
ALLOCATION OF INCOME
AND LOSS

900      INTRODUCTION

900.1  A partnership is not subject to tax at the partnership level. The partnership’s items of income, gain,
loss, deduction, and credit are determined at the partnership level, allocated among the partners
according to the partnership agreement, and reported to the partners on Schedule K-1 of the partnership
income tax return (Form 1065). The partners then report these items on their own tax returns. In practice,
the allocated amounts are commonly referred to as “K-1 items.” Technically, they are distributive shares of
partnership items.

900.2  In understanding the rules governing distributive shares [under IRC Sec. 704(b)], it is important to
recognize that in every partnership transaction, there are (at least) two separate allocation systems
involved:

    1.    allocations of economic results per the partners’ economic agreement, and

    2.    allocations of tax items under applicable tax rules (both federal and state, which themselves may
be different).

900.3  To make matters more complicated, additional accounting systems are frequently involved in
reporting partnership income or loss, such as GAAP, regulatory agency accounting, and special financial
accounting. This often creates confusion when discussing partnership “allocations.” This chapter
discusses economic and tax allocations.

900.4  The economic and tax treatments of any partnership transaction are related, but they are not
necessarily the same. The tax allocation rules of IRC Sec. 704 are designed to ensure that the allocation
of tax results to the partners follows the allocation of economic results. In this chapter, and in analyzing
any allocation, it is extremely important to understand whether a particular allocation is the economic
treatment of the applicable item or the corresponding tax treatment of the item, and to focus on how the
two types of allocations are related and how they are different. (See the practice tips beginning at
paragraph 901.6 for a discussion of tax versus economics.)

900.5  The allocation of income and loss is generally made according to the terms of the partnership
agreement. However, if the allocations described in the partnership agreement do not have substantial
economic effect, or are not in accordance with the partners’ interests in the partnership, the accountant
must allocate partnership taxable income or loss in a manner different than that provided in the
partnership agreement.

901      TESTING PARTNERSHIP ALLOCATIONS

Two Ways to Test Allocations

901.1  There are two avenues for testing the viability of a tax allocation under IRC Sec. 704 and its
applicable regulations:

    1.    by showing that the allocation is “in accordance with the partner’s interest in the



.

partnership”  (see the discussion at section 903), or

    2.    by showing that the allocation has “substantial economic effect”—under the safe harbor
provisions  (see the discussion at section 904).

901.2  Partnerships historically have been granted considerable latitude in allocating income, gain, losses,
deductions, and credits among their partners for tax purposes. In recent years, however, Congress, the
courts, and the IRS have clarified and increased restrictions on partnership tax allocations. The general
rule is that tax allocations must be in accordance with the “partners’ interests in the partnership”—based
on the partners’ economic agreement—taking into account all facts and circumstances. Generally,
partners cannot allocate tax items in a manner inconsistent with allocations of the corresponding
economic items. This ensures that if a partner reaps the economic benefit of an income or gain allocation,
that same partner is allocated the income or gain for tax purposes. By the same token, if a partner bears
the economic cost of an allocation of loss, that same partner should be allocated the loss for tax
purposes.

901.3  The regulations provide a safe harbor—the substantial economic effect rules—with which a
partnership can comply to avoid the uncertainties of the general and more nebulous partners’ interests in
the partnership rules. These safe harbor rules contain the detailed capital account bookkeeping rules that
have received so much attention in tax accounting literature. The safe harbor capital account maintenance
rules are really nothing more than an attempt to establish uniform bookkeeping procedures for the
economic (not tax) results of partnership operations. Once the economic bookkeeping has been properly
done, the allocation of tax results among the partners must be made in a manner consistent with the
allocation of the corresponding economic results.

Example:  Assume two equal partners own their partnership interests all year and have identical capital
accounts. If the partnership agreement allocates the overall economic gain and loss between the two
partners 50/50, it cannot allocate the tax results 75/25. Likewise, if the partners agree to specially allocate
one item for economic purposes, they must allocate the associated tax results for that item on the same
basis (subject to certain special rules—see discussion beginning at paragraph 909.1). For example, if the
economic gain from the sale of a building is specially allocated 75% to one partner and 25% to another,
the tax gain on the sale must also be allocated 75/25. In the presence of such a special economic
allocation, the partners could not allocate the tax gain from sale of the building on a 50/50 basis even
though 50/50 is their basic, overall agreement. 

901.4  Certain tax allocations do not have a corresponding economic element (in other words, the
allocations do not affect the dollar value of a partner’s interest). Examples include allocations of tax
credits, percentage depletion in excess of cost, and deductions related to nonrecourse liabilities.
Allocations of these items are made according to the partners’ interests in the partnership under special
rules set forth in the regulations.  (See section 913 for a discussion of credits and section 911 and
Case Studies 9M, 9N, and 9O for discussions of deductions related to nonrecourse liabilities.)

901.5  IRC Sec. 704 is not the exclusive test for determining the validity and tax consequences of a tax
allocation. Other tax principles must also be considered, such as whether the allocation involves
assignment of income, misallocation of income among related parties, family partnerships, employee
compensation, a gift, a sale, or other special situations.  In other words, while an allocation may satisfy
the Section 704(b) rules, other Code sections may still affect the tax treatment of that allocation.

Tax versus Economic

901.6  The biggest source of confusion in the allocation area is the failure to recognize that each
transaction has separate economic and tax components. This confusion is frequently caused by the fact
that in many transactions the economic and tax results are identical in all respects, making it hard to
distinguish between the two. For example, if a partnership spends $10 in cash for a deductible item, the
economic result is a $10 loss and the parallel tax result is also a $10 loss. The partner allocated the $10



economic loss must also be allocated the $10 tax loss. The fact that the economic and tax treatments are
identical causes their separateness to be overlooked. This oversight often results in the allocation of tax
results (usually tax losses) without consideration of the underlying economic allocation. 

 

901.7  In analyzing a partnership agreement for the underlying economic arrangement of the partners, the
practitioner must consider the agreement as a whole, not just the profit and loss allocations. Almost
invariably, agreements that have suspect tax allocations attempt to treat an item of income or loss in one
section of the document in a manner that is inconsistent with the treatment of that same item elsewhere in
the agreement. For example, in a suspect partnership agreement, a loss allocated under the profit and
loss provisions of the agreement may not have any effect on the liquidating distributions (typically covered
in another section of the agreement) that the partners receive upon a partnership termination. An
agreement may, for tax purposes, allocate losses to one partner, while providing that distributions
(including liquidating distributions) are to be shared equally. This is a classic example of an allocation that
does not have economic effect. In such situations, a question may arise over which section of the
partnership agreement controls. If a partner is allocated a tax loss, but the allocation does not affect his
distribution rights, which controls—the tax loss allocation provision or the distribution provision?
Generally, the contribution and distribution provisions of an agreement are deemed to control the profit
and loss allocation provisions. So, in the above case, the tax loss allocation should be coordinated with
the distribution provision, and not the other way around. This determination of which section of the
partnership agreement controls, however, is a matter of local law and the partners’ agreement.
Practitioners are cautioned against adopting interpretations of the agreement for tax purposes that may
be inconsistent with the real economic agreement of the partners. 

.

