
Market Segment Specialization Program 


Partnerships 

Training 3123-017 (09/2002) 
TPDS No. 87871d 





The IRS Mission


Provide America’s taxpayers 
top quality service by helping 
them understand and meet 
their tax responsibilities and 
by applying the tax law with 
integrity and fairness to all. 







Chapter 4, Distributions 

Introduction 4-1

Issue: 	Basics �- Current And Liquidating Distributions 4-1


Proportionate Current Distributions 4-2

Proportionate Liquidating Distributions 4-7

Examination Techniques 4-11

Supporting Law 4-13

Resources  4-13


Issue: 	Disguised Sales 4-13

Examination Techniques 4-18

Supporting Law 4-19


Issue: 	Distributions of Property With Built-in Gain or Loss 4-20

Examination Techniques 4-23

Supporting Law 4-24

Resources 4-24


Issue: Distribution Of Property To Contributing Partner 4-24

Examination Techniques 4-29

Supporting Law 4-30

Resources  4-30


Issue: 	Disproportionate Distributions 4-30

Examination Techniques 4-39

Supporting Law 4-40

Resources  4-40


Chapter 5, Loss Limitations 

Introduction 5-1

Issue: Basis Limitations 5-1


Examination Techniques 5-2

Supporting Law 5-3

Resources  5-4


Issue: At-Risk Limitations 5-4

At-Risk Computation  5-5

Examination Techniques 5-7

Supporting Law 5-8

Resources  5-9


Issue: 	Limitations On Related Partner And Non-Partner Transactions 5-9

Related Partners  5-9

Loss Disallowance  5-9

Related Non-partners 5-10

Examination Techniques 5-10

Supporting Law 5-11

Resources  5-12


Issue: 	Automatic Adjustments Due to Passive Loss Limitations 5-12

Examination Techniques 5-12

Supporting Law 5-13

Resources  5-13


Issue: Equipment, Airplane and Other Leases 
 5-13 
Examination Techniques 5-14


3123-017 viii 




Supporting Law 5-15

Resources  5-16


Issue: Rental Real Estate Losses 5-16

Examination Techniques 5-16

Supporting Law 5-18


Issue: Real Estate Professionals 5-18

Examination Techniques 5-19

Supporting Law 5-20


Issue: 	Material Participation  5-21

Examination Techniques 5-21

Supporting Law 5-22


Issue: 	Self-Rented Property 5-23

Examination Techniques 5-23

Supporting Law 5-24


Chapter 6, Partnership Allocations

Introduction 6-1

Issue: 	Testing Partnership Allocations 6-2


Partner�s Interest in the Partnership Test 6-3

Substantial Economic Effect Test 6-4

Examination Techniques 6-8

Supporting Law 6-9

Substantiality Test 6-10

Examination Techniques 6-14

Supporting Law 6-15

Allocations Attributable to Non-recourse Deductions Test 6-15

Supporting Law 6-19

Allocation of Tax Credits 6-19

Examination Techniques 6-23

Supporting Law 6-24

Resources  6-24


Chapter 7, Dispositions of Partnership Interest

Introduction 7-1

Issue: 	Sale or Exchange of a Partnership Interest 7-1


Calculation of Gain or Loss 7-2

Characterization of Gain or Loss 7-2

Additional Filing Requirements 7-3

Exchanges of Partnership Interest 7-3

Examination Techniques 7-5

Supporting Law 7-8

Resources  7-10


Issue: 	Liquidation of a Partner�s Interest in the Partnership 7-11

Examination Techniques 7-14

Supporting Law 7-16

Resources  7-17


Issue: Retirement or Death of a Partner 
 7-18 



Pre-TRA �97  7-21

Post TRA � 97 7-21

Examination Techniques 7-22

Supporting Law 7-25

Resources  7-25


Issue: 	Gift or Contribution of a Partnership Interest 7-26

Gifting of a Partnership Interest 7-26

Gifts of a Partnership Interest Encumbered by Debt 7-27

Gifts of a Partnership Interest Not Encumbered by Debt 7-28

Effect on Passive Losses 7-28

Contribution of a Partnership Interest to a Charitable Organization 7-28

Examination Techniques 7-31

Supporting Law 7-33

Resources  7-34


Issue: 	Abandonment of a Partnership Interest 7-34

Examination Techniques 7-36

Supporting Law 7-38

Resources  7-39


Chapter 8, Real Estate Issues in Partnerships 

Introduction 8-1

Issue: 	Cancellation of Indebtedness ─ IRC sections 108 and 1017 8-1


Non-Recourse Debt 8-2

Recourse Debt 8-3

Exceptions  8-4

Examination Techniques 8-11

Supporting Law 8-14

Resources  8-16


Issue: Disposition of Property Subject to Non-Recourse Debt 
and Unpaid Interest 8-16


Examination Techniques 8-19

Supporting Law 8-20

Resources  8-21


Issue: 	Accrued Contingent Interest 8-23

Examination Techniques 8-24

Supporting Law 8-25

Resources  8-26


Issue: 	Bankruptcy 8-26

Bankruptcy Basics 8-26

Partnership Bankruptcy 8-28

Partners Bankruptcy 8-31

Examination Techniques 8-36

Supporting Law 8-39

Resources  8-39


Issue: 	Low Income Housing Tax Credit (IRC section 42) 8-39

Examination Techniques 8-41

Supporting Law 8-44

Resources  8-44


3123-017 x 




Issue: 	Capturing �Phantom� Gain In Zombie Partnerships 8-44

How to Recognize a Zombie 8-44

Examination Techniques 8-46

Supporting Law 8-47


Issue: 	IRC section 263A ─ Uniform Capitalization  8-48

Examination Techniques 8-50

Supporting Law 8-51

Resources  8-52


Chapter 9, Tax Shelters 

Introduction 9-1

Office of Tax Shelter Analysis 9-2

Tax Shelter Disclosure  9-2


Registration of Tax Shelters 9-2

Corporate Taxpayer Disclosure Statements 9-4

Penalties  9-6


Partnership Anti-Abuse Regulations 9-7

Overview  9-7

Intent of Subchapter K 9-7

Factors Indicating Abuse 9-8

Authority to Recast Transactions  9-9

Supporting Law 9-10

Resources  9-10


Economic Substance of Partnerships and Transactions 9-11

Judicial Doctrines  9-11


Overview  9-11

Step Transaction Doctrine 9-13

Supporting Law 9-14


Chapter 10, International ─ (Reserved) 10-1 


Chapter 11, Family Partnerships 

Introduction 11-1

Issue A: Income Shifting Using Family Partnerships 11-1


Capital Is Not a Material Income-Producing Factor 11-2

Capital Is a Material Income Producing Factor 11-2


Issue B: Family Partnerships And Transfer Taxes 11-3

Examination Techniques 11-5

Supporting Law 11-6

Resources  11-6




Chapter 12, Syndicated Investment Partnerships 

Overview  12-1

Organization and Operations 12-1

Issue: Securities Traders- Engaged In A Trade or Business?


What Is a Securities Trader? 12-2

12-2 

Issue: 	Investment Interest Expense Deductible on Schedule E? 12-4

Examination Techniques 12-5

Supporting Law 12-6


Chapter 13, TEFRA 

Introduction 13-1

Identifying the TEFRA Partnership 13-1

Tax Matters Partner (TMP) � Designation 13-4

Tax Matters Partner � Authority and Responsibilities 13-5

Partnership Items/Non-Partnership Items/Affected Items 13-6


Partnership Items 13-6

Affected Items  13-7

Non-partnership Items  13-9


Statute Of Limitations 13-9

Administrative Adjustment Request 13-10


TMP Filed AAR on Behalf of the Entire Partnership 13-11

AAR Filed by a Partner 13-13


Notice of Inconsistent Treatment 13-14

Key TEFRA Dates for Examiner 13-14


Supporting Law 13-15

Resources 13-15


Glossary  G-1


3123-017 xii 




This page left intentionally blank. 






Overview 


PROLOGUE 

This Market Segment Specialization Program (MSSP) Guide is designed to assist 
examiners in classifying and examining partnership returns.  The focus is on issues 
that fall within sections 701 through 761 of the Code (Subchapter K). Subchapter K 
deals primarily with the formation, operation, and termination of partnerships. 
Many issues arise during the initial or final year of the partnership. 

If your return relates to an operating business (as opposed to rentals), you should 
also look for an MSSP Guide for that type of business. 

The Tax Equity and Fiscal Responsibility Act of 1982 created the �TEFRA Entity.� 
Returns qualifying as TEFRA Partnerships and their partners are subject to these 
�unified procedures� which are contained in IRC sections 6221-6234. The 
procedures are briefly explained in Chapter 13. 

