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You Know What They Say about Making Assumptions:
The Inconsistent Tax Treatment of Liability Assumptions
Brian Krause*
Introduction
Virtually every merger, acquisition, and joint venture formation or liquidation involves an assumption of liabilities by the transferee.  It has been nearly 85 years since the Internal Revenue Code (the “Code”) was first codified and countless court cases and rulings have been issued addressing the assumption of liabilities, and thousands of pages of articles have been written.  Yet despite the frequency of these transactions and the attention liability assumptions have received by the Internal Revenue Service (the “Service”) and practitioners, the area remains fraught with uncertainty and traps for the unwary.
This paper will revisit the treatment of liability assumptions in certain common transactions, starting by reexamining them through the lens of the recently decided case of Hoops, LP v. Commissioner.
  Hoops involved the sale of a National Basketball Association (“NBA”) franchise, the Memphis Grizzlies, and the assumption of certain deferred compensation liabilities associated with that business by the buyer.  Both the Tax Court
 and the Seventh Circuit on appeal reached a conclusion that resulted in the seller including the amount of the deferred compensation liability in its amount realized in the sale, but then neither the seller nor buyer being entitled to a deduction for the compensation expense (at least in the year of the sale).  While their holdings may have been correct based on a technical reading of the Code and Treasury regulations promulgated thereunder (the “Treasury Regulations”), the result seems harsh and unfair from a policy perspective.
Part I will provide background on the Hoops cases, summarizing the facts, the taxpayer’s arguments, and the courts’ analyses and holdings.  Part II will take the case one step further than the courts and explore whether the seller in Hoops should be permanently denied the compensation deduction, or whether it would be permitted to claim the deduction in a later year.  Next, Part III will explore whether there were any structural changes to the form of the sale that the taxpayer in Hoops could have adopted in order to avoid or mitigate the result.  Part IV will look closer at the Tax Court’s and Seventh Circuit’s analyses, and asks whether they reached the technically correct conclusion and, if so, whether there is a better way to handle liability assumptions to avoid these unfair results.
Finally, Part V will discuss another common real world transaction—liquidating distributions by partnerships of property encumbered with nonrecourse liabilities in excess of the property’s fair market value.  In the seminal case of Tufts v. Commissioner,
 the Supreme Court held that Section 752(c)
 applies to partnership contributions and distributions of property encumbered by nonrecourse liabilities in excess of fair market value.  Despite this case being 30 years old, and Section 752(c) having been enacted in 1954, it is still remarkably unclear how Section 752(c) should actually apply to liquidating distributions.
I. Jumping through Hoops
Hoops, LP (“Hoops”) was a limited partnership treated as a partnership for U.S. federal income tax purposes formed in 2000 for the purpose of owning and operating the Memphis Grizzlies NBA franchise (the “Grizzlies”).  In October 2012, Hoops transferred the underlying assets and liabilities of the Grizzlies to Memphis Basketball, LLC (“Memphis Basketball”), an unrelated third-party buyer, in exchange for approximately $200 million of cash and the assumption of the Grizzlies’s liabilities.  At the time of the sale, two of the players on the Grizzlies were owed deferred compensation of approximately $12.7 million in respect of their performance in the 2009-10, 2010-11, and 2011-12 seasons that were due to be paid after 2012 pursuant to their player contracts.
The three-part test under Section 461 for determining when an accrual method taxpayer may deduct an expense had been met with respect to the deferred compensation.  Under Section 461(h) and Treasury Regulations Section 1.461-1(a)(2)(i), an accrual method taxpayer may deduct a liability in the taxable year in which (i) all events have occurred that establish the existence of the liability, (ii) the amount of the liability can be determined with reasonable accuracy (prongs (i) and (ii), collectively, are often referred to as the “all events test”), and (iii) “economic performance” with respect to the liability has occurred.  Economic performance with respect to a liability to pay a service provider typically occurs when the services are performed, even if the service fees have not yet been actually paid.
  However, Hoops had not yet deducted the expense because under Section 404(a)(5), an employer may not deduct nonqualified deferred compensation until its taxable year during which the employee includes the amount in income, which is generally when the employee receives the payment.  Memphis Basketball assumed the obligation to pay these players their deferred compensation.
On its 2012 tax return, filed in September 2013, Hoops reported an amount realized of approximately $419 million, comprised of approximately $200 million in cash and approximately $219 million of liabilities assumed by Memphis Basketball.  The amount of liabilities assumed included approximately $10.7 million in respect of the deferred compensation obligation, which was Hoops’ determination of the discounted value of the $12.7 million obligation, without an offsetting deduction for this liability.  Two months later, Hoops filed an amended tax return claiming a $10.7 million deduction for the deferred compensation.  The Service disallowed the $10.7 million deduction on the basis that under Section 404(a)(5), no deduction is permitted until the employees included the compensation in their income (generally when paid), and the employees had not yet included such amounts in income.