902      EFFECT OF PARTNERSHIP AGREEMENT

Allocation of Tax Results

902.1  Generally, partnerships have a written partnership agreement that sets out the partners’ duties and
the allocation to those partners of the partnership’s tax and economic items. IRC Sec. 704(a) provides that
this agreement governs the allocation of taxable income, gain, loss, deduction, and credit among the
partners. By appearing to imply that partners have the ability to allocate tax results, IRC Sec. 704(a)
creates a trap for the uninitiated because it seems to give the partners greater power to govern the
allocation of partnership tax items than they actually have. In reality, tax allocations cannot be made
independently of the corresponding economic results, and in fact merely follow the related economic
allocations made under the partnership agreement. In the event that the partnership
agreement’s tax allocations do not have substantial economic effect—or if the agreement is silent
concerning tax allocations—then the tax allocations must be in accordance with the partners’ interests in
the partnership.

Allocation of Economic Results

902.2  IRC Sec. 704 governs only the allocation of tax items and not the allocation of economic items. The
tax laws cannot govern how partners agree to divide the partnership’s economic results. Therefore, the
partnership agreement is the final word on the allocation of economic items among the partners.

902.3  When reviewing a partnership agreement to determine the economic arrangement between the
partners, it is important to look at all sections of the agreement that impact the actual dollars to be
contributed by or distributed to the partners. Special attention should be given to sections of the
agreement dealing with:



    1.    capital contributions,

    2.    capital calls,

    3.    distributions of cash from operations,

    4.    requirements for funding deficits,

    5.    responsibility for partnership liabilities, and

    6.    liquidation provisions.

What Constitutes the Partnership Agreement?

902.4  For purposes of the substantial economic effect test, the term “partnership agreement” is broadly
defined. In addition to the actual document itself, the regulations provide that the partnership agreement
also includes all oral and written agreements among the partners, or between one or more partners and
the partnership, concerning the partnership’s affairs.  Also, the agreement includes federal, state, and
local law governing the partnership’s affairs.  In determining proper tax allocations, this latter point is
especially important with regard to legal requirements for partners to make contributions to a partnership
to cover partnership losses or the rights of partners to share in partnership profits and distributions.

Amendments to the Partnership Agreement

902.5  Modifications to a partnership agreement that affect a specific partnership year can be made up to
the due date (not including extensions) of that year’s partnership tax return—April 15th for a calendar year
partnership [see IRC Sec. 761(c)].

903      PARTNERS’ INTERESTS IN THE PARTNERSHIP

903.1  Under IRC Sec. 704(b), a tax allocation to a partner is valid if it:

    1.    is in accordance with the partner’s interest in the partnership (the general rule), or

    2.    has substantial economic effect (the safe harbor rule).

Alternative to Safe Harbor Rules

903.2  Because many partnerships do not fully comply with all of the specific, detailed capital account
maintenance provisions of the substantial economic effect safe harbor regulations, it is important to
recognize the existence of the “partners’ interests in the partnership” general rule for allocations and to
understand that it provides broad-based alternatives to the safe harbor substantial economic effect rules.
In fact, most partnerships need to rely on a partners’ interests in the partnership argument if their tax
allocations are challenged by the IRS.

903.3  For the most part, the rules for determining a partner’s interest in the partnership and for
determining whether a tax allocation has substantial economic effect are similar. The detailed guidelines
in the safe harbor regulations for determining substantial economic effect can also be looked to for
guidance in determining the partners’ interests in the partnership. The purpose of both tests is to ensure
each tax allocation matches the partners’ agreed allocations of the corresponding economic results
according to their economic agreement.

903.4  The difference between the two tests is that, where the partners’ interests in the partnership rules
constitute broad and general rules for making tax allocations, the substantial economic effect rules give



detailed (and lengthy) guidance on how partners must perform their economic—not tax—accounting.
Under the substantial economic effect rules, if the partnership follows the economic accounting guidelines
established by the regulations and allocates the tax results to match, the tax allocations will be allowed
without further question. The Code and regulations, however, recognize that Congress and Treasury
cannot always anticipate or control the economic agreements among partners, or the accounting
therefore, and thus a broader rule—the partners’ interests in the partnership rule—is required as well.

903.5  Because the number of potential economic agreements among partners is infinite, the partners’
interests in the partnership regulations are very broad and simple. At least they are simple to state; they
can be quite difficult to apply because, by design, they are only general guidelines. The basic rule is
simply that tax allocations must be made to reflect the manner in which the partners have agreed to share
the economic benefit or burden (if any) corresponding to the taxable income, gain, loss, deduction, or
credit that is allocated.

903.6  The analysis of a partner’s interest in the partnership is probably best done using a capital account
approach similar to that used under the substantial economic effect safe harbor rules. 

903.7  It is important to emphasize that the partners’ interests in the partnership rules are not an invitation
to distort partnership allocations. While detailed guidance is by necessity lacking, it is probably fair to say
that the IRS and courts will closely scrutinize economic allocations that do not at least attempt to parallel
the substantial economic effect safe harbor rules, and tax allocations that do not match the corresponding
economic allocations in the closest possible manner.

Factors to Consider

903.8  Under the partners’ interests in the partnership rules, the economic sharing arrangement among
the partners is determined on an item-by-item basis, taking into account all facts and circumstances. All
partners’ interests are initially presumed to be equal, but this presumption can be overcome by either the
IRS or the taxpayer based on facts and circumstances (including, of course, the partnership
agreement).

903.9  Four (nonexclusive) factors are listed in the regulations as being considered in determining the
partners’ interests in the partnership:

    1.    The partners’ relative contributions to the partnership.

    2.    The interests of the partners in economic profits and losses.

    3.    The interests of the partners in cash flow and other nonliquidating distributions.

    4.    The rights of the partners to distributions of capital upon liquidation.

903.10  In a real-life illustration of how the PIP principle is applied, consider the case of two brothers who
were partners in a farming partnership. One brother contributed approximately $1 million to the
partnership, while the other contributed only $2,320. There was no written partnership agreement.
However, evidence indicated the brothers intended to shares profits equally after recovering their
respective capital contributions.

903.11  The brothers had a falling out, and the brother who had contributed the $1 million then filed
partnership returns showing a 50/50 split of taxable income. Upon audit, the IRS reallocated all income to
the brother who had contributed the $1 million.

903.12  The Tax Court agreed with the IRS by finding that allocating 100% of the income to that brother
was in accordance with the PIP because that brother received the economic benefit of 100% of the



income realized by the partnership. In coming to this conclusion, the Tax Court used the PIP capital
account analysis approach explained in this chapter.

904      SUBSTANTIAL ECONOMIC EFFECT SAFE HARBOR

Background

904.1  Under IRC Sec. 704(b), a tax allocation to a partner is allowable if it:

    1.    is in accordance with the partner’s interest in the partnership (discussed in section 903), or

    2.    has substantial economic effect.

904.2  The substantial economic effect rules provide a safe harbor for making tax allocations. While the
basic rule requiring that tax allocations be made in accordance with the partners’ interests in the
partnership is broad and general, the substantial economic effect regulations provide detailed and
complex rules and instructions. Practitioners frequently do not understand that valid allocations can be
made under either set of rules. It is not necessary that the tax allocations have substantial economic
effect; it is only necessary that the tax allocations be in accordance with the partners’ interests in the
partnership. The substantial economic effect rules are only a safe harbor.  The purpose of the
substantial economic effect safe harbor rules is to provide a uniform system of bookkeeping for the
economic results of partnership operations. Once the economic bookkeeping has been done to
accurately reflect the partners’ real economic agreement, the tax allocations must be made in a manner
consistent with the way the economic results of operations have been allocated among the partners.

