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Overview

•Capital Contributions and Profits Interests

•704(b) Capital Accounts and Income 
Allocation Methods

•704(c) Income Allocations

•Distributions

•Disguised Sales 

•New Partnership Audit Regulations

•A Few Thoughts on Tax Reform



Capital Contributions
•Partnership agreement should define the meaning of “capital 

contribution”

•Amount of money and fair market value of property (other than 
money) contributed to the partnership with respect to the 
interest held by the contributing partner

•Partnership agreement should describe in detail the property 
contributed to the partnership and list any encumbrances that 
the partnership is assuming or that the contributed property is 
subject to.

•Items which may require special treatment:  

•Contribution of a promissory note or other obligation to 
contribute cash or property to the partnership

•Contribution of services by a partner to the partnership



Capital Contributions: Texas and 
Delaware Definitions

Texas (TBOC 1.009) 

(9) "Contribution" meansa tangibleor intangiblebenefit that a persontransfersto an entity in

considerationfor anownershipinterestin theentity or otherwisein theperson'scapacityasan

owneror a member. The benefit includescash,servicesrendered,a contractfor servicesto be

performed,a promissorynoteor otherobligationof a personto paycashor transferpropertyto

theentity,or securitiesor otherinterestsin or obligationsof anentity,but doesnot includecash

or propertyreceivedby theentity:

(A) with respectto a promissorynoteor otherobligationto the extentthat the agreedvalueof

thenoteor obligationhaspreviouslybeenincludedasacontribution; or

(B) thatthepersonintendsto bea loanto theentity.



Capital Contributions: Texas and 
Delaware Definitions

Delaware (Delaware LLC Act § 18-101(3)) 

(3) "Contribution'' means any cash, property, services

renderedor a promissory note or other obligation to

contributecashor propertyor to performservices,which a

personcontributesto a limited liability companyin the

person'scapacityasamember.



Capital Contributions

•Other nontax items to consider
– Is a partner obligated to make additional capital 
contributions?
– Can a partner make an optional capital contribution 
to the partnership?

•If so, under what circumstances?
•What impact will an optional capital 

contribution have on the partnership, the 
contributing partner, and the noncontributing 
partners?

Is a partner entitled to a specified rate of return 
on their capital contribution?



Capital Contributions: Tax 
Considerations

•§721 – No gain or loss to partner or partnership on contribution of 
property for an interest in partnership capital

•Exceptions

1. Partner contributes property to an investment company (§721(b)).

2. Liabilities assumed by the partnership or liabilities securing 
property contributed to the partnership exceed the adjusted tax 
basis of property contributed to the partnership.

3. Disguised sales (§707(a)(2)).

4. §722 – Partner takes a substitute basis in partnership interest 
equal to her basis in contributed property(ies) and cash.

5. §723 – Partnership takes carryover basis in contributed property 
equal to partner’s basis in such property prior to contribution.  
Partnership may increase its basis in the contributed property for 
any gain recognized by the partner upon the contribution.



Capital Contributions: Liabilities

•Impact of liabilities assumed by a partnership or 
transfer of property subject to a liability to the 
partnership on the partnership, the contributing 
partners and the noncontributing partner

•Deferred contributions
– Impact on a partner’s ability to deduct partnership 
tax losses under the basis and at-risk limitations.
– Whether interest is required to be imputed under 
§§483 and 1274.
– Whether the partners’ capital accounts should be 
permitted to be revalued in connection with deferred 
contributions.



Profits Interests

Rev. Proc. 93-27
– General rule:  Receipt of profits interest in exchange for 
services to or for the benefits of the partnership, either in a 
partner capacity or in anticipation of becoming a partner, is 
not a taxable event to either the partner or the 
partnership.
– Exceptions
1. Profits interest relates to a substantially certain and 

predictable stream of income from partnership assets;
2. The partner disposes of the profits interest within two 

years or receipt; or
3. Profits interest is a limited partnership interest in a 

“publicly traded partnership”.



Profits Interests and 83(b) 
Elections

•While profits interests may be non-taxable 
under Rev. Proc. 93-27, consider making 
protective Section 83(b) election. See Alves v. 
Commissioner, 734 F.2d 478 (9th Cir. 1984) 
(Section 83 applies to full value purchase if 
the property is subject to a substantial risk of 
forfeiture).



704(b) Capital Account Rules



Section 704(b) Requirements

Basic Test

•Maintain Capital Accounts

•Pay Liquidation Amounts in Accordance with Capital 
Accounts

•Require Each Partner to Restore Capital Account Deficit at 
Liquidation
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Alternate Test

•Maintain Capital Accounts

•Pay Liquidation Amounts in Accordance with Capital 
Accounts

•Allocate Income (and Items Thereof) to prevent any 
partner without a Deficit Restoration Obligation from 
having its Capital Account Go Negative
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Capital Account Maintenance

The Cash/Property/Debt Items:

+ Cash Contribution

+ Property Contributions (FMV)

+ Debt Assumed by the Partner in Distribution

- Cash Distributions

- Property Distributions (FMV)

- Debt Assumed by the Partnership in Contribution
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The Book Items:

+ Cash Contribution

- Book Loss
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What Elements make up
Book Income and Book Loss?

•Taxable Gross Income

•Tax-Exempt Income

•Tax Deductions

•Non-Deductible Expenses

•Book Depreciation (Depreciation on Book Basis)

•Book Gain (Amount Realized Less Book Basis) 

•Book Loss (Book Basis less Amount Realized)
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What is Book Basis?