Hoops made two arguments for why the deduction for the deferred compensation should be permitted in 2012, the year of the sale.  First, Hoops asserted that the deduction timing rule of Section 404(a)(5) is incorporated into the economic performance rule of Section 461(h) and, therefore, the deduction is accelerated under Treasury Regulations Section 1.461-4(d)(5)(i).  Under Treasury Regulations Section 1.461-4(d)(5)(i), if, in connection with the sale of a trade or business, a purchaser expressly assumes a liability arising out of such trade or business that the seller (but for the economic performance requirement) would have been entitled to incur as of the date of the sale, economic performance with respect to such liability is deemed satisfied as such liability is included in the amount realized on the transaction by the seller.  Alternatively, Hoops argued that the deferred compensation liability should not have been included in its amount realized because such amounts had not previously been deducted nor had such amounts been capitalized into the basis of any of its assets.
A. Section 404(a)(5) and Economic Performance
As noted above, Hoops first argued that Treasury Regulations Section 1.461-4(d)(5)(i) accelerated its deduction under Section 404(a)(5) for the deferred compensation.  Section 404(a) provides that if the deferred compensation would otherwise be deductible under Section 162 as an ordinary and necessary trade or business expense, the amount of the deduction allowed in any particular tax year is subject to certain limitations.  Section 404(a)(5) further states that in the case of a nonqualified deferred compensation plan, the deduction for the employer is only permitted in the taxable year of the employer in which the payment is included in the income of the employee. As a cash method taxpayer, the employee would typically include the compensation in income only once actually paid.
As previously discussed, an expense of an accrual method taxpayer may be deducted under Section 461 when the “all events test” is satisfied and economic performance has occurred.  There was no question, and the Service did not challenge, that Hoops met such requirements.  In effect, Hoops argued that Section 404(a)(5) is a component of the economic performance requirement, and therefore was deemed satisfied under Treasury Regulations Section 1.461-4(d)(5)(i).  However, both the Tax Court and Seventh Circuit countered that Treasury Regulations Section 1.461-1(a)(2)(i) goes on to say that “[a]pplicable provisions of the Code, the Income Tax Regulations, and other guidance published by the Secretary” that “prescribe the manner in which a liability that has been incurred is taken into account.”  Both courts concluded that this sentence in the Treasury Regulations required the more general economic performance rules to yield to the more specific deduction timing rule of Section 404(a)(5).  In other words, it was not the economic performance requirement that was preventing Hoops from deducting the deferred compensation. The economic performance requirement had already been met by the time of the sale when the players performed their services.  The Seventh Circuit also stated, after discussing the legislative history to Section 404, that it had “a firm conviction of Congress’s intent to treat the deductibility of deferred-compensation salary plans differently than ordinary service expenses—and that this special treatment prevails over any general provisions otherwise applicable to liabilities assumed in asset sales.”

B. Excluding the Liability from Amount Realized
At the Tax Court, but not the Seventh Circuit, Hoops argued in the alternative that it should have been entitled to exclude the deferred compensation liabilities from its amount realized, or been able to offset or reduce its amount realized by this amount.  In terms of excluding the deferred compensation from the amount realized, Hoops claimed, citing Tufts, that liabilities should only be included in a seller’s amount realized if such liabilities were previously deducted or gave rise to basis in an asset.  Without really addressing Hoops’ argument under Tufts, the Tax Court concluded that Section 1001 required the liability to be included in Hoops’ income because Hoops was discharged from its obligation to pay the liability as a result of the sale.
Hoops then argued that even if it were required to include the assumed deferred compensation liability in its amount realized, it should be entitled to reduce its amount realized by the same amount under the principles of James M. Pierce Corp. v. Commissioner.
  In Pierce, the taxpayer was a corporation that was operating a newspaper.  It sold subscriptions for fixed terms that went beyond one year and received advance payments from subscribers.  Each year it reported a portion of the prepaid subscriptions in income and it carried the remainder in an “unearned subscription reserve account.” The taxpayer sold the newspaper to another publishing company in exchange for cash and the assumption of the obligation to continue to honor all existing subscriptions for the remainder of the unexpired period of the subscriptions.  The taxpayer did not include its unearned subscriptions reserve account in its amount realized, and the question before the court was whether the assumption of such liability should have been included in the taxpayer’s income.  The Tax Court and the Eighth Circuit on appeal concluded that the amount should have been included in the taxpayer’s amount realized because when the taxpayer was relieved from its obligation to deliver the subscriptions, there was no longer a need for the unearned subscriptions reserve account and the deferred amounts should, therefore, be included in income.
However, the Eighth Circuit also concluded that the taxpayer should be entitled to an equal and offsetting deduction.  The reasoning was that by agreeing to assume the obligations to continue servicing the subscriptions, which is what the reserves represented, the buyer reduced the purchase price by this amount.  Economically, it was indistinguishable from the seller receiving the gross sales amount from the buyer, and then immediately repaying the buyer an amount of cash equal to the reserves.  The court stated that:
This either would constitute a deductible business expense under § 162(a) or it would operate in reduction, and here, by reason of identity of amounts, in elimination, of the income includable with the cessation of the need for the reserves. In either case, the result is the same.

In Hoops, the Tax Court stated that Pierce and its progeny were distinguishable because those authorities involved expenses that were not subject to Section 404(a)(5).
  In effect, it held that Section 404(a)(5) not only prevented Hoops from deducting the deferred compensation in the year of sale, it also prevented Hoops from offsetting or reducing its amount realized under Pierce as well.
