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1. Business Entity Taxation
1. Partnership v. Corporation
i. A joint enterprise engaged in a profit seeking activity--a business entity--generally must be classified for FIT purposes as either a partnership or a corporation.
ii. The IRS ultimately promulgated regulations that provide business entities that are not formally organized as corporations under the governing law with the ability to elect to be treated for FIT purposes as a partnership or a corporation.
 
2. Corporations
1. C Corporations
i. C corporations are taxable on their own income under §11 of the Code—at a top rate of 21%. 
ii. Then, when they distribute their after-tax earnings to shareholders as dividends, those earnings are generally taxed a second time—this time to the shareholders who, if they’re individuals, are taxed at a top rate that’s a combination of two rates: 
a. first, the capital gains rate of 20%, imposed by IRC §1, and 
b. second, the net investment income tax rate of 3.8%, imposed by IRC §1411—for a total top rate of 23.8%.
 
3. S Corporations
1. S corporations, by contrast, compute their taxable income at the entity level but, for the most part, do not pay tax on that income themselves. Instead, the income is reported by the corporation to its shareholders and then by its shareholders on their own returns. This is true even if no cash is actually distributed to the shareholders. When the cash corresponding to the reported income is then distributed to shareholders, it is not generally taxed again. 
2. S corporations are subject to the special rules of Subchapter S of Chapter One of the Code.
3. Income earned by S corporations is therefore generally taxed only once, to its shareholders. 
4. The top individual rate is normally 37%. This 37% top rate may then be modified in two ways. 
i. First, under IRC §199A, individuals are allowed a 20% deduction for qualified business income, including qualified business income passed through from an S corporation. If the IRC §199A deduction is available, this drops the top rate down to 29.6%. 
ii. Second, if the business of the S corporation is a passive activity (within the meaning of IRC §469) with respect to a particular shareholder, the passed-through income will be net investment income for purposes of the IRC §1411 tax on net investment income tax. If so, the top rate will jump by 3.8%, either from 37% to 40.8% (if the §199A deduction is not available) or from 29.6% to 33.4% (if it is).
 
4. A business entity that is classified as a corporation is a "per se" corporation for federal tax purposes.  
1. It can elect to be an S corp, but it cannot be a partnership.
 
5. Partnerships
1. Taxation of Partnerships
i. Questions to ask
a. Is the entity recognized for Federal Tax Purposes
1. Generally, all of the foregoing state law forms are recognized as entities for tax purposes. But an entity may be recognized for federal tax purposes even if none is recognized as a matter of state law. That is, state law recognition is not a prerequisite for entity recognition at the federal tax level.
 
6. Is the entity a "business entity" (partnerships, DREs, corporations and morrissey trusts)
1. Reg. §301.7701-2(a) tells us that “[a] business entity is any entity recognized for federal tax purposes … that is not properly classified as a trust … or other otherwise subject to special treatment under the Internal Revenue Code.” 
2. So “business entity” = “recognized entity” other than a trust or other special treatment entity.
i. A trust is a common law entity in which legal and beneficial title are separated. The trustee holds legal title and acts for the benefit of the beneficiaries, who hold equitable title.
ii. Most trusts are taxed as trusts under Subchapter J of Chapter One of the Code, not as business entities. 
iii. If a trust is established with a business purpose or capacity, however, under Morrissey v. Commissioner, 296 U.S. 344 (1935), it will be treated as a corporation for federal tax purposes, and therefore as a business entity.
a. The Code calls an unincorporated entity that is classified as a corporation an "association." Trusts treated as corporations are also sometimes known as “Morrissey trusts.” Associations or Morrissey trusts are subject to the rules of corporate taxation—C or S.
2. Under Reg. §301.7701-3(a), a business entity that is not classified as a corporation is called an “eligible entity.” All of the types of entities (GP, LP, LLC) we have left are “eligible entities.”
3. If an improper election is made, the default rules apply.
 
2. How many members does the eligible organization have?
1. An eligible entity with at least two members can elect to be classified as either a corporation or a partnership. 
2. An eligible entity with a single owner can elect to be classified as a corporation or to be disregarded as an entity separate from its owner.
3. The regulations that authorize these elections, Reg. §§301.7701-1 et seq., are commonly known as the “check-the-box” regulations, because they allow eligible entities to elect how they will be classified simply by checking a box on the relevant form.
a. An eligible entity may affirmatively elect its classification on Form 8832, Entity Classification Form.
4. If two wholly-owned subsidiaries of a common parent were the owners of an organization, those owners would not be respected as bona fide owners and the organization would be treated as having only one-owner.
 
3. What is the default form if no election is made? (DEFAULT RULES go to passthrough structure)
1. Reg. §301.7701-3(b)(1) gives us default rules. 
a. If it has two or more members, an eligible entity that doesn’t make an affirmative election to the contrary will be classified as a partnership; 
b. if it has a single owner, it will be disregarded.
 
4. Taxation of Partnerships and DRE
1. Partnerships
a. Partnerships are subject to the special rules of Subchapter K of Chapter One of the Code. 
b. Like S corporations, partnerships compute their taxable income at the entity level but do not pay tax on that income themselves. 
c. Instead, the income is reported directly by the partners. 
d. When the cash corresponding to the reported income is then distributed, it is not generally taxed again.
 
5. DRE
1. A disregarded entity is still a business entity; it’s simply disregarded. All property owned by the disregarded entity is treated as being owned by the entity’s owner; all debt owed by the disregarded entity is treated as owed by the entity’s owner; all income or losses of the disregarded entity are reported directly on the entity’s owner’s own return.
 
6. Publicly Traded Partnerships
Under IRC §7704, any entity that would otherwise be classified as a partnership will be taxed as a C corporation if its interests are publicly traded. 
There is an exception to this rule for publicly traded partnerships that receive predominantly passive-type income. 
We’re told in IRC §7704(c) that “A partnership meets the gross income requirements of this paragraph for any taxable year if 90 percent or more of the gross income of such partnership for such taxable year consists of qualifying income.”
The term “qualifying income” is then defined to include interest, dividends, real property rents, gains from the sale of real property, certain kinds of natural resource income, gains from the sale of capital assets held for the production of one of the foregoing types of income, and, in limited cases, income from commodities.
 
Check the Box Elections
The regulations retain the requirement that elections be made at the beginning of the taxable year.
Taxpayers can specify the date on which an election will be effective, provided that date is not 75 days prior to the date on which the election was filed and not more than 12 months after the date the election was filed.
Entities are prohibited more than one election to change classification within a sixty month period.  The regulations permit the commissioner to waive the applicable of the sixty month limitation by letter ruling.
a. Waivers will not be granted unless there is more than a 50% change in ownership.  
b. The 60 month limitation only applies to a change in classification election.  The election does not apply if the organization's business is actually transferred to another entity.
 
8. Introduction to Partnership Accounting
1. Capital Accounts
a. We maintain one capital account for each partner.
· It tells us a partner’s current balance in the partnership at any given time. 
· If the partnership were to be liquidated, that’s how much the partner would get. 
a. Think of these books as liquidation value--thus, generally capital accounts are affected by FMV of transaction value.
· We use capital accounts to keep track of how much each partner has put in, how much she has taken out, and her share of any partnership income or loss (sort of like interest on a bank account, although because partnerships can lose money this number can be negative).
 
9. If a special distribution is made to one partner, it affects her capital account.
1. Corporations don’t have standard mechanisms through which a special distribution can be made to one shareholder and adjustments can be made to ensure that everything comes out fairly in the end. The partnership is a particularly flexible vehicle through which to organize and run a business enterprise.
 
10. A partner's initial capital account is the sum of the amount of any money contributed to the partnership by the partner, plus the FMV of any property contributed by the partner.
1. A partner's capital account will be increased in a like manner for any subsequent contributions by the partner to the partnership and by the amount of partnership book income allocated to the partner.
2. The partner's capital account will be decreased by the amount of money distributed to the partner and by the partner's share of partnership book losses.
 
11. Capital accounts generally reflect GAAP numbers.  However, Tax regulations specify the rules governing the maintenance of these accounts, not GAAP.  
1. For example, the tax code provides for measures where the accounts can be revalued upon admission of a new partner.
 
12. The starting point for determining the partners' substantive interests in the partnership's assets upon liquidation is the FMV of the money or other property contributed by each partner.  
1. Upon liquidation of the partnership, all capital accounts must be adjusted to reflect increases and decreases to value of partnership property.
2. In addition, capital accounts may be  increased or decreased to reflect a revaluation of the partnership's property on the happening of certain events, such as the admission of a new partner, distribution of property, or the liquidation of the partner's interest.
3. The partner's determination of FMV will generally be accepted by the IRS if an arm's length valuation is performed.
 
13. A partner who has more than one interest in the partnership is treated as having a single capital account that reflects all of the partner's interest, even if one interest is as a general partner and one is as a limited partner, without regard to the time or manner of the acquisition of the interests.
 
i. Because capital accounts are affected by the FMV of transactions, capital accounts do not equal the partner's tax basis.
1. A partner's capital account can be negative whereas tax basis can't go below 0.
 
ii. Formation of a Partnership
1. Non-recognition rule - Section 721(a)
1. IRC §721(a) states, “No gain or loss shall be recognized to a partnership or to any of its partners in the case of a contribution of property to the partnership in exchange for an interest in the partnership.”
1. The non-recognition rule overrides 1001(c) which generally requires that realized gains and losses be recognized.
 
iii. Investment Company Exception to Nonrecognition
1. IRC §721(b) states, "Subsection (a) shall not apply to gain realized on a transfer of property to a partnership which would be treated as an investment company (within the meaning of section 351) if the partnership were incorporated.”
1. Under IRC §721(b) gains are recognized, but not losses.
 
iv.  Reg §1.351-1(c)(1) states, "The general rule of §351 does not apply, and consequently gain or loss will be recognized, where property is transferred to an investment company after June 30, 1967. 
v. A transfer of property after June 30, 1967, will be considered to be a transfer to an investment company if - 
1. (i) The transfer results, directly or indirectly, in diversification of the transferors' interests, and 
2. (ii) The transferee is 
1. (a) a regulated investment company, 
2. (b) a real estate investment trust, or 
3. (c) a corporation more than 80 percent of the value of whose assets (excluding cash and nonconvertible debt obligations from consideration) are held for investment and are readily marketable stocks or securities, or interests in regulated investment companies or real estate investment trusts.”
 
vi. Policy: The purpose of §§721 and 351 is to allow the creation of businesses, not to permit diversification without recognition. 
1. In our stock example, all that the partners have really done is to exchange interests in the stock they held for interests in other stocks. This should be a recognition event.
 
vii. IRC §721 (which provides for nonrecognition) overrides the mandatory gain recognition provisions of IRC §1245
 
1. When you have a non-recognition even, there are two questions--what is basis and what is holding period?
 
2. Definition of Property for purposes of 721
1. General
a. If you can’t find authority under the partnership rules, you can always look for guidance under the corporate rules, and vice versa.
b. In additional to tangible property and cash, a variety of intangible property, such as patents may qualify as property even if those rights were created by the personal efforts of the person who contributed them.
1. Thus, property includes business goodwill, secret processes and formulae, even if not patented, and contracts to acquire property.
c. The line between services and self-created intangible property is not always easy to ascertain.
 
3. AR
1. The case of Hempt Bros. v. US held that in the case of a contribution to a corporation under IRC §351, the contribution of accounts receivable as part of the transfer of an ongoing business does not trigger immediate gain recognition. IRC §351 is the corporate analog of IRC §721. By analogy, therefore, accounts receivable should constitute “property” for purposes of IRC §721 as well.
 
4. Installment obligations are specifically designated as eligible property in Treas. Reg. 1.721--1(a).  Moreover, Section 453B does not require recognition of gain upon a transfer of an installment obligation to a partnership.
 
a. Under 704(c), the remaining deferred tax gain on an installment sale obligation or the amount realized upon collection of a cash method receivable must be allocated to the contributing partner when it is recognized.
 
1. Partner's Own Promissory Notes
a. A partner's personal promissory note contributed to the partnership in exchange for a partnership interest meets the definition of property and the rules in 721-723 govern.
 
2. However, IRS has held that contribution of a promissory note is not the same, and without more, it will not increase the partner's basis in the partnership interest.
a. However, as payment are made on the note, the partner's outside basis will increase pro tanto.
 
3. Reg 1.704-1(b)(2)(iv)(d)(2) provides that in such a case the partners' capital account is to be increased only as payments are made on the note or upon disposition of the note.  Although the contribution of a partner's own promissory note does not directly increase outside basis, such a note may operate to increase the partner's share of partnership recourse debt, which will in turn allow for an increase to outside basis.
 
4. Contribution of Partnership Debt to the Partnership
a. Section 108(e)(8) provides that when a partnership transfers a partnership interest to a creditor in satisfaction of the partnership debt, the partnership is treated as having satisfied the debt for an amount equal to the FMV of the partnership interest.  The partnership must recognize the COD income to the extent that the amount of the cancelled debt exceeds the FMV of the partnership interest transferred to the creditor.
 
5. Treas. Reg. 1.108-8(b) provides a safe harbor in which the debtor partnership and the creditor partner may treat the FMV of a partnership interest received in satisfaction of the debt as the liquidation value of the interest.
 
a. The liquidation value is defined as the amount of cash that a creditor-partner would receive immediately after the debt-for-equity exchange if the partnership sold all of its assets for cash and liquidated.
1. This valuation rule applies only if the debt for equity exchange is an arms length transaction and if subsequent to the exchange the creditor's partnership interest is not redeeemed by either the partnership or a person related to the partnership in a transaction that is intended to avoid COD income by the partnership.
 
b. 721 applies to the creditor contribution of debt to the partnership in exchange for a partnership interest.  Thus, the creditor does not recognize gain or loss on the exchange of partnership debt of a partnership interest.  The creditor's basis in the partnership determined under 722.
 
c. However, the nonrecognition rule of 721 does not apply to the transfer of a partnership interest in satisfaction of partnership indebtedness for unpaid rent, royalties, or interest.
 
d. The payment of partnership debt by a third party retiring partner is not a contribution to the partnership.  Rather, the payment represented gross income to the partnership.
 
1. Substituted Basis for the Partner - Section 722
1. The basis of an interest in a partnership acquired by a contribution of property, including money, to the partnership shall be the amount of such money and the adjusted basis of such property to the contributing partner at the time of the contribution increased by the amount (if any) of gain recognized under section 721(b) to the contributing partner at such time.”
1. 721(b) is the investment company exception to the non-recognition rule.
 