•FMV at Contribution Reduced by Cost Recovery Based on 
that FMV

•Example:

•FMV of Contributed Asset = 100

•Tax Basis of Contributed Asset = 10

•Remaining Depreciable Life = 10 years (straight line)

•Annual Book Depreciation = 100 ÷ 10 = 10

•Annual Tax Depreciation = 10 ÷ 10 = 1

17



Gross Asset Value

“GrossAssetValue” means, with respect to any such asset, such asset’s adjusted basis
for federal income tax purposes, except as follows:

(a) the initial GrossAsset Value of any asset contributed by a Member to the
Company shall be the grossfair market valueof suchasset, as agreed to by the contributing
Member of the Board;

(b) The Gross Asset Value of all Company assets shall be adjusted to equal their
respective gross fair market values, as determined by the Board, in connection with: (i) the
acquisition of an additional interest in the Company by any new or existing Member in
exchange for more than a de minimis Capital Contribution or in exchange for the performance
of services to or for the benefit of the Company; (ii) the distribution by the Company to a
Member of more than a de minimis amount of Company assets as consideration for an
interest in the Company; (iii) the liquidation of the Company within the meaning of Treasury
Regulations Section 1.704-1(b)(2)(ii)(g) (other than pursuant to Section 708(b)(1)(B) of the
Code); and (iv) the grant of an interest in the Company (other than a de minimis interest) in
consideration for the provision of services to or for the benefit of the Company or any other
event to the extent determined by the Board to be necessary to properly reflect the Gross
Asset Values in accordance with the standards set forth in Treasury Regulations Section 1.704-
1(b)(2)(iv)(q); provided, however, that adjustments pursuant to clause (i) and clause (ii) of this
sentence shall be made only if the Board reasonably determines that such adjustments are
necessary or appropriate to reflect the relative economic interests of the Members in the
Company;
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Gross Asset Value (continued)

(c) the Gross Asset Value of all Company asset distributed to any Member shall
be the gross fair market value of such asset on the date of distribution, as determined
by the Board of the distribute Member; and

(d) the Gross Asset Values of Company assets shall be adjusted to reflect any
adjustments to the adjusted basis of such assets pursuant to Code Section 734(b) or
Code Section 743(b), but only to the extent that such adjustments are taken into
account in determining Capital Accounts pursuant to Treasury Regulations Section
1.704-1(b)(2)(iv)(m).

If the GrossAssetvalue of an asset has been determinedor adjusted pursuant to
paragraph (a) or paragraph (b) above, such GrossAsset Value shall thereafter be
adjustedby the Depreciationtakeninto accountwith respectto suchassetfor purposes
of computingProfitsandLosses.
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Depreciation

“Depreciation” means, for each Fiscal Year or other period, an amount equal to the
depreciation, amortization or other cost recovery deduction allowable for federal income tax
purposes with respect to an asset for such Fiscal Year as determined by the Members;
provided, however, that if the Gross Asset Value of an asset differs from its adjusted basis for
federal income tax purposes at the beginning of such Fiscal Year or other period,
Depreciation for such Fiscal Year or other period shall equal to the amount of book basis
recovered for such Fiscal Year or other period under the rules prescribed by Treasury
Regulation Section 1.704-2(g)(3) and provided further, that if the federal income tax
depreciation, amortization or other cost recovery deduction for such Fiscal Year or other
period is zero, Depreciation shall be determined with reference to such beginning gross Asset
Value using any reasonable method selected by the Members.
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Capital Account Definition

Section 4.6Capital Account Mechanics

(a) A separate Capital Account shall be established and maintained for each Member
in accordance with the requirements of Treasury Regulations Section 1.704-1(b)(2)(iv). The
original Capital Account established for any Member who acquires Membership Interests by
virtue of an assignment in accordance with the terms of this Agreement shall be in the same
amount as and shall replace the Capital Account of the assignor of such Interest. To the
extent such Member acquires less than all of the Membership Interests of the assignor of the
Membership Interests so acquired by such Member, the original Capital Account of such
Member and its Capital Contributions shall be in proportion to the Membership Interests it
acquires, and the Capital Account of the assignor who retains any Membership Interests shall
be reduced in proportion to the Interest it retains.

(b) The Capital Account of each Member shall be maintained in accordance with the
following provisions:

(i) to such Member’s Capital Account there shall be credited such
Member’s Capital Contributions, such Member’s distributive share of Profits, special
allocations of income and gain, and the net amount of any Company liabilities that are
assumed by such Member or that are secured by any Company assets distributed to
such Member;
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Capital Account Definition (continued)

(ii) to such Member’s Capital Account there shall be debited the amount
of cash and the Gross Asset Value of any Company assets distributed to such Member
pursuant to any provision of this Agreement, such Member’s distributive share of
Losses, special allocations of loss and deduction, and the net amount of any liabilities of
such Member that are assumed by the Company or that are secured by any property
contributed by such Member to the Company;

(iii) in determining the amount of any liability for purposes of this Section
4.6(b), there shall be taken into account Section 752(c) of the Code an any other
applicable provisions of the Code and the Treasury Regulations; and

(iv) the Capital Accounts shall be increased or decreased upon a
revaluation of Company property pursuant to clause (b) of the definition of Gross Asset
Value in the manner prescribed in Treasury Regulation Section 1.704-1(b)(2)(iv)(f).
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Liquidation Mechanics
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Liquidation in Accordance with Capital Accounts

(a) Liquidating Trustee; Liquidating Distributions. Upon dissolution of the Company, the
Board (in such capacity, the “LiquidatingTrustee”) shall carry out the winding up of the Company
and shall immediately commence to wind up the Company’s affairs; provided,however, that a
reasonable time shall be allowed for the orderly liquidation of the assets of the Company and the
satisfaction of liabilities to creditors so as to enable the Members to minimize the normal losses
attendant upon a liquidation. The proceeds of liquidation shall be applied first to payment of all
expenses and debts of the Company and setting up of such reserves as the Board reasonably
deems necessary to wind up the Company’s affairs and to provide for any contingent liabilities or
obligations of the Company; providedthat the unpaid principal of and interest on any loans made
to the Company by Members (and their Affiliates) shall be distributed pro rata to the Members
(and their Affiliates) who made such loans, in proportion to the total amount of principal and
interest payable on such loans, such distributions being treated first as a payment of accrued
interest on such loans and next as in payment of principal on such loans. Anyremainingproceeds
shallbedistributedto the Membersin accordancewith their respectiveCapitalAccountbalances.

