partnership minimum
gain. For example, a calendar-year
partnership can increase the amount
of its nonrecourse liabilities on De-
cember 31 of a tax year for the purpose
of preventing a minimum gain charge-
back.

Annual accounting. The final consid-
eration in determining the tax conse-
quences of a multi-year like-kind ex-
change is the impact of the annual
accounting rules. Although taxpayers
generally are required to take income
into account using an annual account-
ing method, sometimes it is inappro-
priate to recognize income with re-
spect to a transaction because the
transaction remains “open.” Indeed,
the concept underlying the accrual
method of accounting is that recogni-
tion is required when all the events
have occurred that fix the right to re-
ceive such income and the amount
thereof can be determined with rea-
sonable accuracy.! There is no specific
guidance concerning the application of
Section 451 to like-kind exchanges, al-
though the underlying concepts in
Section 1031 appear to be consistent
with the deferral of income until all of
the events have occurred to determine
the tax consequences of the transac-
tion. This approach is consistent with
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the installment sale rules under Sec-
tion 453, under which gain is deferred
until payments are received.

THE NEW RULING

Rev. Rul. 2003-56 focuses on the im-
pact of a year-end reduction of a part-
nership’s liabilities as a result of a like-
kind exchange where the relinquished
property is disposed of in year 1 and
replacement property, if any, is not ac-
quired until year 2. The issues that
arise are obvious:

* Do the partners have a deemed
distribution under Section 752(b)
because year-end liabilities are de-
creased?

* Is there a minimum gain charge-
back?

* When are changes in the amount of
the partnership’s liabilities taken
into account if liabilities increase
or decrease as a result of the ex-
change?

The Ruling illustrates these issues
through two examples.

* In the first example, P is a calen-
dar-year general partnership with
two equal partners. P owns proper-
ty 1, which has an FMV of $300, an
adjusted basis of $80, and is sub-
ject to a liability of $100. P enters
into a deferred like-kind exchange
pursuant to which the partnership
transfers property 1 to a purchaser
on October 16 of year 1. On Janu-
ary 17 of year 2, P receives proper-
ty 2, which has an FMV of $260
and is subject to a liability of $60.

* The second example in the Ruling
is the same as the first one, except
that property 2 has an FMV of
$340 and is subject to a liability of
$140.

Thus, the first example illustrates
the issues that arise when P’s liabilities
decrease, and the second illustrates the
issues when P’s liabilities increase.

Deemed Distribution

The IRS based its analysis in Rev. Rul.
2003-56 on the “liability netting” con-
cept that underlies Section 1031. As
noted above, in any Section 1031 ex-
change, for purposes of determining if
the taxpayer received any taxable boot

in the exchange, consideration given in
the form of the receipt of replacement
property subject to a liability (the re-
placement liability) is offset against
consideration received in the form of
the transfer of the relinquished prop-
erty subject to a liability (the relin-
quished liability).2 The Ruling states,
on the basis of this “liability netting”
rule, that if an exchange straddles two
tax years of the partnership, the
amount of the relinquished liability
that exceeds the amount of the re-
placement liability is treated as money
or other property received in the first
of the partnership’s two affected tax
years, since the excess is attributable to
the transfer of the relinquished prop-
erty subject to the relinquished liabili-
ty in that year. In addition, any gain re-
sulting from receipt of boot in that
first of the two affected tax years of the
partnership must be recognized and
reported in that year.

The Ruling takes the change in
the partnership’s liabilities into

- account in'year 1 only when it
would be detrimental to the
taxpayer to do so.-

Furthermore, the liability netting
rule in Section 1031 is taken into ac-
count for purposes of determining any
decrease in a partner’s share of part-
nership liabilities under Section
752(b). Accordingly, if a partnership
enters into a Section 1031 exchange
that straddles two tax years of the
partnership, each partner’s share of the
relinquished liability is offset with
each partner’s share of the replacement
liability for purposes of determining
any decrease in a partner’s share of
partnership liabilities under Section
752. Any net decrease is taken into ac-
count in the first of the two affected
tax years of the partnership since it is
attributable to the transfer of the relin-
quished property subject to the relin-
quished liability in that year.