2. Take basis and move it from one asset to another.
 
3. Section 722 prescribes the partner's basis in the partnership asset, which is a separate and distinct asset from the underlying property owned by the partnership.
1. The partner's basis in the partnership interest is outside basis.
2. 722 provides that partner's basis in the partnership interest is equal to the sum of the adjusted bases for the contributed property and any cash contributed.
 
4. Carryover Basis for the Partnership - Section 723
1. IRC §723 states, "The basis of property contributed to a partnership by a partner shall be the adjusted basis of such property to the contributing partner at the time of the contribution increased by the amount (if any) of gain recognized under §721(b) to the contributing partner at such time."
 
5. 721b is the investment company rule.  So its carryover basis PLUS the investment company gain recognition rule.
 
6. Carryover basis is when the property is the same.  That is, two owner's basis in the same asset will be the same.
 
i. The partnership's basis in the partnership property, whether contributed by partners or purchased by the partnership, is commonly called inside basis.
 
1. Holdings Period
i. General
1. A partnership interest is capital asset in the hands of a partner, even though it may have been acquired in exchange for asset that would produce ordinary income upon sale, such as inventory.
2. If a partnership's property consists of inventory or unrealized AR, 751(a) may require the recognition of ordinary income on a sale of the partnership notwithstanding its classification as a capital asset.
3. TCJA added section 1061 which requires a three year holding period in order to obtain LT capital gain with respect to applicable service interest in certain investment or capital raising partnerships.
 
2. Simplified Rule: As a consequence of 722, if the contributed property was a 1231 asset or a capital asset pursuant to 1223(1), a partner's holding period for the partnership interest includes the period for which the partner held the contributed property.
 
a. If the property was an ordinary income asset, however, the holding period starts when the partnership interest is received.
 
b. What is the partner's holding period - Substituted Basis
1. IRC §1223(1) states, 
a. "In determining the period for which the taxpayer has held property received in an exchange, 
b. there shall be included the period for which he held the property exchanged if, under this chapter, 
1. the property has, for the purpose of determining gain or loss from a sale or exchange, the same basis in whole or in part in his hands as the property exchanged, and, 
2. In the case of such exchanges the property exchanged at the time of such exchange was 
a. A capital asset as defined in section 1221 or 
b. Property described in section 1231."
 
c. Subsection (1) applies in substituted basis situations. If it applies, it adds one holding period to another. We call this tacking.
 
1. Holding requirements narrower for partners than the partnership.
 
2. Depreciable property used in a trade or business is not considered a capital asset.  Thus, you need to evaluate under 1231.
a. The rules in 1221 state that 1231 applies, and 1231 states that property is only a 1231 asset if you hold for more than one year.
 
3. The idea is that you are swapping one piece of property that gets capital gains rates for another piece of property that gets capital gains rates.  Thus, there is requirement  that the asset be capital or 1231 property.
 
4. Treas Reg 1.1223-3(a) and (b) provide that the partnership interest is divided up for purposes of determining the partner's holding period.  The portion of the partnership interest that takes a holding period determined with respect to the partnership generally is the fraction that is equal to the FMV of the item of property or cash divided by the FMV of the entire partnership interest.
a. Subsequently, any capital gain or loss realized with respect to the sale of the partnership interest (or with respect to a distribution) is divided between LT and ST capital gain or loss in the same proportion as the holding period of the interest in the partnership is divided between the portion of the interest held for more than one year and the portion held for one year or less.
 
5. What is the partnership's holding period - Carryover Basis
a. IRC §1223(2) states, 
a. "In determining the period for which the taxpayer has held property however acquired 
b. there shall be included the period for which such property was held by any other person, if under this chapter 
1. such property has, for the purpose of determining gain or loss from a sale or exchange, the same basis in whole or in part in his hands as it would have in the hands of such other person."
 
6. Partnership ALWAYS gets credit for the holding period of the contributing partner.  This rule is different than the rules for partners themselves (above)
 
7. Thus, 1231 property contributed to a partnership for use in the trade or business retains its character as 1231 property even though the partnership has not independently met the holding period requirements in 1231.
 
8. Except as provided in 724, property contributed to a partnership in a transaction subject to 721-723 is characterized as a capital asset, or ordinary income asset according to the purpose for which the partnership holds the property
 
9. Section 724 provides three special rules designed to prevent the manipulation of the character of gains and losses by contributing property to a partnership that would hold the property for a different purpose than the purpose for which it was held by the contributing partner.
 
a. Unrealized AR contributed by a partner, such as cash method AR, retain their ordinary income character permanently.
 
b. Inventory items contributed by a partner retain their ordinary character for five years, even though not held as inventory by the partnership.
 
c. Property with built in capital loss at the time of contribution retains its character as a capital asset, to the extent of the BIL, for five years even though the partnership holds the asset as an ordinary income asset.
 
i. What is a Capital Asset?
1. The term “capital asset” is defined in IRC §1221 to mean all property other than certain enumerated types, the most important of which are emphasized below:
a. (a) In general. For purposes of this subtitle, the term “capital asset” means property held by the taxpayer (whether or not connected with his trade or business), but does not include—
1. stock in trade of the taxpayer or other property of a kind which would properly be included in the inventory of the taxpayer if on hand at the close of the taxable year, or property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business;
2. property, used in his trade or business, of a character which is subject to the allowance for depreciation provided in section 167, or real property used in his trade or business;
3. a patent, invention, model or design (whether or not patented), a secret formula or process, a copyright, a literary, musical, or artistic composition, a letter or memorandum, or similar property, held by—
a. a taxpayer whose personal efforts created such property,
b. in the case of a letter, memorandum, or similar property, a taxpayer for whom such property was prepared or produced, or
c. a taxpayer in whose hands the basis of such property is determined, for purposes of determining gain from a sale or exchange, in whole or part by reference to the basis of such property in the hands of a taxpayer described in subparagraph (A) or (B);
4. accounts or notes receivable acquired in the ordinary course of trade or business for services rendered or from the sale of property described in paragraph (1);
5. a publication of the United States Government (including the Congressional Record) which is received from the United States Government or any agency thereof, other than by purchase at the price at which it is offered for sale to the public, and which is held by—
a. a taxpayer who so received such publication, or
b. a taxpayer in whose hands the basis of such publication is determined, for purposes of determining gain from a sale or exchange, in whole or in part by reference to the basis of such publication in the hands of a taxpayer described in subparagraph (A);
6. any commodities derivative financial instrument held by a commodities derivatives dealer, unless—
a. it is established to the satisfaction of the Secretary that such instrument has no connection to the activities of such dealer as a dealer, and
b. such instrument is clearly identified in such dealer’s records as being described in subparagraph (A) before the close of the day on which it was acquired, originated, or entered into (or such other time as the Secretary may by regulations prescribe);
7. any hedging transaction which is clearly identified as such before the close of the day on which it was acquired, originated, or entered into (or such other time as the Secretary may by regulations prescribe); or
8. supplies of a type regularly used or consumed by the taxpayer in the ordinary course of a trade or business of the taxpayer.
 
ii. What about property?  Why isn't that capital?
1. If property is used in a trade or business, it is not a capital asset. Rather, it may qualify as a IRC §1231 asset, so long as it has been held for at least a year
 
iii. What is 1231 Property
1. When we turn to IRC §1231, we discover why depreciable property and real property used in a trade or business are excluded from the definition of capital assets: They’re governed instead by IRC §1231(b).
 
iv. IRC §1231(b)
1. (b) Definition of property used in the trade or business. For purposes of this section—
a. General rule. The term “property used in the trade or business” means property used in the trade or business, of a character which is subject to the allowance for depreciation provided in section 167, held for more than 1 year, and real property used in the trade or business, held for more than 1 year, which is not—
1. property of a kind which would properly be includible in the inventory of the taxpayer if on hand at the close of the taxable year,
2. property held by the taxpayer primarily for sale to customers in the ordinary course of his trade or business,
3. a patent, invention, model or design (whether or not patented), a secret formula or process, a copyright, a literary, musical, or artistic composition, a letter or memorandum, or similar property, held by a taxpayer described in paragraph (3) of section 1221(a), or
4. a publication of the United States Government (including the Congressional Record) which is received from the United States Government, or any agency thereof, other than by purchase at the price at which it is offered for sale to the public, and which is held by a taxpayer described in paragraph (5) of section 1221(a).
 
v. Be careful when property is contributed to a partnership from a real estate business.  That is not a capital asset or 1231 property
 
1. IRC §1231 property, however, gets the best of both worlds--capital gain treatment and ordinary loss treatment.
a. IRC §1231(a)(1) tells us: “If — (A) the section 1231 gains for any taxable year, exceed (B) the section 1231 losses for such taxable year, such gains and losses shall be treated as long-term capital gains or long-term capital losses, as the case may be.”
b. But IRC §1231(a)(2) says: “If — (A) the section 1231 gains for any taxable year, do not exceed (B) the section 1231 losses for such taxable year, such gains and losses shall not be treated as gains and losses from sales or exchanges of capital assets.”
c. In sum, §1231 property consists of assets commonly thought of as capital, but which are excluded from the definition of capital assets so as to give them even more beneficial tax treatment. 
d. And IRC §1223(1) tells us that both they and capital assets will be eligible for tacked holding periods when contributed to a partnership.
 
2. Built in Gain/Loss - 704(c)
a. The general rule, set forth in IRC §704(a), is that: “A partner’s distributive share of income, gain, loss, deduction, or credit shall, except as otherwise provided in this chapter, be determined by the partnership agreement.”
 
3. IRC 704(c)(1)(A): “Under regulations prescribed by the Secretary— (A) income, gain, loss, and deduction with respect to property contributed to the partnership by a partner shall be shared among the partners so as to take account of the variation between the basis of the property to the partnership and its fair market value at the time of contribution, …”
a. The relevant regulation is Reg §1.704-3
 
4. General Rule: When a partner contributes property with a built-in gain or loss, and the partnership later disposes of that property, the built-in gain or loss, to the extent recognized, must be allocated to the contributing partner.
a. Otherwise we could shift built-in gains and losses among taxpayers by forming partnerships, having the partnerships recognize those gains and losses, and allocating those gains and losses among the partners arbitrarily – to the best tax advantage.
 
5. When partners are allocated BIG or BIL, their outside basis in the partnership should increase.
a. IRC §705(a)(1)(A) tells us that: “The adjusted basis of a partner’s interest in a partnership shall, except as provided in subsection (b), be …— (1) increased by the sum of his distributive share for the taxable year and prior taxable years of— (A) taxable income of the partnership as determined under section 703(a).”
 
6. This provision overrides the general rules of 704 governing the allocation of items of income and deduction among partners, under which the gain or loss inherent in an asset at the time it is contributed to a partnership would be allocated among the partners according to their general profit sharing ratios.
 
7. Contributions of Property to Partnership
a. General Rules
i. When encumbered property is contributed to a partnership, the results must be pieced together by analyzing 721-723, treatment of changes in partnership share of debts under 752, partnership distributions in 731 and 733, and partners bases in their interests under 705.
 
8. Gain, but not loss, may be recognized upon the contribution of encumbered property to the partnership or the assumption of a partner's debts by the partnership.
 
i. Debt incurred at the partnership level is treated as if each partner borrows his share of the debt and then contributes a corresponding amount of cash to the partnership. 
1. It follows that when a partner’s share of any partnership debt increases, we treat that increase as a cash contribution to the partnership. 
2. When a partner’s share of any partnership debt decreases, we treat that decrease as a cash distribution to the partner. The relevant rules appear in IRC §752.
 
ii. Debt borrowed at the partnership level is treated as if it were incurred by the partner.  
1. Then you will treat the partner of having contributed the requisite cash to the partnership.
2. The contribution increases outside basis.  This is solely for tax purposes.
3. The converse is true if the partnership's debt decreases.  A distribution of cash out will reduce outside basis.
 
iii. Definition of a Liability
1. For purposes of 752, the term liability is defined in Treas. Reg. 1.752-1(a)(4) as limited to debts that:
1. Create or increase basis (including cash balances)
2. Give rise to deduction (e.g. accrual method accounts payable)
3. Give rise to nondeductible expenditure not chargeable to a capital account (under 263 or 263A--e.g. a fine)
 
iv. Cash method AP are not liabilities for purposes of 752 and do not increase partners' bases in their partnership interests.
1. Chapter 3, Problem Set 2, Problem 2 involves an issue that commonly arises when ongoing businesses are contributed to a partnership. Here, Lisa is contributing an ongoing business that has both receivables and payables—amounts she is owed and amounts she owes. The payables are debt. The receivables are assets.
 
v. Because she is a cash method taxpayer, the receivables have zero basis. Her substituted basis in her partnership interest is therefore zero. When Lisa contributes the business to the partnership, her share of the payables is reduced. Based on what we have learned to this point, any reduction in her share of this debt would be treated as a deemed distribution of cash. As a result, she will end up with a deemed distribution in excess of basis, triggering gain under §731.
 
vi. §704(c)(3) states, "Under regulations prescribed by the Secretary, rules similar to the rules of paragraph (1) shall apply to contributions by a partner (using the cash receipts and disbursements method of accounting) of accounts payable and other accrued but unpaid items."
 
vii. The governing regulation actually construes §752. It’s Reg §1.752-1(a)(4)(i), which tells us:
In general. An obligation is a liability for purposes of section 752 and the regulations thereunder (§ 1.752-1 liability), only if, when, and to the extent that incurring the obligation -
· Creates or increases the basis of any of the obligor's assets (including cash);
· Gives rise to an immediate deduction to the obligor; or
· Gives rise to an expense that is not deductible in computing the obligor's taxable income and is not properly chargeable to capital.
 
· Result? On the contribution, Lisa is not treated as being relieved of any liability, and therefore does not have a deemed distribution in excess of basis. This treatment is then confirmed by Rev. Rul. 88-77, which holds that cash method accounts payable, which are not deductible until paid and do not give rise to basis in any asset, should not be treated as liabilities for purposes of §752.
 