(b) Profits and Losses. The Profits and Losses arising from liquidation of the Company
shall be allocated among the Members so that, to the maximum extent possible, each Member’s
Capital Account balance equals the amount of cash that would be distributed to such Member if
liquidating distributions were made in accordance with Section 8.2.
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Liquidation in Accordance with Ownership 
Percentages

11.2 Liquidation.

(b) Upon the dissolution of the Partnership, the liquidating trustee shall sell the
Partnership assets at the best price available, or, with the consent of all Partners, the
liquidating trustee may distribute those assets in kind; provided, however, that the liquidating
trustee shall ascertain the fair market value by appraisal or other reasonable means of the
Partnership assets to be distributed in kind, and each Partner’s Capital Account shall be
charged or credited, as the case may be, as if such asset had been sold for cash at such fair
market value and the net gain or net loss recognized thereby had been allocated to and
amount the Partners in accordance with Article VI above. All of the Partnership assets shall
be applied and distributed, with reference to the fair market value thereof, by the liquidating
trustee on or before the later to occur of (x) the end of the taxable year in which the
dissolution of the Partnership occurs, (y) the date that is 90 days following the date upon
which substantially all of the Partnership assets are sold or otherwise disposed of by the
Partnership, or (z) the date that is 90 days following the date any other event of dissolution
occurs, and in the following order:
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Liquidation in Accordance with Ownership 
Percentages (continued)

(i) First, to the creditors (other than the Partners with respect to Partner
Loans) of the Partnership;

(ii) Next, to setting up the reserves that the liquidating trustee may deem
reasonably necessary for contingent or unforeseen liabilities or obligations of the
Partnership;

(iii) Next, to the Partners in an amount equal to the sum of the credit
balances of their respective Partner Loan Accounts, in the ratio that the credit balance
of each Partner Loan Accounts bears to the sum of the credit balances of all Partner
Loan Accounts;

(iv) Next, to the Partners in an amount equal to the sum of the credit
balances of their respective Contribution Accounts, in the ratio that the credit balance
of each Contribution Account bears to the sum of the credit balances of all Contribution
Accounts;

(v) Finally,the balance,if any, to and among the Partnersin accordance
with their respectiveOwnershipPercentages.

26



Economic Effect Equivalence

(i) Economiceffect equivalence. Allocations made to a partner that do
not otherwise have economic effect under this paragraph (b)(2)(ii) 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 (1), (2), and (3) of paragraph (b)(2)(ii)(b) of this section had been satisfied,
regardless of the economic performance of the partnership.
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Partners Interest in the Partnership

(3) tŀǊǘƴŜǊΩǎinterest in the partnership – (i) In general. References in
section 704(b) and this paragraph to a partner’s interest in the partnership, or to the
partners’ interests 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. (For example, in the case
of an unexpected downward adjustment to the capital account of a partner who does not
have a deficit makeup obligation that causes such partner to have a negative capital account,
it may be necessary to allocate a disproportionate amount of gross income of the partnership
to such partner for such year so as to bring that partner’s capital account back up to zero.)
Thus, a partners who has a 50 percent overall interest in the partnership may have a 90
percent interest in a particular item of income or deduction. The determination of a
partner’s interest in a partnership shall be made by taking into account all facts and
circumstances relating to the economic arrangement of the partners. All partners’ interests
in the partnership are presumed to be equal (determined on a per capita basis). However,
this presumption may be rebutted by the taxpayer or the Internal Revenue Service by
establishing facts and circumstances that show that the partners’ interests in the partnership
are otherwise.
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Partners Interest in the Partnership 
(continued)

(ii) Factors considered. In determining a partner’s interest in the
partnership, the following factors are amount those that will be considered:

(a) The partners’ relative contributions to the partnership,

(b) The interests of the partners in economic profits and losses (if different
than that in taxable income or loss),

(c) The interests of the partners in cash flow and other non-liquidating
distributions, and

(d) The rights of the partners to distributions of capital upon liquidation.
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Allocations
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Allocations in Proportion to Ownership

Section 9.1. Profits and Losses. After giving effect to the special allocations set
forth in Section 9.2 and 9.3 and subject to the allocations contained in Section 13.4(b), all
Profits and Losses from operations and items thereof for each Fiscal Year (or part thereof),
shall be allocated among the Members in proportion to their relative Membership Interests.
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Service Partner Allocations

Problem Assumptions
Sharing Ratios:

Payout:

0% A/100% B before payout

20% A/80% B after payout

When B is distributed an amount

equal to its contribution

Capital Cost - $1,000

Depreciation Period/Method = 5-years straight-line

First Year Cash Flow = $100

Second Year Cash Flows = $400

Sales Price [first day of third year] = $1200

A B

Capital Cash In (Out) Capital Cash In (Out)

Capital 1000 0 0 1000 1000

Loss 100 0 -- -100 --

0 0 900 1000

Cash 100 0 0 -100 -100

0 0 800 900

Income 200 +20 -- +180 -- [180 = 100 + 80% (100)]

20 0 980 900

Cash 400 0 0 -400 -400

20 0 580 500

Gain 600 +120 -- +480 -- 1200 –[(1000) –(2)(200)] = 600

140 0 1060 500

Cash 500 0 0 -500 -500

Cash 700 -140 -140 -560 -560 (700)(80%) = 560

0 (140) 0 (560)
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Service Partner Allocations (continued)

Section 7.2. Allocations of Net Income and Net Loss.

(a) Net Income for each year shall be allocated to the Partners (1) in their Post-Payout
Percentages to the extent that the Net Income adds to a Cumulative Net Income and (2) in
their Pre-Payout Percentages to the extent that the Net Income reduces a Cumulative Net
Loss.

(b) Net Loss for each year shall be allocated to the Partners (1) in their Post-Payout
Percentages to the extent that the Net Loss reduces a Cumulative Net Income and (2) in their
Pre-Payout Percentages to the extent that the Net Loss increases a Cumulative Net Loss.
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Service Partner Allocations (continued)

“Cumulative Net Income” means the excess of (i) the aggregate Net Income
allocated in all years pursuant to Section 7.2(a), over (ii) the aggregate Net Loss allocated in
all years pursuant to Section 7.2(b).