904.3  The economic accounting rules of the safe harbor provision are special rules that exist for tax
accounting purposes and are not fully consistent with generally accepted accounting principles (GAAP).
Although GAAP and the safe harbor rules have much in common, there are some fundamental differences
arising from the job each is designed to perform. While GAAP is concerned with presenting a fair financial
picture of a business over time, economic accounting under the safe harbor rules is not concerned with
time or the financial health of a business. Instead, the safe harbor accounting rules deal with the relative
rights of the partners in the liquidation value of a partnership. (See, for example, the discussion
concerning restating book capital accounts at paragraph 908.1.)

Two-part Test

904.4  The safe harbor substantial economic effect test has two components; an allocation must comply
with both to fall within the safe harbor.

    1.    The economic allocations must have “economic effect,” and the tax allocations corresponding to
the economic allocations must be made in the manner that is most consistent with the economic
allocations. (See section 905.)

    2.    Both the tax and economic allocations must be “substantial.” (See section 906.)

904.5  The substantial economic effect regulations are surprisingly (and, in the authors’ opinion,
unnecessarily) complicated and confusing. The regulations do a poor job of differentiating between tax
and economic allocations, and it is frequently difficult to understand which of the two types of allocations
is being discussed. In reading the regulations, practitioners should remember that the capital accounts
under discussion are economic capital accounts and not tax-basis capital accounts. It also helps to
remember that the capital account maintenance portion of the regulations is really nothing more than an
attempt to establish uniform bookkeeping rules for partnership operations so that stated economic
allocations reflect the partners’ real economic agreement. The tax allocations are then made in a manner
consistent with how the economic results of operations are allocated among partners. (See Case Studies
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9A, 9B, and 9C.)

905      ECONOMIC EFFECT

General Rule

905.1  The first element of the substantial economic effect safe harbor rules is the concept of “economic
effect.” For a tax allocation to have economic effect under the safe harbor rules it must meet two
requirements:

    1.    The underlying economic arrangement of the partners must be maintained and accounted for
under the detailed capital account maintenance rules contained in the regulations.

    2.    The tax allocation must be consistent with the underlying economic arrangement of the partners.

905.2  The regulations provide three basic economic rules that must be followed under the safe harbor
economic effect test, all of which must be provided for in the partnership agreement (see section 902 for a
discussion of the partnership agreement):

    1.    Capital accounts must be maintained under the rules provided in the regulations (discussed in
section 907).

    2.    When a partner’s interest in the partnership is liquidated, the partnership must distribute to that
partner the actual positive balance, if any, in his capital account.

    3.    If, after a partner’s partnership interest has been completely liquidated, the partner has a deficit
capital account, that partner must be obligated to restore the deficit by the later of the end of the
tax year or within 90 days after the liquidation of the partner’s interest.

905.3  The economic effect regulations focus on an analysis of economic or book capital accounts for
determining the validity of tax allocations. Surprisingly, very few of these regulations have anything to do
with tax allocations; they are concerned with determining book capital accounts, with these capital
accounts being the measure of the contribution obligations and liquidating distribution rights of the
partners—which are economic concepts. Tax items must be allocated consistently with the underlying
economic arrangement of the partners as reflected in properly maintained book capital accounts.

905.4  However, the economic effect safe harbor regulations, in defining book capital account
requirements, go beyond merely setting forth accounting principles to be used to record partnership
transactions. The regulations actually mandate how certain transactions are to be recorded in the
partners’ book capital accounts. For example, the rules may permit only a certain approach or limited
approaches to the allocation of economic profits and losses or require a specific treatment of certain
contributions and distributions. If capital accounts reflecting these required allocations are then used to
measure the actual contribution obligations or liquidating distribution rights of the partners, the capital
account rules actually determine the economic relationships of the partners. In other words, these rules
dictate to the partners, within certain limits, how they are to share economic profits and losses. Of course,
tax regulations cannot actually control the economic relationship of the partners, and that is why the
economic effect rules are only safe harbor rules and not mandatory requirements. If the partnership
agreement is inconsistent with the economic effect safe harbor rules, the tax allocations may still be valid
because they conform to the partners’ interests in the partnership. (Partners’ interests in the partnership
rules are discussed in section 903.)

905.5  Under the partners’ interests in the partnership rules, there may be many ways to maintain capital
accounts that will pass muster under IRC Sec. 704. However, to fall within the safe harbor rules, the



capital accounts must be maintained as provided in Reg. 1.704-1(b)(2)(iv).

905.6  Economic effect is tested allocation by allocation, and not on an “all or nothing” basis. It is not
relevant that, under a particular partnership agreement, a hypothetical allocation would not have
economic effect—so long as all of the allocations actually made meet the requirements.

905.7  If a tax allocation fails the safe harbor test, the tax item is allocated among the partners according
to the partners’ interests in the partnership.

905.8  See Case Studies 9A through 9I for discussion and examples of substantial economic effect.

Deficit Capital Account Restoration Requirement

905.9  The biggest stumbling block for most partnerships in meeting the economic effect test is the
requirement for partners to restore deficit capital accounts. For example, most limited partnerships are
formed specifically to limit the liability of investors to make additional capital contributions. To satisfy the
restoration requirement, a partner’s obligation to restore any negative capital account must be
unconditional, and the contribution must be made by the later of the end of the tax year of the liquidation
or within 90 days after the date of liquidation.  The negative capital account restoration requirement
may be found in the written or oral partnership agreement among the partners, or may be a function of
state or local law.  Practitioners should be careful in relying on local law, as it may not clearly meet
the end-of-year or 90-day time period requirement (although, irrespective of meeting either of those two
requirements, any local law assigning liability would probably meet the partners’ interests in the
partnership test). If any partner is not required to restore his negative capital account, the partnership
does not fall within the safe harbor rules unless it complies with the alternative qualified income offset
rules. (See paragraph 905.16.)

905.10  In addition to contributing cash or assuming partnership obligations, a partner can meet the
deficit capital account restoration requirement by giving the partnership a personal promissory note upon
liquidation. The note itself is treated as satisfying the contribution obligation (in lieu of a current cash
contribution or debt assumption) provided that:

    1.    the note is contributed within the time required (i.e., the later of year-end or 90 days after
liquidation),

    2.    the note is negotiable, and

    3.    the partner contributes to the partnership, within the required period, the excess of the principal
balance of the note over its FMV at the time of liquidation. (The principal of the note is deemed to
equal the note’s FMV, provided the interest rate on the note is not less than the applicable
federal rate at the time of valuation.)

905.11  The deficit capital account restoration requirements are designed to be somewhat flexible. To
prevent abuse, a partner is not treated as having an obligation to restore a deficit capital account if the
obligation is not legally enforceable or if the facts and circumstances indicate a plan to avoid or
circumvent the obligation.

905.12  Any payment made to restore a negative capital account must either be distributed to the other
partners according to their positive capital accounts (no later than at the time of the liquidation of their
partnership interests) or paid to partnership creditors.  This requirement to pay creditors is not a
creditor relief provision, and restoration of a capital account by “payment” to creditors can be
accomplished if the partner assumes the partnership’s debt owed to the creditor.

905.13  If a partner does not have a deficit restoration obligation, or if he has only a partial deficit
restoration obligation (i.e., limited to a fixed dollar amount), allocations of economic loss that create a



 

negative capital account in excess of what the partner is obligated to restore (if anything) do not pass the
economic effect test. (See Case Studies 9D and 9E.) The losses are required to be reallocated among the
partners who actually bear the economic risk relating to the losses.