In addition, pursuant to Rev. Rul.
94-4, any deemed distribution of mon-
ey to the partners under Section
752(b) in the first of the two affected

tax years of the partnership is treated
as an advance or drawing of money to
the extent of each partner’s distribu-
tive share of partnership income for
that year. For this purpose, any gain
recognized by the partnership under
Section 1031(b) from the net decrease
in liabilities resulting from the ex-
change is included in the partners’ dis-
tributive share of partnership income
for the first of the two affected tax
years of the partnership. An amount
treated as an advance or drawing of
money is taken into account by the
partners at the end of that year.

The leap of logic (and statutory
construction) that is encompassed in
the foregoing conclusions in Rev. Rul.
2003-56 is stunning. The liability net-
ting rules under Section 1031, which
are used to determine the amount of
boot that is received by a taxpayer in a
like-kind exchange, are simply trans-
ported into Subchapter K for purposes
of determining whether a partnership
has made a deemed distribution. But
the determination of boot for purpos-
es of Section 1031 does not have any-
thing to do with whether a partnership
has made a distribution to its partners;
the boot calculation merely affects the
gain recognized in an exchange. Noth-
ing in Section 1031 or Subchapter K,
or the Regulations thereunder, autho-
rizes the use of the liability netting
rules in Section 1031 for purposes of
determining whether a partner has re-
ceived a distribution for purposes of
Subchapter K.

What may be even more surprising
is that the IRS did not use either an
“open transaction” approach (includ-
ing Section 453) or an analogy to Sec-
tion 752(d) to support its analysis.
Most practitioners had assumed that a
multi-year like-kind exchange did not
result in a decrease in liabilities for
purposes of Section 752(b) on the
grounds that the transaction is open
until the amount of liabilities on the
replacement property is known. Under
this reasoning, any decrease (or in-
crease) in liabilities would not need to
be taken into account until the trans-
action was completed, because the dis-

2 Reg. 1.1031(b}-1(c}.
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position of the relinquished property
would not constitute a completed
transaction. Thus, a multi-year de-
ferred like-kind exchange was treated
like an installment sale in which cash
was not received until year 2 (i.e., the
year in which the amount of the liabil-
ities encumbering the replacement
property is known).

Although the open-transaction ap-
proach ignored the year-end calcula-
tion of liabilities under Sections 752
and 731, it most directly comported
with the reality of a multi-year like-
kind exchange as well as the generally
applicable rules for recognition of in-
come under Sections 451 and 453. It
also deferred the gain recognition (as a
result of the partnership’s failure to in-
cur sufficient debt) to the tax year in
which gain was recognized on the like-
kind exchange, so that no gain was rec-
ognized on the deemed distribution
because the partnership had already
recognized gain from the boot received
in the exchange.3

Alternatively, some practitioners
found solace in Section 752(d). Under
this provision, in the event of a sale of
a partnership interest, liabilities are
treated in the same manner as liabili-
ties in connection with a sale or ex-
change of assets. Arguably, if a taxpay-
er engaged in a like-kind exchange of a
partnership interest, this provision
would authorize the use of liability
netting to ignore the application of
Section 752(b). Because sales of part-
nership interests are excluded from
like-kind treatment under Section
1031(a)(2)(D), Section 752(d) is not
directly applicable to a like-kind ex-
change. Nevertheless, some practition-
ers drew an analogy to this provision
(applying it to a sale of assets by a
partnership instead of a sale of part-
nership interest) and viewed the provi-
sion as providing legal authority for
“overriding” or “ignoring” the deemed
distribution that would otherwise oc-
cur under Section 752(b) where a
transaction involved a sale of partner-

3 The boot would be equal to the net amount
by which the liabilities encumbering the
relinquished property exceeded the liabilities
on the replacement property.

ship assets (instead of a sale of a part-
nership interest).

Net Increase in Liability

The use of the liability netting rules
was not limited to finding a deemed
distribution in the year of the sale of
the relinquished property. The IRS fur-
ther stated in Rev. Rul. 2003-56 that if a
partner’s share of the replacement lia-
bility exceeds the partner’s share of the
relinquished liability, only the net in-
crease in liability is taken into account
for purposes of determining the in-
crease in the partner’s share of part-
nership liability under Section 752(a).
The net increase is taken into account
in the second of the two affected tax
years of the partnership since it is at-
tributable to the receipt of the replace-
ment property subject to the replace-
ment liability in that year.