DEFINITION AND FORMATION 

IRC section 761(a) defines a partnership as any organization through or by means of 
which any business, financial operation, or venture is carried on which is not a 
corporation, trust or estate. 

A partnership is formed when two or more �persons� agree to carry on a joint 
venture. A written agreement, although preferred, is not required. State law now 
generally requires that a partnership have a written agreement.  Partnership 
agreements should cover initial capital contributions, required services, life of the 
partnership and other important items. Such agreements must always be inspected 
when examining a partnership return. 

Pre-opening expenses must be capitalized just as with any other business. In 
addition, certain expenses of organizing the partnership must also be capitalized (see 
Initial Year Return Issues, Chapter 1). 

Where a partnership is engaged in an investment activity (not a trade or business), or 
where used for the joint extraction, production or use of property, a partnership can 
elect out of the provisions of Subchapter K.  For example, if two brothers own a 
parcel of land and farm it, it is a partnership; if they each take their share of the crop, 
and expenses, they can elect out of Subchapter K. 
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PARTNERSHIP ENTITIES 

Partnerships, like corporations, are creatures of the State, whose laws provide for 
their creation, operation and liquidation. Initially, all partnerships were �General 
Partnerships� where each and every partner was jointly and severally liable for all 
partnership debts. For example, Lloyds of London is a group of syndicates engaged 
in the insurance business. Recently, many of the investors were surprised to 
discover that they were general partners subject to liabilities from claims of 
environmental damages and the like. 

Because of the dangers of unlimited liability, it became difficult to find investors for 
joint ventures. This resulted in the creation of Limited Partnerships under state 
statutes where a class of partners who were not active in the business but were 
merely investors, could receive limited liability for partnership debts and actions. 
Under these Uniform Partnership laws, professionals could not be limited partners 
since they were �active� in the business. This meant that partners engaged in law, 
medicine, or accounting could not have limited liability and each partner was jointly 
and severally liable for the errors, omissions, and malpractice of any partner. As a 
result of pressure from these groups, states enacted statutes to provide for Limited 
Liability Company�s (LLC�s) and Limited Liability Partnerships (LLP�s). Using 
these entities, professional partners can now use a partnership form and not be liable 
for the �sins� of other partners; they would still be completely liable for their own 
malpractice. As a result of these state law changes, the Service issued regulations 
providing that these entities would be taxed as partnerships unless they elected to be 
taxed as a corporation by checking a box on Form 8832 and attaching it to their 
initial return (the �Check-the-Box Regulations�). These entities are partnerships for 
tax purposes, but see Self-Employment Tax in Chapter 12. 

Note that a single member LLC is generally a sole proprietorship if the member is an 
individual. In the case of a corporation or partnership owning a single member LLC, 
the LLC is considered a �Division� and is not required to file a return if the income 
and expenses are reported on the return of the member. 

OPERATIONS 

During the operating years of a partnership, the tax issues are generally the same as a 
corporation or sole proprietorship. The amount of income determined at the 
partnership level and allocated to the partners according to the partnership agreement 
must be reported whether or not there are any cash distributions. Income allocated 
disproportionately among the partners may be adjusted on examination if the 
allocation was done solely for tax purposes and does not reflect economic reality. 
Partnership losses are passed through to partners, whether general or limited 
partners, and are allowed to the extent of the partner�s basis in their partnership 
interest. It is important to remember that a partner�s share of liabilities is included in 
the calculation of their basis in their partnership interest. When inspecting a 
partner�s Schedule K-1, it may be disconcerting to see that the partner has a negative 
capital account; that is, the partner has deducted losses in excess of their cash 
investment. This occurs because the capital account does not include the partner�s 
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share of liabilities. If the amount of liabilities allocated to the partner (shown on 
Schedule K-1 just above the ending capital account) is not greater than the capital 
account, the partner�s losses should be limited. In addition to basis limitations, 
partnership losses are subject to limitations for �at-risk� basis and passive losses. 
See Loss Limitations. 

LIQUIDATION/TERMINATION 

Care must be taken to ensure that any negative capital account is reported in income 
in the year of liquidation. Although partners are happy to include liabilities in basis 
during the operating years in order to deduct losses, they frequently forget to include 
those liabilities in the amount realized on the disposition of their interest. Since the 
partner is �deemed� to be relieved of liabilities on the disposition of his partnership 
interest, even a gift or charitable contribution of a partnership interest will result in a 
gain where the capital account was negative. Sometimes the final partnership return 
will show that some partners have negative capital accounts and others are positive-
the total of the ending capital accounts being zero. The regulations require that final 
year income be allocated to those with negative capital accounts until they reach 
zero such that all ending capital accounts are zero. 

ENTITY VERSUS AGGREGATE 

There is a basic tension between the �Entity� and �Aggregate� Theories of 
partnership accounting for tax purposes. Under the Entity Theory, the amount and 
character of partnership income is determined at the partnership level as though it 
was an entity separate from its partners. This includes elections such as accounting 
method and other initial year elections. According to the Aggregate Theory, each 
partner is treated as the owner of a direct and undivided interest in partnership assets, 
liabilities and operations. Tax is actually paid at the partner level.  For tax rules that 
provide separate elections or limitations, such as IRC section 108 cancellation of 
debt (COD) income exclusions, itemized deductions, and tax preferences, partners 
are treated as a group of individual sole proprietorships. 

The Service and the Courts have struggled at times to try to determine which 
concept should apply in different circumstances. Many tax shelters, including 
Abusive Corporate Tax Shelters rely on the Entity Theory to determine the character 
or allocation of income; they use (or abuse) subchapter K to achieve a result that 
could not occur without a partnership cloak.  If you believe the partnership you are 
examining is a tax shelter carefully review the Tax Shelter chapter. 

Another example of these separate approaches is IRC section 179, depreciation; 
Congress specified that the $17,500 limitation would apply at the partnership level 
(Entity) and that the partner would also be subject separately to the limitation 
(Aggregate). That is, the partner�s share from the partnership would be added to any 
IRC section 179 depreciation the partner had from other businesses in computing the 
limitation, even though it had already been limited at the partnership level. 
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With increased filings of partnership returns, this area of tax law has taken on 
increased importance.  Although this guide is not all-inclusive, we hope that it will 
serve the needs of the examiners in the field. 
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Chapter 1 

Initial Year Return Issues 

INTRODUCTION 

In the initial year of a partnership, several Code sections limit or preclude a 
current deduction for costs incurred prior to the actual operation of a business. 

This chapter deals with three specific types of expenses: 
• Organizational Expenses 
• Syndication Expenses 
• Start Up Expenses. 

Other issues covered in this chapter include the tax implications of payments made 
to partners: 
• IRC section 707(a) ─ Partner or Non-Partner 
• Receipt of a Capital or Profits Interest 
• Payments Capitalized, Deducted, or Distributed? 
• Guaranteed Payments 

ISSUE:  INITIAL YEAR EXPENSES 

Under prior law, organization, syndication, and start up costs were not deductible. 
Through a series of litigation, it became firmly established that these were capital 
costs and were recovered as a part of the partner's basis on disposal of the 
partnership interest. Subsequently, Congress enacted IRC section 709 and IRC 
section 195, which provide guidance for these expenses. 

Section 709 ─ Organization and Syndication Expenses 

Applicable after 1975, IRC section 709 provides for the tax treatment of the costs of 
organizing a partnership and promoting the sale of a partnership interest. 

Under IRC section 709(a) a current deduction is not allowed for the cost of 
organizing a partnership and promoting the sale of partnership interests. 

Subsequently, IRC section 709(b) provides that organization expenses may be 
amortized over a period of not less than 60 months. The partnership must capitalize 
these costs and timely elect the 60 month rule. The partnership is not allowed to 
elect amortization treatment after the return has been filed, such as during the audit 
process. 

Syndication expenses are not included in IRC section 709(b). They cannot be 
deducted or amortized. 
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Syndication Costs 

These are the costs of syndicating a partnership and its related investment units. 
Syndication costs are normally items incurred for the packaging of the investment 
unit (the partnership unit), and the promotion of it. These include marketing costs as 
well as the production of any offering memorandums or promotional materials. 
Included is the training of any brokers/dealers who will sell the partnership units, 
plus the actual sales commissions paid to the sellers of the partnership (whether they 
are unrelated third parties or the individuals who promoted the investment). Other 
costs normally incurred as a part of syndication could include legal costs associated 
with the offering, tax opinions, due diligence, costs of transferring assets to the 
partnership, printing and preparation of offerings/prospectus, etc. 