905.14  The capital accounts that must be restored under the economic effect rules are the economic
capital accounts (sometimes called the book capital accounts)—these capital accounts may have nothing
to do with tax-basis capital accounts. While, in some cases, the amount and treatment of an item in the
book and tax capital accounts of a partnership are identical, this is often not the case. (See section 907 for
a discussion of the maintenance of book capital accounts and book/tax differences.) Once economic
results have been allocated, the allocation of tax items follows—in conformity with the economic
allocations. (In the remainder of this chapter and in the case studies that follow, the terms “economic” and
“book” are used interchangeably.)

905.15  Rev. Rul. 97-38 addresses a partner’s limited deficit restoration obligation under Reg.
1.704-1(b)(2)(ii)(c) when the partner is liable to the partnership’s creditors.  When the partner’s
liability to the partnership’s creditors causes him to have a limited deficit restoration obligation, the
partner’s limited deficit reduction allocation equals the money the partner would have to contribute to
satisfy partnership liabilities if all partnership property were sold for the partnership’s book basis.
Computing the partner’s deficit restoration obligation may require application of the Section 704(b)
valuation regulations if a partner’s obligation is dependent on the value of the partnership’s assets.

Qualified Income Offset—An Alternative to the Deficit Restoration Requirement

905.16  The basic safe harbor economic effect rules require that at all times during a partnership’s life all
partners be obligated to make contributions to restore their negative capital accounts, if any, upon
liquidation of the partnership. However, many partnerships, including virtually all limited partnerships,
provide that some of the partners have limited liability for partnership losses. As previously discussed,
many limited partnerships have no requirement for limited partners to make contributions beyond their
initial contributions. Even though such partnerships do not comply with the deficit capital account
restoration provisions, they may still fall within the substantial economic effect safe harbor by using the
“qualified income offset” rules. The qualified income offset provides an alternative to the often
unacceptable requirement that all partners be obligated to restore their negative book capital accounts.

905.17  While a partner who is not required to restore a negative book capital account cannot be
allocated economic losses that would cause his book capital account to become negative,  a
partner’s capital account can nevertheless become negative because of items other than economic loss
allocations. For example, the partnership can make a distribution of cash that causes a partner’s capital
account to become negative. The qualified income offset provision is intended to “correct” for such items
that cause a negative book capital account. (Note that a qualified income offset provision does not enable
a partnership to allocate losses to a partner if the allocation would create a negative book capital account.
The qualified income offset rules only allow the partnership to qualify under the substantial economic
effect safe harbor without including a deficit restoration obligation in the partnership agreement.)

905.18  Under the qualified income offset rules, a loss allocation to a partner without an unlimited deficit
capital account restoration obligation can still qualify under the substantial economic effect safe harbor if
the partnership agreement meets three requirements:

    1.    The partnership agreement must meet the first and second elements of the economic effect test.
That is, it must (a) maintain book capital accounts under the economic effect safe harbor capital
account rules, and (b) liquidate according to positive book capital accounts.

    2.    The partnership must, before allocating losses, make certain “special adjustments” to the
partner’s book capital account.

    3.    The partnership agreement must have a qualified income offset provision.

905.19  The “special adjustments” requirement provides that the partner’s book capital account must be



reduced in advance—and before any allocation of current year economic losses—for the following items,
to the extent that they are reasonably expected to occur (including in future tax years):

    1.    Certain oil and gas percentage depletion allowances.

    2.    Certain allocations of tax loss and deductions under the family partnership rules (see Chapter 18,
section 1805).

    3.    Allocations of tax loss and deductions under IRC Sec. 706(d) (allocations of cash-basis items
when partner’s interest changes).

    4.    Allocations of tax loss recognized by the partnership on a distribution of Section 751 unrealized
receivables or inventory.

    5.    Distributions to the partner in excess of increases in the partner’s book capital account during (or
prior to) the year of distribution.

If, after reduction for the above items, the partner’s book capital account is negative (by an amount in
excess of the partner’s obligation to restore a deficit), no further allocations of economic loss can be
made to the partner.

905.20  The requirement for advance reductions in a partner’s book capital account for the above items
deals with expected results. The purpose of a qualified income offset provision is to deal with unexpected
reductions in the partners’ capital accounts for the above items. A qualified income offset provision
provides that a partner who unexpectedly receives any of the adjustments, allocations, or distributions
described above that result in a deficit (or increased deficit) book capital account must be allocated items
of gross income and gain in an amount and manner sufficient to eliminate the deficit as quickly as
possible.   In effect, the  qualified income offset provision forces the
partner to recognize economic income in order to restore excess economic losses or distributions that
caused a negative book capital account. An allocation of economic income as a result of the qualified
income offset rules results in a corresponding allocation of taxable income.

905.21  While the regulations do not define the term “unexpected,” it is certain that the term does not
mean that the applicable distribution or allocation is completely unforeseen. The determination of whether
an item is expected is a question of fact and depends on specific circumstances. For example, if a
partnership plans at some time in the indefinite future to refinance its (hopefully) appreciated property and
distribute the proceeds, it is unlikely that the distribution is expected until, at the minimum, the property
has appreciated and the partnership has developed a specific refinancing plan. Perhaps the distribution is
not expected until the loan application has been made and the property appraised. The following are
examples of situations in which the distributions would likely be treated as “expected”:

    1.    The promoters of a limited partnership guarantee that minimum distributions, or a minimum
return, will be received by investor partners.

    2.    The partnership holds funds in the partnership account pending distribution.

    3.    Partners make contributions to a partnership for the purpose of increasing their capital accounts
so that a loss can be allocated to them, and after the loss allocation the contributions are
returned to the partners.

905.22  The potential abuse that the rule concerning unexpected allocations and distributions is designed
to prevent is easy to understand. For example, assume that a partner has a $100 book capital account
and is not obligated to restore any negative capital account, that the partnership has appreciated property
of which the partner’s share is $100, and that the partnership intends to allocate a $100 recourse loss to
the partner for Year 1. If the partnership refinances the property and distributes the cash before year-end,



the partner’s capital account is reduced to zero, and he cannot be allocated the economic loss because it
would result in his capital account becoming negative. If, however, the refinancing and distribution did not
take place until Year 2 (and was not treated as “expected” during Year 1), the loss allocation in Year 1
would be allowed. The subsequent distribution to the partner, resulting in a negative capital account, has
no effect on the validity of the prior year loss allocation. Because of these different results, the partnership
might be tempted to hold the distribution of cash until Year 2. In that way the partner’s capital account
would not be zero when the loss allocation from Year 1 is made. However, since the distribution in Year 2
would clearly be expected, under the qualified income offset rules it is deemed to have occurred in Year 1,
reducing the partner’s capital account to zero for testing the Year 1 loss allocation. Therefore, the partner
cannot receive any loss allocation in Year 1.  

905.23  The most common situation triggering the operation of a qualified income offset provision is the
refinancing of appreciated property. If the partnership distributes the excess cash from refinancing, the
book capital accounts of some or all partners may become negative. A qualified income offset provision
restores as soon as possible (by an allocation of gross income, if necessary) the negative capital
accounts of the affected partners rather than allowing the partnership to wait until the ultimate sale of the
refinanced property at a gain to restore negative capital accounts.

905.24  A qualified income offset requires the partnership to allocate items of gross income and gain to
the partner who has an unexpected deficit capital account but no obligation to restore it. Correspondingly,
the other partners are allocated gross deductions and losses of an equal amount. At some point in the
future the partnership is required to make a curative allocation (when the opportunity arises) to restore the
balance between the partners’ capital accounts. Otherwise, the economic arrangement among the
partners will likely be distorted by the qualified income offset allocation.