  Hoops does not appear to have raised this alternative argument on appeal at the Seventh Circuit and it is not addressed in the decision.
II. Defensive Rebound—Could Hoops Claim the Deduction in a Later Year?
Neither the Tax Court nor the Seventh Circuit addressed in depth whether Hoops or its partners would be entitled to a deduction in a future year when Memphis Basketball actually pays the deferred compensation and it is included in the players’ income, or whether the deduction is permanently lost.
  It is clear that Memphis Basketball would be entitled to capitalize the deferred compensation into the basis of the assets acquired once the amounts are included in the players’ income.
  It seems likely the payment would be capitalized into goodwill or going concern value, which would be amortized on a straight-line basis over 15 years.

In its answering brief in the Tax Court, the Service faulted Hoops for failing to adequately plan for the application of Section 404(a)(5) and asserted, without any underlying analysis, that Hoops should have planned to take the deduction in a later year once Memphis Basketball actually paid the players.
  On appeal, the Seventh Circuit also addressed the “practical implications” of denying Hoops the deduction for the deferred compensation in the year of sale and Hoops’ claim that it would lead to an inequitable result.  Similar to the Service, it stated, without explanation, that “…Hoops could claim a deduction in the tax year when [the payers] are ultimately paid…” without any analysis supporting that statement.  Hoops countered, claiming that it could lose the deduction entirely if Memphis Basketball were to never pay the players (for example, because they were traded to another team) or fail to inform Hoops that the payment had been made.
  The Seventh Circuit was unpersuaded, stating that this was a foreseeable result and could have been avoided by Hoops if it had taken alternative actions (this will be addressed in Part III below).
In TAM 8939002, the Service had addressed the treatment of an accrual method of accounting seller who sold its assets to a third-party buyer in exchange for cash and the assumption of certain liabilities, including approximately $3.2 million of deferred compensation.  The seller deducted the full amount of the compensation in the year of sale, even though the amounts were not paid to the employees that year and the employees’ IRS Form W-2 did not reflect this income.  Within two and a half months of the close of the seller’s taxable year, the buyer paid approximately $1.7 million of the deferred compensation.  The seller made arguments similar to Hoops in support of claiming the deduction against its amount realized in the sale.  The Service determined that the $1.7 million of deferred compensation paid by the buyer within two and a half months of the seller’s taxable year was not subject to Section 404(a)(5) because Treasury Regulations Section 1.404(b)-1T does not consider it deferred compensation.  Therefore, the Service ruled that the seller was entitled to deduct this amount in the year of sale, notwithstanding the fact that the compensation was actually assumed by the buyer.
  With respect to the remainder of the compensation liability, the Service concluded it was a deferred compensation liability subject to Section 404(a)(5), and therefore was not deductible in the year of the sale.  It stated that “[t]he deductibility of these amounts, therefore, is subject to the deduction timing rules of Section 404(a)(5) of the Code.”  Some commentators have interpreted this statement as meaning that the seller taxpayer would be entitled to a deduction in a later year once the buyer actually made the payments.

Were the Service and Seventh Circuit correct that Hoops would be entitled to the deduction later?  Maybe.  For the amount to be deductible by Hoops or its partners in a future year, it must meet the requirements of Section 162.  Section 162 allows a deduction for ordinary and necessary expenses, “paid or incurred during the taxable year in carrying on any trade or business,” including a reasonable allowance for “salaries and other compensation for personal services actually rendered.”  The Service did not challenge whether the deferred compensation expense was “ordinary or necessary” or whether it was “reasonable.”  Accordingly, the key questions for Hoops are whether the future payment of the deferred compensation by Memphis Basketball would be considered (i) “paid or incurred” by Hoops during the taxable year and (ii) in connection with a trade or business.
A.  “Paid or Incurred” during the Taxable Year
In order for Hoops to deduct the deferred compensation in a future tax year, once Memphis Basketball has paid the players and Section 404(a)(5) permits the deduction because the players have included the amounts in income, the compensation must be treated as “paid or incurred” during that year.  As previously discussed, in Pierce, the court held that when a buyer assumes a liability and reduces the purchase price for the purchased assets by the amount of that liability, the seller economically “pays” for that liability through the purchase price reduction.  Accordingly, the seller should be entitled to a Section 162 deduction or offset against the purchase price for the assumed liability.  However, the deduction or offset allowed by Pierce was in the year of sale, not a future year.  Moreover, the Tax Court specifically rejected Hoops’ argument that Pierce applied to the deferred compensation on the basis that Section 404(a)(5) specifically overrides the principles of Pierce.  However, Section 162(a) is written in the passive tense and the sentence has no subject matter.  It simply says “there shall be allowed a deduction” for ordinary and necessary expenses “paid or incurred” during the taxable year.  It does not specify who must pay actually pay the expenses.