Organization Costs 

Organization costs include the legal and accounting costs necessary to organize the 
partnership, facilitate the filings of the necessary legal documents, and other 
regulatory paperwork required at the state and national levels. 

There is a fine line which exists between syndication costs and organization costs. 
Generally, syndication represents those costs associated with the sale of the actual 
investment units, while organization costs are those costs necessary to legally create 
the partnership. 

Election to Amortize Organization Expenses 

The election to amortize organization expenses is made on the return for the year in 
which business commenced. It is made by completing Part VI of Form 4562, 
Depreciation and Amortization. A separate statement must be attached to the return 
containing the following information: 

• A description of each cost 
• The amount of each cost (costs of less than $10 may be aggregated) 
• The month the active business began, (or the month the business was acquired) 
• The number of months in the amortization period (not less than 60). 

An amended return cannot be filed to subsequently elect amortization of 
organization expenses. However, an amended return can be filed, including 
additional organization expenses, when a timely election has previously been made. 

IRC section 195 - Start-Up Expenditures 

IRC section 195(a), added in 1980, denies a deduction for start-up costs. 

IRC section 195(b) however, specifically allows the taxpayer to elect to treat these 
costs as deferred expenses and amortize them over a period of not less than 60 
months. 
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IRC section 195(c) provides the definition of the terms "start-up costs" and 
"beginning of trade or business". 

Start-up costs are costs for creating an active trade or business or investigating the 
creation or acquisition of an active trade or business. Start-up costs include any 
amounts paid or incurred in connection with any activity engaged in for profit or for 
the production of income before the trade or business begins, in anticipation of the 
activity becoming an active trade or business. The expenditures must be of such a 
nature that they would be deductible if they had been incurred in the operation of an 
existing business. 

When an active trade or business is purchased, start-up costs include only costs 
incurred in the course of the general search for or preliminary investigation of the 
business. Costs incurred in the attempt to actually purchase a specific business are 
capital expenses and are not amortizable under IRC section 195. 

Investigatory expenses are those incurred in the review of a prospective business 
before a decision to acquire the business has been made. See Revenue Ruling 99-23 
for a definition of allowable investigatory expenses. 

Start-up expenses and pre-opening expenses include costs incurred after a decision 
has been made to acquire or enter into a business. These would include salaries and 
wages for training employees, travel for obtaining prospective distributors, suppliers, 
or customers.  Generally this term is given to expenses that would be deductible 
currently if they had been incurred after actual business operations had begun. 

Expenses specifically not included in start-up costs are those costs allowable under 
IRC section 163(a), interest expense; IRC section 164, taxes; or IRC section 174, 
research and experimental costs. 

Election to Amortize Start Up Expenses 

The election to amortize start up expenses must be made no later than the due date of 
the return (including extensions).  It is made by completing Part VI of Form 4562. 
A separate statement must be attached to the return containing the following 
information: 

• A description of the business to which the start-up costs relate 
• A description of each start-up cost incurred 
• The month the active business began, (or the month the business was acquired) 
• The number of months in the amortization period (not less than 60). 

If a revised statement is required, it cannot include any costs treated on a return as 
other than a start up cost. Accordingly, the only costs that can be added to the 
original statement are costs incurred in a subsequent year that are added to the total 
start up costs to be amortized. An amended return cannot be filed to reclassify costs 
to start up costs. 
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Cash Basis Taxpayers and Start Up Costs 

A partnership using the cash basis cannot take an amortization deduction until the 
organization or start-up cost has been paid. If paid in a year after the business has 
begun, they can deduct an amount equal to the number of months beginning with the 
effective date of the IRC section 709(b) election. This will catch up the amount of 
amortization on items paid in subsequent years with the amortization on costs paid 
in the initial election year. 

Dispositions before the End of the Amortization Period 

If a business is completely disposed of before the end of the amortization period, the 
remaining unamortized balance of properly elected organization and start-up 
expense is deductible as an ordinary loss under IRC section 165. Syndication 
expenses paid outside the partnership by the partner, must be added to the partner's 
basis and will affect gain/loss on disposition or increase the basis in distributed 
assets on liquidation. 

GAAP versus Tax Accounting - Start Up and Organization Costs 

Under generally accepted accounting principles, organization costs and start up costs 
are expensed as incurred. 

Specifically, the AICPA, in Statement of Position (SOP) 98-5 defines in broad terms 
what are start up costs and requires that such costs be expensed. This broad 
definition would include most of the expenditures that are required to be capitalized 
for tax purposes. Therefore, GAAP versus tax differences generally exist and should 
be reflected on the partnership Schedule M-1. 

Payments To A Partner: IRC section 707(A) ─ Partner Or Non-Partner 

IRC sections 702 and 704 provide that a partner includes in income his or her 
"distributive share" of partnership income or loss, and the amount of that distributive 
share is usually determined by the partnership agreement.  IRC section 731 provides 
that no gain is to be recognized as a result of distributions by the partnership so long 
as those distributions do not exceed the partner's basis in his or her partnership 
interest. While these provisions represent logical and equitable approaches to the 
taxation of businesses operated in partnership form, they have been used by some 
taxpayers to circumvent capitalization requirements and to avoid reporting income. 

By treating various payments to a partner as a deduction or a distribution of profits, a 
partnership may attempt to change the nature of a payment. Examples of these 
recharacterizations would include transforming capital items to deductible expense 
and fee income into portfolio income. 

IRC section 707 (a) was enacted to prevent such potential abuses. 
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IRC section 707(a) 

IRC section 707(a) was originally intended to prevent misuse of IRC sections 702, 
704 and 731. It requires that transactions between a partnership and a partner, who 
is not acting in his or her capacity as a member of the partnership, to be considered 
as occurring between the partnership and one who is not a partner. That is, an 
outsider or unrelated party. IRC section 707(a)(1) can encompass loans, leases, 
sales, and employment relationships. 

The wording of IRC section 707(a)(1) is very brief, and the regulations for this 
subsection provide very little explanation except to state in the last sentence of 
Treas. Reg. section 1.707-1(a):  "In all cases, the substance of the transaction will 
govern rather than its form." In general, services involving a partner's particular 
technical expertise are considered "non-partner." 

Apparently the law and regulations were not specific enough to accomplish the 
desired effect, so, as part of the Tax Reform Act of 1984, a second paragraph was 
added to IRC section 707(a) which is reflected as IRC section 707(a)(2). 

The law specifically provides that payments to a partner for either services or 
property will be treated as a transaction between the partnership and an outsider so 
long as he is acting other than in his or her capacity as a member of the partnership. 
This forces the partnership to treat the payment as if it were paid to an unrelated 
third party and removes any option to treat the payment as a partner's distributive 
share as shown in the Examples 1 through 4 in this chapter. 

Payments To A Partner: Receipt of a Capital or Profits Interest 

During the course of partnership formation, it is not uncommon for the partner who 
is to manage the partnership�s affairs to receive an interest in partnership profits in 
exchange for the performance of past or future services. Since it is the combination 
of labor and capital that creates a business, this is to be expected. Over the years, 
taxpayers, the Service, and the courts have struggled with the tax consequences of 
the many variations of these partnership agreements. 

A �Bare� Profits Interest ─  An interest in partnership profits with no interest in 
partnership capital is a �bare� profits interest. Generally, the receipt of a partnership 
interest in exchange for services is taxable under IRC section 61(a)(1) and Treas. 
Reg. section 1.61-2(d)(1) as property received for services. 

However, Treas. Reg. section 1.61-2(d)(6) provides an exception in the case of 
property subject to a restriction that has a significant effect on its fair market value 
under IRC section 83. 

A capital interest in a partnership is generally not subject to a substantial risk of 
forfeiture under IRC section 83 and will not meet the exception. Therefore, it will 
be included in the income of the recipient at its fair market value (Treas. Reg. 
section 1.721-1(b)(1)). 
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Since the value of a profits interest is contingent on the realization of profits in the 
future, it is difficult to value and is generally considered to be IRC section 83 
property. Under IRC section 83, at the time the profit is determined and added to the 
service partner�s capital account, it is taxable to the partner and deductible by the 
partnership. 

To provide further guidance, the Service announced in Rev. Proc. 93-27 that they 
would not attempt to tax the receipt of a profits interest except where the income is 
fairly certain, the interest is disposed of within 2 years of receipt, or it is publicly 
traded. 