906      SUBSTANTIAL EFFECT

General Rule

906.1  In addition to having economic effect, an allocation must also be “substantial” to be recognized
under the substantial economic effect safe harbor test. An allocation is substantial if there is a reasonable
possibility that the allocation will substantially affect the dollar amounts to be received by the partners,
independent of tax considerations.  An allocation is not substantial if, at the time the allocation
becomes part of the partnership agreement (1) the after-tax economic consequences of at least one
partner, in present value terms, may be enhanced compared to the partner’s after-tax consequences if the
allocation were not contained in the partnership agreement, and (2) there is a strong likelihood that no
partner’s after-tax economic consequences will, in present value terms, be substantially diminished
compared to that partner’s consequences if the allocation were not contained in the partnership
agreement.  In other words, an allocation will not be substantial if, on an after-tax, present-value
basis, the allocation benefits at least one partner without any substantial cost to the other partners.

906.2  The substantiality test is independent of the economic effect test, and the fact that an allocation has
economic effect has no bearing on the issue of substantiality. Consequently, an allocation can meet all of
the requirements of the economic effect capital account maintenance rules and still fail because it is
determined to be insubstantial.

906.3  In Rev. Rul. 99-43 the IRS ruled that partnership special allocations lacked substantiality under
Reg. 1.704-1(b)(2)(iii) when the partnership agreement was amended to specially allocate items after the
events creating them had occurred and the overall economic effect of the allocations on the partners’
capital accounts did not differ substantially from the economic effect of the original allocations in the
partnership agreement.

906.4  Unlike the economic effect test, which is primarily an economic analysis, the substantial effect test
is a mixture of economic and tax analysis. In determining the after-tax economic benefit or detriment,



nonpartnership tax consequences must be considered.  It is impossible to tell, simply by looking at
a specific allocation, whether or not it is substantial without knowledge of the individual partners’ tax
situations and the circumstances under which the allocation agreement was originally made.

906.5  Two classes of insubstantial allocations exist under the regulations:

    1.    Shifting tax consequences—shifts that occur within a single tax year.

    2.    Transitory tax consequences—shifts that occur across more than one tax year.

Shifting Allocations

906.6  A shifting tax consequence occurs when both of the following exist:

    1.    The net increases and decreases in the partners’ book capital accounts for the tax year are
substantially what they would have been if the allocations were not made.

    2.    The total tax liability of the partners will be less than if the allocations were not contained in the
partnership agreement (taking into account each partner’s tax attributes).

906.7  If a shifting allocation occurs, there is a presumption that the allocation is insubstantial. The
presumption may be overcome by a showing of facts and circumstances that prove otherwise.

Example:  Ann and Bob are equal partners in AB Partnership. AB has $100 of capital gain and $100 of
ordinary income. Bob has a $100 capital loss carryforward outside the partnership that he is otherwise
unable to use. Therefore, the partners agree that Bob will be allocated $99 of the partnership capital gain,
and Ann will be allocated $1 of the capital gain and all $100 of the ordinary income. The allocation will
likely be treated as insubstantial under the shifting allocation rule. Ann’s and Bob’s capital accounts have
been credited for approximately the same dollar amount as if the special allocation had not been made,
yet Bob’s tax liability has been substantially reduced because of his ability to offset the capital gain with
his otherwise unusable capital loss carryforward. The allocation would be substantial, however, if Ann and
Bob had simply agreed that Bob would be allocated all capital gains from the partnership and Ann all
other income, and at the time the allocation was agreed to the partners neither knew what the relative
capital gains and ordinary income of the partnership would be nor that Bob would have a special tax need
for capital gains versus ordinary income. (See Case Study 9G.) Examples of special allocations that
frequently indicate the presence of shifting allocations are special allocations of tax-exempt income,
Section 1231 gains, or foreign source income.

Note:  Ltr. Rul. 9207027 treated as substantial a special allocation of tax benefits to partners based on the
partners’ different abilities to use the tax benefits. The letter ruling addressed a situation where a
partnership investing in real estate projects divided its assets into two categories and allocated the
economic and tax benefits of each category among the partners based on their ability to use the special
tax benefits generated by one of the categories of assets. One of the categories of assets was “special”
investments in real estate projects that were high risk and generated low-income housing credits—only
partners who could use the credits were allocated the economic and tax benefits from this pool of assets.
The other asset category included general investments that were traditional real estate
investments—economic and tax benefits from general investments were allocated to all partners, but
partners receiving allocations from the special asset pool were not allocated as large a percentage as
other partners. Assets were permanently assigned status as general or special assets on the acquisition
date and partners were permanently designated as having an interest in all assets or only general assets
on the admission date. The IRS held that while the after-tax consequences to partners receiving
allocations from the special asset pool would obviously be enhanced, there was no strong likelihood that
other partners’ after-tax consequences would not be diminished because of the special allocation. Their
decision was based on the fact that the special investments were high risk and highly leveraged, and the
effect of the special investments was impossible to predict.



Transitory Allocations

906.8  A transitory tax allocation occurs if one or more allocations will be largely offset by one or more
other allocations in future years, and there is a strong likelihood that:

    1.    the net increases and decreases in the partners’ book capital accounts would have been
substantially the same as if the offsetting allocations had not been made, and

    2.    the total tax liability of the partners will be less than if the allocations had not been made.

906.9  If such an allocation occurs, there is a presumption that the allocation is insubstantial. The
presumption may be overcome by a showing of facts and circumstances that prove otherwise.

Example 1:  Ann and Bob are equal partners in AB Partnership. AB has $100 of gross income and $100
of deductions in its current tax year, and the partnership has high expectations of the same results in the
following year. Individually, Ann has taxable income and Bob has unused tax losses. Consequently, the
partners agree to allocate the gross income to Bob and the deductions to Ann in the first year and
matching deductions to Bob and gross income to Ann in the second year. Additionally, the partners agree
that the partnership cannot be liquidated until after the second year (thus ensuring that the offsetting
allocations will occur). The allocations will likely be treated as insubstantial transitory allocations because
over the two-year period the effect on the partner’s capital accounts is essentially the same as if no
special allocations were made. The only real impact of the allocation is the tax benefits gained by the
partners.

Example 2:  Ann and Bob agree to form a partnership where Ann, an inventor, will develop a product and
Bob will finance it. All losses will be allocated to Bob, and thereafter all profits will be allocated to Bob until
he has recovered his losses (a “chargeback” provision). After Bob’s losses are recovered, profits will be
shared equally. As the success of the venture cannot be assured, the loss allocations to Bob and the
subsequent chargeback allocations to recover those losses are considered substantial allocations
irrespective of the time period of recovery or the expectations of the partners for rapid success.

906.10  Even though a transitory allocation would otherwise be treated as insubstantial, if there is a strong
likelihood at the time the allocation becomes part of the agreement that the offsetting allocations will not,
in large part, be made within five years of the original allocations (on a first-in, first-out basis), then the
allocations are considered substantial.  This is a safe harbor for chargebacks from sources other
than sales of property. (See Case Study 9H.)

906.11  In general, special allocations of depreciation, and corresponding chargeback allocations of the
gain recognized on disposition of the property, qualify as substantial, since the gain is treated as being
unexpected. (See Case Study 9I.) This is the result of a rule providing that, for determining if an allocation
is substantial, the property’s adjusted tax basis (or the book capital account value of the property, if
property is properly reflected on the partnership books at a book value different from the property’s tax
basis) is deemed to be its FMV. Adjustments to basis (or book value), for example, due to depreciation
based on tax accounting rules, are presumed to be matched by a corresponding decrease in the
property’s FMV. Since the decrease is deemed to be a real economic loss, there cannot be a strong
likelihood that the economic effect of an allocation will be largely offset by an expected allocation of gain
from the disposition of the property.