B. In Connection with “Carrying On” a Trade or Business
Next, the compensation expense must be paid or incurred in connection with “carrying on” a trade or business.  In the case of Hoops, it discontinued its trade or business in 2012 when it sold the Grizzlies to Memphis Basketball.  Would the discontinuation of its business prevent it from deducting in a later year an expense that was incurred in connection with that trade or business?  The Service has ruled that it does not.  In Revenue Ruling 67-12,
 an individual that used the cash method of accounting incurred expenses in a prior year in connection with a trade or business, which expenses it could not afford to pay at the time due to financial difficulties.  In a later year, after the trade or business had been discontinued, the taxpayer finally paid the expenses.  The Service ruled that because the expenses would have been deductible if paid in the prior year while the taxpayer was still carrying on the trade or business, the discontinuation of the business did not prevent the taxpayer from deducting the expenses in a later year once actually paid.
In addition, the fact that Hoops dissolved after the sale should also not be an obstacle to its partners deducting the compensation expense in a later year.
  In Flood v. United States,
 a partnership in the business of importing coffee and tea sold all of its assets to an unrelated buyer in exchange for cash and the assumption of liabilities.  Prior to the sale, the partnership had regularly engaged in the practice of providing pensions to long-serving employees who retired due to age or ill health.  The buyer of the partnership’s business during negotiations declined to continue this practice.  The partners of the selling partnership then decided amongst themselves that they would use their sales proceeds to continue making contributions to a pension on behalf of these former employees after the sale and after the partnership had dissolved.
  The court held that the partners should be entitled to deduct the payments under the predecessor of Section 162, notwithstanding that the partnership had dissolved, in part because they viewed the partnership as an aggregate rather than an entity for these purposes.
But what if Hoops had been organized as a corporation for U.S. federal income tax purposes and not a partnership?  If Hoops had been a subsidiary in a consolidated group and its stock sold in a transaction in which a Section 338(h)(10) or Section 336(e) election were made, it would appear that Hoops’ former parent company ought to be entitled to the deduction.  In both types of elections, Hoops would have been deemed to sell its assets and then liquidate into its parent company in a liquidation governed by Section 332.
  In Revenue Ruling 75-223,
 a subsidiary corporation liquidated into its parent in a Section 332 liquidation.  The Service ruled that under Section 381, the historic business activities of the liquidated subsidiary became the business activities of the parent corporation for purposes of former Section 346.

III. Changing the Hoops Playbook
The Service, in its answering brief to the Tax Court, and the Seventh Circuit, in its decision, claimed that Hoops could have taken actions to avoid it.  Whether this result was foreseeable is debatable.  However, hindsight being 20/20, it does appear that there were several structural changes that Hoops could have adopted to avoid or mitigate the result.  These include paying the liability at closing, retaining the liability and paying it later when it came due, or selling all of the equity of Hoops itself rather than its assets.
A. A Payment “Slam Dunk”
Perhaps the simplest and most obvious way that Hoops could have avoided this result would have been to actually pay the players their deferred compensation contemporaneously with closing.  The players would have been required to include the amount in income upon receipt, and Hoops would have clearly been entitled to a deduction under Section 404(a)(5). Moreover, this ought not have adversely affected the economics of the sale between Hoops and Memphis Basketball.  Memphis Basketball could have paid Hoops the gross purchase price for the team, without deduction for the deferred compensation, and Hoops could have used $12.7 million of the purchase price to pay the compensation.
However, as simple as this solution seems, there could have been sound business reasons to not pay the players their deferred compensation at that time.  Perhaps Memphis Basketball did not want the players to be actually paid at that time in order to continue to incentivize them to play for the team.  There was also a chance that that the players’ contracts could be altered in the future, or they could be traded to other teams, in which case Memphis Basketball may never have been obligated to pay them the compensation.

B. A Liability “Alley-Oop”
Hoops also could have retained the deferred compensation liability rather than having Memphis Basketball assume it.  Memphis Basketball would have paid Hoops an additional $12.7 million of purchase price in the year of the sale, causing Hoops to recognize additional capital gain (and possibly ordinary income to the extent of any Section 751(a) gain).  Then, when the deferred compensation ultimately came due, Hoops, or if Hoops had been liquidated, its partners, could have made a $12.7 million payment to Memphis Basketball to fund the liability.
However, it seems unlikely that under this construct Hoops or its partners would have been entitled to an ordinary deduction under Section 162 with respect to the compensation.  Instead, it appears that Hoops or its partnership would treat the payment as relating back to the earlier sale and reducing the purchase price.
  In this case, Hoops or its partnership would have been entitled to a capital loss (and possibly some portion of ordinary loss to the extent the payment reduces purchase price allocated to Section 751 assets) in the year of the payment.  As a result, this approach would have created a timing mismatch, with the income from the sale recognized in 2012 and the loss from the payment recognized in the later year of payment.  Hoops would not have been entitled to carry that loss back to 2012 in order to claim a refund.
  Of particular note, if the Service and Seventh Circuit were correct that Hoops or its partners can claim a deduction for the deferred compensation when ultimately paid by Memphis Basketball, the liability “alley-oop” would actually put Hoops and its partners in a worse position because it would generally result in a capital loss and not an ordinary deduction.
C. A Partnership “Layup”
Perhaps most surprisingly, it appears that Hoops could have avoided the result completely if, instead of selling its assets, the partners of Hoops had sold all of their equity in Hoops to Memphis Basketball.  Under Revenue Ruling 99-6,
 Situation 2, when the partners in a partnership sell all of the equity in a partnership to a single buyer (such that it becomes a disregarded entity after the sale), the tax treatment of the sale to the sellers and buyer is bifurcated.  From the perspective of the sellers, they are treated as selling partnership interests in a transaction governed by Section 741.  From the perspective of the buyer, the partnership is deemed to make a liquidating distribution of its assets to the selling partners, and the buyer is then deemed to have acquired the assets and liabilities themselves rather than the partnership interests.