When is a Partner not a Partner? ─ Rev. Proc. 93-27 did not put an end to all of 
the controversy regarding receipt of a profits interest. The receipt of a profits 
interest does not automatically make one a partner. A similar agreement could be 
made with an independent contractor. Someone who receives a �guaranteed 
payment� of so much a month plus a percentage of the profits may in fact be an 
employee with profit -sharing. 

Pursuant to Rev. Proc. 93-27, the receipt of a profits interest in exchange for 
future services should generally be accepted. However, if the partnership appears 
to be designed primarily to provide tax benefits to one or both parties, careful 
analysis should be applied to ensure that partner status for tax purposes is 
warranted. 

Regulations regarding performance of services have not yet been issued, but the 
Section 707 Committee Reports contain significant guidance.  The Committee 
was concerned with transactions that avoid capitalization requirements. Other 
concerns were situations where a service partner received a portion of partnership 
capital gains in lieu of a fee, the effect of which converted ordinary income into 
capital gain. The Committee was not concerned with non-abusive allocations that 
reflect the various economic contributions of the partners. The rules apply both to 
one- time transactions and continuing arrangements that utilize purported 
partnership allocations and distributions in place of direct payments. 

The Committee believed that the following factors should be considered in 
determining if the purported allocation is received by the partner in his or her 
capacity as a partner. 

Generally, the most important factor is whether the payment is subject to an 
appreciable risk as to amount. An allocation and distribution provided for a 
service partner which subjects the partner to significant entrepreneurial risk as to 
both amount and payment generally would be recognized. Other factors 
indicating that the payment may be a fee include: 

• Transitory (temporary or short-term) partner status 
• The payment is made close in time to the performance of the services 
• 	 Whether, under all the facts and circumstances, it appears that the recipient 

became a partner primarily to obtain tax benefits for himself or the partnership 
which would not have been available had the services been rendered in a third 
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party capacity. The fact that a partner has significant non-tax motives is of no 
particular significance 

• 	 The recipient's interest in continuing partnership profits is small in relation to 
the allocation 

In applying these factors, one should be careful not to be misled by self-serving 
assertions in the partnership agreement, but should look to the substance of the 
transaction. 

In cases where allocations are only partly related to the performance of services, 
the above provisions will apply to the portion related to services. Even where the 
service partner has contributed some capital, the �profits interest� may still be 
carved out and treated as compensation. 

In Smith Est. et. al. (63-1 U.S.T.C. 9268), the Eighth Circuit Court of Appeals 
held that a common fund, from which the manager received a percentage of the 
profits from trading commodities futures, was a partnership but that the manager's 
share of the profits was compensation, not capital gain. To the extent that 
partners of the manager invested cash in the common fund, they were entitled to 
treat the income from their investment as capital gains and losses. 

Payments to Partners ─ Payments Capitalized, Deducted, or Distributed? 

Capital Item Shown as a Deduction or Distribution 

In the early years of a partnership, it is common to see payments or reimbursements 
to partners that are properly capital in nature. 

Examples are payments to partners for the following: 

• Organization Expenses, IRC section 709 
• Syndication Expenses, IRC section 709 
• Start-up costs, IRC section 195 
• Capital Assets, IRC section 263 
• Uniform Capitalization Rules, IRC section 263A 

Example 1-1 

Assume that a broker is a 25 percent interest owner in a partnership that plans 
to construct a building.  She provides services including packaging and 
promotion of the investment units, resulting in the sale of all the planned 
partnership units. For her services she is paid a fee of $40,000. Assume that 
partnership income for the year of payment amounted to $100,000 before 
considering the $40,000 payment to broker partner. Proper treatment of this 
$40,000 expenditure would be to capitalize it as a nondeductible syndication 
expense, with no direct effect on the partnership's total income of $100,000. 
Of course, the broker partner would also include the $40,000 fee in her 
income, probably on a Schedule C. The total effect on the partners' returns 
would be as follows: 
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25% Partner 75% Partner Total 
Partnership Income $ 25,000 $ 75,000 $ 100,000 
Broker's Fee 40,000 0 40,000 

Total Income Reported $ 65,000 $ 75,000 $ 140,000 

This is the proper treatment of this item. It has been shown as a payment to a 
person who is not a partner. This is correct under Section 707(a). 

If the partnership had improperly deducted this capital expenditure, taxable income 
would have been reported as follows: 

Example 1-2 

25% 
Partner 

75% 
Partner 

Total 

Original Partnership Income $25,000 $ 75,000 $100,000 
Deduction for Broker's Fee (10,000) (30,000) (40,000) 
Net Partnership Income $ 15,000 $ 45,000 $ 60,000 
Broker's Fee 40,000 0 40,000 

Total Income Reportable $ 55,000 $ 45,000 $ 100,000 

By deducting an otherwise capital expense, the partnership has effectively 
reduced its net ordinary taxable income by $40,000. Since we would 
disallow this deduction because it is a non-deductible syndication expense, 
the partnership may try to achieve the same result by treating the broker's fee 
as part of the broker's distributive share.  In this case, the allocation between 
the partners would be slightly different, but the incorrect net taxable amount 
remains $100,000 as follows: 

Example 1-3 

25% 
Partner 

75% Partner Total 

Original Partnership Income $ 25,000 $ 75,000 $ 100,000 
Special Allocation 40,000 (40,000) 0 

Total Income Reportable $ 65,000 $ 35,000 $ 100,000 

By treating the $ 40,000 fee as a part of the broker's distributive share, the 
partnership has managed to deduct an expenditure that any other taxpayer would be 
required to capitalize. Section 707(a) would require treatment as a payment to a 
person not a partner in the partnership, changing the reporting to the $140,000 result 
shown in Example 1-1. 
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Conversion of Fee Income into a Capital Gain 

Another abuse that IRC section 707(a) was intended to prevent relates to the shifting 
of the nature of income. An example of this is the shifting of fee income to a 
distributive share of a partnership's capital gain, portfolio income, etc. as shown in 
the following example. 

Example 1-4 

Mr. A is a financial advisor. He has a contract with Investor B to manage 
$20 million of Investor B's assets. The contract requires Investor B to pay 
20 percent of profits annually to Mr. A as a fee for managing the assets. 

In Year 1, the $20 million is invested and earns a total of $4 million in 
capital gain, dividend, and interest income. Accordingly, Mr. A earns a fee 
of $800,000 (20 percent of the $4 million). Mr. A reports this as income 
subject to employment tax. On his Form 1040, Investor B includes the $4 
million in income and deducts the $800,000 fee as a miscellaneous 
itemized deduction subject to alternative minimum tax. 

In Year 2, Mr. A and Investor B form Partnership AB. Investor B 
contributes his $20 million in assets. Mr. A contributes no capital and 
receives a 20 percent profits interest in exchange for managing the assets. 

Assume the earnings in Year 2 are equal to Year 1 earnings. 

Mr. A now receives the $800,000 of income as a distributive share of 
partnership capital gain and portfolio income, not subject to self-
employment tax. Investor B now includes $3.2 million into income ($4 
million @ 80 percent). 

Although the economic relationship between Mr. A and Investor B has not 
changed, the tax treatment of their activity has changed significantly. 

In general, the provisions of IRC section 707(a) would require the payment to Mr. 
A to be treated as paid to a non-partner. This would require the tax treatment to 
be reported as it was in Year 1. 

Guidance on the issue of payments to service providers who receive a profits 
interest in a partnership is set forth in Luna, 42 T.C. 1067 (1964) and includes: 

1. The intent of the parties to create a partnership 
2. The ability of the service provider to control the income or capital 
3. 	 Whether the parties share a mutual proprietary interest in the net profits 

of the venture 
4. Whether the service provider has an obligation to share in losses 
5. Whether the venture was conducted in the joint names of the parties 
6. Whether the partners filed a partnership return 
7. Whether the parties held themselves out as joint venturers 
8. Whether separate books were maintained for the partnership 
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9. 	 Whether the parties exercised mutual control over and assumed mutual 
responsibilities for the business of the partnership. 

Of all of the factors enumerated in Luna, the most important is entrepreneurial 
risk. Does the partner have the risk of loss if the venture is unsuccessful? In the 
example above, Mr. A has no risk of loss since he has no capital at-risk. All 
losses will be allocated to Investor B. 

Guaranteed Payments ─ IRC section 707(c) 

A guaranteed payment is deducted in the computation of partnership income. 
Accordingly, it is considered a payment made to one who is not a member of the 
partnership and is deducted in full, just as if it were an ordinary expense under IRC 
section 162. A guaranteed payment is an amount paid to a partner that is determined 
without regard to the partnership income and is made to a partner acting in his or her 
capacity as a partner. Additionally, the amount paid must be deductible under IRC 
section 162 as an ordinary business expense. Thus, illegal payments or payments 
that are capitalizable are not deductible under IRC section 707(c). 