“Cumulative Net Loss” means the excess of (i) the aggregate Net Loss allocated in
all years pursuant to Section 7.2(b), over (ii) the aggregate Net Income allocated in all years
pursuant to Section 7.2(a).

“Post-Payout Percentages” means 80% to the Money Partner and 20% to the
Service Partner.

“Pre-Payout Percentages” means 100% to the Money Partner and 0% to the
Service Partner.
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Service Partner Allocations (continued)

80/20

100/0

Cumulative 

Net Income

Cumulative 

Net Loss

Breakeven
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Waterfall Allocations

Contributions

Preferred Partner 90%

Common Partner 10%

Distributions

1. 90% to the Preferred Partner and 10% to Common Partner to the 
extent of an 8% IRR.

2. 70% to the Preferred Partner and 30% to Common Partner to the 
extent of an 11% IRR.

3. 60% to the Preferred Partner and 40% to Common Partner to the 
extent of a 15% IRR.

4. 55% to the Preferred Partner and 45% to the Common Partner.
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Waterfall Allocations (continued)

55%/45% above 15% Return

60%/40% to 15% minus 11% Return

70%/30% to 11% minus 8% Return

90%/10% to 8% Return

90%/10%

Cumulative 

Net Income

Cumulative 

Net Loss

Breakeven
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Waterfall Allocations (continued)

8.4 Allocations of Net Profit and Net Loss. Except to the extent required by Section
704 of the Code, Net Profit and Net Loss shall be allocated as follows:

(a) Net Profit for each Period shall be allocated as follows:

(i) First, to each of the Members in proportion to and to the extent of the
excess of (x) the aggregate amount of Net Loss allocated to such Member pursuant to
Section 8.4(b)(v) for all prior Periods over (y) the aggregate amount of Net Profit
allocated to such Member for all prior Periods pursuant to this Section 8.4(a)(i);

(ii) Second, to each of the Members in proportion to and to the extent of
the excess of (x) the sum of (A) the excess of the 8% Leveraged IRR Hurdle of such
Member over the aggregate amount of Capital Contributions of such Member and (B)
the aggregate amount of Net Loss allocated to such Member for all prior Periods
pursuant to Section 8.4(b)(iv) over (y) the aggregate amount of Net Profit allocated to
such Member for all prior Periods pursuant to this Section 8.4(a)(ii);

(iii) Third, 70% to the Preferred Partner and 30% to the Common Partner
until the aggregate amount of Net Profit allocated pursuant to this Section 8.4(a)(iii) for
the current Period and all prior Periods is equal to the sum of (x) the excess of (A) the
11% Leveraged IRR Hurdle over (B) the sum of the 8% Leveraged IRR Hurdles of the
Members and (y) the aggregate amount of Net Loss allocated to the Members for all
prior Periods pursuant to Section 8.4(b)(iii);
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Waterfall Allocations (continued)

(iv) Fourth, 60% to the Preferred Partner and 40% to the Common Partner
until the aggregate amount of Net Profit allocated pursuant to this Section 8.4(a)(iv) for
the current Period and all prior Periods is equal to the sum of (x) the excess of (A) the
15% Leveraged IRR Hurdle over (B) the 11% Leveraged IRR Hurdles of the Members and
(y) the aggregate amount of Net Loss allocated to the Members for all prior Periods
pursuant to Section 8.4(b)(ii); and

(v) Fifth, 55% to the Preferred Partner and 45% to the Common Partner.

(b) Net Loss for each Period shall be allocated as follows:

(i) First, to the Members in proportion to and to the extent of the excess
of (x) the aggregate amount allocated pursuant to Section 8.4(a)(v) for all prior
Periods, over (y) the aggregate amount allocated to the Members pursuant to this
Section 8.4(b)(i) for all prior Periods;

(ii) Second, to the Members in proportion to and to the extent of the
excess of (x) the aggregate amount allocated pursuant to Section 8.4(a)(iv) for all
prior Periods, over (y) the aggregate amount allocated to the Members pursuant
to this Section 8.4(b)(ii) for all prior Periods;
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Waterfall Allocations (continued)

(iii) Third, to the Members in proportion to and to the extent of the excess
of (x) the aggregate amount allocated pursuant to Section 8.4(a)(iii) for all prior
Periods, over (y) the aggregate amount allocated to the Members pursuant to this
Section 8.4(b)(iii) for all prior Periods;

(iv) Fourth, to each of the Members in proportion to and to the extent of
the excess of (x) the aggregate amount allocated pursuant to Section 8.4(a)(ii) for
all prior Periods, over (y) the aggregate amount allocated to the Members
pursuant to this Section 8.4(b)(iv) for all prior Periods; and

(v) Fifth, to each of the Members in proportion to the aggregate amount
of Capital Contributions of such Member.
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Forced or Target Allocations

Section 5.1Allocations of Net Income or Net Loss. Except as provided in Section
5.2, and subject to Section 5.3, for purposes of maintaining the Capital Accounts the
Company’s items of Net Income and Net Loss shall be allocated among the Members in a
manner such that the Capital Account of Each Member, immediately after making such
allocations is, as nearly as possible, equal (proportionately) to the distributions that would be
made to such Member pursuant to Section 5.4 if the Company were dissolved, its affairs
sound up and its assets sold for cash equal to their Book Basis, all Company liabilities were
satisfied (limited with respect to each nonrecourse liability to the Book Basis of the asset
securing such liability), and the net assets of the Company were distributed in accordance
with Section 5.4.
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Tax Distributions