Under Revenue Ruling 99-6, the tax treatment of Memphis Basketball in the sale would have remained unchanged.  However, from the perspective of the partners in Hoops, Section 752 would have applied to determine the amount of gain realized in connection with the assumption of deferred compensation liability, rather than Section 1001.  Under Section 752(d), when a partnership interest is sold or exchanged, “liabilities” are required to be treated “in the same manner as liabilities in connection with the sale or exchange of property not associated with partnerships.”  This means that when a partnership interest is sold or exchanged, the reduction in the transferor partner’s allocable share of the partnership’s liabilities, determined under the rules of Section 752, is treated as an additional amount realized under Section 1001.
  On its face, Section 752(d) makes it seem as if a sale of all of the equity of Hoops to Memphis Basketball would result in the same amount realized as a sale by Hoops of its assets.  However, Section 752(a) provides that an increase in a partner’s share of the liabilities of a partnership is treated as if it were a contribution of money by the partner to the partnership.  Under Section 722, the partner’s tax basis in its partnership interests is increased by the amount of this deemed capital contribution.  Accordingly, a partnership incurring a “liability” within the meaning of Section 752 causes an increase in the partners’ tax bases in their partnership interests, even if the liability does not create tax basis to the partnership in its assets.
An obligation is a “liability” that must be taken into account under Section 752 only if, when, and to the extent incurring the obligation (i) creates tax basis in an asset, (ii) gives rise to an immediate deduction, or (iii) gives rise to an expense that is non-deductible and non-capitalized.
  It is not clear whether the deferred compensation liability in Hoops was a “liability” within the meaning of Section 752.  Incurring the liability did not give rise to tax basis in any asset of Hoops nor did it give rise to an immediate deduction.  Moreover, although the liability temporarily could not be deducted due to the application of Section 404(a)(5), it wasn’t the case that this liability was not “deductible.”  It simply was not “deducted” at that time.
Nevertheless, the result to the partners of Hoops would generally have been the same either way.  Assuming that the deferred compensation obligation was a “liability” for purposes of Section 752, the amount realized by the partners of Hoops on the sale of the partnership interests would have included their pro rata share of that liability.  However, under Section 752(a), each partner’s basis in its partnership interest also would have been increased by an identical amount at the time the liability was incurred.  Assuming that the partners had not previously utilized that increased basis, for example to absorb losses or deductions allocated to them or cash distributions, that basis would be available to offset the additional amount realized under Section 752(d) attributable to the deferred compensation liability.  If, on the other hand, the deferred compensation liability were not treated as a “liability” for purposes of Section 752, then it would not have been included in the partners’ amounts realized at all.  A much better result in both circumstances.
IV. Did the Tax Court and Seventh Circuit Shoot an “Airball”?
The courts’ decision in Hoops lead to a counterintuitive and seemingly unfair result.  Did the courts get it right as a technical matter?  Arguably they did, insofar as they interpreted the interaction of Section 404(a)(5) and Treasury Regulations Section 1.461-4(d)(5)(i).  However, it is worth revisiting Hoops’ alternative arguments that (i) it ought to be entitled to reduce its amount realized by the amount of the deferred compensation or (ii) the deferred compensation ought to be excluded from income because it had not given rise to a deduction or asset basis.
A. Reducing the Amount Realized
As previously discussed in Part I, Hoops argued at the Tax Court level that even if it were required to include the assumed deferred compensation liability in its amount realized, it should be entitled to reduce its amount realized by the same amount under the principles of Pierce.  In Pierce, the taxpayer sold a newspaper business to a third-party buyer in exchange for cash and the buyer’s assumption of the sellers’ obligation to continue servicing existing subscriptions (referred to as a deferred revenue liability). The Eighth Circuit concluded that (i) the full amount of the deferred revenue liability should be accelerated and taken into account as income by the seller in connection with the sale and (ii) because the cash purchase price paid to the seller was reduced by the amount of the deferred revenue liability, the seller should be treated as having paid the buyer the amount of the deferred revenue liability to compensate the buyer for assuming the obligation to perform (thus generating a deduction to the seller under Section 162). The Tax Court in Hoops stated that Pierce did not apply because Section 404(a)(5) governed the timing of the deduction for the deferred compensation.
However, in Pierce, the court stated that the taxpayer’s deemed payment of the liability “either would constitute a deductible business expense under § 162(a) or it would operate in reduction, and here, by reason of identity of amounts, in elimination, of the income includable with the cessation of the need for the reserves” (emphasis added).  In other words, the court appears to have stated that it was not necessary for the expense to be deductible under Section 162(a) in order for the amount realized to be reduced.  The deemed payment of the liability operated as a reduction or offset to the purchase price.  There is logic to this.  As discussed above in Part III.B, Hoops could have retained the deferred compensation liability, rather than having Memphis Basketball assume it, and received $12.7 million more in purchase price.  Then, it could have paid the liability on behalf of Memphis Basketball when it came due.  Under this construct, the most likely treatment would have been that Hoops would have recognized an additional $12.7 million of amount realized in the year of sale, and had an offsetting $12.7 million capital loss in the year it paid the liability under Arrowsmith.  The court’s statement in Pierce about treating the reduction in purchase price as a deemed payment of the liability that operates as an offset to the additional amount realized achieves the same result, without the timing mismatch of having income in the year of the sale and a loss in a later year when the liability is paid.