IRS solved the potential

- problem arising from 752(b)
simply by igno:ring.it ‘a:nd

. superimposing the liability
netting rules of 1031 on a
partnership transaction.

Again, this result is a rather amaz-
ing extension of Section 1031 into
Subchapter K. True, the liabilities of
the partnership increased as a result of
the acquisition of the replacement
property. Also true, that increase did
not occur until the second of the two
affected tax years, when the replace-
ment property (subject to the replace-
ment liability) was acquired. But if the
decrease in liability is deemed to occur
in the first of the affected tax years for
purposes of Subchapter K, which is
when the relinquished property was
sold, it would seem logical that any in-
crease in the liability would be deemed
to have occurred at the same time for
purposes of Subchapter K. Rev. Rul.
2003-56, however, takes the change in
the amount of the partnership’s liabili-
ties into account in the first year (the
year of the sale of the relinquished
property) only when it would be detri-
mental to the taxpayer to do so.

The Impact on Minimum Gain

The logical leaps do not stop with lia-
bility netting, however, because of the
need to deal with issues concerning
minimum gain. The Ruling provides
that for purposes of determining part-
nership minimum gain, the partner-
ship is deemed to own the replacement
property as of the last day of the first
of the two affected tax years (but only
to the extent of the relinquished non-
recourse liability). If the amount of
nonrecourse liabilities decreases, this
will result in 2 minimum gain charge-
back in that first year.

This result is consistent with the re-
sult if the relinquished liability is
greater than the replacement liability,
i.e., a distribution is deemed to occur
at the conclusion of that first year. If,
however, the amount of the replace-
ment liability is greater than the relin-
quished liability, this same logic ap-
plies, but the Ruling prohibits an
increase in minimum gain by “cap-
ping” the amount of the replacement
liability at the amount of the relin-
quished liability.

Once again, there is no support for
this limitation in either the Code or the
Regulations. And the IRS did not use
the open transaction approach that
many practitioners had relied on to
avoid a minimum gain chargeback un-
til all aspects of the exchange were
known by the partnership.

The Ruling’s Examples

Rev. Rul. 2003-56 concludes by apply-
ing the Service’s analysis to the two
factual circumstances noted above.

ExampLE 1: P’s amount realized is $300,
which is the FMV of the replacement
property, $260, increased by the $100
relinquished liability and decreased by
the replacement liability of $60. P’s ad-
justed basis in the relinquished prop-
erty is $80, resulting in a realized gain
of $220. The relinquished liability is
offset by the replacement liability, but
because the replacement liability was
$40 less than the relinquished liability,
P is treated as receiving $40 of boot in
the exchange. Therefore, P recognizes
gain on the exchange equal to the less-
er of the gain realized, $220, or the
boot received, $40.

The recognized gain is allocated
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equally to P’s partners in the year of
the exchange, and under Section
752(b) each partner is treated as hav-
ing received a deemed distribution
from the partnership of $20. The
deemed distribution is treated as an
advance or draw that must be taken
into account by each partner at the end
of year 1. Because the $20 gain recog-
nized by each partner on the exchange
will equal the deemed distribution,
there will be no further tax conse-
quences under Subchapter K in year 1
(and no tax consequences at all in year
2 when the replacement property is ac-
tually acquired).

EXAMPLE 2: P’s amount realized is $300,
which is the FMV of the replacement
property, $340, increased by the $100
relinquished liability and decreased by
the replacement liability of $140.P’s
adjusted basis in the relinquished
property is $80, again resulting in a re-
alized gain of $220. But because the re-
placement liability of $140 exceeds the
relinquished liability of $100, P is not
deemed to receive any boot under the
liability netting rule. Therefore, P does
not recognize any gain in year 1, so
that no gain is recognized by the part-
ners.

In addition, the Ruling concludes
that the decrease in P’s liabilities is ig-
nored at the end of year 1 (because the
liabilities were netted for purposes of
Section 1031), but the partners in P are
deemed to have made an additional
contribution to P of $20 each in year 2,
which is when the replacement proper-
ty (subject to the replacement liability)
is acquired by P. Thus, the partners in
P cannot take any advantage of the ba-
sis increase resulting from the replace-
ment liability until the replacement
property is acquired.