906.12  In summary, chargeback allocations—allocations of loss or income matched by an offsetting
allocation in a later year—are not automatically insubstantial. If the offsetting allocation from operations is
not expected to occur within five years, or if the offsetting allocation is dependent on gain or loss from the
sale of partnership property, the chargeback is within the substantiality safe harbor. (See Case Studies 9H
and 9I.)

Planning Point:  Often, practitioners have difficulty in applying these rules because they have to be aware



of the motivation for adding special allocations to the partnership agreement. In years when such
changes are made they may want to get some kind of representation from the client that the allocations
are not motivated by tax savings that will accrue to one partner, but not affect the other partners.

907      MAINTENANCE OF BOOK CAPITAL ACCOUNTS

907.1  For a tax allocation to fall within the substantial economic effect safe harbor, it must be consistent
with economic allocations made under the book capital account maintenance rules.  For
partnerships that want their tax allocations to be within the safe harbor, compliance with these economic
capital account maintenance provisions is mandatory.

Rules for Maintaining Accounts

907.2  Generally, the rules for maintaining capital accounts are the same for purposes of both the safe
harbor rules and for determining the partners’ interests in the partnership. (See section 903 for discussion
of the partners’ interests in the partnership and section 904 for discussion of the safe harbor rules.)

907.3  Under the Section 704(b) regulations, increases in a partner’s economic, or book, capital account
are made for:

    1.    the amount of money contributed to the partnership,

    2.    the FMV (not adjusted tax basis) of property contributed to the partnership reduced by the
liabilities secured by the property or assumed by the partnership as part of the contribution, and

    3.    allocations of economic (not tax) income and gain to the partner.

907.4  Decreases in the partner’s book capital account are made for:

    1.    the amount of money distributed to the partner,

    2.    the FMV of property (net of liabilities) distributed to the partner, and

    3.    the partner’s allocable share of partnership economic losses and deductions.

907.5  Since these book capital accounts are economic accounts, the treatment of the applicable income
or loss for tax purposes is irrelevant in determining book capital accounts. For example, tax-exempt
income and nondeductible losses, which represent economic income and loss, are treated the same for
book capital account purposes as items of economic income and loss that are includable in computing
taxable income.

907.6  The regulations provide detailed instructions on treatment of many specific items for determining
the partners’ book capital accounts. Where guidance is lacking, the capital account adjustments must be
made in a manner that:

    1.    maintains equality between the aggregate capital accounts of the partners and the amount of
capital reflected on the partnership’s book balance sheet,

    2.    is consistent with the underlying economic arrangement of the partners, and

    3.    is based, wherever practicable, on federal tax accounting principles.

907.7  Minor discrepancies between the balances in the partner’s respective book capital accounts and
the balances that would be in those accounts if they were maintained precisely as required by Reg.



1.704-1(b)(2)(iv) do not adversely affect the validity of an allocation, provided that the discrepancies are
minor and are attributable to good faith errors by the partnership.  The regulations do not define
what constitutes a “minor discrepancy.”

907.8  Each partner is treated as having only one book capital account, even though the partner may
have different types of partnership interests—for example, general and limited interests—or may have
acquired multiple interests on different days and for different amounts.  (See Chapter 4, section 404,
for a similar rule providing for a single tax basis for partners owning more than one interest in the same
partnership.)

907.9  Upon transfer of a partnership interest, the transferee takes over the transferor’s book capital
account. There is no revaluation of the capital accounts (as might otherwise occur if the transferee had
obtained his interest by making a capital contribution—see the discussion of revaluing capital accounts
beginning at paragraph 908.1). Book capital accounts of the partners are carried over when there is a
Section 708(b)(1)(B) technical termination.

Selected Specific Book Capital Account Maintenance Rules

907.10  Section 709 Expenditures. Expenditures that are not deductible for tax purposes as a result of
IRC Sec. 709 [for example, organization and syndication fees, except to the extent organization fees are
amortized under IRC Sec. 709(b)] are required to be deducted from the book capital accounts of the
partners. This book capital account reduction is not paralleled by a corresponding reduction of the
partner’s outside partnership tax basis.  Organization fees capitalized and amortized under IRC Sec.
709(b) are deductible for book capital account purposes and tax purposes as amortized.

907.11  Basis Adjustments to Section 38 Property. The downward adjustment of tax basis in Section 38
property pursuant to taking a tax credit, and the recovery of that basis on disposition of the property, are
matched by a corresponding economic loss or gain, and book capital accounts are adjusted down or up,
accordingly.52(52) No capital account adjustment is made with respect to taking the credit; the capital
account adjustment relates only to the basis reduction and recovery.

907.12  Section 754 Elections. Elections under IRC Sec. 754 result in the adjustment of partnership
property’s tax basis after the sale or exchange of a partnership interest or the recognition of gain or loss
as a result of a distribution of partnership property. These adjustments are to tax basis and are not
economic adjustments. Therefore, tax basis adjustments pursuant to elections under IRC Sec. 754
generally do not result in book capital account adjustments. Although the regulations require the
partnership to account for an optional basis adjustment on its tax return, they confirm that optional basis,
adjustments are not reflected in the partner’s book capital accounts. There is one exception to this
general rule, which is discussed and illustrated in the following two paragraphs.

907.13  Liquidating Distribution to a Partner. When a liquidating distribution is made to a partner, the
partnership has an option to revalue the book capital accounts of all the partners. (See the discussion of
revaluing capital accounts beginning at paragraph 908.1.) After revaluation, the book capital accounts of
each partner reflect the current value of that partner’s share of partnership assets. If the election to revalue
is not made, and the partner receives a liquidating distribution at a time when his book capital account
does not reflect the full value of his share of partnership assets, the resulting capital account may wind up
artificially high or low. In an effort to avoid this problem, regulations provide that when the partnership
adjusts the tax basis of its assets upon making a liquidating distribution to a partner [under IRC Sec.
754(b)] the distributee partner’s book capital account is adjusted by the amount of the partnership’s tax
basis adjustment.  The basis adjustment can be reflected in the book capital account of the
distributee partner only to the extent that the adjustment exceeds the difference between the book value
of partnership property and the adjusted tax basis of the property (prior to the Section 754 adjustment).
This prevents a “double book-up” in a situation where the partnership has previously booked up the value
of the property on its balance sheet.

Example:  Amy is a one-third partner in ABC Partnership. The partnership has $100 cash and an



appreciated capital asset with a $200 FMV and an $80 tax basis. The appreciated property’s FMV is not
reflected in the partners’ book capital accounts. The FMV of Amy’s interest is $100 and her tax basis and
book capital account are both $60. The partnership makes a distribution of $100 cash to Amy in
liquidation of her partnership interest. Because of the distribution, Amy recognizes a $40 tax gain on the
liquidation.

ABC Partnership
Balance Sheet Prior to Distribution

Tax
Basis FMV

Tax
Basis FMV

Cash $            100 $            100 Capital: Amy $              60 $            100
Capital asset                 80               200 Capital: Brian                 60               100

                                    Capital: Clark                 60               100

Total assets $            180 $            300 Total capital $            180 $            300

    1.    If the partnership makes an election to revalue all partnership property for book capital account
purposes at the time of the distribution, Amy’s capital account is increased to $100 immediately
prior to the distribution, and the distribution of cash reduces her book capital account to zero.
The capital accounts of the other partners are also revalued to $100.