When addressing Hoops’ argument under Pierce, the Tax Court merely referred to Section 404(a)(5) and stated that Section 404 controls the timing of the deduction, not Pierce.  But Section 404 speaks only to the deduction for the compensation expense.  It did not address treating the deemed payment as an offset or reduction to the amount realized in an asset sale, which the court in Pierce stated was an alternative treatment of a liability assumption.  Nevertheless, automatically treating the deemed payment of the liability described in Pierce as a reduction or offset to the purchase price seems to go too far.  For example, if the liability that had been assumed by Memphis Basketball were one that had previously been deducted by Hoops under the accrual method of accounting or had created tax basis for Hoops (such as indebtedness for borrowed money), then Hoops would have received a windfall if that liability had been offset against its amount realized.  It never would have been required to recapture the previous deduction or take into income the amount of the borrowed funds it had received and no longer needed to repay.  It is the fact that Hoops did not receive any tax benefit as a result of incurring the liability, discussed in the next section, that makes the result in the case seem so unfair.
B. Completely excluding the Liability from the Amount Realized
Hoops also argued that the deferred compensation liability should have been excluded from its amount realized altogether because it had neither given rise to a previous deduction nor to basis in any asset.  In effect, Hoops made a tax benefit argument—the relief from the deferred compensation liability should be included in its amount realized to the extent incurring the liability had previously provided a tax benefit.  Although there appears to be support for this position in some of the case law, discussed further below, current law does not appear to distinguish between liabilities depending on whether they generated previous tax benefits.
In particular, Treasury Regulations Section 1.1001-2(a)(1) provides that the amount realized from a sale or other disposition of property “includes the amount of liabilities from which the transferor is discharged as a result of the sale or disposition.”  Treasury Regulations Section 1.1001-(a)(2) goes on to state that if the debt assumed is recourse, rather than nonrecourse, the relief from that liability will be treated as cancellation of debt income and not gain from the sale or exchange of the property.  Neither provision makes any reference to whether the liability previously created any tax benefit.  In addition, United States v. Hendler,
 the case cited by the Tax Court in Hoops for the proposition that Hoops’ amount realized included the assumed deferred compensation liability, did not appear to base its conclusion on this distinction either.  In Hendler, the acquiring corporation in a reorganization under the predecessor to Section 368 assumed the target company’s bonded indebtedness and paid it off quickly after the reorganization. The court stated that the “[seller] was the beneficiary of the discharge of its indebtedness. Its gain was as real and substantial as if the money had been paid it and then paid over by it to its creditors.”
However, in the seminal case of Tufts, a partnership borrowed money on a nonrecourse basis to purchase an apartment complex and sold the property subject to the mortgage at a time when the fair market value of the property was less than the remaining outstanding amount under the mortgage.  The Supreme Court held that the seller was required to include the full amount of the mortgage in its amount realized—even the portion that was in excess of the fair market value of the building.  In so holding, the Court stated that:
The rationale for this treatment is that the original inclusion of the amount of the mortgage in basis rested on the assumption that the mortgagor incurred an obligation to repay.  Moreover, this treatment balances the fact that the mortgagor originally received the proceeds of the nonrecourse loan tax-free on the same assumption.  Unless the outstanding amount of the mortgage is deemed to be realized, the mortgagor effectively will have received untaxed income at the time the loan was extended and will have received an unwarranted increase in the basis of his property.

This concept that an obligation is a “liability” for tax purposes only if it created a prior tax benefit or is altogether nondeductible and noncapitalizable is embedded in other areas of the Code.  For example, Section 752 (discussed above in Part III.C), as well as in Section 357(c).  In addition, Section 108(e)(2) provides that cancellation of indebtedness income does not include an obligation to the extent paying the obligation would give rise to a deduction.

Notably, Treasury Regulations Section 1.1001-2(a)(3) states that a seller’s amount realized on the sale of property does not include a liability “incurred by reason” of the acquisition of the property sold, except to the extent the liability was taken into account in determining the seller’s basis in the assets sold.  This Treasury Regulation would seem to protect Memphis Basketball in the event it were to sell the Grizzlies before the payment of the deferred compensation it has assumed from Hoops.  It did not operate to exclude the liability from Hoops’ amount realized because from Hoops’ perspective, the deferred compensation liability was incurred in connection with the conduct of the team’s business, and not in connection with its acquisition of the team.  If Memphis Basketball were to generate its own deferred compensation liability in connection with its operation of the team, and then sold the team before paying that compensation or the liability assumed from Hoops, Treasury Regulations Section 1.1001-2(a)(3) would exclude the Hoops liability from its amount realized but not Memphis Basketball’s self-generated liability.  It’s not clear why that should be.