The practical effect of these two ex-
amples is that, where a like-kind ex-
change entered into by a partnership
straddles two tax years, (1) any de-
crease in net liabilities in a Section
1031 exchange is taken into account by
the partnership in the year of the ex-
change, and (2) any increase in net lia-
bilities of the partnership is taken into
account in the year in which the re-
placement property is acquired. There-
fore, if gain is to be recognized, the

taxpayer cannot postpone the gain
recognition beyond the year of dispo-
sition of the relinquished property, but
no benefit can be taken from the basis
increase resulting from the acquisition
of the replacement property until such
property is actually acquired by the
partnership. The fact that the partner-
ship had no liabilities at all at the end
of the tax year, when the impact of in-
creases or decreases in liabilities is
taken into account under Section 752,
is simply ignored.

ANALYSIS

“Don’t look a gift horse in the mouth
That is the refrain often heard when
Rev. Rul. 2003-56 is discussed. This
aphorism is appropriate because the
Ruling has questionable logic but
reaches a favorable conclusion for
partnerships that incur liabilities on
the acquisition of a replacement prop-
erty that equal or exceed the liabilities
on the relinquished property. These
partnerships view Rev. Rul. 2003-56 as
favorable because it eliminates the
possibility of adverse results due to the
fact that, from a purely technical per-
spective, the partnership had suffered
a decrease in its liabilities at the end of
year 1. Nevertheless, even a gift horse
deserves to be examined closely from
time to time.

The favorable aspect of Rev. Rul.
2003-56 is that the potential literal ap-
plication of Section 752(b) is avoided
by a partnership that engages in a mul-
ti-year like-kind exchange. If Section
752(b) had been applied literally, the
partners could be required to recog-
nize gain as of the end of year 1 be-
cause of the decrease in liabilities, i.e.,
the liabilities on the relinquished prop-
erty no longer exist as of the end of
that tax year. Section 752(b) would re-
quire a deemed distribution, which
could then be taxable under Section
731(a). This literal result would occur
under Subchapter K, notwithstanding
that the partnership acquired replace-
ment property the following year in a
nonrecognition transaction under Sec-
tion 1031.

Rev. Rul. 2003-56 solves this poten-
tial problem arising from the applica-
tion of the rules of Subchapter K simply

1

by ignoring them and superimposing
the liability netting rules of Section
1031 on a partnership transaction. The
liability incurred by the partnership in
the following year as part of the acqui-
sition of the replacement property is
“netted” against the liability on the re-
linquished property, so that the part-
ners have to take into account a
deemed distribution only to the extent
that there has been an overall decrease
in the partnership’s liabilities when the
entire transaction ends.

As long as the partnership
incurs a sufficient liability in
écquiring the replacement
property, everything is
copasetic.

As long as the partnership incurs a
sufficient liability in acquiring the re-
placement property, everything is co-
pasetic—there is no deemed distribu-
tion, so the partners do not have to
recognize any gain under Subchapter
K. But if the exchange results in a de-
crease in liabilities (i.e., the liability on
the replacement property is less than
the liability on the relinquished prop-
erty), then the deemed distribution is
taken into account in the year of the
sale of the relinquished property.

This approach is further extended
in Rev. Rul. 2003-56 to cover whether
there has been a reduction in mini-
mum gain as a result of the sale of the
relinquished property. Because the lia-
bility on the relinquished property has
disappeared, there clearly would be a
reduction in minimum gain (resulting
in a minimum gain chargeback) if the
liability on the replacement property is
not taken into account until the follow-
ing year. The Ruling solves this prob-
lem by using the replacement property
(and its tax basis) for purposes of de-
termining whether there is a reduction
in minimum gain as of the end of year
1, notwithstanding that the partner-
ship did not yet own the replacement
property at that time. If the exchange
results in a decrease in liabilities, the
minimum gain chargeback rules
would likewise apply by taking into ac-
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Practice Notes

court.