    2.    If the partnership does not revalue the partners’ book capital accounts and the partnership has
made a Section 754 election, the partnership increases the tax basis of the capital asset by $40
and Amy’s book capital account is also increased by the amount of the adjustment (i.e., $40).
Amy’s ending book capital account is zero after the $100 cash distribution. For tax purposes the
partnership tax basis in the capital asset is increased under IRC Sec. 734(b) because of the
Section 754 election. The election has no effect on Amy’s outside tax basis, even though it
triggers an adjustment to her book capital account.

    3.    If the partnership does not revalue the partners’ capital accounts, and the partnership has not
made a Section 754 election, Amy’s book capital account is reduced to negative $40. This is a
recognized anomaly in the calculation of capital accounts under the regulations, and Amy is not
required to restore the negative capital account, as the negative capital account does not reflect
the economic agreement of the partners.

907.14  Guaranteed Payments under IRC Sec. 707(c). Guaranteed payments to a partner under IRC
Sec. 707(c) cause the recipient partner’s book capital account to be adjusted only to the extent of such
partner’s distributive share of any partnership deduction or loss (or other adjustment) resulting from the
guaranteed payment. The payment itself is not a distribution for purposes of adjusting the partner’s book
capital account, but is instead a payment in the nature of compensation.

908      CONTRIBUTIONS AND DISTRIBUTIONS OF PROPERTY:
MANDATORY AND OPTIONAL REVALUATIONS OF BOOK
CAPITAL ACCOUNTS

Mandatory Revaluations

908.1  When property (other than money) is contributed to or distributed by a partnership, the book
capital account of the contributing or distributee partner and the partnership’s book basis in partnership



assets must be adjusted based on the FMV of the property. (See Case Studies 9J and 9K.)

908.2  In the case of a property distribution, the property may have been carried on the partnership books
at a value other than its FMV. For book capital account purposes, distributed property is treated as if it is
first sold for its FMV, the corresponding book gain or loss is recognized and allocated to the partners per
the partnership agreement (with appropriate adjustments of book capital accounts), and then the
property’s FMV is treated as distributed.  The gain or loss deemed to be recognized is for book
capital account purposes only. There is no tax recognition of gain or loss, as there has been no realization
or recognition event for tax purposes.

908.3  Upon a distribution of partnership property, the revaluation of the distributed property to its current
FMV for book capital account purposes is mandatory under the safe harbor rules (it seems likely that the
same would also be true under the partners’ interests in the partnership rules).

Optional Revaluations

908.4  In three situations under the safe harbor capital account maintenance rules, there is the opportunity
to make an optional revaluation of all partnership property (not just contributed or distributed property) for
book capital account purposes, provided that the revaluation is for substantial nontax purposes. The three
situations are:

    1.    A contribution of property (including money) to the partnership in exchange for a partnership
interest.

    2.    A distribution of property (including money) from a partnership in exchange for a partnership
interest (the distribution does not have to be in liquidation of the partner’s entire interest).

    3.    Under “generally accepted industry accounting practices” where substantially all of the
partnership’s property (excluding money) is stock, securities, commodities, options, warrants,
futures, or similar instruments that are readily traded on an established securities market.

908.5  Under the safe harbor rules, the optional revaluation of partnership assets for book capital account
purposes may occur only under one of the above three circumstances. Such a revaluation may be
appropriate at other times under the partners’ interests in the partnership rules.

Procedures for Revaluation

908.6  If the partnership elects to revalue all partnership assets for book capital account purposes, the
procedures for revaluation are as follows:

    1.    The adjustments are based on the property’s FMV on the revaluation date.

    2.    The property is treated as sold, and book gain or loss is recognized for book capital account
purposes only by subtracting the property’s book capital account basis from the FMV of the
property.

    3.    The book gain or loss is allocated among the partners on the basis of the economic
arrangements in the partnership agreement.

    4.    Book depreciation, amortization, depletion, and subsequent book gain or loss upon disposition
of the revalued property must be calculated as provided in the safe harbor regulations (see
paragraph 908.9).

    5.    While a book/tax difference created by revaluation does not affect the amount of tax depreciation,
amortization, depletion, and gain or loss, it does affect the allocation of these tax items. Such
allocations must reflect the differences between tax basis and book value under Section 704(c)



principles. (See section 910.) The same is true for income and loss from receivables and
payables.

908.7  While optional revaluations are not required, the regulations contemplate that the election usually
will be made, since in most situations making the election causes the partners’ book capital accounts to
most nearly reflect the economic agreement among the partners. If the election to revalue is not made,
the partnership agreement must effectively provide the same results as if the election had been
made.  Otherwise, the regulations caution, there may be tax ramifications outside of the allocation
arena (for example, a gift or compensation).  As discussed below, the partnership’s election to
revalue all of the partnership assets has economic implications to the partners and is not merely a
technical exercise.

Book/Tax Differences

908.8  An optional revaluation of partnership property will likely result in a difference between the value of
the partnership property for book capital account purposes and the partnership’s adjusted tax basis in
that property. This so-called book/tax difference is reconciled under principles consistent with IRC Sec.
704(c) (which technically apply only to property contributions when there are differences between FMV
and tax basis at the time of contribution).  (See the discussion in section 910 and Case Studies 9J
and 9K.) This type of allocation is known as a reverse Section 704(c) allocation. Partnerships are not
required to use the same allocation method for reverse Section 704(c) allocations as for contributed
property, even if the property is already subject to IRC Sec. 704(c). Partnerships are not required to use
the same allocation method for reverse Section 704(c) allocations each time the partnership revalues its
property. A partnership that makes allocations with respect to revalued property must use a reasonable
method that is consistent with the purposes of IRC Sec. 704(b) and (c).

Example:  ABC Partnership has one nondepreciable asset which has a $300 FMV and a $150 tax basis.
The three equal partners, Arnold, Bill, and Clay, each have book capital accounts and tax bases in their
partnership interests of $50. New partner Dave contributes $100 cash to the partnership in exchange for a
25% interest. The FMV and tax basis of the property Dave contributed are equal, so IRC Sec. 704(c)
would not normally apply. Dave’s contribution presents an opportunity to make an optional revaluation of
all partnership property. The partnership’s balance sheet before Dave’s admission is as follows: 

ABC Partnership
Balance Sheet

                                                                                        FMV                      Tax                    Book      

Nondepreciable asset                                              $              300      $              150      $              150

Capital: Arnold                                                          $              100      $                50      $                50
Capital: Bill                                                                                100                        50                        50
Capital: Clay                                                                              100                        50                        50

Total capital                                                              $              300      $              150      $              150

Election Made. If the partnership makes the election to revalue, the book value of the existing partnership
asset is increased to $300—its FMV at the time of the adjustment. For purposes of adjusting the book
capital accounts of Arnold, Bill, and Clay, the asset is treated as if it is sold for $300 with the partnership
recognizing economic (not tax) gain of $150, which is allocated $50 to each of the three original partners.
Their book capital accounts are thereby increased to $100 each. The property’s tax basis remains at $150
(thus there is a $150 book/tax difference—the difference between the $300 book value and the $150 tax
basis), and the partnership tax basis of Arnold, Bill, and Clay remains at $50 each. Dave’s book capital
account and tax basis are both $100. The post-contribution balance sheet is as follows:



ABC Partnership
Balance Sheet

                                                                                        FMV                      Tax                    Book      

Cash                                                                                $              100      $              100      $              100
Nondepreciable asset                                                              300                      150                      300

Total assets                                                                $              400      $              250      $              400
Capital/Tax basis:
                          Arnold                                                      $              100      $                50      $              100
                          Bill                                                                            100                        50                      100
                          Clay                                                                          100                        50                      100
                          Dave                                                                        100                      100                      100

Total capital                                                              $              400      $              250      $              400

If the property continues to appreciate and is eventually sold for $400, there is a $100 book gain and a
$250 tax gain. The book gain is allocated $25 to each of the four partners. The first $150 of the tax gain is
allocated $50 each to Arnold, Bill, and Clay, reconciling the book/tax difference,  and the last $100
of tax gain is allocated $25 each to the four partners (in the manner most consistent with the underlying
economic allocation). The ending book capital accounts (and tax basis) of the partners would be $125
each, reflecting their relative distribution rights to the $500 of cash now held by the partnership.