The origin of this exception, and why it only applies to liabilities assumed by a buyer in connection with acquiring the property, is not entirely clear.  When first proposed, Treasury Regulations Section 1.1001-2 did not include this rule.  According to the preamble to the final regulations, this exception was added due to comments received with respect to the proposed regulations.
  The preamble also states that this is consistent with the Service’s ruling and litigating position, without citation.  Unfortunately, the comments received by Treasury that are referenced in the preamble appear to no longer be readily available and, if they can be obtained at all, would need to be obtained through a Freedom of Information Act request that would not be processed by the publication deadline of this paper.
One possibility is that Treasury Regulations Section 1.1001-2(a)(3) was intended to address a situation similar to that in Estate of Franklin v. Commissioner,
 which was decided just three years before Treasury Regulations Section 1.1001-2 was enacted.  The case involved a tax shelter transaction where a group of dentists purportedly purchased a motel for approximately $1,250,000 of nonrecourse seller financing.  The sellers had purchased the motel the year before for $660,000.  The buyers put no money down except for $75,000 of what was labeled prepaid interest.  The motel was leased back to the sellers, who continued to run the motel.  The rent to be paid by the sellers was equal to the interest owed by the buyers, so no cash actually changed hands.  The buyers took significant depreciation deductions with respect to the motel.  The Ninth Circuit held that the nonrecourse debt was so far in excess of the motel’s fair market value that it should be ignored in its entirety, and therefore the buyers were not entitled to interest or depreciation deductions.  In later cases, the debt was bifurcated, with an amount of debt equal to the fair market value of the debt being added to the property’s basis and the excess being treated as a contingent liability capitalized into basis once actually paid by the buyer.
 Treasury Regulations Section 1.1001-2(a)(3) can be interpreted as saying that if the buyer then sells the asset, the excess nonrecourse liability above fair market value is not included in the buyer’s amount realized on the subsequent sale.
This result is sensible, but it is not clear why this rule should be limited only to liabilities incurred in connection with the acquisition of the property.  A strong case could be made that the economic performance rule of Treasury Regulations Section 1.461-4(d)(5)(i) and Treasury Regulations Section 1.1001-2(a)(3) ought to be combined and modified.  The new rule would provide that when a taxpayer disposes of a trade or business, and the buyer expressly assumed a liability arising out of that trade or business, the amount of the liability will be included in the taxpayer’s amount realized only if it meets the definition of “liability” in Treasury Regulations Section 1.752-1(a)(4).
  Despite the Seventh Circuit’s “firm conviction” that Congress intended the result in Hoops when it enacted Section 404(a)(5), it seems much more likely that Congress did not contemplate a situation where the entire trade or business is sold and the compensation liability assumed by the buyer.
V. The Curious Incident of the (Possibly) Vanishing Basis
A. Background
The sometimes overlooked holding in Tufts was that Section 752(c) applies to contributions to, and distributions from, partnerships of property subject to nonrecourse debt in excess of the fair market value of the property.  As previously discussed, in Tufts, a partnership borrowed money on a nonrecourse basis to purchase an apartment complex.  The partners then sold their partnership interests at a time when the fair market value of the property was less than the remaining outstanding amount under the mortgage.  The taxpayer claimed that its amount realized in the sale under Section 752(d) was limited under Section 752(c) to the fair market value of the property.  Section 752(c) provides that, for purposes of Section 752, a liability encumbering property is treated as a liability of the owner of the property only to the extent of the fair market value of the property.  Accordingly, the taxpayer argued that the excess nonrecourse liability—the portion of the liability in excess of the fair market value of the property—was not treated as its liability under Section 752(d) and therefore was not included in its amount realized.
The Court rejected this interpretation of Section 752(c) for several reasons.  First, Treasury Regulations Section 1.752-1(c)
 states that the fair market value limitation on liability assumptions applies in cases of distributions of property from or contributions of property to a partnership.
  There is no mention of sales or exchanges of partnership interests or of Section 752(d) in the Treasury Regulation.  In addition, the Court stated that when enacting Section 752(c), Congress was specifically trying to prevent a partner from inflating their tax basis in their partnership interest in order to have more capacity to utilize allocations of deduction and loss under Section 704(d),
 without putting more capital at risk in the partnership.
   For example, under Section 752(a), when a partner assumes the liability of a partnership, it is treated as if it made a contribution of money to the partnership in an amount equal to the assumed liability.  That deemed capital contribution would increase the partner’s basis in their partnership interest under Section 722.  The Court was also influenced by the fact that the full amount of the liability was included by the partnership in its basis in the property, and the partners in their partnership interests.  It would have been asymmetrical to then exclude the excess nonrecourse liability from the partners’ amounts realized.
However, the Court did not address how exactly Section 752(c) would actually apply mechanically to a contribution to or distribution from a partnership of property encumbered by a liability in excess of its value.  It never explained how Section 752(c) prevents inflation of basis, and where the excess basis goes.  McKee
 suggests that under Section 752(c), the liability should be bifurcated.