Nothing in Rev. Rul. 2003-56 says anything about an “effective date.” Al-
though it is possible that IRS will apply the reasoning in the Ruling only to
transactions that occur after 5/9/03, the date of its advance publication, a
Revenue Ruling usually is a statement of the law and not administrative
procedure. Accordingly, it is likely that the Service will maintain that its
analysis of the situations described in the Ruling will apply to any Section
1031 exchange involving a partnership in any open tax year.

What should taxpayers do? For transactions still in the contemplation
stage, it may be possible for the taxpayer to manipulate the timing so that
both legs of the exchange occur in the same tax year. If not, tax advisors
will have to take the Service’s reasoning into account in determining the
Subchapter K consequences for the partnership and its partners.

Partnerships and partners that do not like the results engendered by
Rev. Rul. 2003-56 will face an unpleasant choice of living with those results,
or taking—and adequately disclosing—a contrary position on their re-
turns; if so, they had better be prepared to challenge Rev. Rul. 2003-56 in

count the liability and basis of the re-
placement property, so that the mini-
mum gain rules would have to be ap-
plied as well as the other rules in
Subchapter K.

This is a favorable result for the
partners in a partnership that engages
in a multi-year exchange in which the
liability on the replacement property
exceeds the liability on the relin-
quished property. Nevertheless, any re-
lationship between this result and Sub-
chapter K appears to be coincidental.
Instead, the Ruling reaches what may
be viewed as the “fair” result for part-
nerships that incur sufficient debt in
the following tax year, even if the ap-
plicable law and Regulations may not
quite get there.

The Service was not willing to take
this analysis to its logical conclusion,
however, if that conclusion would result
in an additional benefit to the taxpayer.
The increase in liabilities resulting
from the acquisition of the replace-
ment property, if taken into account at
the end of the year in which the sale of
the relinquished property occurred,
could result in a tax benefit to the part-
ners by increasing their basis in the
partnership. The partners could use
this basis increase to take advantage of
losses suspended under Section
706(d) or to prevent a deemed distrib-
ution relating to the reduction in other
liabilities of the partnership. So Rev.

Rul. 2003-56 provides that any increase
in liabilities is not taken into account
until the following year, even though
any decrease in liabilities is taken into
account in the year of sale. In other
words, the Service was willing to give
taxpayers a favorable interpretation of
the rules to prevent an adverse result,
but not to give them a tax benefit.
What is most interesting about this
problem is that it is not a new one—
multi-year exchanges have been sanc-
tioned by Section 1031(a)(3) for al-
most two decades, and such exchanges
have been around even longer. Many
practitioners had gotten comfortable
with the idea (reached through an
analogy to Section 453) that multi-
year like-kind exchanges should be
viewed as open transactions, so that
the tax consequences to the partners in
a partnership should not be deter-
mined until the replacement property
was acquired. This approach would re-
sult, however, in a deferral of gain
recognition in situations in which the
liability on the replacement property
was less than the liability on the relin-
quished property, which apparently is
not the conclusion the IRS wanted to
reach. Likewise, some practitioners
had concluded that, by analogy, under
Section 752(d) a multi-year exchange
did not result in adverse tax conse-
quences to the partners if the liability
on the replacement property equaled

or exceeded the liability on the relin-
quished property.

Why did the IRS take neither of
these approaches in Rev. Rul. 2003-56?
Perhaps the Service was concerned
that taxpayers would use the open
transaction approach to defer gain
recognition when the taxpayers did
not intend to acquire replacement
property, or expected to acquire re-
placement property but to recognize
some gain in the transaction. Further-
more, the open transaction approach
did not comport with the Service’s
conclusion that the partners in a part-
nership would receive a deemed distri-
bution in the year of the sale of the re-
linquished property if liabilities were
decreased in the subsequent year. Ap-
parently concerned that its desired re-
sult could not be justified under an
open transaction approach, the IRS in-
stead used a liability-netting analysis
that was consistent with its desired an-
swer. But the Service could not even
take this approach to its logical con-
clusion because of the benefits that
could be obtained by partnerships that
increased the total amount of their lia-
bilities.