4.7. Tax Distributions. The Partnership shall distribute to each Partners, within
90 days after the end of each taxable year of the Partnership, cash in amounts, which when added
to the distributions made to such Partner after the formation of the Partnership, will equal or
exceed the amount of federal, state and local income tax (taking into account, for such purposes,
each Partner’s distributive share of the credits of the Partnership which are available for federal,
state or local income tax purposes) payable solely by reason of such Partner’s distributive share,
within the meaning of Section 704(b) of the Code, of the income, gain, loss and deductions of the
Partnership or by reason of any amount which is required to be included in such Partner’s income
by reason of Section 707(c) of the Code, assuming for such purposes, that (i) any such income and
gain reduced by losses and deductions attributable to the Partner by reason of his interest in the
Partnership is subject to federal, state and local income tax at the maximumrate applicableto any
personresidentof New York,New York, with a taxable year equal to the calendar year without
reduction for other deductions or credits and (ii) the distributive share of any unused deductions
and losses of the Partnership of the Partner may be carried forward. The General Partner shall also
cause the Partnership to make distributions from time to time during a taxable year of the
Partnership (which shall be treated as an advance of the amounts distributable pursuant to the
preceding sentence with respect to the taxable year) of amounts required by each Partner to make
payments of estimated taxes for federal, state or local income tax purposes. Any amount
distributedto a Partnerpursuantto this Section4.7 shall reducethe amountwhichsuchPartneris
otherwiseentitledto receivethereafterpursuantto Sections4.4, 4.5 and7.4.
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Substantiality

(iii) Substantiality--(a) General rules. 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, (1) the after-tax economicconsequencesof at leastonepartner may,
in present value terms, be enhancedcompared to such consequences if the allocation (or
allocations) were not contained in the partnership agreement, and (2) there is a strong
likelihood that the after-tax economicconsequencesof no partner will, in present value
terms, be substantiallydiminishedcompared to such consequences if the allocation (or
allocations) were not contained in the partnership agreement.
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Substantiality (continued)

For purposes of applying the provisions of this paragraph (b)(2)(iii) (and paragraphs
(b)(2)(ii)(d)(6) and (b)(3)(iii) of this section), the 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 presumedto be the fair market value of such property, and
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.
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Substantiality (continued)

Example 10. (i) S and T form a general partnership to operate a travel agency. The partnership agreement
provides that the partners’ capital accounts will be determined and maintained in accordance with
paragraph (b)(2)(iv) of this section, distributions in liquidation of the partnership (or any partner’s interest)
will be made in accordance with the partners’ positive capital account balances, and any partner with a
deficit balance in his capital account following the liquidation of his interest must restore that deficit to
the partnership (as set forth in paragraphs (b)(2)(ii)(b)(2) and (3) of this section). The partnership
agreement provides that T, a resident of a foreign country, will be allocated 90 percent, and S 10 percent,
of the income, gain, loss and deduction derived from operations conducted by T within his country, and all
remaining income, gain, loss, and deduction will be allocated equally. The amount of such income, gain,
loss, or deduction cannot be predicted with any reasonable certainty. The allocations provided by the
partnership agreement have substantial economic effect.

(ii) Assume the same facts as in (i) except that the partnership agreement provides that all income, gain,
loss, and deduction of the partnership will be shared equally, but that T will be allocated all income, gain,
loss, and deduction derived from operations conducted by him within his country as a part of his equal
share of partnership income, gain, loss, and deduction, upon to the amount of such share. Assume the
total tax liability of S and T for each year to which these allocations related will be reduced as a result of
such allocation. These allocations have economic effect. However, such economic effect is not substantial
under the test stated in paragraph (b)(2)(iii)(b) of this section because, at the time the allocations became
part of the partnership agreement, there is a strong likelihood that the net increases and decreases to S’s
and T’s capital accounts will be the same at the end of each partnership taxable year with such allocations
as they would have been in the absence of such allocations, and that the total tax liability of S and T for
each year to which such allocations related will be reduced as a result of such allocations. Thus, all items
of partnership income, gain, loss, and income, gain, loss and deduction will be reallocated equally
between S and T under paragraph (b)(3) of this section.
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Summary – Layered v. Target
•Distribution provisions deal with cash; allocation 

provisions deal with accounting for profit and loss 
•In allocation-based agreements, the allocation provisions 

control the economics (distributions are determined by 
capital accounts); in distribution-based agreements, the 
distribution provisions control the economics (capital 
accounts do not affect distributions) 

•Layered allocations allocate profit/loss to the partners 
based on specific layers and shares; target allocations 
allocate profit/loss based on “plugging” to target capital 
accounts (i.e., relative rights to liquidating distributions) 

•Both approaches should comply with IRS requirements 



704(c) Issues



704(c) Overview

•Section 704(b) capital accounts are credited with the 
fair market value rather than the tax basis of 
contributed property. Thus, there can exist book/tax 
disparities which reflect either a built-in gain or built-
in loss in the contributed property.

•Section 721(a) provides that upon contribution this 
built-in gain or loss is not realized.

•However, § 704(c) provides that partnership taxable 
income, gain loss and deductions with respect to 
contributed property must be allocated so as to take 
into account any book/tax differences.



704(c) Methods

Treas. Reg. § 1.704-3 provides three methods for eliminating 
book/tax disparities: the traditional method, the traditional method 
with curative allocations and the remedial method.

•If a partner contributes built-in gain property, the general effect 
of each of these methods is to cause the contributing partner to 
take the amount of built-in gain deferred under § 721(a) into 
income over some period of time.

•Thus, if one partner (A) contributes depreciable property with tax 
basis of 80 and value of 100 and partner (B) contributes 100 of 
cash, even though A and B agree to allocate all economic income 
50/50 under § 704(b), § 704(c) will effectively cause A to realize 
over time more than 50% of the partnership’s taxable income, 
viz., the extra 20 of built-in gain, all other things being equal.



704(c) Considerations

Property Contributing Partner

Cash Contributing Partner



Distributions



Distributions

•Generally non-taxable to the extent of basis

•Cash distributions in excess of basis are 
taxable

•Property distributions (except marketable 
securities) are generally non-taxable even in 
excess of basis, EXCEPT:



Property Distribution Exceptions

•If the appreciated property contributed by 
one partner is distributed (directly or 
indirectly) to another partner within 7 years 
of contribution, the contributing partner 
must recognize precontribution gain or loss 
as if the property had been sold at its fair 
market value at the time of distribution. §
704(c)(1)(B). See Prop. Reg. § 1.704-4.