1. What about AP for accrual TP
a. Payables have already given rise to deductions and are treated as liabilities for purposes of §752. But receivables have already been taken into income; Lisa therefore has a basis of $18,000 in the receivables.
b. So Lisa begins with an outside basis of $18,000 in her partnership interest. Her share of the $12,000 of payables is reduced from $12,000 to $4,000—in other words, by $8,000. This is treated as a cash distribution to her.
c. The deemed cash distribution of $8,000 reduces her outside basis to $10,000. But she has plenty of basis, and therefore does not recognize any gain under §731 by reason of a deemed distribution in excess of basis.
d. What happens upon payment: The deduction has already been taken with respect to these payables, so there is no further deduction. But payment reduces the total amount of partnership debt, and therefore reduces each partner’s share of partnership debt by $4,000.  Therefore each partner’s outside basis is reduced by $4,000 per 752
 
2. Contribution of Property Encumbered by Debt
a. General Rules
1. The starting point of the analysis in any situation in which the partnership assumes a partner's liabilities or takes property subject to a liability in connection with a contribution of property to the partnership is 721-723.
 
3. Easy way to analyze the change on outside basis when property with recourse debt is contributed to the business is to just look at the change in the partners' share of the debt before you allocate the debt and after you allocate the debt.
 
4. Upon contribution of the property, the contributing partner takes a basis in the partner's partnership interest equal to the partner's basis in the contributed property, without regard to the amount of debt.
 
5. Effect on contributing partner
a. By virtue of the transfer, however, the contributing partner has been relieved from the debt in an individual capacity, and all of the other partners have indirectly assumed the debt in their capacity as partners.
1. Section 752(b) provides that any decrease in the partner's share of liabilities is to be treated as a distribution of money to the partner. Decrease outside basis
2. Under 731 and 733, distributions reduce the partner's basis in the partner's partnership interest and are treated as gain to the extent the distribution exceeds basis.
i. In other words, a distribution of cash first reduces outside basis. Once the partner runs out of outside basis, any further cash distribution triggers gain on a deemed sale of the partnership interest. 
ii. Because the partnership interest is a capital asset, this will presumptively be capital gain. 
iii. Helen’s holding period for her partnership interest will be tacked because her basis in that interest is substituted basis and Greenacre appears to be a capital asset or §1231 asset. Assuming that she has held Greenacre for at least a year, this means that any such gain will be long-term capital gain.
 
6. IRC §733 states, "In the case of a distribution by a partnership to a partner other than in liquidation of a partner’s interest, the adjusted basis to such partner of his interest in the partnership shall be reduced (but not below zero) by 
a. (1) the amount of any money distributed to such partner, and 
b. (2) the amount of the basis to such partner of distributed property other than money, as determined under section 732."
 
7. Effect on Other Partners
a. Section 752(a) provides that an increase in a partner's share of liabilities by reason of a partnership transaction is to be treated as a contribution of cash to the partnership by the partner.
 
8. The deemed cash contribution to the other partners increases their basis in the partnership interest under 722.
a. Outside basis.
 
9. If a partner's share of the liabilities is both increased and decreased in the same transaction, only the net increase is taken into account.
a. This rule applies whenever a partner contributes encumbered property to a partnership because the partner is simultaneously relieved of all the liabilities in the partner's individual capacity but becomes liable for a share of the liabilities in the partner's capacity as a partner.
b. Thus, the amount of the deemed distribution to the contributing partner is equal to the portion of the debt for which the other partner's bear the economic risk of loss.
 
10. Net Effect Summarized
a. The contribution of encumbered property to a partnership by a partner will reduce the contributing partner's basis in the partnership interest to the extent of the share of the liabilities assumed by the other partners and will result in recognized gain to the contributing partner to the extent that amount exceeds the contributing partner's basis in the partnership interest.
 
11. Each non-contributing partner's basis in the partner's partnership interest will be increased ot the extent of the non-contributing partner's share of the liability.
 
12. Under 752(c), the same results are achieved even if the partnership merely takes the property subject to the debt and does not assume it.
a. Assuming that either the partnership agreement or controlling state law treats the noncontributing partners as assuming ultimate liability for a share of the debt, the net effect for the contributing partner is the receipt of a deemed cash distribution
 
13. Debt Allocation Rules
Allocation of Recourse Liabilities
14. The basic rule structure.
a. Increase in partner's share of partnership debt
1. IRC §752(a) tells us that an increase in a partner’s share of partnership debt is treated as a contribution of money to the partnership.
2. IRC §722 tell us that a contribution of money increases the partner’s outside basis.
3. Increase of outside basis is important because it allows the partner to deduct losses that might otherwise be limited by IRC §704(d). It also allows us to distribute cash without triggering outside gain. And, of course, on a sale of the partnership interest outside basis is necessary to the computation of the seller’s gain or loss.
 
15. Decrease in share of partnership debt
a. IRC §752(b) tells us, conversely, that a decrease in a partner’s share of partnership debt is treated as a distribution of money to the partner.
b. Under §731 and §733, distributions of money first reduce outside basis, then trigger gain on a deemed sale of the partnership interest to the extent they exceed the partner’s outside basis.
 
16. Change in the share of debt is what we care about and what contributes to the outside basis adjustment.
 
17. Any time there is a change in the share of the debt, you need to reevaluate the change in the debt
a. This would occur if you had a change in the debt balance, such as repayment or relief
b. This would occur if the capital accounts change.
 
18. What is Partnership Debt
a. Treas. Reg. §1.752-1(a)(4)(i) states:
 
An obligation is a liability for purposes of section 752 … (§ 1.752-1 liability), only if, when, and to the extent that incurring the obligation -
 
19. Creates or increases the basis of any of the obligor's assets (including cash);
20. Gives rise to an immediate deduction to the obligor; or
21. Gives rise to an expense that is not deductible in computing the obligor's taxable income and is not properly chargeable to capital.
a. Ex. Owe a lobbyist money that is an expense but cannot be deducted.
 
We ran into this regulation in Module 2 in connection with Chapter 3, Problem Set 2, Problem 2, which involved a cash method partner who contributed a business consisting of accounts receivable and accounts payable. Since she had not paid the payables, they didn’t give rise to an immediate deduction (because she was cash method). Therefore, under the regulation, we didn’t treat the payables as liabilities for purposes of §752.
 
22. Embedded in the definition of “liability” is the word “obligation.” 
a. Treas. Reg. §1.752-1(a)(4)(ii) states, 
1. "[A]n obligation is any fixed or contingent obligation to make payment without regard to whether the obligation is otherwise taken into account for purposes of the Internal Revenue Code. 
 
Obligations include, but are not limited to, debt obligations, environmental obligations, tort obligations, contract obligations, pension obligations, obligations under a short sale, and obligations under derivative financial instruments such as options, forward contracts, futures contracts, and swaps."
 
23. Observe that (a)(4)(ii) gives us a very expansive definition of the term “obligation”—a definition that extends far beyond our normal notion of “debt.” Assume, for example, that an oil company is responsible for a massive oil spill. The company will likely immediately incur “obligations” within the meaning of this regulation, even if those obligations have not yet been turned into liquidated sums. If it is an accrual method taxpayer, at least some of those “obligations” will probably be immediately deductible. If so, they constitute “liabilities” for purpose of §752.
 
24. How do we know when someone has “assumed” a liability? We’re told in subsection Treas. Reg. §1.752-1(d) that:
a. [A] person is considered to assume a liability only to the extent that:
 
25. The assuming person is personally obligated to pay the liability; and
 
26. If a partner or related person assumes a partnership liability, the person to whom the liability is owed knows of the assumption and can directly enforce the partner's or related person's obligation for the liability, and no other partner or person that is a related person to another partner would bear the economic risk of loss for the liability under §1.752-2 immediately after the assumption.
 
i. This is modified by subsection Treas. Reg. §1.752-1(e), which tells us that:
i. If property is contributed by a partner to the partnership or distributed by the partnership to a partner and the property is subject to a liability of the transferor, the transferee is treated as having assumed the liability, to the extent that the amount of the liability does not exceed the fair market value (FMV) of the property at the time of the contribution or distribution.
 
ii. So, for example, if I own property with a FMV of $100, subject to debt of $80, and I transfer that property to you, you are treated as having “assumed” the liability, even if as a matter of non-tax law you are not personally obligated to pay the liability. That’s Crane v. Commissioner.
 
iii. Finally, subsection Treas. Reg. §1.752-1(h) tells us that: 
i. If a partnership interest is sold or exchanged, the reduction in the transferor partner's share of partnership liabilities is treated as an amount realized under section 1001 and the regulations thereunder. For example, if a partner sells an interest in a partnership for $750 cash and transfers to the purchaser the partner's share of partnership liabilities in the amount of $250, the seller realizes $1,000 on the transaction.
 
iv. Recourse v. Nonrecourse Debt
i. Labels do not necessarily control.
i. Recourse debt owed by an LLC - Since no member is personally liable for the debts of an LLC, such debts, in general, are treated as nonrecourse for §752 purposes, regardless of how we characterize them for state law purposes.
 
v. The reverse is also true. Suppose we have a debt that is nonrecourse for state law purposes, but Partner A guarantees the debt. Since Partner A is on the hook, we treat the debt as recourse for §752 purposes.
 
1. Reg. §1.752-1(a)(1) tells us that: 
A partnership liability is a recourse liability to the extent that any partner or related person bears the economic risk of loss for that liability under §1.752-2.
 
It turns out that we’re going to use the same rules to determine 
(1) each partner’s share of recourse debt that we’ll use to determine 
(2) whether debt is recourse at all. 
 
In other words, we’re not going to first determine whether debt is recourse and then determine each partner’s share. 
 
Instead, we are going to determine each partner’s share using an economic risk test; to the extent partners have shares under this economic risk test, we’ll then call the debt recourse.
 
2. Nonrecouse debt--lender's remedies are limited to going after certain collateral.
 
3. Constructive Liquidation Rule
1. The key regulation provision is §1.752-2(b)(1), which defines what is sometimes known as the “constructive liquidation” rule. This requires us to perform a thought experiment. The results of this thought experiment will tell us how much each partner will be treated as bearing the economic risk of loss for the partnership’s liabilities. This, in turn, will tell us whether the debt is “recourse” (or how much of the debt is “recourse”) and how it is shared among the partners.
 
4. The idea underlying the regulation is that to the extent possible, debt should be allocated to the partner who is ultimately liable for payment of the debt if the partnership were to be liquidated without sufficient assets to pay the debt. So what we’re really asking is who would ultimately be on the hook if the partnership runs out of assets?
 
5. How does constructive liquidation work? We’re told in Reg. §1.752-2(b)(1):
Upon a constructive liquidation, all of the following events are deemed to occur simultaneously:
i. All of the partnership's liabilities become payable in full;
ii. With the exception of property contributed to secure a partnership liability (see § 1.752-2(h)(2)), all of the partnership's assets, including cash, have a value of zero;
iii. The partnership disposes of all of its property in a fully taxable transaction for no consideration (except relief from liabilities for which the creditors' right to repayment is limited solely to one or more assets of the partnership);
iv. All items of income, gain, loss, or deduction are allocated among the partners; and
v. The partnership liquidates.
 
vi. Constructive Liquidation With No Deficit Restoration Obligation
· Well, you might ask, what if the partnership agreement provides that capital accounts are to be maintained in accordance with the regulations and that liquidating distributions are to be made in accordance with positive capital account balances, but Pat doesn’t want a deficit restoration obligation? Instead, Pat has a qualified income offset.
 
Now what happens on a constructive liquidation?
 
1. A partner is deemed to bear the economic risk of loss if that partner or a related person bears the economic risk of loss. That’s Reg. §1.752-1(a)(1).
i. The game this part of the rule structure is intended to combat is the following. The bank insists on personal liability but the partnership wants to be able to allocate the debt to limited partners who will not bear any economic risk with respect to the loan. So Partner A, the general, has the partnership borrow on a nonrecourse basis and causes the loan to be guaranteed by someone related to Partner A—say, for example, A’s wholly owned subsidiary.
ii. Technically, no partner bears the economic risk of loss with respect to the liability. The goal is to have the loan treated as nonrecourse, so we can then allocate part or all of it to the limited partners so they can take lots of losses without running into §704(d) problems.
iii. The related person rules are intended to limit this game. We’re not going to explore the definition of related person in Reg. §1.752-4(b). If you do, however, you will find that in many situations these rules are relatively easy to circumvent.
 
2. Problem on 247
i. 2--Debt is split 70K to David, 30K to Ruth b/c of constructive liquidation
i.  
ii.  
 
Allocation of Nonrecourse Liabilities
3. Overview
i. Although the mechanics are different, the effect of Reg. §1.752-3, which governs nonrecourse debt, is the same as that of Reg. §1.752-2, which governs recourse debt—that is, to maximize the likelihood that partners will be able to take all losses allocated to them, notwithstanding the limitations of §704(d).
 
4. That is why, for example, we begin by allocating nonrecourse debt first in an amount equal to each partner’s share of minimum gain. A partner’s share of minimum gain, recall, generally mirrors that partner’s share of nonrecourse deductions. By giving her outside basis in an amount equal to her share of minimum gain, we therefore generally give her enough outside basis to allow her to take those nonrecourse deductions. The idea is to avoid giving deductions with one hand and taking them away with the other.
 
5. Definition of Nonrecourse Liabilities
i. We’re told in Reg. §1.752-1(a)(2) that:
A partnership liability is a nonrecourse liability to the extent that no partner or related person bears the economic risk of loss for that liability under § 1.752-2.
 
6. So we go through the constructive liquidation drill of the -2 regulations. If we conclude that some partner bears the economic risk of loss for that liability, we both (1) conclude that the liability is recourse, and (2) allocate the liability to that partner. If we conclude, however, that no partner bears the economic risk of loss for the liability, it will be treated as a nonrecourse liability.
 