The other possible way for the IRS
to analyze these transactions would
have been to create an analogy to Sec-
tion 752(d), but the Service’s failure to
do so indicates that the IRS was likely
concerned that an expansion of Sec-
tion 752(d) to like-kind exchanges
would open up tax planning opportu-
nities for taxpayers in circumstances
other than like-kind exchanges. Per-
haps the IRS was concerned that Sec-
tion 752(d) could be used to create tax
shelters of one type or another. Or per-
haps the IRS simply wanted to provide
relief for these like-kind exchanges
without addressing any other situa-
tions.

How might the Service have pro-
vided relief to like-kind exchanges
without undermining the basic princi-
ples of Subchapter K? The IRS proba-
bly should have adopted the approach
taken by most practitioners, which was
to view the transaction as open, there-
by deferring any gain recognition until
the exchange was completed. This ap-
proach would have avoided a deemed
distribution as a result of the debt de-
crease, but it also would have meant
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that there would be no gain recogni-
tion in the year of the exchange if the
partnership did not incur sufficient li-
abilities in the following year.4 Such an
open transaction approach also would
have been most consistent with eco-
nomic reality, in that the partnership
usually would not know at the end of
the first of the two affected tax years
the amount of the liabilities that would
be incurred in the following year with
respect to the acquisition of replace-
ment property.

Alternatively, if the IRS wanted to al-
low deferral to partnerships that in-
curred sufficient liabilities but did not
want to endorse an open transaction
approach, under several recent prece-
dents the IRS could have issued a Rev-
enue Procedure indicating that the Ser-
vice would not attempt to impose tax
consequences on any partner if replace-
ment property were timely acquired
with sufficient liabilities. A Revenue
Procedure sets forth the approach that
the IRS will take from an administra-
tive standpoint in enforcing the tax
laws, even if the applicable law is not
completely clear. For example, in Rev.
Proc. 2000-37,2000-2 CB 308, the IRS
provided a safe harbor for reverse ex-
changes, even if such transactions were
not expressly authorized in the Code

or Regulations. Likewise, in Rev. Proc.
93-27, 1993-2 CB 343, the IRS an-
nounced that it would not challenge
the nontaxability of the issuance of a
profits interest, even though there were
conflicting authorities on the issue.5
In the partnership-Section 1031
situation, the Service could have issued
a Revenue Procedure stating that it
would not attempt to assert under Sec-
tion 752(b) that there was a deemed
distribution by a partnership (or a de-
crease in minimum gain) if (1) a part-
nership entered into a multi-year like-
kind exchange and (2) the
partnership’s liabilities did not de-
crease after the exchange was complet-
ed. Such a Procedure would not have
had to discuss the applicable authority
for this position or any of the corollary
issues. The IRS thereby could have
provided comfort to partnerships that
were entering into legitimate multi-
year exchanges without a detailed legal
analysis. And the Service would not
have waived its right to assert an addi-
tional tax liability against the partners
in a partnership that did not incur suf-
ficient liabilities in the following tax
year when the exchange was complet-
ed. By issuing a Revenue Ruling, how-
ever, the IRS published a questionable
legal analysis. Such analysis is more

appreciated where the result is gener-
ally favorable to taxpayers, but it sets a
precedent for the IRS to disregard the
applicable law, which is something that
most taxpayers may come to rue in the
future.

CONCLUSION

Partnerships contemplating Section
1031 exchanges that will straddle two
tax years now will have to contend
with the Service’s published position
in Rev. Rul. 2003-56. No longer can
practitioners assume that open trans-
action treatment will apply to the Sub-
chapter K consequences, and the part-
ners will have to determine if there will
be a deemed distribution or a mini-
mum gain chargeback. ll

4 Any basis increase, however, would be
deferred until the year in which the replace-
ment property was acquired.

5 Compare Diamond, 56 TC 530 (1971), affd
492 F.2d 286, 33 AFTR2d 74-852 (CA-7,
1974), and Campbell, TCM 1990-236, rev’d
943 F.2d 815, 68 AFTR2d 91-5425 (CA-8,
1991). See also Rev. Proc. 2001-43, 2001-2
CB 191, and Mincey, Sloan, and Banoff,
"Rev. Proc. 2001-43, Section 83(b}, and
Unvested Profits Interests—the Final Facet
of Diamond,?" 95 JTAX 205 (October 2001),
and earlier articles cited therein.
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