Property Distribution Exceptions

•If a partner contributes appreciated property and if,
within 7 years of such contribution any property is
distributed to such partner (other than the property
it contributed) when the "book value“ of the
contributed property exceeds its tax basis as adjusted
over the life of the partnership to date ("adjusted
built-in gain"), then upon a distribution of any
property (including property contributed by the other
partner), the contributing partner will recognized
gain equal to the lesser of (i) the fair market value of
the distributed property over the recipient partner's
basis in its partnership interest or ii) the "built-in
gain." § 737.



Property Distribution Exceptions

•(iii) If a partner receives a distribution of 
"ordinary income assets" in a ratio different 
from its interest in partnership assets 
generally,

•§ 751(b) will apply to treat the partner who 
receives such disproportionate distribution 
of "ordinary income assets" as having sold 
the difference to the partnership in return 
for a disproportionately large share of the 
non- "ordinary income assets."



Disguised Sales



Classification of Payments to 
Partner

IRC 707(a) Payment – not in capacity as

•partner

•“Disguised Sale”

•“Disguised Services”

•IRC 707(c) Guaranteed Payment

•Distributive Share of Partnership Income



Disguised Sale of Property
•Transfers between a partnership and a partner that constitute 

a disguised sale of property are treated as a sale for all 
purposes of the Code. The sale is considered to take place on 
the date that, under general principles of Federal tax law, the 
partnership is considered to become the owner of the 
property.

•If the transfer of money or other consideration from the 
partnership to the partner occurs after that date, the partner 
and the partnership are treated as if the partnership 
transferred to the partner an obligation to transfer the money 
or other consideration to the partner on the date of the sale. 

•This transaction could qualify as an installment sale under 
section 453.



Treas. Reg. 1.707-3(f), Example 1.
Facts: X transfers an unencumbered property to a partnership and then, immediately 
thereafter, the partnership transfers $3,000,000 of cash to X. The property has a value of 
$4,000,000 and a basis of $1,200,000.

Analysis: X is considered (1) to have sold a portion of the property worth $3,000,000 -- that 
is, 75% (i.e., $3,000,000 / $4,000,000) of the property -- to the partnership in exchange for 
$3,000,000 and (2) to have contributed a portion of the property worth $1,000,000 to the 
partnership in exchange for partnership interests under section 721. As part of the sale, X 
recovers a pro rata portion of his $1,200,000 basis, or $900,000, in accordance with the 75% 
of the property that is considered to be sold. X accordingly recognizes $2,100,000 of gain on 
the sale (i.e., the excess of $3,000,000 amount realized over $900,000 of basis recovery). X 
recognizes no gain on portion of the property that is considered to be contributed under 
section 721. The partnership receives (1) a $3,000,000 fair market value basis in the 75% 
portion of the property that is considered to be sold and (2) a $300,000 carryover basis 
(with a "tacked" holding period) in the 25% portion of the property that is considered to be 
contributed (i.e., 25% of X's $1,200,000 basis).



Disguised Sale of Partnership 
Interest

•Contribution of cash by new partner into an 
existing partnership followed by subsequent 
distribution to an existing partner may be a 
disguised sale of a partnership interest.

•Same facts and circumstances tests in 
Disguised Sale of Partnership Assets



Example

•Facts:  ABC, LLC has two 50/50 partners, X and Y. ABC 
admits new partner Z who makes a $1M contribution.  
ABC, LLC then immediately distributes $500,000 to X.

•Z is treated as having contributed $500,000 to the 
partnership in a tax free 721 contribution and 
purchasing $500,000 of X’s partnership interest.

•How is percentage of partnership calculated?

•Capital gain or ordinary income?



Tie back to Partnership 
Agreements

•Typically the purchase and sale agreement 
and/or LLC agreement will specifically state 
that a portion of the purchase is intended to 
be a disguised sale

•May be in tax provisions of agreement or in 
exhibit relating to capital contributions



Planning Techniques
•Taxable sale gives basis for assets involved in 

disguised sale.

•Transaction with both disguised sale of property and 
tax free contribution.

•Transaction with both disguised sale of partnership 
interest and debt-financed distribution

•Disguised Sale of Assets v. Partnership Interest –
Holding Period Planning (Asset Holding Period v. 
Partnership Interest Holding Period)



New Partnership Audit Rules



Bipartisan Budget Act of 2015 
(“BBA”)

•Effective Date: Applies to returns filed for partnership taxable 
years beginning after December 31, 2017; 

•TEFRA and ELP rules repealed (and partners no longer have rights 
to participate in tax audits or litigation – i.e., no more “notice 
partners” concept); 

•New rules apply to all partnerships unless the partnership elects 
out; 

•Tax on “imputed underpayments” is assessed and collected at the 
partnership level (unless the partnership makes an election to 
push out the tax liability to its partners); 

•“Tax Matters Partner” is replaced with new “Partnership 
Representative” (who need not be a partner). 



BBA Replaces TEFRA

•TEFRA – Key elements: Audit process determined at partnership level 
(instead of multiple audits at individual partner level); 

•IRS interacts with “tax matters partner” (who must be a partner); 

•Resulting deficiencies flow through to partners; 

•Collection efforts at partner level, which proved administratively 
burdensome with large partnerships with tens of thousands of partners 
(such as MLPs), especially where IRS attempted to collect very small 
amounts from thousands of partners (cost outweighed collections). 

•IRS did not have the resources or capability to audit large partnerships 
and multi-tiered partnerships due to complexity of allocating 
adjustments to ultimate partners and assessing tax. 

•Result was that IRS audited less than 1% of large partnerships and 
collected very little tax from these audits. 



Key Benefits of BBA

•Benefits of BBA over TEFRA: Easier for IRS to audit 
partnerships and collect tax; 

•No right to notice/participation in audits by individual 
partners; 

•Statutory default is to collect tax at partnership level; 
thus, burden of passing adjustment through to the 
partners shifts from the IRS to the partnership. 

•Congress estimates partnership audits under the new 
rules will generate approximately $10 billion in tax 
revenue. 