7. Three Step Algorithm for Allocating non-recourse liabilities
i. Reg. §1.752-3 tells us that:
A partner's share of the nonrecourse liabilities of a partnership equals the sum of …
 
8. The partner's share of partnership minimum gain …;
 
9. The amount of any taxable gain that would be allocated to the partner under section 704(c) (or in the same manner as section 704(c) in connection with a revaluation of partnership property) if the partnership disposed of … all partnership property subject to one or more nonrecourse liabilities of the partnership in full satisfaction of the liabilities and for no other consideration; and
 
10. The partner's share of the [remainder] determined in accordance with the partner's share of partnership profits.
 
11. Minimum Gain
i. Starting with the partner’s share of minimum gain furthers our goal of making sure that each partner will have enough outside basis to take the loss deductions we’re permitted to allocate to her.
ii. Minimum gain is computed by looking at the asset’s book basis, not its tax basis. That’s Reg. §1.704-2(d)(3)
iii. We look at book basis because, remember, the goal of the minimum gain chargeback provision is to allow our capital accounts (which are book items) to go negative in circumstances in which the partner is not actually on the hook for the liability. The minimum gain chargeback assures us that the capital account will be restored back up to zero before the partnership liquidates.
iv. Minimum gain allocations to the partners track nonrecourse deductions.
i. This doesn't mean that the minimum gain allocations will track the depreciation allocations though.  
ii. If depreciation is 50/50, minimum gain is allocated 50/50
 
12. 704(c ) Allocation
i. Consider the following hypo: New partner X will contribute an asset with zero basis and a FMV of $100, subject to a nonrecourse mortgage of $100. After the contribution, X will be a 50% partner in the partnership. What consequence?
 
13. Note what happens if we don’t specially allocate basis to X by reason of her §704(c) gain. Her share of the debt before the contribution is $100. Her share afterwards is $50. She is therefore deemed to receive a cash distribution of $50. Her substituted basis in her partnership interest is zero. So she ends up with $50 of outside gain. This is not good.
i. Step 2 of our nonrecourse debt allocation algorithm saves her.
ii. Under Step 2, all of the nonrecourse debt is allocated to X, the contributing partner. Now the contribution does not result in any decrease in her share of the debt. She does not experience a deemed cash distribution. And she does not end up with outside gain by reason of a deemed distribution.
 
14. The §704(c) gain that would be recognized if the partnership sold the collateral for the amount of the debt is the lesser of the total §704(c) gain on Blackacre (book basis of $1,000K less tax basis of $500K = $500K) and the total gain that would be recognized if the partnership sold the collateral for the amount of the debt (debt of $900K less tax basis of $500K = $400K)
i. Lesser of (1) Book and tax basis difference and (2) debt and tax basis
 
15. Allocation in Accordance with Partnership Profits
i. Reg. §1.752-3(a)(3) states, "Alternatively, excess nonrecourse liabilities may be allocated among the partners in accordance with the manner in which it is reasonably expected that the deductions attributable to those nonrecourse liabilities will be allocated (alternative method)."
 
16. In other words, the phrase “partner’s share of partnership profits” doesn’t necessarily mean profits at all. It may mean deductions.
 
i. But this is true only if the partnership agreement addresses the issue. The default is profits. So if your agreement tries to allocate nonrecourse deductions in some way that is not purely straight up, but doesn’t then further provide that nonrecourse liabilities will be allocated in a manner consistent with the deduction allocations, those nonrecourse deductions may get stuck at the §704(d) level.
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1. Notes:
i. Problem: General partnership borrows recourse debt
1. Although all of the partners are generals and are therefore liable for the debts of the partnership, the partnership itself is not liable on the debt, so the partners aren’t either.
2. Thus, you run through the debt allocation computations using the three step algorithm.
 
2. Problem: LP guarantees the recourse debt of a general partnership
i. As a matter of non-tax law, a guarantor has a right of subrogation over against the primary obligor. So if Beverly is ever called upon the pay the loan, she has a right to reimbursement from the partnership—and therefore from GP, who is personally liable for the debts of the partnership.
 
3. Problem: Limited partnership borrows nonrecourse debt.  Limited partner personally guarantees
i. If LP is called to pay the debt, she cannot invoke rights of subrogation against the partnership, and she will be liable for the loan.
 
4. Problem 3 on 262
i. Before admission, tax books for each are 45 each
ii. When admit, there is a 30K gain that is 704c.  That gain is allocated 15K and 115K.  WA goes to 120K, Ira contributes 12K in cash, G and H get 15K increase to capital account from gain.  Ira capital account is 12=to cash contribution.
1. Tax inside basis goes up 12K, I's Tax outside basis is 12.
2. Allocation of debt
	 
	G
	H
	I

	Min
	0
	0
	0

	704c
	9
	9
	0

	%
	22.5
	22.5
	45

	Total
	31.5
	31.5
	45

	Original
	54
	54
	0

	Change
	-22.5
	-22.5
	45


 
5. Contribution of Services
i. General
1. Section 721 does not apply to provide nonrecognition if a partner receives a partnership interest in exchange for services.  When a partnership interest received for services includes an interest in partnership capital, Treas.Reg. 1.721-1(b)(1) provides that the FMV of the partnership interest is includable in gross income under 61 and 83 as compensation for services.
 
6. Treas. Reg. 1.722-1 provides that any income so recognized increases the partner's basis in the partnership interest.
 
a. Section 83 provides the rules when a partner is require to recognize the gross income when the partnership interest is subject to a substantial risk of forfeiture.
1. As a corollary, the partnership either deducts or capitalizes the same amount, depending on the nature of the services in the year the partner recognizes income.
 
b. Two things should clearly happen when a partnership issues a straight-up percentage interest in the partnership in exchange for services.
1. The recipient should have income.
2. The partnership is making an expenditure and should have either a deduction (if the expenditure is for a deductible purpose) or an increase in basis in an asset (if the expenditure must be capitalized).
 
c. What’s the law? The Treasury has issued proposed regs implementing the cash-out/cash-in approach. Prop Reg §1.721-1(b)(2). In theory, McDougal still governs in the Tax Court.
 
d. McDougal
1. Under McDougal the partnership is deemed to pay the service provider with a pro rata interest in each of its assets, which the service provider then contributes his interest in those assets back to the partnership in exchange for his partnership interest.
 
e. Paying for service with assets triggers any built in gain or loss on those assets.
 
f. Service provider has compensation income, partnership gets a deduction. 
1. Partnership also has gain or loss on the deemed disposition of the pro rata interest in its asset.
2. Different from cash out cash in.
 
g. The issue is that the capital accounts aren't going to reflect the original partnership agreement when the McDougal approach is used.  Thus, the reg below is necessary.
 
h. Reg §1.704-1(b)(2)(iv)(f) allows us to revalue the partnership assets for book purposes only upon the admission of a partner, among other events. Any resulting book gain or loss is allocated among the original partners in accordance with their business deal. If we elect to do so, we end up with the following book books.
 
i. McDougal requires you to assess the gain and loss on each asset before the sale to the incoming partner.  Special attention shall be made to 704© gain/loss and how that is allocated first, and then whether there is residual gain that is allocated evenly amongst the partners.
 
j. Under McDougal, need to watch out if there is 704(c ) gain for any property that is deemed paid to the services partner.  Any portion of 704(c ) gain is first allocated to the contributing partner and any residual gain is allocated amongst the partners in accordance with his/her partnership interests.
 
k. Cash Out Cash In
1. The IRS seems to be moving in the direction of cash out, cash in. 
 
l. Under cash out, cash in, the partnership is deemed to pay the service provider in cash, which the service provider then contributes back to the partnership in exchange for his partnership interest.
 
m. The service provider has compensation income, and the partnership has a deduction, but nothing else interesting happens.
 
n. The issue is that the capital accounts aren't going to reflect the original partnership agreement when the McDougal approach is used.  Thus, the reg below is necessary.
 
o. Reg §1.704-1(b)(2)(iv)(f) allows us to revalue the partnership assets for book purposes only upon the admission of a partner, among other events. Any resulting book gain or loss is allocated among the original partners in accordance with their business deal. If we elect to do so, we end up with the following book books.
 
p. Converting Services into Property
1. In US v. Stafford (11th Cir. 1984), Stafford negotiated a letter of intent with lender, which he then contributed to the partnership in exchange for a partnership interest. The letter of intent was not legally enforceable. The IRS argued that the letter was not “property” and that in reality he received the partnership interest in payment for his services in arranging the financing. The 11th Circuit held that a nonenforceable obligation could be property and that the letter involved in the case in question was property for purposes of §721. The case was remanded for trial on issue of whether interest was given for letter, services, or combination of the two.
 
q. Capital v. Profits Interest
1. If someone gets an immediate interest in capital, she gets an immediate positive capital account balance. And that means that if the partnership is liquidated the next day, she receives corresponding amounts of value. 
 
r. By contrast, if someone gets only a profits interest, she gets a zero capital account balance today, but a right to share in the partnership’s future profits and losses. And that means that if the partnership is liquidated the next day, she receives nothing at all.
 
s. Issue: Is receipt of a profits interest for services currently taxable?
 
t. Answer:
1. Reg. §1.721-1(b)(1), second sentence, states:
Normally, under local law, each partner is entitled to be repaid his contributions of money or other property to the partnership (at the value placed upon such property by the partnership at the time of the contribution) whether made at the formation of the partnership or subsequent thereto. To the extent that any of the partners gives up any part of his right to be repaid his contributions (as distinguished from a share in partnership profits) in favor of another partner as compensation for services (or in satisfaction of an obligation), section 721 does not apply. The value of an interest in such partnership capital so transferred to a partner as compensation for services constitutes income to the partner under section 61. The amount of such income is the fair market value of the interest in capital so transferred, either at the time the transfer is made for past services, or at the time the services have been rendered where the transfer is conditioned on the completion of the transferee's future services. The time when such income is realized depends on all the facts and circumstances, including any substantial restrictions or conditions on the compensated partner's right to withdraw or otherwise dispose of such interest.
 
For many years, this was thought to establish that profits interests were not taxable when received. Then in 1971, the Tax Court decided Sol Diamond v. Commissioner, 56 T.C. 530 (1971), holding that although in a typical situation the value of a profits interest might be speculative, on the facts presented the profits interest had a clearly determinable FMV, which should therefore be treated as immediately taxable ordinary income.
 
Sol Diamond was followed by a series of cases, some in favor of taxpayers, some in favor of the IRS. More commonly, courts found that receipt of the profits interest in question by a service partner created no immediate tax liability. A widely-cited such case was Campbell v. Commissioner, 943 F.2d 815 (8th Cir. 1991), decided by the 8th Circuit. But the IRS won cases as well.
 
Then in 1993, the IRS issued Rev. Proc. 93-27, which created a safe harbor for profits interests meeting specified requirements. That revenue procedure stated that the IRS would not attempt to treat the receipt of a profits interest as taxable unless
the profits interest was an interest in a substantially certain and predictable stream of income from partnership assets such as high quality debt securities or a high quality net lease, or
the partner disposed of the profits interest within two years, or
the profits interest was a limited partnership interest in a publicly traded partnership.
 
In 2001, the IRS provided further guidance in Rev. Proc. 2001-43, stating that if certain conditions were met the determination as to whether an interest was a profits interest would be made at the time of receipt, even if it was substantially nonvested within the meaning of IRC §83. This meant that neither the grant of the profits interest nor its subsequent vesting would be a taxable event.
 
These two revenue procedures, taken together, provided a relatively simple way to ensure that profits interests would not be taxable either upon receipt or upon vesting.
 
In 2005, the Treasury remuddied the waters by issuing proposed regulations that would, if finalized, subject both capital and profits interests to IRC §83. Prop. Reg. §1.721-1(b)(1). A similar amendment to Reg. §1.83-3 was also proposed. At the same time that Treasury issued the proposed regulations, the IRS issued Notice 2005-43, which stated that the two revenue procedures would be withdrawn when the proposed regulations were finalized.
 
Although the proposed regulations subject profits interests to §83, they also provide that if specified requirements are met, interests may be valued at liquidation value. A true profits interest will therefore be valued at zero. But to get the benefit of this valuation with respect to a nonvested interest, the partner must file an affirmative §83(b) election.
 
To date, however, the proposed regulations have not been finalized and are not the law, and the two revenue procedures remain in place. Receipt of a profits interest is therefore not taxable, so long as the conditions set forth in the two revenue procedures are met. It is not clear when, if ever, the proposed regulations will be finalized. They are controversial. Among other things, §83(b) disallows a deduction upon forfeiture—a fairly serious penalty that is at least arguably inconsistent with Subchapter K’s treatment of a partner’s income and losses.
 
x. Taxation of Partnership Income to Partner
1. Subchapter K Reporting
a. Introduction
i. The simple formulation “partnerships allocate their income among their partners” is complicated by three rules.
 
y. First, the character of partnership items is determined at the partnership level. Elections needed to compute partnership income are made at the partnership level as well. When an item is allocated among the partners, these determinations and elections continue to govern. 
1. For example, whether an asset constitutes a capital asset or §1231 property is determined at the partnership level; this determination then governs when the relevant item of income or loss is passed through to the partners.
2. Whether assets are eligible for short- or long-term capital gain treatment is determined at the partnership level.
3. Whether losses are capital is determined at the partnership level.
4. All elections with regards to depreciation are made at the partnership level.
5. The character of partnership items is determined at the partnership level. The fact that a partner may be in the real estate business is irrelevant and WILL NOT recharacterize the nature of the income.
6. Partner cannot elect out of installment sale accounting if that has been elected by the partnership
 
z. Second, computations required to determine how items interact to produce each partner’s actual tax liability occur at the partner level. 
1. For example, the capital gains and §1231 netting processes take place at the partner level.
 
aa. Finally, a partner’s outside basis is adjusted upward for the partner’s share of income items and downward for her share of expenses and loss items. Although keeping track of his or her outside basis is each partner’s own responsibility, the partnership needs to provide each partner with the necessary partnership-level information.
 
ab. Partner-Level Tax Liability Computations
Although the character of partnership items is determined at the partnership level and elections with respect to computing partnership income are made at the partnership level as well, the computations required to determine how items interact to produce each partner’s actual tax liability occur at the partner level.
 
This means that the partnership must report separately any item that might be necessary to make such partner-level computations. It’s not sufficient for the partnership to report a single net income figure.
This is because the partners need to have the necessary information to compute their returns.
Net income or loss on the K-1 is the residual after the separately stated items
 
IRC §702(a) tells us that seven items must be taken into account separately. The first three are:
(a) General rule.—In determining his income tax, each partner shall take into account separately his distributive share of the partnership’s—
gains and losses from sales or exchanges of capital assets held for not more than 1 year,
gains and losses from sales or exchanges of capital assets held for more than 1 year,
gains and losses from sales or exchanges of property described in section 1231 (relating to certain property used in a trade or business and involuntary conversions),
 
So we separate out and pass through separately any short- and long-term capital gains and losses and any §1231 gains and losses. 
The reason is that capital gains and losses and §1231 gains and losses will go through a series of netting processes at the partner level. 
The partnership needs to report each such item separately so the partners can perform the required netting in computing their individual taxes.
 