Prior to 1976 many taxpayers interpreted the law as providing that guaranteed 
payments were automatically deductible. In 1976 IRC section 707(c) was amended 
to specifically hold that if the payment is a capital expense under IRC section 263 it 
must be considered as made to one who is not a member of the partnership. 
Accordingly, it must be capitalized and is not automatically deductible.  At the same 
time, IRC section 709 was added and it became evident that a taxpayer cannot 
convert organization and syndication expenses into a current deduction by casting 
the payment as a guaranteed payment. 

It is sometimes difficult to distinguish between payments to partners which fall 
under IRC section 707(a)(partner not acting in capacity as partner), and those which 
are governed by IRC section 707(c) (guaranteed payments). 

• 	 The determining factor is whether the partner is acting other than in his or her 
capacity as a member of the partnership. 

• 	 Generally, if the partner performs a service for the partnership that he/she also 
performs for others (such as an attorney, architect, stockbroker, etc.), payments 
will be deducted or capitalized by the partnership under IRC section 707(a). 

• 	 However, if he or she works exclusively or primarily for the partnership, 
payments are more likely to be treated as guaranteed payments per IRC section 
707(c) (if not based on partnership income) or as his or her distributive share 
under IRC section 702(a) (if based on partnership income). 

Whether the payment is under IRC section 707(a) (payment to a partner not acting in 
his or her capacity as a partner), or under IRC section 707(c) (guaranteed payment), 
it cannot be treated as a distribution of partnership profits. Also, if it is paid for any 
capital item, it cannot be expensed. 
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So why even make the distinction between IRC section 707(a) and IRC section 
707(c)?  One of the most important reasons is the timing of receipt of income by the 
partner. Guaranteed payments are always includable in the partner's taxable income 
as of the end of the tax year in which the partnership deducts or capitalizes the 
payment.  On the other hand, payments made under IRC section 707(a), and 
considered paid to a non-partner, retain their character and timing based on the 
nature of the payment and the accounting method of the partner as previously 
shown in Example 1-4. 

Examination Techniques 

Start up costs, organization costs, and syndication expenses of partnerships may not 
have been properly classified. Areas to consider during examination are: 

1. 	 Did any partners claim an itemized deduction for a legal fee, tax advice fee, 
surety fee, etc., incurred in connection with the partnership?  If no organization 
or syndication costs are apparent from the records of the partnership, it may be 
necessary to examine the general partner or other entity that established the 
partnership to determine what costs were incurred. IRC section 709 states that 
such costs are not deductible by a partner. 

2. 	 Is there a first year management fee, or a guarantee of a set amount of profit, for 
the organizing partner in the early years of the partnership that is designed to 
compensate him/her for organization costs? 

3. 	 A detailed examination of the organizing partner's records will be required if you 
see any indication that syndication fees have been amortized under the guise of 
organization costs. 

4. 	 Partnerships often attempt to deduct large syndication payments in the year of 
organization that are either paid to the general partner or to outsiders and are 
actually capital in nature. Sales commissions, a proper IRC section 263 capital 
item, may be labeled as management fees, interest, or another classification that 
would make it appear to be a deductible expense.  When the commission is 
substantial, it is often fractionalized into any number of classifications and 
amounts and spread out to appear deductible. 

5. 	 Other payments to partners may require capitalization. Examples would include 
certain legal, accounting, and architectural fees. 

6. 	 Partnerships with a large number of partners should have significant syndication 
costs on the balance sheet and a large amount of organizational expense being 
amortized. 

7. 	 You should note that the classification given to a payment is often misleading. 
Thus, a strict analysis is needed. Since the payments may require a different tax 
treatment, Rev. Rul. 75-214, Rev. Rul. 85-32, as well as IRC sections 195, 248 
and 709 should be consulted for guidance. 
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8. 	 Secure written description of duties performed by the promoter/partner. 
Determine what portion of promoter/partner fees is related to syndication costs, 
organizational costs, start-up costs, and asset acquisition. Ask the 
promoter/partner for contemporaneous records to verify the amount of time 
spent on initial activities. In instances where the taxpayer refuses to provide 
records, the agent should consider disallowing the entire developer fee. (Carp & 
Zuckerman v. Commissioner, T.C. Memo. 1991-436). 

9. 	 If any partner receives an interest in the entity in exchange for services rendered, 
the facts must be considered to insure proper treatment. At the partnership level, 
this will include the determination of when and how the partnership reflects the 
allocation of profits and/or capital. At the partner level, it will be a 
determination as to the proper timing and nature of the inclusion of income by 
the partner receiving the interest. 

Issue Identification 

In the initial years of a partnership the Schedule M-1 should have entries for start-
up and syndication expenses which were deducted per book and have been treated 
differently for tax purposes. The lack of entries here will be an initial indication 
that start-up and syndication expenses may have been deducted. 

Additionally, inspection of the partners' returns may indicate a deduction by the 
partner for these items. Sometimes these costs are paid by the partner and deducted 
as a miscellaneous itemized deduction, etc. Therefore, review the partners' returns. 

Any changes to the capital accounts may reflect items that could be subject to 
capitalization. 

Inspection of Schedules K-1 may reflect changes to partnership interests. Analysis 
should reflect if any interests were provided for services rendered to the partnership. 

Documents to Request 

1. Partnership agreement and all amendments 
2. Articles of Organization (LLC's) and all amendments 
3. Private Placement Memorandum, prospectus, or any similar documents 
4. Any agreements with brokers or sales agents 

Interview Questions 

Interview questions will vary based on the information presented and will be 
contingent on how clear a picture is presented, specifically: 

1. Who organized the entity and how was he/she compensated? 
2. Were brokers or agents used to sell partnership interests? 
3. When did the business begin? 
4. What expenses were incurred prior to the opening? 
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Supporting Law 

IRC section 709 
IRC section 707 
IRC section 195 
IRC section 263 
IRC section 263A 
IRC section 61 
IRC section 83 

Rev Rul 99-23, 1999-20 C.B. 3, provides guidance on the type of expenditures that 
will qualify as investigatory costs that are eligible for amortization as start-up 
expenditures under Section 195 when a taxpayer acquires the assets of an active 
trade or business. 

Rev. Rul. 88-4, 1988-1 C.B. 264, states that the fee paid by a syndicated limited 
partnership for the tax opinion used in the partnership prospectus is a syndication 
expense chargeable by the partnership to a capital account and cannot be amortized. 

Rev. Rul. 85-32, 1985-1 C.B. 186, states the following:  Syndication costs incurred 
in connection with the sale of limited partnership interests are chargeable by the 
partnership to a capital account and cannot be amortized. 

Rev. Rul. 81-153, 1981-1 C.B. 387, states the following: An investor in a limited 
partnership may not deduct that part of the purchase price that is paid, through a 
rebate or discount arrangement, by the investor to a tax advisor on behalf of the 
partnership for services related to the sale of the partnership interest. The 
partnership may not amortize this amount under IRC section 709(b). The investor's 
basis in the partnership is the amount of cash contributed. 

In Carp & Zuckerman v. Commissioner, 62 T.C.M. (CCH) 658, T.C. Memo. 1991-
436, the court allowed no part of a purported development fee as the taxpayer failed 
to establish the purpose and nature of the expenditure. 

In Diamond v. Commissioner, 92 T.C. 423 (1989), guaranteed payments were made 
to partners which they contended were for management services. The court required 
the payments to be capitalized. The taxpayer did not provide a basis for estimating 
what portion was for management services under Cohan v. Commissioner, 39 F.2d 
540 (2d Cir. 1930). 

In Collins v. Commissioner, 53 T.C.M. (CCH) 873, T.C. Memo. 1987-259, it was 
found that management and consulting fees paid shortly after the formation of a 
general partnership were held to be organizational expenses and were required to be 
amortized rather than currently deducted. Similarly, legal and accounting fees 
incurred shortly after formation were nondeductible organization and syndication 
expenses. 

In Vandenhoff v. Commissioner, 53 T.C.M. (CCH) 271, T.C. Memo. 1987-116 and 
Isenberg v. Commissioner, 53 T.C.M. (CCH) 946, T.C. Memo. 1987-269, it was 
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found that guaranteed payments by a motion picture partnership to the general 
partners were in the nature of syndication expenses and were required to be 
capitalized. 

In Schwartz v. Commissioner, 54 T.C.M. (CCH) 11, T.C. Memo. 1987-381, aff'd 
without opinion, 930 F.2d 920 (9th Cir. 1991), it was found that payments made to a 
partner were syndication expenses that must be capitalized and were not deductible 
as guaranteed payments. 