Summary
•Pre-TEFRA (Tax years before 9/4/1982)

•IRS required to audit each partner’s return separately
•Determinations for one partner didn’t effect others

•TEFRA (9/3/1982-1/1/2018)
•Partnership (other than small partnership) examined at 

entity level
•Flow through of adjustment and deficiencies collected 

by partners

•BBA (1/1/2018-Present)
•Partnership (other than opt-out) examined at entity 

level
•Deficiencies paid at partnership level, unless pushed-out



Effective Date

•This year! Partnership tax years beginning 
after December 31, 2017

•But what about technical terminations 
during 2017? Eliminated by tax reform.



Overview of Procedures

•Audits (and any litigation) conducted at the partnership level. 

•Default rule is that partnership is assessed tax liability on the “Imputed 
Underpayment Amount” Partnership is generally assessed tax at the 
highest rate under Sec. 1 or Sec. 11 (i.e., 39.6%), unless it can 
demonstrate that the tax should be lower (corporate partners or 
individual partners subject to lower capital gains or dividend rate) 

•“Imputed Underpayment Amount” is reduced to the extent partners 
“for the reviewed year” file amended returns and pay the tax 

•Partnership can elect to file adjusted partner statements (quasi 
amended K-1s) for each partner for the “reviewed year” 

•Special rule for reallocation of distributive share 

•Negative adjustments reduce income in adjustment year 



Example

•A, B and C are equal partners. In 2018, partnership reports $30 of 
income. In 2020, partnership reports $90 of income. IRS audits 
partnership and determines income in 2018 should have been $0. 

•Under current law, the partners can file for refunds of $10 each. 

•Under BBA, the partnership would reduce its 2020 income from 
$90 to $60, and each partner should be allocated only $20 of 
2020 income (instead of $30). Thus, partners over-report income 
in 2018 and under-report income in 2020 (rough justice). 

•What if character is different? 

•What happens to outside basis? Presumably it increases by $30 
allocation in 2018, and then only increases by $60 (not $90) in 
2020. 



Key Definitions

•“Reviewed Year” – Partnership tax year or return 
under audit 

•“Adjustment Year” – Generally the year in which the 
adjustment for the “reviewed year” becomes final 
(i.e., under court decision or notice of final 
partnership adjustment) 

•“Imputed Underpayment Amount” – Net non-
favorable adjustments to the partnership tax year 
multiplied by the applicable tax rate(s) 

•“Partnership Representative” – Party selected to 
represent the partnership before the IRS and to make 
tax decisions on behalf of the partnership 



Partnership Representative
•Each partnership must designate a “Partnership Representative” (PR) 

who has the sole authority to act on behalf of the partnership 

•PR must be a “person” with a substantial U.S. presence Under 
7701(a)(1), the term “person” includes, an individual, trust, estate, 
partnership, association, company, or corporation 

•Substantial U.S. Presence, (i) the person must be able to meet in 
person with the IRS in the United States at a reasonable time and 
place, as determined by the IRS; (ii) the partnership 
representative must have a US address and telephone number 
where the partnership representative can be contacted during 
normal business hours; and (iii) third, the partnership 
representative must have a TIN.

•PR is not required to be a partner in the partnership (i.e., 
now the CFO can serve in this role) 

•IRS will appoint a PR if the partnership does not designate one. 



Example

•IRS asserts imputed underpayment against Partnership in 
the amount of $1,000. PR decides not to notify the 
Partners of the IRS audit, and PR (on behalf of 
Partnership) chooses to accept the underpayment and 
not seek administrative or judicial review (without 
informing any of its partners). PR further elects to push 
out the tax on the partners. Partner A has a 10% share 
and receives an adjusted K-1 showing $100 of additional 
income, the tax on which is $39.60. If Partner A disagrees 
with the imputed underpayment, what can Partner A do? 

•Partner A has no right to challenge the initial audit and 
assessment. Partner A must pay the tax or face IRS 
collections. 



Drafting Points
•Agreements should address standards for selecting, terminating and 

replacing the Partnership Representative. 

•Current practice has been to include a “Partnership Representative” 
provision in the TMP section. 

•Scope of Partnership Representative provision depends on who you 
represent (i.e., total authority vs. board consent vs. partner consent at 
some level). 

•Key issues include: notice to partners (of proposed and final 
adjustments, etc.); duty to inform; extending the SOL; settling an audit; 
filing a petition for readjustment; other material concessions. Should 
these rights extend to both current and former partners? 

•Decisions to pay tax or make push out election? Must partners approve? 
Which partners? What threshold? De minimis payments? Other 
considerations? 

•Indemnification of Partnership Representative? 



Partnership Level Determination

•All partners are bound by a final resolution in 
the partnership proceeding 

•Unlike under TEFRA, partners do not have the 
right to participate in the proceeding or receive 
notice of the proceedings from the IRS 

•Penalties determined at the partnership level; 
no partner level defenses to penalties 

•Only partnership-level statute of limitations 
relevant – a partner’s statute of limitations is no 
longer taken into account, unless the 
partnership elects out of the new rules 



Imputed Underpayment Amount

•Computation of Imputed Underpayment Amount All 
adjustments to income, gain, deduction, and loss are 
netted and multiplied by the highest rate in Code 
Section 1 (37%) or Code Section 11 (21%).  The 
highest rate aspect may encourage “push out” 
elections.

•Any increase or decrease in loss is treated as a 
decrease or increase in income 

•After the Imputed Underpayment Amount is 
calculated, changes in credits are taken into account 
as a increase or decrease in the Imputed 
Underpayment Amount, as appropriate under the 
circumstances 



Example
•Partnership has 3 equal partners – A, B and C. A is itself a 

partnership with 2 equal partners, both are tax exempt 
entities. B is a corporation taxed at 21%. C is an individual. 
An audit results in a $90 increase in Partnership’s long 
term capital gain for the audit year. 

•If Partnership pays the tax due under the default rule, the 
tax is $33.30 ($90 x 37.0%). 

•Partnership can submit evidence to reduce the imputed 
underpayment as follows: B’s share = $30 x 21% = $7.0 

•C’s share = $30 x 20% = $6 
•A’s share = $0
•If successful, the tax burden has been reduced to $20.30. 



Drafting Points
•Partnership Agreements should address: Obligation of 

Partnership Representative to seek to lower partnership rate 
of tax. 