IRC §702(a)(4) tells us that we pass out separately any “charitable contributions (as defined in section 170(c)).” 
Charitable contributions are subject to limitations that have to be applied at the partner level. So again, we need charitable contributions separately stated.
 
IRC §702(a)(5) tells us that we must also pass out separately any “dividends with respect to which section 1(h)(11) or part VIII of subchapter B applies.” Under IRC §1(h)(11) and IRC §§241-249, dividends may be subject to special treatment, determined at the partner level.
 
IRC §702(a)(6) tell us that we must pass out separately any “taxes, described in section 901, paid or accrued to foreign countries and to possessions of the United States.” 
When you study the U.S. international tax rules, you discover that taxpayers may elect either to deduct or to claim as credits certain foreign income taxes, subject to a complex set of limitations. 
The K-1 sent by the partnership to the partner needs to provide her with all information she needs to make that election and apply the relevant rules, including the type of taxes involved, the baskets in which they fall, the partnership’s foreign source income in those baskets, and the partnership’s total foreign source income.
 
IRC §702(a)(7) requires separate statement of “other items of income, gain, loss, deduction, or credit, to the extent provided by regulations prescribed by the Secretary.”
 
When we move to the regulations, we discover that Reg. §1.702-1(a)(8)(i) provides a long list of additional items that must be separately stated.
 
And Reg. §702-1(a)(8)(ii), finally, provides the general rule: Each partner must also take into account separately the partner's distributive share of any partnership item which, if separately taken into account by any partner, would result in an income tax liability for that partner, or for any other person, different from that which would result if that partner did not take the item into account separately.
In other words, if an item may make a difference at the partner level, then it must be separately stated by the partnership. 
What this means, of course, is that in order to know whether a particular item must be separately stated, it’s not enough to know IRC §702 or partnership taxation; you need to know the entire U.S. tax system—sometimes even including its network of tax treaties.
 
Finally, IRC §702(a)(8) requires that the partnership then lump together everything not separately stated and report the resulting sum to its partners as a single number: “taxable income or loss, exclusive of items requiring separate computation under other paragraphs of this subsection.”
 
Investment expenses separately stated?
Individuals deduct investment expenses, if at all, under IRC §212. Under the 2017 Tax Act, for individual taxpayers such deductions are disallowed as miscellaneous itemized deductions until 2026 and are thereafter subject to the IRC §67 limitation rules. Whether investment expenses are deductible therefore depends on the identity of the partner. As a result, IRC §212 expenses need to be separately stated.
 
The character of partnership items are determined at the partnership level
1245 Gain: whether gain is subject to 1245 recapture is determined at the partnership level.
1245 gain is ordinary gain and does is not required to be separately stated.
1231 Gain: Whether gain is eligible for 1231 treatment is determined at the partnership level.
ST and LT capital gains: Determination of whether assets are LT or ST determined at the partnership level.
Depreciation: All elections with regards to depreciation are made at the partnership level.
Long-term capital loss on sale of land for speculative interest or LT capital loss on trading: Whether losses are capital determined at the partnership level.
Partnership level makes depreciation or installment sale method.
 
Outside Basis Adjustments
General
The partner starts with a basis determined under 722 for contributions to the partnership; 
the basis is then increased by the partner's share of the partnership profits, tax-exempt receipts, and the excess of percentage depletion deductions over the adjusted basis of depletable property; and 
it is decreased by distributions to the partner and the partner's distributive share of losses as well as nondeductible expenditures not properly charged to the capital accounts.
Partner's basis never reduced below zero.  If adjustment would take basis below zero, 731 directs the partner to recognize gain.
 
Tax exempt income:
Tax exempt income is, of course, tax-exempt. The Code gives each partner an outside basis step-up for the amount of any tax-exempt income allocated to that partner. IRC §705(a)(1)(B). 
Why? Because if she doesn’t get a basis step-up, when the corresponding cash is distributed out to her, she may end up without sufficient basis to keep the distribution tax-free.
 
Example: Assume A is a 50% partner in partnership AB. Assume further that she has a zero basis in her partnership interest. In the year in question, the partnership receives and distributes $100 of tax-exempt interest, of which A receives $50. If we don’t give her a $50 increase in her outside basis when we allocate $50 of that interest to her capital account, then when we distribute it, she will have a distribution in excess of basis to the tune of $50, triggering gain under IRC §731(a)(1). This would, of course, defeat Congress’s purpose in making the interest tax-exempt in the first place.
 
In order for A to take the basis step-up, however, she has to know that the partnership has recognized the tax-exempt income of which her share is $50. This can’t be included in the Box 1 sum, because that number is going to be included in the partner’s taxable income. So it has to be separately reported.
 
Revenue Ruling on Basis Adjustments.
Rev. Rul. 96-10: The adjustments to the basis of a partner's interest in a partnership under section 705 are necessary to prevent inappropriate or unintended benefits or detriments to the partners. 
Generally, the basis of a partner's interest in a partnership is adjusted to reflect the tax allocations of the partnership to that partner. This ensures that the income and loss of the partnership are taken into account by its partners only once. 
In addition, … adjustments must also be made to reflect certain nontaxable events in the partnership. For example, a partner's share of nontaxable income (such as exempt income) is added to the basis of the partner's interest because, without a basis adjustment, the partner could recognize gain with respect to the tax-exempt income, for example, on the sale or redemption of the partner's interest, and the benefit of the tax-exempt income would be lost to the partner. Similarly, a partner's share of nondeductible expenditures must be deducted from the partner's basis in order to prevent that amount from giving rise to a loss to the partner on a sale or a redemption of the partner's interest in the partnership.
 
In determining whether a transaction results in exempt income within the meaning of section 705(a)(1)(B) or a nondeductible, noncapital expenditure within the meaning of section 705(a)(2)(B), the proper inquiry is whether the transaction has a permanent effect on the partnership's basis in its assets, without a corresponding current or future effect on its taxable income.
 
Order of Outside Basis Adjustments
Here’s the basic order in which we make our outside basis adjustments:
Contributions (including an increases in the share of debt)
separately stated gains and exempt income items,
net income,
distributions, (includes deemed distribution of debt)
separately stated losses and nondeductible expenses,
net losses.
 
If we don’t have enough basis for all of the separately stated losses and nondeductible expenses, we disallow them pro rata.
This order only occurs if there are multiple transactions that happen on the same day.  If the transactions are on separate days, then you order the transactions sequentially by date.
 
i. Adjustments for pass-through items are always made on the last day of the partnership taxable year.
ii. Adjustments for contributions and distributions are made as of the days on which such contributions and distributions are made.
1. Exception: Where a distribution is an advance against the partner's share of partnership income, for outside basis adjustment purposes, it too is treated as having been made on the last day of the taxable year.
 
iii. The K-1
1. In sum, the partnership first figures out which items must be separately stated. It then reports each partner’s share of each such item separately to that partner. 
 
iv. All non-separately stated items are then lumped together into a single number misleadingly labelled “Ordinary business income (loss)”; the partnership then reports each partner’s share of that number in Box 1 of the K-1.
 
v. Even though the K-1 reports contributions and distributions, Income and loss passed through to the partners are conceptually distinct from distributions made to the partners. 
 
vi. Income and loss pass-throughs are just paper allocations; no parallel cash distributions are required. Partners have to report passed-through income and loss and make appropriate outside basis adjustments for passed-through items regardless of whether the partnership makes any distributions whatever.
 
a. Computation of Outside Basis
a. IRC §705(a) provides: 
i. (a) General rule.—The adjusted basis of a partner’s interest in a partnership shall, except as provided in subsection (b), be the basis of such interest determined under section 722 (relating to contributions to a partnership) or section 742 (relating to transfers of partnership interests)—
 
b. increased by the sum of his distributive share for the taxable year and prior taxable years of—
a. taxable income of the partnership as determined under section 703(a),
b. income of the partnership exempt from tax under this title, and
c. the excess of the deductions for depletion over the basis of the property subject to depletion;
 
c. decreased (but not below zero) by distributions by the partnership as provided in section 733 and by the sum of his distributive share for the taxable year and prior taxable years of—
a. losses of the partnership, and
b. expenditures of the partnership not deductible in computing its taxable income and not properly chargeable to capital account; and
d. decreased (but not below zero) by the amount of the partner’s deduction for depletion for any partnership oil and gas property to the extent such deduction does not exceed the proportionate share of the adjusted basis of such property allocated to such partner under section 613A(c)(7)(D).
 
e. Alternative Basis Rules
a. A partner's outside basis will be the partner's pro rata share of the total adjusted inside basis in the partnership's assets if all of the following are true:
i. The partner's profit and loss ratios are the same as the capital ratios
ii. The partners contributions were in cash or in properties whose basis equaled their FMV at the time of contribution.
iii. Any current distributions were pro rata and were either in cash or in property whose basis equaled its value
iv. There have been no retirements or sales of a partner's interest.
b. 705(b) authorizes regs permitting the use of this simple formula.  
i. Reg. §1.705-1(b) implement this statutory provision and authorizes and requires adjustments to the basic formula to reflect any significant discrepancies arising from contributed property, transfers, or distributions.
ii. That regulation allows us to determine outside basis by looking at the partner’s share of the adjusted basis of the partnership property that would be distributed to the partner on a pro-rate liquidation.
iii. Generally, we are only allowed to use this method if we’ve lost our historical records.
c. Can't use these regs to deplete 704© gain
 
f. Advances Against Income
a. Reg. §1.731-1(a)(1)(ii), which tells us: For the purposes of sections 731 and 705, advances or drawings of money or property against a partner's distributive share of income shall be treated as current distributions made on the last day of the partnership taxable year with respect to such partner.
 
g. Since the distributions are deemed to be made on the last day of the year, you don't have to worry about distributions outpacing income and gain recognition. The regulation takes care of the timing problem.
 
1. Partnership Taxable Years
a. General Rule: Section 706(a) provides that a partner includes the partner's distributive share of partnership items in the partner's taxable year in which or with which the partnership year ends.
a. So if the partnership's year-end is January 31, 2020, the partner would include that income in his tax return for the year ended December 31, 2020 and get 11 months of deferral.
 
IRC §706(d)(1)(B) and Reg. §1.706-1(b)(2) now create a three-tier test for determining a partnership’s taxable year.
First, if there is a “majority interest taxable year,” the partnership must use that taxable year. 
The term “majority interest taxable year” means the taxable year of one or more partners having an aggregate interest in profits and capital of more than 50%.
Be careful if the individual partners, by themselves or with other partners, combine to be more than 50% and thus trigger this rule.
 
Second, if there is no majority interest taxable year, the partnership must use the taxable year of all of its “principal partners.” 
A “principal partner” is one having an interest of 5% or more in profits or capital.
 
Third, if there is no majority interest taxable year or taxable year of all the principal partners, the partnership must use the taxable year of one of the partners that results in the least aggregate deferral of income. Reg. §1.706-1(b)(3). Note that although the statute says that the third tier will be the calendar year, the regulations change the rule in this regard.
COUNT FROM THE PARTNERSHIP YEAR TO THE PARTNER YEAR (YE IN JANUARY FOR PARTNERSHIP AND INDIVIDUAL PAYS TAX IN DECEMBER)
Count the least aggregate deferral using months, not days.
 
As an alternative to this three-tier test, IRC §706(b)(1)(C) permits a partnership to adopt a taxable year that is justified by a business purpose (other than income deferral, of course).
 
In addition, IRC §444 permits a partnership to elect to have a taxable year other than the required taxable year where the deferral period of the elected taxable year is not longer than the shorter of 3 months or the deferral period of the taxable year which is being changed.
 
Limitation on Partners' Deduction of Partnership Losses - 704(d)
IRC §704(d)(1), which tells us that, "A partner’s distributive share of partnership loss (including capital loss) shall be allowed only to the extent of the adjusted basis of such partner’s interest in the partnership at the end of the partnership year in which such loss occurred."
 
IRC §704(d)(2): Any excess of such loss over such basis shall be allowed as a deduction at the end of the partnership year in which such excess is repaid to the partnership.
 
a. Several important points:
 
b. First, here’s where the treatment of debt becomes critical. Remember, when a partnership borrows money, we determine each partner’s “share” of that debt. The partner is then treated as having contributed cash in equal amount, which boosts her outside basis. This means that partnership losses attributable to debt can generally be deducted by partners. It also means that if there’s a problem with outside basis, you can solve it by borrowing.
 
c. Second, the S corporation rules impose similar outside basis limitations on losses under IRC §1366(d), but shareholders do not get basis credit for debt incurred by the corporation itself. This is one of the biggest disadvantages of the S corporate form. And this, in turn, means that heavily leveraged businesses or investments are almost always conducted through partnerships—real estate ventures most importantly.
d. f
a. Third, there are two other sets of loss limitation rules that commonly operate in the same business contexts: the at-risk rules of IRC §465 and the passive activity loss rules of IRC §469. They’re covered in Chapter 7 of your book, but we’re not going to cover them in this course.
 
e. The way the three sets of rules interact is as follows. First, the losses have to get through IRC §704(d). Once they escape the §704(d) barrier, they have to get through IRC §465. And once they get past §465, they have to get past §469. Losses can get trapped at any of the three levels. When they’re released, they then have to get past the next level. You should analyze their availability in that order.
 
f. 704(d) places a limit on the amount of personal losses that a partner can claim on her personal return.
 
g. 704(d) says you can only take losses to the extent of outside basis.
a. Losses are deferred till you can take outside basis.
b. Need to allocate sufficient debt to each partner such that you can take losses.
c. Don’t have a choice whether you can suspend losses in the future if you have gain.  If you have gain in the future, the 704(d) losses will be AUTOMATICALLY applied against those future gains.
 
h. No holding period required for the debt, can basically go in and out in one day.
 
i. Partner has the responsibility to maintain outside basis.  So the losses will be allocated in the K-1 and then the individual can't take those losses in the 1040.
 
j. Partnership keeps track of 704(c ) losses and gains to the partners when those losses and gains are recognized.
 
1. Economic Effect
a. General
· We’re told in IRC §704(a) that: "A partner’s distributive share of income, gain, loss, deduction, or credit shall, except as otherwise provided in this chapter, be determined by the partnership agreement."
 