  A portion of the liability equal to the fair market value of the distributed property is treated as assumed by the distributee partner, the remaining portion of the liability is treated as if it remained a partnership liability.  If and when the distributee partner makes payments on the portion of the liability in excess of the property’s fair market value, it is treated as if it made a capital contribution to the partnership under Section 752(a), resulting in a basis increase in its partnership interests.  The other partners receive an equal and offsetting deemed distribution under Section 752(b).  But how would this work when the distribution is a liquidating distribution and the partnership no longer exists?  It is unclear.
B. Application of Section 752(c) to Liquidating Distributions
For purposes of this discussion, assume that Partnership AB has two partners, Partner A and Partner B.  Partnership AB owns all of the equity of LLC, a single member LLC treated as a disregarded entity for U.S. federal income tax purposes that operates an active business.  Partnership AB has an adjusted basis in LLC’s assets of $1.4 million and LLC has incurred third-party debt of $1.8 million, which is considered nonrecourse to Partnership AB and its partners.  The current fair market value of LLC’s assets is $1.2 million.  Partnership AB redeems Partner A in exchange for cash, or Partner B purchases Partner A’s entire interest.  Under Revenue Ruling 99-6, Partnership AB is deemed to liquidate, with Partner B receiving the equity of LLC.  What is Partner B’s tax basis in the assets of LLC?  Under Section 732(b), a partner’s basis in property distributed in liquidation of its partnership interest is equal to the partner’s adjusted basis in the partnership interest reduced by any money distributed in the same transaction.  Under Section 752(b), a decrease in a partner’s share of the liabilities of a partnership is treated as if it were a distribution of money to the partner by the partnership.

Applying these statutory provisions literally, and adopting McKee’s construct for how Section 752(c) ought to applied, it is unclear what the result would be, but the following seems to result from a mechanical application of the statutes.  Partner B should be treated under Section 752(c) as having assumed only $1.2 million of the $1.8 million of partnership debt.  Accordingly, under Section 752(b), Partner B is treated as if it received a cash distribution of $1.8 million (the amount of the liability the partnership is relieved of in the liquidation) and, under Section 752(a), make a capital contribution to the partnership of $1.2 million since it made a deemed capital contribution to Partnership AB as a result of assuming the liability, resulting in an outside basis of $1.2 million.
  Under Section 732(b), Partner B’s $1.2 million of basis in its partnership interest becomes its basis in the assets of LLC.
What happens to the $0.2 million of partnership level basis that has disappeared and the $0.6 million of the excess nonrecourse liability that Partner B is not treated as assuming due to application of Section 752(c)?  In a nonliquidating distribution, McKee posits that the $0.6 million excess nonrecourse debt that is not treated as assumed by Partner B under Section 752(c) would remain a liability of Partnership AB for purposes of Section 752.  When and if Partner B makes payments with respect to this portion of the liability, Partner B would be treated under Section 752(a) as if it made a capital contribution to Partnership AB, increasing its basis in its Partnership AB interest.  However, since Partnership AB has liquidated, it is unclear what happens.  McKee suggests that any basis associated with this portion of the liability could be lost forever, or this portion of the liability could be deemed assumed by Partner B upon liquidation of the partnership.
 The latter possibility seems to be inconsistent with the express language of Section 752(c).
If the lenders to LLC had foreclosed on the equity or assets of LLC before the liquidation of Partnership AB, then the partnership would have an amount realized of $0.4 million under Treasury Regulations Section 1.1001-2 and Tufts.  If the basis in LLC is adjusted downwards to LLC’s $1.2 million fair market value, then $0.4 million of partnership level Tufts gain will have been converted into $0.6 million of Tufts gain.  An additional $0.2 million of basis has seemingly disappeared without anyone recognizing a loss.
As previously discussed, Treasury Regulations Section 1.1001-2(a)(3) provides that a seller’s amount realized on the sale of property does not include a liability “incurred by reason” of the acquisition of the property sold, except to the extent the liability was taken into account in determining the seller’s basis in the assets sold.  Arguably, this Treasury Regulation would permit Partner B to exclude from its amount realized the $0.6 million of excess nonrecourse liability, since the entire liability was assumed by B as a result of acquiring LLC through a liquidating distribution and the excess nonrecrouse liability was not included in Partner B’s basis.  If that were the case, then it would appear that Partner B could entirely avoid including the portion of the liability in excess of its amount realized, regardless of whether its basis in LLC is $1.2 million, $1.4 million, or even $0, because the portion of the nonrecourse liability in excess of fair market value would not have been reflected in its basis.  In this case, $0.4 million of partnership level Tufts gain would have been converted into no gain at the partner level.  This also is an inappropriate economic result, although on its face there is an argument that Treasury Regulations Section 1.1001-2(a)(3) applies.
A strong case can be made from a policy perspective that Partner B’s basis in LLC should be a $1.4 million carryover basis from Partnership AB.  To the extent that Partner B makes any payments on the portion of the nonrecourse liability in excess of the fair market value of LLC, the payment should be added to its basis in LLC’s assets.  After all, nothing has really changed substantively from an economic standpoint.  The debt was nonrecourse to Partner B both before and after the distribution, and no gain or loss was recognized as a result of the distribution.  Carryover basis preserves the status quo—it maintains the same amount of built-in gain in LLC’s assets.  However, it is not at all clear that this is the result through mechanical application of Section 752.  Beware of making assumptions.
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