•Authority in Partnership Agreement to request partner-
specific information, and obligation to provide information. 
May include confidential information (e.g. tax returns). 

•Ability to pay tax from partnership accounts, or to call capital 
or loans to pay the tax (and penalties for failure to 
contribute). 

•Ability to treat tax payments as advanced distributions 
(similar to withholding tax payments). 

•Allocation of the tax burden among the partners. 
•Indemnification and clawback from prior partners. 



Imputed Underpayment Amount 
(Continued)

•Imputed Underpayment Amount – Partner Amended Tax 
Returns Partners who were partners during the 
“Reviewed Year” file amended returns taking into account 
their distributive share of partnership adjustments and 
pay the applicable tax (notwithstanding statute of 
limitations issues with respect to the partner’s return) 

•Partnership is permitted to reduce the Imputed 
Underpayment Amount by the applicable tax attributable 
to the partners who filed amended returns 

•Reduction in Imputed Underpayment Amount is based on 
the partners’ distributive share of partnership 
adjustments 



Imputed Underpayment Amount 
(Continued)

•Imputed Underpayment Amount – Time for 
Submission of Documents and Evidence 
Partnership has 270 days from the date when 
the Notice of Proposed Adjustment is mailed to 
the partnership (pursuant to Code Section 6231) 
to file any documents or evidence to have the 
Imputed Underpayment Reduced 

•IRS must approve any modification of the 
imputed underpayment amount 

•Documents must be drafted in a manner to 
comply with this timeline 



Taxpayer Favorable Adjustment

•No Imputed Underpayment – Taxpayer Favorable Adjustment 
Under 6225(a)(2), the partnership takes into account the taxpayer 
favorable adjustment as a decrease in non-separately stated 
income, or an increase in non-separately stated loss. If the item is 
a credit, it is taken into account by the partnership as a separately 
stated item. 

•The adjustment is taken into account in the “adjustment year” as 
an adjustment to partnership income or loss and then flows 
through to the partners. Returns are not amended because the 
partnership is taking the item into account in the “adjustment 
year.” 

•Thus, current year partners benefit from an adjustment made for 
a prior tax year. Partners for the reviewed year cannot file 
amended returns to get the benefit from the audit adjustment. 



Example

•Partnership AB reports $0 income in year 1 and $20,000 of 
income in year 2. A year 4 audit shows $10,000 should have been 
reported in each of years 1 and 2. Thus, there is an imputed 
underpayment in year 1 of $3,960. The partnership pays this 
amount, plus interest, at the end of year 4. What happens to the 
year 2 amount? 

•Year 2 now has a $10,000 overpayment (because $10,000 was 
reallocated to year 1 in the audit). This is reported as a taxable 
loss in year 4, and A and B each get a year 4 K-1 showing a $5,000 
loss. If A also has $5,000 of income in year 4, A can offset this 
income with the $5,000 loss. 

•If B has no income in year 4, B must carry the loss forward and 
hope to be able to use it. 

•Note that A and B get no interest benefit on the loss moved from 
year 2 to year 4. 



ALTERNATIVES: Opt-Out
•Opt-Out for “Small” Partnerships.
Partnerships with 100 partners or less can opt out of the entity-
level partnership determination Year by year election 

•The election must include a disclosure of the name and TIN of 
the each partner 

•How are community property spouses treated? 1 or 2 partners? 
Texas Tax Section comments advise counting as 1 (see also Rev. 
Proc. 2002-22). What about persons receiving via inheritance? 

•Partners must be individuals, C corporations (including any 
foreign entity that would be treated as a C corporation if 
domestic), S Corporations or estates of deceased partners (no 
upper-tier partnerships) S corporation shareholders must be counted 
for purposes of the 100 partner test and disclosed to the IRS 



ALTERANTIVES: Opt-Out

•Ineligible Partners:
•Partnerships

•Trusts

•Disregarded entities*

•Certain foreign entities*

•Estate of individual other than deceased 
partner*

•Nominees*

*As currently listed in proposed regulations



ALTERNATIVES: Opt-Out
•The partnership must notify each partner of the 

election out. 

•If election is made, IRS must make determinations 
at the partner level (similar to the TEFRA small 
partnership rules) 

•Should you advise your client to opt-out?



ALTERNATIVES: Push-Out

•Partnership Election to Issue Adjusted Partner Statements under Section 
6226 (“Push Out” election) Any partnership may elect to issue adjusted 
“statements” (essentially amended K-1s) to the partners who were 
partners during the reviewed year 

•Election must be made within 45 days of receiving the notice of final 
partnership adjustment 

•Partnership must then furnish statements to each partner for the 
reviewed year and to the IRS The partners receiving the statements are 
subject to tax in the year of the statement, but the tax due equals the 
amount of tax that would have been owed in the reviewed year and 
intervening years to the extent of a tax increase due to the adjustment to 
tax attributes 

•Tax attributes in the adjustment year are also adjusted 



ALTERNATIVES: Push-Out

•Partnership Election to Issue Amended “Statements” Reviewed 
year partners are liable for interest and penalties 

•Interest is charged at higher rate (2 percentage points higher than 
rate in Section 6621(c) (interest charged from due date of 
partnership return for the reviewed year) 

•Reviewed year partners have no right to an administrative or 
judicial review Not required by statute to consent to issuance of statements 

•Bound by partnership-level determination

•No joint and several liability 

•Will the “push out” election become the de facto default rule? 

•What result if partner receiving adjusted K-1 fails to pay the tax? 
Must the partnership now pay? 



Timeline

•Jan 1 – Dec 31 2018:  BBA Operational.  May 
need to collection information on partners 
for modifications. PR considerations

•Mar 15 – Sept 15 2018: First returns are filed 
for BBA. Opt-outs requested.

•2020 and Beyond: First BBA Audits



Tax Reform and Partnerships



Tax Reform and Partnerships

•C Corp Taxation v. Partnerships

•Carried Interest

•Other Issues
•Self-Created Patents
•Technical terminations eliminated
•No More 1031s for Personal Property
•No More Entertainment Expenses
•Pease Phaseout Lifted (for 8 years)
•No More Portfolio Expenses
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