We are then told in subsection 704(b) that: A partner’s distributive share of income, gain, loss, deduction, or credit (or item thereof) shall be determined in accordance with the partner’s interest in the partnership (determined by taking into account all facts and circumstances), if:
the partnership agreement does not provide as to the partner’s distributive share of income, gain, loss, deduction, or credit (or item thereof), or
the allocation to a partner under the agreement of income, gain, loss, deduction, or credit (or item thereof) does not have substantial economic effect.
 
The regulations elaborate on this: Reg. §1.704-1(b)(1)(i) tells us:
If the partnership agreement provides for the allocation of income, gain, loss, deduction, or credit (or item thereof) to a partner, there are three ways in which such allocation will be respected under section 704(b) and this paragraph.
First, the allocation can have substantial economic effect …
Second, taking into account all facts and circumstances, the allocation can be in accordance with the partner's interest in the partnership.
Third, the allocation can be deemed to be in accordance with the partner's interest in the partnership pursuant to one of the special rules contained in paragraph Reg. §1.704-1(b)(4) of this section and § 1.704-2.
 
When does an allocation have substantial economic effect?
We’re told in Reg. §1.704-1(b)(2)(i) that: The determination of whether an allocation of income, gain, loss, or deduction (or item thereof) to a partner has substantial economic effect involves a two-part analysis that is made as of the end of the partnership taxable year to which the allocation relates. 
First, the allocation must have economic effect …. 
Second, the economic effect of the allocation must be substantial ….
 
Overall Big Picture:
Tax follow economics. We look at who will ultimately have to bear the economic burden that corresponds to a tax loss and we assign that tax loss accordingly.
Economic effect asks whether the allocations will ultimately reflect the business deal.  People cannot be getting allocations of items that they will not be responsible for.  
Ex. You can't allocate losses to an LP that is not on the hook.
 
In testing for economic effect, we simply implement this principle: 
We ask whether the allocations correctly match tax to economics. 
If they do, the allocations have economic effect. If they do not, they don’t.
 
The way the Treas. Reg. §1.704-1(b)(2)(ii) states this is:
In order for an allocation to have economic effect, it must be consistent with the underlying economic arrangement of the partners. This means that in the event there is an economic benefit or economic burden that corresponds to an allocation, the partner to whom the allocation is made must receive such economic benefit or bear such economic burden.
 
Basic Test
The regulations provide a mandatory safe harbor—mandatory if we want our allocations to have “economic effect.” We’re told in Treas. Reg. §1.704-1(b)(2)(ii)(b):
[E]xcept as otherwise provided in this paragraph, an allocation of income, gain, loss, or deduction (or item thereof) to a partner will have economic effect if, and only if, throughout the full term of the partnership, the partnership agreement provides -
For the determination and maintenance of the partners' capital accounts in accordance with the rules of paragraph (b)(2)(iv) of this section,
 
Upon liquidation of the partnership (or any partner's interest in the partnership), liquidating distributions are required in all cases to be made in accordance with the positive capital account balances of the partners … by the end of such taxable year (or, if later, within 90 days after the date of such liquidation), and
 
If such partner has a deficit balance in his capital account following the liquidation of his interest in the partnership, … he is unconditionally obligated to restore the amount of such deficit balance to the partnership by the end of such taxable year (or, if later, within 90 days after the date of such liquidation), which amount shall, upon liquidation of the partnership, be paid to creditors of the partnership or distributed to other partners in accordance with their positive capital account balances ….
 
· All three conditions from the regulations above must be met for the allocation to have substantial economic effect.
· So allocations will have economic effect only if your partnership agreement 
 
· (1) requires that capital accounts be maintained in accordance with the tax regulations, 
· (2) requires that liquidating distributions be made in accordance with positive capital account balances, and 
· (3) requires that any partner with a negative capital account balance be required to contribute an amount equal to that negative balance to the partnership when her interest is liquidated.
 
· Put these three pieces of magic language into your partnership agreement and your allocations will have economic effect for tax purposes.
 
· These three required provisions are business deal, state-law provisions. They are not federal tax provisions, even though they’re set forth in federal tax regulations. They tell us who gets what, not just as a matter of tax, but in real dollars
These clauses tell the parties and state law courts who gets what dollars and when.
 
Alternate Test
Not everyone is happy to accept an unlimited deficit restoration obligation—the third requirement for economic effect.  
 
The regulations therefore offer an alternative to the third required clause. Reg. §1.704-1(b)(2)(i)(d) tells us:
If -
 
Requirements (1) and (2) of paragraph (b)(2)(ii)(b) of this section are satisfied [that is, the partnership agreement requires that (1) capital accounts be maintained in accordance with the regulations, (2) liquidating distributions be made in accordance with positive capital account balances], and
 
The partner to whom an allocation is made is not obligated to restore the deficit balance in his capital account to the partnership …, or is obligated to restore only a limited dollar amount of such deficit balance, and
 
The partnership agreement contains a “qualified income offset,”
 
such allocation will be considered to have economic effect under this paragraph (b)(2)(ii)(d) to the extent such allocation does not cause or increase a deficit balance in such partner's capital account (in excess of any limited dollar amount of such deficit balance that such partner is obligated to restore) as of the end of the partnership taxable year to which such allocation relates.
 
In figuring out whether an allocation will cause or increase a deficit balance in the partner’s capital account, we make the three adjustments to her account listed in Reg. §1.704-1(b)(2)(i)(d)(4) through (6) SOLELY FOR PURPOSES OF THIS ALTERNATE TEST. 
In other words, we DO NOT adjust the partner’s capital account balance generally. We merely adjust it for the purpose of determining whether a particular allocation will take the account negative. I will call these the “(4) through (6) adjustments.”
If the 4,5,6 adjustments were not in the regs, the rule would be "economic effect IF the allocations don't go below zero.  The 456 rules allow a capital account to go below zero and the qualified income offset brings you back to zero.
 
In order to take advantage of this alternate test, a partnership agreement must contain a “qualified income offset.” What’s that? We learn in Reg. § 1.704-1(b)(2)(ii)(d), that:
The partnership agreement contains a “qualified income offset” if, and only if, it provides that a partner who unexpectedly receives an adjustment, allocation, or distribution described in (4), (5), or (6) above, will be allocated items of income and gain (consisting of a pro rata portion of each item of partnership income, including gross income, and gain for such year) in an amount and manner sufficient to eliminate such deficit balance as quickly as possible.
 
If your partnership agreement includes such a [qualified income offset] provision, and meets the first two requirements for economic effect, then your allocations will have economic effect – so long as they don’t drive the capital account of any partner who doesn’t have a deficit restoration obligation negative.
 
Note: Capital accounts can go negative, tax basis cannot.
 
Gain Chargeback
This provision allocates gain on the sale to Brett specially in an amount that will reverse all of her prior depreciation deductions. Any gain in excess of this special gain chargeback will be allocated 50-50.
The term “gain chargeback” is an informal term commonly used in practice; the foregoing arrangement is also sometimes known as a “flip”—extra losses to a partner followed by extra gain to that same partner to reverse the prior extra losses.
Generally speaking, the gain chargeback provisions will be respected if there is some underlying risk to the investment such that you don't run into a substantiality problem.
When you have a gain chargeback, make sure you split out the portion of the "chargeback" from the total gain.  Some portion will be specially allocated to the partner that benefits from the provision, but a residual portion may be shared in accordance with the partnership agreement.
 
Nonliquidating distributions
Under the substantial economic effect rules, the ratio in which nonliquidating distributions are made is irrelevant. 
The larger nonliquidating distributions to Al will reduce Al’s share of the property on liquidation. But they do not negate the economic effect of the allocations.
 
Limited Partners
LPs can receive special allocations until their capital accounts reach zero.  They can't go below zero because they are not liable for any further losses.  Thus, the allocations are routed to the GP if the LP capital account goes to zero.
 
Note that under Rev. Rul. 97-38, the result is the same even if Brett is a general partner, and therefore is generally liable for partnership debts, but does not have an explicit obligation to make up any capital account deficit.
 
Thus, when the allocations to a limited partner bring the LP capital account to zero, any further allocation will not have economic effect.  Thus, the allocation will not be respected and will be allocated to the partner who will bear the loss--the general partner.
Ex. LP has a capital account of $30K and GP has a capital account of $30K.  Agreement provides for special allocation of depreciation to LP.  LP doesn't have a deficit restoration provision.
Year 1 allocation of 20K will be respected because he would bear the risk of loss.
Year 2 allocation of 20K will be allocated $10K to the LP and $10K to the GP.  In this case, the LP will not bear the risk of loss for any further depreciation, the GP will.
Year 3 allocation of 20K will be solely allocated to the GP.
If LP contributed a promissory note to the partnership for $30K, LP could receive all 60K in depreciation deductions and take capital account to negative 30K--the balance of the note, but not further below 30K.
 
Promissory Notes:
Reg. §1.704-1(b)(2)(ii)(c)(l) tells us that: 
If a partner is not expressly obligated to restore the deficit balance in his capital account, such partner nevertheless will be treated as obligated to restore the deficit balance in his capital account … to the extent of -
 
The outstanding principal balance of any promissory note (of which such partner is the maker) contributed to the partnership by such partner (other than a promissory note that is readily tradable on an established securities market), and
 
The amount of any unconditional obligation of such partner (whether imposed by the partnership agreement or by State or local law) to make subsequent contributions to the partnership (other than pursuant to a promissory note of which such partner is the maker), provided that such note or obligation is required to be satisfied at a time no later than the end of the partnership taxable year in which such partner's interest is liquidated (or, if later, within 90 days after the date of such liquidation).
 
So what is the effect when Brett contributes her promissory note for $160,000 to the partnership?
We can continue allocating losses to her until her capital account reaches a deficit of $160,000.'
 
Economic Effect Equivalence and Partner's Interest in the Partnership
But what if one or more partners does not have a deficit restoration obligation and the partnership agreement does not contain a qualified income offset provision. What next?
 
Reg. §1.704-1(b)(2)(ii)(i) gives us an “economic effect equivalence” savings clause. It tells us:
Allocations made to a partner that do not otherwise have economic effect under this paragraph … shall nevertheless be deemed to have economic effect, provided that as of the end of each partnership taxable year a liquidation of the partnership at the end of such year or at the end of any future year would produce the same economic results to the partners as would occur if requirements [of the economic effect test] had been satisfied, regardless of the economic performance of the partnership.
 
Ex. 1(f)
Let’s return to Problem 1(f), in which Al is the general partner, Brett is the limited partner, and Brett has no deficit restoration obligation. Assume that the partnership agreement does not contain a qualified income offset provision. What now?
 
Note that we do not meet the alternative test for economic effect, because we have no qualified income offset.
 
Nevertheless, we meet the economic effect equivalence test for each of the first 16 years because a partnership agreement that does not require Brett (initial capital account of $320K) to restore any deficit in her capital account will produce exactly the same economic results as one that does. It’s only in Year 17 (when capital account is depleted) that we run into problems.
 
Partner’s Interest in the Partnership
But what happens if we don’t meet the economic effect equivalence test? We then turn to the partner’s interest in the partnership, which is where IRC §704(b)(2) told us to go if our agreement did not have substantial economic effect.
 
Reg. §1.704-1(b)(3)(i) tells us:
References … to a partner's interest in the partnership … signify the manner in which the partners have agreed to share the economic benefit or burden (if any) corresponding to the income, gain, loss, deduction, or credit (or item thereof) that is allocated. 
Except with respect to partnership items that cannot have economic effect (such as nonrecourse deductions of the partnership), this sharing arrangement may or may not correspond to the overall economic arrangement of the partners. Thus, a partner who has a 50 percent overall interest in the partnership may have a 90 percent interest in a particular item of income or deduction.
 
Reg. §1.704-1(b)(3)(iii) tells us:
If -
[the first and second requirements of the economic effect test] are satisfied, and
 
All or a portion of an allocation of income, gain, loss, or deduction made to a partner for a partnership taxable year does not have economic effect …, the partners' interests in the partnership with respect to the portion of the allocation that lacks economic effect will be determined by comparing the manner in which distributions (and contributions) would be made if all partnership property were sold at book value and the partnership were liquidated immediately following the end of the taxable year to which the allocation relates with the manner in which distributions (and contributions) would be made if all partnership property were sold at book value and the partnership were liquidated immediately following the end of the prior taxable year, and adjusting the result for the items described in (4), (5), and (6) of paragraph (b)(2)(ii)(d) of this section.
 
1. Substantiality
· Common places where this comes up
· Corporation and individual split business income and capital gains
· Individual and tax exempt org split up income and tax exempt income
· Ability to estimate whether income from investment will substantially diminish tax.
 
· The regulations frame the question in terms of results, rather than techniques: Reg. §1.704-1(b)(2)(iii)(a) tells us:
· Except as otherwise provided in this paragraph (b)(2)(iii), the economic effect of an allocation (or allocations) is substantial if there is a reasonable possibility that the allocation (or allocations) will affect substantially the dollar amounts to be received by the partners from the partnership, independent of tax consequences.
 
· Notwithstanding the preceding sentence, the economic effect of an allocation (or allocations) is not substantial if, at the time the allocation becomes part of the partnership agreement,
 
· the after-tax economic consequences of at least one partner may, in present value terms, be enhanced compared to such consequences if the allocation (or allocations) were not contained in the partnership agreement, and
 
· there is a strong likelihood that the after-tax economic consequences of no partner will, in present value terms, be substantially diminished compared to such consequences if the allocation (or allocations) were not contained in the partnership agreement.
 
· This latter rule is sometimes called the “strong likelihood” test.
 
· The strong likelihood test is then restated more specifically in two contexts: shifting tax consequences and transitory allocations. In Reg. §1.704-1(b)(2)(iii)(b), we are told:
 
Shifting tax consequences. 
The economic effect of an allocation (or allocations) in a partnership taxable year is not substantial if, at the time the allocation (or allocations) becomes part of the partnership agreement, there is a strong likelihood that -
 
· The net increases and decreases that will be recorded in the partners' respective capital accounts for such taxable year will not differ substantially from the net increases and decreases that would be recorded in such partners' respective capital accounts for such year if the allocations were not contained in the partnership agreement, and
 
· The total tax liability of the partners (for their respective taxable years in which the allocations will be taken into account) will be less than if the allocations were not contained in the partnership agreement (taking into account tax consequences that result from the interaction of the allocation (or allocations) with partner tax attributes that are unrelated to the partnership).
 