In Driggs v. Commissioner, 87 T.C. 759 (1986), it was found that amounts paid to a 
general partner as "sponsor's fees" were not deductible because the partnership failed 
to prove whether the expenses were for syndication fees or for organization costs. 

In Egolf v. Commissioner, 87 T.C. 34 (1986), it was held that a partnership could 
not currently deduct organization and syndication costs by indirectly paying them to 
a partner under the guise of management fees. Since no election was made by the 
partnership, no amortization of partnership organization expenses was allowed. 

In Durkin v. Commissioner, 87 T.C. 1329 (1986), the court ruled that payments 
made by a partnership to two general partners for services were for expenses in 
connection with organizing the partnership and the offering and such payments were 
not currently deductible as guaranteed payments. The partnership was entitled to 
amortize the expenses. 

In Finoli v. Commissioner, 86 T.C. 697 (1986), it was determined that amounts paid 
for preparation of a tax opinion, incurred to promote or facilitate the sale of 
partnership interests, and commissions and consulting fees constituted non-
deductible syndication expenses. 

In Tolwinsky v. Commissioner, 86 T.C. 1009 (1986), and Law v. Commissioner, 86 
T.C. 1065 (1986), it was found that organizational expenses for a motion picture tax 
shelter were amortizable only to the extent that such expenses were substantiated. 

In Surloff v. Commissioner, 81 T.C. 210 (1983), it was found that fees paid to an 
attorney by partnerships mainly for the preparation of a tax opinion letter that was 
used in a prospectus given to potential investors were syndication expenses and had 
to be capitalized. 

In Flowers v. Commissioner, 80 T.C. 914 (1983), it was determined that 
expenditures for tax advice were incurred for purposes of obtaining the tax opinion 
letter that accompanied organization and sales promotion of limited partnership 
interests and were non-deductible capital expenditures. 

In Wendland v. Commissioner, 79 T.C. 355 (1982), aff'd, 739 F.2d 580 (11th Cir. 
1984), it was determined that legal expenses paid to a law firm by a coal mining tax 
shelter partnership constituted organizational expenses. These expenses had to be 
capitalized in the absence of evidence allocating such expenses between legal advice 
and tax advice. 
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In Johnsen v. Commissioner, 83 T.C. 103 (1984), motion denied, 84 T.C. 344 
(1985), rev'd on other grounds, 794 F.2d 1157 (6th Cir. 1986), it was found that a 
partner could not deduct his share of claimed expenses for legal and tax advice. The 
evidence showed that the services concerned the organization and promotion of the 
partnership. 

In Smith v. Commissioner, 33 TC 465 (1960), aff'd in part and rev'd in part, 313 
F. 2d 724 (8t h Cir. 1963). The Court of Appeals held that a common fund, from 
which the manager received a percentage of the profits from trading commodity 
futures, was a partnership but that the manager's share of the profits was 
compensation, not capital gain. To the extent that partners of the manager 
invested cash in the common fund, they were entitled to treat the income from 
their investment as capital gains and losses. 

Resources 

CCH Standard Federal Tax Reporter 

IRS Publication 535 ─ Business Expenses 

IRS Publication 541 ─ Partnerships 

IRS Publication 583 ─ Starting a Business and Keeping Records 
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Chapter 2 

Capital Accounts, Basis, and Liabilities 

INTRODUCTION 

To begin a partnership audit, it is essential to understand some underlying 
concepts regarding partnership tax law. This chapter will describe: 

• Capital accounts 
• Partner�s basis in his or her partnership interest 
• Partnership�s basis in its assets 
• Contributions to the Partnership 
• Partnership liabilities 
• Accounting for Book/Tax differences 
• IRC section 754 election 

All of these basic concepts are a starting point for a partnership audit. This 
chapter will describe these concepts in general. 

ISSUE: CAPITAL ACCOUNTS 

Book Capital Accounts 

Each partner has separate capital accounts that represent the equity that the 
partner has in the partnership. It relates back to a basic concept: 

Assets � Liabilities = Equity. 

The partners� share of equity is the amount that would be received if the 
partnership was liquidated and all of the assets were sold at their book value, all 
liabilities paid, and the net proceeds distributed. As the partnership carries on the 
trade or business, these capital accounts will change depending on the agreement 
between the partners as to how they will share in the profits and losses. The 
capital accounts should reflect the economic arrangement between the partners. 

Many partnerships allocate their income, losses, and deductions on a 
straightforward pro rata basis, but some partnerships make special allocations. In 
cases where special allocations are made, it may be important for the partnership 
to gain access to the safe harbor provided in Treas. Reg. section 1.704-1(b)(2). 
One of the safe harbor provisions is that the partnership must maintain its capital 
accounts in accordance with the capital account maintenance rules found in Treas. 
Reg. section 1.704-1(b)(2)(iv). A partnership does not have to maintain book 
capital accounts in this manner. However, if special allocations are made, there is 
a higher risk that upon audit these allocations will not be respected. The 
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partnership agreement is critical to determine how the accounts are being 
maintained. See Chapter 6 for a detailed explanation of IRC section 704(b). 

When safe harbor rules are followed the book capital accounts will be maintained 
using FMV (fair market value) of assets contributed net of liabilities. It is 
important to understand the relationship between the financial accounting of the 
books and records, book capital accounts, and the Form 1065 balance sheet. The 
partnership books and records may be kept using various methods, such as 
GAAP; however, they should be stated at FMV. The book capital accounts and 
the Form 1065 balance sheet should state the assets at FMV (net of liabilities) as 
of the date of contribution by the partner. The FMV of partnership assets may, 
over the passage of time, reflect a different amount than the partnership books and 
records at the date of contribution due to the appreciation or depreciation in 
assets. Few partnerships will obtain appraisals on a constant basis to keep the 
books and records at FMV. When this occurs, the Form 1065 balance sheet, the 
books and records, and the book capital accounts will now reflect partnership 
assets at what is called �book value.� This is the historical cost which reflects the 
FMV at the date of contribution and the cost to the partnership of property 
purchased during the course of their trade or business. FMV becomes a different 
value. At this point in time, the book capital accounts, the partnership books and 
records, and the Form 1065 balance sheet will all reflect the �book value.� The 
Form 1065 M-2 and Line J on the Schedule K-1 should reflect book capital 
accounts at FMV or in subsequent years �book value.� 

Tax Capital Accounts 

What examiners may see in the field is that many times the books will be 
maintained on the tax capital account basis which will reflect the A/B (adjusted 
basis) of the assets contributed instead of FMV. Because the tax capital account 
reflects the A/B, there is a close relationship to a partner�s outside basis for tax 
purposes which is discussed below. It will be necessary for the examiner to find 
out which accounting method is being used on the balance sheet and Schedule 
K-1. For the remainder of the discussion, the balance sheet and Schedules K-1 
will be considered kept according to book capital accounts that reflect FMV at the 
date of contribution. Keep in mind that the tax capital accounts play a very 
important role in accounting for taxable gains. For example, the tax capital 
accounts are used to resolve the book/tax disparities discussed later in the chapter. 
The computations below reflect the difference between the book capital account 
and the tax capital account basis. 

Book Capital Account 

FMV of asset or cash contributed 

-Liability on asset assumed by the Partnership

= Initial Book Capital Account Balance 


Then Partnership Operations are taken into account during the year. 
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Beginning Capital Account Balance 
+ Additional Cash and Property (at FMV) Contributed by Partner 

+Allocations of Partnership Income or Gain 

+Allocations of Partnership tax exempt income

-Cash distributed to the partner 

-FMV of property distributed to partner net of liabilities secured by the property 

-Allocations of nondeductible partnership expenses 

-Allocations of partnership losses and deductions

= Book Capital Account Balance at the End of the Year 


This should be reflected on the tax return balance sheet and Line J on the 
Schedule K-1. This can be a negative figure because the liabilities are not 
included here. 

Tax Capital Account Basis � Tax 

A/B of asset or cash contributed 

-Liabilities on asset assumed by the Partner 

+Gain Recognized by the Partner (if any) on Contributed Property

= Beginning Tax Capital Account 


Then Partnership Operations are taken into account during the year. 

Beginning Tax Capital Account Balance 
+ Additional Cash and Property (at A/B) Contributed by Partner 

+Allocations of Partnership Income or Gain 

+Allocations of Partnership tax exempt income

-Cash distributed to the partner 

-A/B of property distributed to partner net of liabilities secured by the property 

-Allocations of nondeductible partnership expenses 

-Allocations of partnership losses and deductions

= Tax Capital Account Balance at the End of the Year 


The tax capital account balance at the end of the year can also result in a negative 
figure because liabilities are not included here, either. 