· In other words, we make two computations. 
· First, we look at whether, at the end of the day, the partners’ capital accounts would have been substantially different if the special allocations had not been made. 
· Second, we look at whether the partners’ total tax liabilities were smaller as a result of the special allocations. 
· If the partners’ capital accounts would have been substantially the same without the special allocations but the special allocations reduced the partners’ total tax liabilities, then the economic effect of the special allocations was not “substantial.”
 
	Example One
	Assume that A and B are 50-50 partners. A is an individual, and B a corporation. (Individuals are eligible for lower rates on their long-term capital gains; corporations are not.) The partnership agreement specially allocates $1 million of long-term capital gain to A and $1 million of ordinary income to B. Assume that there is a strong likelihood that the partnership will have at least $1 million of each. The agreement then allocates all remaining income and loss 50-50.
On these facts, A and B would have had the same capital accounts at the end of the day without the special allocations as they would have with those allocations. And because A is entitled to a lower tax rate on capital gains, the total tax liability of the partners collectively has been reduced. Therefore, the allocations, although they may have economic effect, do not have substantial economic effect.


 
· Then in Reg. §1.704-1(b)(2)(iii)(c) we are told:
 
Transitory allocations. 
If a partnership agreement provides for the possibility that one or more allocations (the “original allocation(s)”) will be largely offset by one or more other allocations (the “offsetting allocation(s)”), and, at the time the allocations become part of the partnership agreement, there is a strong likelihood that -
 
· The net increases and decreases that will be recorded in the partners' respective capital accounts for the taxable years to which the allocations relate will not differ substantially from the net increases and decreases that would be recorded in such partners' respective capital accounts for such years if the original allocation(s) and offsetting allocation(s) were not contained in the partnership agreement, and
 
· The total tax liability of the partners (for their respective taxable years in which the allocations will be taken into account) will be less than if the allocations were not contained in the partnership agreement (taking into account tax consequences that result from the interaction of the allocation (or allocations) with partner tax attributes that are unrelated to the partnership)
 
the economic effect of the original allocation(s) and offsetting allocation(s) will not be substantial.
 
· Again, we make two computations. 
· First, we look at whether the partners’ capital accounts would have been substantially different if the original special allocations and offsetting special allocations had not been made. 
· Does the allocation ultimately affect the money the partner will get out of the partnership? If yes, its substantial.  If no, then you ask the second test. 
· If no, does this provision bring down the partners taxes in the aggregate?  If no, substantial.  If yes, step 3
· Was there a strong liklihood from the outset that this was going to be the income.  If no, substantial.  If yes, it is not substantial
 
· Second, we look at whether the partners’ total tax liabilities were smaller as a result of the special allocations. 
In doing so, we need to keep in mind the language of Reg. §1.704-1(b)(2)(iii)(a): “in present value terms.” 
If the partners’ capital accounts would have been substantially the same without the special allocations but the special allocations reduced the partners’ total tax liabilities, in present value terms, then the economic effect of the original and offsetting special allocations was not “substantial.”
 
	Example Two
	Assume that A and B are 50-50 partners. A pays taxes, but B is tax-exempt. The partnership’s assets consist of depreciable real estate and a portfolio of U.S. Treasury bonds. In Years 1 through 4, the partnership agreement specially allocates $1 million of depreciation to A. In Year 5, it specially allocates $1 million of interest on the U.S. Treasury bonds to A as well, exactly offsetting the prior special allocation of depreciation. All other income and loss for all years is allocated 50-50. Assume that there is a strong likelihood that the partnership will have at least $1 million of interest on the U.S. Treasury bonds in Year 5.
On these facts, over the five-year period A and B would have been allocated the same total gains and losses without the special allocations as they would have with those allocations. And because the special allocations allow A to reduce his tax liability in present value terms and B is not taxable in any event, the total tax liability of the partners has been reduced. Therefore, the allocations, although they may have economic effect, do not have substantial economic effect.


 
Substantiality Presumptions
To deal with this issue, Reg. §1.704-1(b)(2)(iii)(c) contains three presumptions.
If, at the end of a partnership taxable year to which an offsetting allocation(s) relates, 
the net increases and decreases recorded in the partners' respective capital accounts do not differ substantially 
from the net increases and decreases that would have been recorded in such partners' respective capital accounts had the original allocation(s) and the offsetting allocation(s) not been contained in the partnership agreement, and 
the total tax liability of the partners is (as described in (2) above) less than it would have been had such allocations not been contained in the partnership agreement, 
it will be presumed that, 
at the time the allocations became part of the partnership agreement, there was a strong likelihood that these results would occur. This presumption may be overcome by a showing of facts and circumstances that prove otherwise.
 
In other words, if it turns out that the partners’ capital accounts would have ended up in the same place without the special allocations and that the deal actually reduced the partners’ total tax liabilities, in present value terms, it will be presumed that there was a strong likelihood this would happen from the outset.
 
Notwithstanding the foregoing, 
· the original allocation(s) and the offsetting allocation(s) will not be insubstantial … and, … 
· it will be presumed that there is a reasonable possibility that the allocations will affect substantially the dollar amounts to be received by the partners from the partnership if, 
· at the time the allocations become part of the partnership agreement, 
. there is a strong likelihood that the offsetting allocation(s) will not, in large part, be made within five years after the original allocation(s) is made (determined on a first-in, first-out basis).
 
So if the partnership is prohibited by contract from selling the property until Year 6, Brett’s special allocations are safe.
 
· [T]he adjusted tax basis of partnership property (or, if partnership property is properly reflected on the books of the partnership at a book value that differs from its adjusted tax basis, the book value of such property) 
. will be presumed to be the fair market value of such property, and 
i. adjustments to the adjusted tax basis (or book value) of such property will be presumed to be matched by corresponding changes in such property's fair market value. 
ii. Thus, there cannot be a strong likelihood that the economic effect of an allocation (or allocations) will be largely offset by an allocation (or allocations) of gain or loss from the disposition of partnership property.
 
· Allocations
. Recourse 
. If deductions are recourse, they will be respected if they have substantial economic effect.
a. Thus, we are required to assess the provision above with regard to (1) economic effect and (2) substantiality
0. Economic effect requires meeting:
i. Basic test
ii. Alternative test
iii. Economic effect equivalence
1. Substantiality requires
i. That there is no reasonable certainty that the allocations will substantially reduce taxable income but the net allocations are the same.
 
· Nonrecourse
Allocations Attributable to Nonrecourse Debt
 
Definition: A “nonrecourse liability” is a debt with respect to which the lender can only go after designated assets (the “collateral”). If those assets are not sufficient to satisfy the debt, the lender has no other recourse against the borrower.
 
The problem is this: Because the loan is nonrecourse, neither of the partners will ever have to bear the economic loss associated with those depreciation deductions—which are supposed to reflect the declining value of the building. If the value of the building actually does decline, the bank—not any of the partners—will bear the resulting economic loss. But the bank is not a partner, and U.S. partnership tax rules don’t allow us to allocate partnership losses to non-partners.
 
No partner will bear economic loss of the allocation.  
 
Minimum Gain
 
Definition: The smallest amount of gain the partnership can recognize in the process of getting out of the deal.  Calculated by taking the principal amount of the loan discharged (amount realized) - less assets in the partnership.
 
If we include a provision in the partnership agreement that allocates that minimum gain to the same partners who took the depreciation deductions, exactly reversing those deductions, they’ll end up right back where they were, and tax will again match economics. Such a provision is known as a “minimum gain chargeback.”
 
Minimum gain is only attributable to non-recourse depreciation deductions.  
· So, if you buy a building for $1M, 200 in equity and 800 in non-recourse debt
· First 200K of deprecation would be considered recourse deductions.
· Last 800K of depreciation would be non-recourse and trigger the minimum gain provisions here.
 
Nonrecourse liability allocation rules of Reg. §1.704-2(b)(1)
 
Reg. §1.704-2(b)(1): Allocations of losses, deductions, or section 705(a)(2)(B) expenditures attributable to partnership nonrecourse liabilities (“nonrecourse deductions”) cannot have economic effect because the creditor alone bears any economic burden that corresponds to those allocations. Thus, nonrecourse deductions must be allocated in accordance with the partners' interests in the partnership. Paragraph (e) of this section provides a test that deems allocations of nonrecourse deductions to be in accordance with the partners' interests in the partnership. If that test is not satisfied, the partners' distributive shares of nonrecourse deductions are determined under § 1.704-1(b)(3), according to the partners' overall economic interests in the partnership.
 
We’re told in Reg. §1.704-2(e) that:
 
Allocations of nonrecourse deductions are deemed to be in accordance with the partners' interests in the partnership only if -
 
· Throughout the full term of the partnership requirements (1) and (2) of § 1.704-1(b)(2)(ii)(b) are satisfied [i.e., capital accounts are maintained in accordance with § 1.704-1(b)(2)(iv) and liquidating distributions are required to be made in accordance with positive capital account balances], and requirement (3) of either § 1.704-1(b)(2)(ii)(b) or § 1.704-1(b)(2)(ii)(d) is satisfied (i.e., partners with deficit capital accounts have an unconditional deficit restoration obligation or agree to a qualified income offset);
 
· Beginning in the first taxable year of the partnership in which there are nonrecourse deductions and thereafter throughout the full term of the partnership, the partnership agreement provides for allocations of nonrecourse deductions in a manner that is reasonably consistent with allocations that have substantial economic effect of some other significant partnership item attributable to the property securing the nonrecourse liabilities;
 
a. Beginning in the first taxable year of the partnership that it has nonrecourse deductions or makes a distribution of proceeds of a nonrecourse liability that are allocable to an increase in partnership minimum gain, and thereafter throughout the full term of the partnership, the partnership agreement contains a provision that complies with the minimum gain chargeback requirement of paragraph (f) of this section; and
 
b. All other material allocations and capital account adjustments under the partnership agreement are recognized under § 1.704-1(b) (without regard to whether allocations of adjusted tax basis and amount realized under section 613A(c)(7)(D) are recognized under § 1.704-1(b)(4)(v)).
 
Summary: Nonrecourse allocations will be respected if:
1. Partnership meets the basic or alternative test for economic effect
 
2. Partnership agreement has a minimum gain chargeback
· This is just magic language
· Conceptually--Bought property 1M, recourse debt of $1M.  Take $50K of depreciation, basis decreases, if you transfer the property in satisfaction of the debt, that is your minimum gain.  What this provision says, is that if partner's share of minimum gain declines, you must allocate that gain to reverse the prior nonrecourse deduction.
 
3. Nonrecourse allocations are allocated in a similar manner as recourse allocations relating to the SAME property
· Could be recourse depreciation.  If nonrecourse depreciation tracks this, good to go
· Allocation of gain when property is sold, if nonrecourse deductions track this, good to go.
· One year of prior recourse allocations is sufficient to push future recourse deudctions
· Future income allocations are sufficient to route the nonrecouse deductions before that income is realized.
 
4. All other material allocations under the partnership agreement have economic effect.
· This basically means that recourse allocations need to have substantial economic effect.
· The question is not, do you flunk the regs this year.  The question is: do you ever flunk the regs.
· Economic effect is only a theory that applies to recourse deductions.
 
So, in addition to complying with the other rules we’ve studied, the partnership must do two things. 
· First, the agreement must include a minimum gain chargeback provision. 
· Second, it must allocate nonrecourse deductions (which don’t have substantial economic effect) in a manner reasonably consistent with allocations that do have substantial economic effect of some other significant partnership item attributable to the property that secures the nonrecourse liabilities.
 
· If you comply with the four parts above, then the nonrecourse deductions will be respected.
· If not, you're back to partners interests in the partnership.
 
Example
· Year 1
When you have a recourse allocation going to an LP in year 1, you can allocate losses to the LP so long as you don't drive the capital account below zero.  That allocation has substantial economic effect.
Year 2
When depreciation deductions are allocated 100% to the LP and the GP still has a positive capital account balance, any additional depreciation allocation would go to the GP, because that allocation does not have economic effect.  So, the GP capital account will be depleted and the residual allocation would be allocated based upon some allocation that does have substantial economic effect.
Since the partnership still has equity, the allocation will not have economic effect and thus, its allocated to the partner who will bear the economic loss.
If the LP has a deficit restoration provision (not likely b/c they want limited liability), they you can take the capital account negative and the second allocation would have substantial economic effect.
If the allocation is not respected in this year and it goes to the partner that will bear the loss, future allocations will not be respected and will be in accordance with interests in the partnership.
Generally, you need to see that the allocations when the deductions are still recourse follow the interests in the partnership until the capital accounts reach zero for everyone.  That way all the recourse allocations have economic effect and you don't run into the fourth issue stated above.
 
Year 3
This year, the allocation is going to be nonrecourse since there is no equity left in the partnership.  So, the question is whether you meet the 4 part safe harbor rule.  This is because all your going to have minimum gain. 
Here, the fourth requirement is not met, because the agreement’s attempt to allocate $50,000 of depreciation to B in Year 2 was not respected. Therefore, depreciation in Year 3 must be allocated in accordance with the partners’ overall economic interests in the partnership—most likely 50-50.
 
Minimum Gain Chargeback Provision
Reg. §1.704-2(f)(1) tells us that a minimum gain chargeback provision requires that if there is a net decrease in partnership minimum gain for a partnership taxable year, each partner must be allocated items of partnership income and gain for that year equal to that partner’s share of the net decrease in partnership minimum gain.
 
What is a “net decrease in partnership minimum gain”? Recall our hypothetical. We bought the building by taking on $1,000,000 of nonrecourse debt. We then took $50,000 of depreciation. This increases the partnership minimum gain, because it increases the amount of gain the partnership must recognize if it walks away from the property.
 
The most obvious way to decrease the partnership minimum gain is for the partnership to walk away from the property—at which point it won’t have any partnership minimum gain at all. In our hypo, if the partnership walks, it will have a net decrease in partnership minimum gain of $50,000. The minimum gain chargeback provision then requires that each partner be allocated items of partnership income and gain equal to that partner’s share of the net decrease in partnership minimum gain.
 
If the partnership provisions provide that recourse deductions go to partners in a manner where the limited partner's capital accounts reach zero, and the general partner still has a positive capital account, the  remaining recourse deductions need to be allocated to the general partner because he will bear the economic burden of those allocations.
Accordingly, the allocations do not have substantial economic effect and thus, the allocations are made in accordance with the partnership interests.
 
Notes About LLCs
Members of an LLC are not personally liable for the debts of the LLC. Therefore, (1) members will not bear the economic burden of losses attributable to the LLC’s debts, even if that debt is recourse to the LLC, and (2) debt will be nonrecourse as to the members.
 
This means that if the LLC agreement does not contain qualified income offset and minimum gain chargeback provisions, the alternative economic effect and nonrecourse deduction safe harbors will not be available.
 
If so, and if the partners really want their allocations to be respected, then the agreement should include a qualified income offset to comply with the alternate test for economic effect and a minimum gain chargeback to ensure that nonrecourse deductions will be deemed to be allocated in accordance with the partners’ interests in the partnership.
 
704(c) Deductions
 
Allocating Depreciation from Contributed Property with BIG or BIL
The underlying issue is that the property comes in the capital accounts at FMV but the partnership gets carryover basis.  Thus, the depreciation for book and tax will be different. To rectify this:
First, we’re going to allocate the book depreciation in whatever way the partnership agreement tells us to: here, 50–50.
 
Then, we’re going to allocate any tax depreciation to the noncontributing partners—here, Sean—up to the amount of any book depreciation we’ve allocated to them. Any remaining tax depreciation is then allocated to the contributing partner.
 
When BIL or BIG loss is included in the property contributed to the partnership, that loss from depreciation is tricky.
When property is contributed with BIL or BIG, and that property is disposed, the 704© portion of the gain or loss has to be allocated to the partner
In effect, you are holding the non-contributing partner harmless; ensuring that there was no book/tax difference when the property was contributed to the partnership.
 
If the tax basis is less than half of the book basis upon contribution, then you are going to run into ceiling rule problems.
 
Inside/outside basis differences can result if you have suspended allocations b/c outside basis goes 0.
 
What Reg. §1.704-3(b)(1) actually says is:
In general, the traditional method requires that 
when the partnership has income, gain, loss, or deduction attributable to section 704(c) property, 
 
it must make appropriate allocations to the partners to avoid shifting the tax consequences of the built-in gain or loss. 
 
Under this rule, if the partnership sells section 704(c) property and recognizes gain or loss, built-in gain or loss on the property is allocated to the contributing partner. … For section 704(c) property subject to amortization, depletion, depreciation, or other cost recovery, the allocation of deductions attributable to these items takes into account built-in gain or loss on the property. For example, tax allocations to the noncontributing partners of cost recovery deductions with respect to section 704(c) property generally must, to the extent possible, equal book allocations to those partners.
 
Because the tax depreciation is allocated to the non-contributing partner in an amount that equals book depreciation, all else equal, this means that the non-contributing partner will get more depreciation deductions.  Conversely, this means that the contributing partner gets more income and has to pick up that gain, in part, each year the asset depreciates.
Ultimately, if the asset was not sold, the BIG would ultimately be amortized over the useful life of the asset and the contributing partner would recognize that gain over time.
 
If the asset is sold for no book gain, the contributing partner picks up the remaining 704(c) gain (difference between FMV and basis).  He then gets basis credit for that income and the outside bases of the partners (if 50/50) should be equal after the sale.
 
If the asset is sold for book gain, the contributing partner picks up gain on the difference between basis and book value.  The residual gain is split in accordance with the partnership interests.
If the asset is fully depreciated and then sold, any gain is allocated amongst the partners in accordance with percentage interests.
 
Situation Where Tax Depreciation Allocated to Non-contributing Partner is less than Book Depreciation (carryover basis < FMV)
This occurs where carryover basis in a partnership asset is much less than the FMV of the asset, so the tax depreciation is much less than book.
In this case, even if you allocated all tax depreciation to the non-contributing partner, there will still be a variance between the book and tax records for the non-contributing partner.
Thus, upon liquidation, noncontributing partner would have a loss on liquidation because outside basis is higher than his share of partnership assets.  Similarly, the contributing partner would have a gain on liquidation.
This happens if tax basis / book basis is less than the percentage to be allocated to the non contributing partner.
So if a non-contributing partner will get 50% of depreciation, ceiling rule will only come into play when basis < 50% of FMV
 
To deal with this problem, the regulations permit the use of three different methods: (1) the traditional method, (2) the traditional method with curative allocations, and (3) the remedial method.
 
Traditional Method
This problem is created by the so-called “ceiling rule” of Reg. §1.704-3(b)(1):
[T]he total income, gain, loss, or deduction allocated to the partners for a taxable year with respect to a property cannot exceed the total partnership income, gain, loss, or deduction with respect to that property for the taxable year (the ceiling rule).
So under the traditional method, you cannot make an allocation.  The result is that gain or loss is recognized on liquidation and you rely on capital gains/losses on liquidating distributions down the road to even everything out.
If you don't have enough tax depreciation to allocate the level of book depreciation, just stop.  Book tax differences get wider, but it evens out on disposition.
Traditional method is not really supported.
 
Traditional Method with Curative Allocations.
The traditional method with curative allocations is described in Reg. §1.704-3(c)(1):
To correct distortions created by the ceiling rule, 
a partnership using the traditional method … 
may make reasonable curative allocations to reduce or eliminate disparities between book and tax items of noncontributing partners. 
A curative allocation is an allocation of income, gain, loss, or deduction for tax purposes that differs from the partnership's allocation of the corresponding book item. 
For example, if a noncontributing partner is allocated less tax depreciation than book depreciation with respect to an item of section 704(c) property, the partnership may make a curative allocation to that partner of tax depreciation from another item of partnership property to make up the difference, notwithstanding that the corresponding book depreciation is allocated to the contributing partner.
 
But we are limited in the kinds of items we can use for this purpose:
To be reasonable, a curative allocation of income, gain, loss, or deduction must be expected to have substantially the same effect on each partner's tax liability as the tax item limited by the ceiling rule.
For individuals, this normally means that the item used in the curative allocation must be of the same character as the item we’re trying to correct.
In sum, when we use curative allocations, we take other items of partnership income or loss of the same character and allocate them so as to have the partners end up where they would have ended up if there had been no ceiling rule problem.
So, the remedy is to allocate less income to the non-contributing partner to make up for the lack of sufficient depreciation.
The net effect is the aggregate income allocation is less and will not increase basis as much, thus mitigating the liquidating gains/losses.
To calculate the curative allocation, take book depreciation and subtract tax depreciation.  The difference between those two formulas is the curative allocation each year.
Dig through the return and find something of the same character and allocate the deduction to the non-contributing partner.  Alternatively, you can allocate income to the contributing partner.   Given the non-contributing partner the same tax result.
 
Remedial Allocations
Use of a third method, the remedial method, is authorized by Reg. §1.704-3(d), which tells us:
A partnership adopting the remedial allocation method eliminates those distortions by creating remedial items and allocating those items to its partners. 
Under the remedial allocation method, the partnership first determines the amount of book items under paragraph (d)(2) of this section and the partners' distributive shares of these items under section 704(b). 
The partnership then allocates the corresponding tax items recognized by the partnership, if any, using the traditional method described in paragraph (b)(1) of this section. 
If the ceiling rule (as defined in paragraph (b)(1) of this section) causes the book allocation of an item to a noncontributing partner to differ from the tax allocation of the same item to the noncontributing partner, 
the partnership creates a remedial item of income, gain, loss, or deduction equal to the full amount of the difference and allocates it to the noncontributing partner. 
The partnership simultaneously creates an offsetting remedial item in an identical amount and allocates it to the contributing partner.
 
So instead of using actual items of partnership income or deduction to fix the §704(c) problem, when we run into a ceiling rule constraint, we simply create two fictional (notional) and offsetting tax items. We allocate one to the noncontributing partner (to bring her tax into line with book) and the other to the noncontributing partner.
 
What effect do these items have? We’re told in Reg. §1.704-3(d)(4) that:
(i) Effect on partnership. Remedial items do not affect the partnership's computation of its taxable income under section 703 and do not affect the partnership's adjusted tax basis in partnership property.
 
(ii) Effect on partners. Remedial items are notional tax items created by the partnership solely for tax purposes and do not affect the partners' book capital accounts. Remedial items have the same effect as actual tax items on a partner's tax liability and on the partner's adjusted tax basis in the partnership interest.
 
Make up 2 items, notional income and loss and you allocate the extra deduction to the non-contributing partner and income to the contributing partner.
Difference between curative and remedial is that remedial you just make up the allocations as opposed to finding them in the curative method.
If you use the remedial method, you have to recompute the depreciation schedules.
Open question whether this is statutorily authorized.
Remedial allocations are whatever classification you need to put the noncontributing partner harmless.
 
Depreciation Using Remedial Allocations - not on exam; not going to have us recompute the book depreciation.
 
In computing remedial depreciation, there’s a further complication—which I think unnecessarily complicates things, but the regulations say what they say. For both book and tax purposes, the contributed asset is broken into two parts: 
 
(1) an asset with an initial book basis equal to the asset’s tax basis at the time of contribution, and 
(2) a new asset with a book basis equal to the difference between book and tax at the time of contribution and a tax basis equal to zero. 
 
The first is depreciated using the contributing partner’s method and remaining useful life. The second is depreciated as a new asset—that is, using a new useful life and any permitted depreciation method.
 
This may be easier to understand using numbers. Let’s return to our problem. Pat contributes an asset worth $50,000 in which she has a tax basis of $20,000. We treat this as two assets, the first with a book and tax basis of $20,000, the second with a book basis of $30,000 and a tax basis of zero.
 
The first is going to be depreciated over five years (using Pat’s old useful life)—so $4,000 of depreciation per year. The second is depreciated over a new useful life beginning on the date of the contribution. Straight line over a new 10-year useful life on an initial basis of $30,000 is $3,000 per year.
	 
	Asset 1
	 
	Asset 2
	 

	 
	Book
	Tax
	Book
	Tax

	Initial Basis
	$20,000
	$20,000
	$30,000
	$0

	Useful Life
	5
	 
	10
	 

	Depreciation
	$4,000
	$4,000
	$3,000
	$0


Initially, this gives us $7,000 per year of book depreciation on the asset. Sean’s share is half that, or $3,500. (By contrast, recall that Sean’s share of book depreciation under the traditional method with curative allocations was $5,000 per year.)
 
During the first five years, the partnership reports $7,000 of book depreciation and $4,000 of real tax depreciation.
 
We allocate $3,500 of the real tax depreciation to Sean and the remaining $500 to Pat. We don’t need to create any additional notional depreciation to give Sean enough tax depreciation to match his book depreciation.
 
At the end of five years, the partnership has fully depreciated Asset 1 for both book and tax purposes. All that’s left is Asset 2, on which it reports book depreciation of $3,000 per year. Sean’s share of this is $1,500 per year. Asset 2 has no tax basis, so there’s no corresponding tax depreciation to allocate.
So we invent $1,500 of tax depreciation on Asset 2 and allocate it to Sean. And we invent an offsetting $1,500 income item and allocate it to Pat. Note that the partnership’s overall taxable income remains the same—we’ve invented two exactly offsetting items. So from the partnership’s perspective, this is a wash.
 
But the effect over 10 years is going to be to bring book and tax into line.
Here are the depreciation numbers:
	 
	Sean
	 
	Pat
	 

	Year
	Book
	Tax
	Book
	Tax

	Year 1
	($3,500)
	($3,500)
	($3,500)
	($500)

	Year 2
	($3,500)
	($3,500)
	($3,500)
	($500)

	Year 3
	($3,500)
	($3,500)
	($3,500)
	($500)

	Year 4
	($3,500)
	($3,500)
	($3,500)
	($500)

	Year 5
	($3,500)
	($3,500)
	($3,500)
	($500)

	Year 6
	($1,500)
	($1,500)
	($1,500)
	$1,500

	Year 7
	($1,500)
	($1,500)
	($1,500)
	$1,500

	Year 8
	($1,500)
	($1,500)
	($1,500)
	$1,500

	Year 9
	($1,500)
	($1,500)
	($1,500)
	$1,500

	Year 10
	($1,500)
	($1,500)
	($1,500)
	$1,500

	Total
	($25,000)
	($25,000)
	($25,000)
	$5,000


 
Remember how we fixed the problem under the traditional method with curative allocations? We allocated an extra $1,000 of income to Pat for each of five years—a total of $5,000 of extra income. We’re doing the same thing under the remedial method, although the timing is different. And note how much total book depreciation has been taken over the 10 years: $50,000—which was what was supposed to happen for book purposes. And $20,000 of net tax depreciation is taken over the same period—equal to Pat’s original tax basis. 
 
Here are the book books at the end of 10 years. Over that 10-year period, the partnership earns $120,000 of gross income and takes $50,000 of book depreciation, both of which are allocated 50-50.
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And here are the book books at the end of 10 years. Sean gets $60,000 of gross income and $25,000 of tax depreciation. Pat gets $60,000 of gross income and a net offsetting notional item of $5,000 of income.
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704(c) Issues Upon an Optional Book-Up
Need to track 704© gain and loss when a book-up or book-down occur prior to admission of a partner
If a partner has BIL and cash is distributed in liquidation to that partner at an amount equal to the FMV of the property contributed, the partner would recognize a loss
IRC §731(a)(2) tells us:
In the case of a distribution by a partnership to a partner—… upon a distribution in liquidation of a partner’s interest in a partnership where no property other than that described in subparagraph (A) or (B) is distributed to such partner, loss shall be recognized to the extent of the excess of the adjusted basis of such partner’s interest in the partnership over the sum of—(A) any money distributed, and (B) the basis to the distributee, as determined under section 732, of any unrealized receivables (as defined in section 751(c)) and inventory (as defined in section 751(d)).
 
What happens when BIL property (700K basis) remains in the partnership, but partner exited the partnership for a distribution equal to FMV of property (600k)
IRC §704(c)(1)(C) tells us:
 
if any property so contributed has a built-in loss— 
(i) such built-in loss shall be taken into account only in determining the amount of items allocated to the contributing partner, and 
(ii) except as provided in regulations, in determining the amount of items allocated to other partners, the basis of the contributed property in the hands of the partnership shall be treated as being equal to its FMV at the time of contribution.
 
in determining the amount of items allocated to Todd and Ursula, the basis of Whiteacre in the hands of the partnership must be treated as equal to its FMV at the time of contribution—or $600,000.
As a result, on the sale of Whiteacre for $540,000, the partnership recognizes only $60,000 of tax loss, which is allocated equally to Todd and Ursula.
If you don’t make this adjustment, this deduction will be taken by the departing partner and the continuing partners.