How Do Book Capital Accounts Compare To Tax Capital Accounts? 

1. 	 Book capital accounts reflect the FMV of the property at the date of 
contribution and tax capital accounts reflect the adjusted basis of the property 
at the date of contribution. 

2. 	 Book capital accounts reflect the FMV of the property at the date of 
distributions and tax capital accounts reflect the adjusted basis of the property 
at the date of distribution. 

3. 	 Book capital accounts and tax capital accounts do not include liabilities of the 
partnership. They are reflected net of liabilities. 
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4. 	 Book capital accounts and tax capital accounts may both reflect a negative 
balance. Note: It is important to keep in mind that outside basis, which will 
be discussed later in this chapter, can not have a negative balance. Outside 
basis includes liabilities.  Also, see Chapter 5 - Loss Limitations. 

ISSUE: PARTNER�S BASIS IN PARTNERSHIP INTEREST 

Outside basis is found in IRC section 722 and is the individual partner�s adjusted 
basis in his or her partnership interest. In general, a partner�s outside basis is his 
or her separate tax capital account, which reflects adjusted basis, plus his or her 
share of the partnership�s debt. Since both of these elements are quite 
involved, they will be discussed separately. The discussion of determining a 
partner�s debt share is discussed later in this chapter. 

Initially, outside basis is determined by including the amount of the adjusted basis 
in the property contributed plus any cash contributed by the partner. If there are 
liabilities, outside basis includes the partner�s share of all liabilities assumed. 
In subsequent years, the outside basis is increased and decreased by partnership 
operations. 

Outside basis is maintained by each individual partner outside of the partnership 
books. Outside basis is the computation that most examiners are concerned with 
because it is the basis that the taxpayer uses to limit losses, determine the 
taxability of partnership distributions, and compute gain/loss on the disposition of 
their partnership interest. Outside basis is calculated at the end of the partnership 
tax year. 

The following is the computation of a partner�s outside basis based on IRC 
section 722 and IRC section 705(a). 

Outside Basis � A/B of a Partner�s Interest 

A/B in asset or cash contributed by the partner 
- Liabilities of the partner assumed by the Partnership 
+ Liabilities of the Partnership assumed by the partner 
= Basis 
+ Any Gain recognized by the Partner on the Contribution of Assets to the 

Partnership, See contributions, below. 
= Beginning Tax Basis 

Then partnership operations during the year. 
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+ Taxable Income 
+ Tax exempt Income 
+ Excess percentage of depletion 
- Distributions from the Partnership of Cash or property 
- Partnership expenditures that are neither deductible or capitalized by the 

partnership 
-Oil and Gas Depletion, computed at the partner�s level 
-Losses_______________________________________________ 
= Ending Tax Basis at year-end 

This cannot be a negative balance. If it is, then losses must be carried 
forward to a subsequent year. See Chapter 5 for a discussion on loss 
limitations. 

Note:  Outside basis is increased by syndication costs paid at the partner level. IRC 
section 709(a) 

The purpose of outside tax basis is to keep track of the partner�s adjusted basis in 
his or her partnership interest. It is the partner�s after tax investment. It is also 
used to determine gain or loss on the sale or other disposition of a partnership 
interest. 

In general, to the extent that the partner withdraws his or her after tax investment 
in the partnership, there is no gain or loss, it merely reduces the outside basis by 
the amount of the withdrawal. However, some exceptions to this general rule 
include: 

• 	 If a partner receives a distribution of cash in excess of his or her outside basis, 
then the partner must report a gain for the excess. IRC section 731(a)(1). 
Reduction of liabilities is considered a deemed cash distribution.  IRC 
section 752(b). 

• 	 If the partner receives a distribution of property in which the adjusted basis to 
the partnership (inside basis in the property) is more than the partner�s outside 
basis in his or her partnership interest, then the property takes a substituted 
basis equal to the outside basis amount. The gain is deferred until the partner 
later disposes of the property outside of the partnership. IRC section 
732(a)(2). In addition, the partner's outside basis is reduced to zero. 

• 	 If a partnership interest is disposed of and the partner receives more or less 
than his or her after tax investment in the partnership, he or she will report a 
gain or loss, respectively. IRC section 731(a)(1) and (2) and IRC section 741. 

If the partnership attempts to allocate more losses to a partner than the partner�s 
outside basis, these losses will be suspended until a subsequent year when the 
partner�s basis increases due to contributions, income, gains, etc. This follows the 
rule that outside basis may never be reduced below zero. IRC section 704(d), IRC 
section 705(a)(2) and IRC section 733. (See Chapter 5 regarding loss limitations.) 
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As discussed earlier, book capital accounts can be negative and there still may be 
sufficient outside basis to take distributions, losses, etc. This is because outside 
basis includes the partner�s share of partnership liabilities, while book capital 
accounts are reflected net of liabilities. This is an important distinction to keep in 
mind. 

Quick Test for Computing Outside Basis 

The Schedule K-1 does not compute the outside basis. However, a quick test for 
outside basis can be done by adding the ending capital account and the liabilities 
reflected on the Schedule K-1. This should result in a positive figure. The results 
may be distorted when the tax return reflects the book capital accounts at FMV 
because of the difference in the FMV and adjusted basis. If the tax return is 
prepared using the tax capital account basis, which is reflected at adjusted basis, 
then it is easier to make a better �best guess� estimate because outside basis is 
also based on adjusted basis. If the results are a negative figure then there is a 
potential outside basis problem. 

ISSUE: PARTNERSHIP�S BASIS IN ITS ASSETS 

Partnership�s inside basis is found in IRC section 723 and is the partnership�s tax 
basis in its assets. For tax purposes a partnership takes a carryover basis in 
contributed property equal to the contributing partners� adjusted bases in the 
property at the time of the contribution. Qualifying contributions are discussed 
later in the chapter. Inside basis is the aggregate adjusted bases of all property 
contributed by all partners. 

There is a close relationship between inside and outside basis. They both reflect 
the adjusted basis of assets versus the FMV. However, outside basis deals with 
each partner�s interest in partnership assets they contributed and inside basis deals 
with all partners� interests in partnership assets aggregated together. It is logical 
then that the sum of the partnership�s inside basis in all of its assets should equal 
the aggregate of all partners� outside bases at formation. 

Example 2-1 

Facts: PRS partnership is formed. P contributes land with a basis of $100. 
R contributes a building with a basis of $200. S contributes $200 cash. P�s 
outside basis is $100.  R�s outside basis is $200.  S�s outside basis is $200. 
PRS has an inside basis in the partnership assets of $500 ($100 in the land, 
$200 in the building, and $200 in cash). The total of all partners� outside 
bases is $500, also. 

After formation, subsequent transactions may change this equality.  These 
may include: 
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• Acquisition of a partnership interest at the FMV 
• Death of a partner causing a basis adjustment to FMV 
• 	 Property (including cash) is distributed and the outside tax basis does 

not equal the partnership�s basis in the property. 

These situations all cause differences between inside and outside basis. An 
election under IRC section 754 for an optional basis adjustment will alleviate 
these discrepancies. This election will be discussed later. 

Examination Techniques 

The examination techniques used should serve, in the end, to answer the 
following: 

• 	 Does the Form 1065 balance sheet on Schedule L reconcile to the partnership 
books and records?  Does it reflect FMV or adjusted basis? 

• 	 Is the taxpayer maintaining book capital accounts according to the safe harbor 
rules under the substantial economic effect test in the 704 regulations?  (See 
Chapter 6.) 

• 	 Does it appear from a quick review of the Schedules K-1 that the partners 
have bases in their partnership interests? 

• 	 Does it appear from the Schedule M-2 and Schedule K that there have been 
distributions of cash in excess of a partner�s basis?  If so, then gain must be 
recognized for the excess. 

• 	 Does it appear from the Schedule M-2 and Schedule K that there was a 
property distribution?  If there was, then was there sufficient outside basis to 
reduce it by the full amount of the adjusted basis of the partnership asset?  If 
not and a substituted basis was used, then was the property later disposed of 
and the correct amount of gain reported on the partner�s return?  If there was a 
potential loss from the disposition, then was it disposed of to a related party? 
If it was, then the loss rules under IRC section 267 apply and it must be 
deferred until the related party disposes of the property to an unrelated party. 

Issue Identification 

Ask the taxpayer if the Balance sheet is reflected at FMV or A/B. The preparers 
sometimes refer to the balance sheet using A/B as the �Balance Sheet on the Tax 
Basis.� Many times this will be the situation because it easier to keep their 
records in this manner. This will be useful in applying the �best guess� test on the 
Schedule K-1 for basis. If the A/B is used then it is easier for the taxpayer and the 
examiners to estimate outside basis.  If FMV is used then the �quick test" for 
basis on the Schedule K-1 is not as accurate because the FMV will be either 
higher or lower than cost and this will distort what the outside basis may be at 
first glance. 
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If the partnership has audited financial statements, then it is more likely that the 
tax return balance sheet will be reflected at FMV due to GAAP considerations. 
Audited financial statements are required in many instances by a provision in the 
partnership agreement, or when there are SBA loans, HUD loans, or other 
regulatory requirements. 

Request a basis calculation, if it appears that there is insufficient basis for losses, 
distributions, etc. 

Request a copy of the partnership agreement.  It includes essential information for 
the operations of the partnership from the beginning formation to a potential 
sale/liquidation of an interest. It is your road map for the partnership books and 
tax return. If the partnership is maintaining capital accounts according to the safe 
harbor rules under IRC section 704(b), it will be reflected in this document. 
Request any amendments to the partnership agreement, also. The partners� 
percentage of profit sharing and loss sharing ratios will be reflected here, as well 
as the ownership in capital. 

Match the beginning and ending capital accounts on Line J of the Schedule K-1 
with the partnership balance sheet. All Schedules K-1 should be added together 
to arrive at the total partnership capital accounts on the balance sheet. If they do 
not match then request the taxpayer to reconcile them to the Schedules K-1. 

Reconcile the balance sheet on Schedule L to the Partnership accounting records. 

Match the beginning of the tax year figures to the prior year return�s end of the 
year figures. If it does not match request an explanation. 

Review the Schedule M-1 to ensure that it reconciles the partnership income per 
the accounting records with the income or loss shown on line 1 on the tax return. 
Request explanations regarding any unusual items. Normally the difference 
between book depreciation and tax depreciation will be entered here. Also, as 
discussed below any IRC section 704(c) depreciation allocations should be 
reflected here. If not, why not? 

Review the Schedule M-2 to ensure it reflects the changes in the partnership 
capital accounts. The Schedule M-2 would reflect the amount of cash or the net 
FMV of property contributed during the year. It is also increased for the 
allocation of partnership income, including tax-exempt income or gain. It is 
decreased for any cash distributed to a partner. Remember that cash distributed in 
excess of outside basis is a taxable gain. IRC section 731(a). It is also decreased 
for the net FMV of property distributed. It is also decreased by the allocations to 
the partner of partnership expenses that cannot be deducted or capitalized and any 
partnership losses and deductions. 

Reconcile the partner�s share of items on Schedule K with the partner�s Schedule 
K-1. This is also required for administrative purposes such as PCS controls and 
linkage. 
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Documents to Request 

1. Partnership Agreement and all amendments 
2. 	 Partnership Books and Records (that is, working trial balance, depreciation 

schedules, income statements, balance sheets, general ledger, etc.) 
3. Prior and Subsequent year partnership tax returns 
4. Current year financial statements 
5. Partnership Book Capital Account Calculations 
6. Partner Basis Calculations (if the quick test reveals lack of basis) 
7. 	 Copies of all Loan Documents including, but not limited to, Promissory 

Notes, Deeds of Trust, Mortgages, Loan Payment Histories, Loan Guarantees, 
and/or Loan Indemnification Agreements. 

8. Calculations of adjusted basis in property contributed 
9. Proof of ownership by the partnership in property contributed 

Interview Questions 

1. Is the Balance sheet on the Form 1065 reflected at FMV or at A/B? 

2. 	 Is the partnership maintaining book capital accounts in accordance with IRC 
section 704(b) regulations? 

3. Does the partnership maintain book capital account workpapers? 

4. Does the Schedule M-2 reflects the book capital accounts? 

5. Have there been any distributions in the current year? 

6. 	 Were the assets reflected on the balance sheet on the Form 1065 contributed 
by the partners or purchased by the partnership? 

7. 	 Were there any subsequent events that occurred that would cause the inside 
and outside basis to not equal?  If so, was there an IRC section 754 election 
made? 

8. Were any liabilities assumed by the partners? 

Supporting Law 

IRC, Subchapter K: Section 722 
Section 723 
Section 705 
Section 731 
Section 741 
Section 734 
Section 743 
Section 754 
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 Section 704(b) and (d) 

Section 733 

Section 709 


IRC section 1014 

Supporting regulations and specific regulations cited above. 

Revenue Ruling 66-94, 1966-1 C.B. 166 � In determining the basis in a 
partnership interest under IRC section 705(a) distributions will be taken in 
account before losses of the partnership. 

Resources 

RIA U.S. Tax Reporter � Income Taxes 

Practitioners Publishing Company, Guide to Partnerships 

Cuff, New Section 743/755 Regulations for Adjusting �Inside Basis, Journal of 
Taxation, (May, 2000) 

ISSUE: CONTRIBUTIONS TO THE PARTNERSHIP 

IRC section 721 states that the contribution of property to the partnership in 
exchange for a partnership interest is generally a nontaxable transaction to the 
contributing partner and the partnership. This applies to both contributions at the 
time of formation of the partnership and upon subsequent contributions. The 
partnership�s basis in the contributed property (inside basis) is equal to the 
contributing partner�s adjusted basis.  IRC section 723. The contributing 
partner�s adjusted basis in its partnership interest is increased by the adjusted 
basis in the contributed property. IRC section 722. The holding period of the 
partnership includes the contributing partner's holding period. IRC section 1223. 

To receive non-recognition treatment there must be an exchange of property for a 
partnership interest. It includes a very broad range of assets, including 
intangibles, however, it is important to note that services are not considered 
qualifying property. See below for a short discussion on the contribution of 
services. 

Non-recognition treatment applies only to contributions of property. Transactions 
that are in substance a sale or exchange of property do not qualify. See Chapter 4 
for a discussion of disguised sales. 
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ACCRUED INTEREST


TAXPAYER STILL OWNS PROPERTY TAXPAYER DISPOSED/SOLD PROPERTY 

-IRC § 461(h)- �all events test� 
-Final Treas. Reg. § 1.108-6 
-Current year accrued interest 
disallowed on �old� debt 
-Current year interest expense deduction 
based on restructured (�new�) debt 
-Add prior year accumulated accrued 
interest to principal balance for IRC § 
108 purposes. 

RECOURSE NONRECOURSE 

-Verify the extent of 
guarantor�s liability 
-Current year accrued interest 
expense deduction allowed 
-No COD if lender enforces 
guaranty (i.e., makes 
guarantor pay) 
-COD to guarantor or GP if 
liability settled for less than 
face amount 
-Difference between face 
amount of liability and sales 
price=COD 

-Current year accrued interest 
not allowed under IRC § 
461(h) 
-Prior year accumulated 
accrued interest s/b 
recaptured as ord. Income 
under IRC § 111 to extent of 
Tufts gain (loan bal.+accrued 
interest-adj. basis) 
-If debt is w/new lender or 3rd 

party guarantor/insurer, can 
raise IRC § 111 issue. Except 
8th Circuit, see Allan. 
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Exhibit 8-1 


COD:  IRS section 61(a)(12) "
GAIN:  IRS section 61(a)(3) "

Taxpayer still owns Property"

Yes " No "

COD " Recourse " Non-recourse "

Quality for IRC section "
108 Exclusion "

COD "
Debt-FMV=COD"

Sale (not COD) "
Amt. Realized=Debt"
Debt-A/B=Gain or"

Loss"
Insolvent " Bankrupt" QRPBI "

Tax Attribute "
Reduction "

Basic Sec. 1017 "
Reduction "

SALE "
FMV-A/B=Gain or Loss "
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Chapter 10 

International 

(Reserved) 

At the printing of this book, current information 
On international issues was not available. 

You may contact the International Technical Advisor 
For Foreign Joint Ventures and Foreign Partnerships 

In LMSB for further information. 
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Catalog Number 21066S 

Ten Core Ethical Principles* 

Honesty 
Integrity/Principled 
Promise-Keeping 

Loyalty 
Fairness 

Caring and Concern for Others 
Respect for Others 

Civic Duty 
Pursuit of Excellence 

Personal Responsibility/Accountability 

The Five Principles of Public Service Ethics* 

Public Interest 
Objective Judgment 

Accountability 
Democratic Leadership 

Respectability 
*Used by permission of the Michael and Edna Josephson Institute of Ethics 
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