Election Not Made. If the partnership does not elect to revalue the asset, the book capital accounts of
Arnold, Bill, and Clay remain at $50 each, while Dave’s book capital account is $100. Assume again that
the property is sold for $400, resulting in a book and tax gain of $250. In this case, the only way to
reconcile the economic gain on sale with the partners’ underlying agreement (i.e., that they are all equal)
is to allocate the first $150 of economic gain $50 each to Arnold, Bill, and Clay and the second $100 of
gain equally to the four partners. The tax gain is allocated in the same manner so that the ending book
capital accounts and tax basis of all of the partners is $125 each—the same result as if the election had
been made.

908.9  Book/tax differences must generally be reconciled by following the principles of IRC Sec.
704(c).  These rules require the allocation of book and tax depreciation, depletion, or amortization in
the manner that most quickly reduces the book/tax difference. When a book/tax difference exists, book
depreciation, depletion, and amortization are computed based on tax depreciation, depletion, and
amortization amounts. Under the safe harbor capital account maintenance rules, the amount of book
depreciation, amortization, or depletion for a period must have the same relationship to the book basis of
a property as the tax depreciation, amortization, or depletion has to the tax basis of that property.
(See Case Study 9K.) Because of the often unfavorable results of computing book depreciation,
amortization, and depletion under the safe harbor regulations, partners may want to use capital account
procedures that are at odds with the safe harbor requirement, and rely instead on the rules governing the
partners’ interests in the partnership. (See partners’ interests in the partnership section 903).) 

 

908.10  The decision to make an optional revaluation of partnership property and the decision to use the
safe harbor rules or some other approach (under the partners’ interests in the partnership rules) for
handling book depreciation, amortization, and depletion can have a significant economic impact on the
partners. Therefore, these are not decisions that are made “only for tax purposes.” While in the example
given in paragraph 908.8 there is no economic difference between making the election and not making
the election, if the property had been depreciable or had been sold at a loss, the decision whether or not
to make the election could have had an economic or tax impact.  



Practice Tip:  It is a very common practice in partnership agreements to require that capital accounts be
maintained “according to Reg. 1.704-1(b)(2)(iv),” in other words, under the safe harbor rules. This
seemingly innocuous “boilerplate” provision generally may be acceptable, but in some circumstances it
can significantly affect the economic arrangement among the partners. Also, such boilerplate language
does not address many important issues—such as whether or not the partnership will make optional
revaluations. Often, the decisions that can have the greatest economic impact are not mandated by the
partnership agreement. For example, the decision to follow the safe harbor rules for computing book
depreciation, amortization, and depletion or to use some other method (under the partners’ interests in
the partnership approach), must be agreed to by the partners and should not be handled by including
boilerplate language in the partnership agreement.

909      THE CEILING RULE

909.1  An important limitation on a partnership’s ability to allocate income, gain, loss, and deduction
among the partners is the ceiling rule. Simply stated, the ceiling rule provides that the amount of income,
gain, loss, and deduction that can be allocated to a partner for tax purposes cannot exceed 100% of the
amount of such item that the partnership actually recognizes for tax purposes.

909.2  Because of the ceiling rule, in some circumstances a partner cannot be allocated tax items equal to
the corresponding economic profit or loss realized by that partner. This problem is most easily
understood by way of example.

Example 1:  Assume Adam and Betty form a partnership, with Adam contributing $1,000 cash and Betty
contributing a nondepreciable asset with a $1,000 FMV and a $600 tax basis. Adam and Betty have equal
economic interests in partnership profits and losses. Under the safe harbor book capital account rules,
they each have opening book capital accounts of $1,000. Assume the asset decreases in value to $900,
and the partnership sells it. The partnership has a $100 economic loss, but it has a $300 tax gain. The
economic loss is allocated $50 to each partner, thereby reducing their book capital accounts to $950
each. It appears that the proper way to treat the tax allocations is to allocate Betty a $350 tax gain and
Adam a $50 tax loss. This allocation gives each partner a $950 ending tax basis, matching their ending
book capital accounts. However, the ceiling rule limits the total tax allocation of gain to $300, all of which
is allocated to Betty.  As a result, Betty’s ending tax basis is $900, and Adam’s ending tax basis is
$1,000. If the partnership liquidates, Betty recognizes a $50 gain and Adam a $50 loss (because the
liquidating distributions are based on their ending book capital accounts of $950 each).

Example 2:  Assume the same facts as above, except the tax basis of the property Betty contributed is
$400. The property is depreciable. The remaining tax depreciation is straight-line over five years, and the
book depreciation follows the safe harbor requirements (same period and method as tax—straight-line
over five years). The total economic depreciation each year is $200, but the total annual tax depreciation
is only $80. The book depreciation is allocated $100 each to Adam and Betty. Under both IRC Sec. 704(c)
and the safe harbor rules of IRC Sec. 704(b), Adam is required to receive all of the tax depreciation up to
the amount of his economic depreciation ($100 per year), with the balance (zero in this case) being
allocated to Betty. There is insufficient tax depreciation in any one year ($80), or
over the total life of the property ($400) to allocate Adam tax losses equal to his economic losses either
annually ($100) or over the property’s life ($500). The maximum that can be allocated to Adam (and the
amount that must be allocated to Adam) is $80 per year. Assuming the partnership uses the traditional
method for making Section 704(c) allocations, when the property is fully depreciated (and assuming that it
is sold for zero dollars, its book value), Betty’s ending book capital account and tax basis are $500 and
$400, respectively, while Adam’s are $500 and $600, respectively. Thus, Adam recognizes a tax loss upon
liquidation ($600 tax basis less $500 received in liquidation) while Betty recognizes a $100 gain ($500
received less $400 tax basis).

909.3  Because of the ceiling rule, in some cases (as shown in the two preceding examples), the final
book capital accounts will not reconcile to the final tax basis capital accounts. (See also Case Study 9J.)



The regulations under IRC Sec. 704(c) provide a method to avoid this result by using curative allocations
of other items of partnership income and expense. See the discussion of these rules in section 910.

910      ALLOCATIONS UNDER IRC SEC. 704(c)

910.1  IRC Sec. 704(c)(1)(A) provides that partnership taxable income, gain, loss, and deduction must be
allocated among the partners to take into account the differences between the FMV of property
contributed to a partnership and the tax basis at the time of contribution; i.e., book/tax differences relating
to contributed property must be reconciled.

910.2  There is no difference between the book/tax reconciliation rule as required by IRC Sec. 704(c) and
that required by the regulations under IRC Sec. 704(b). Technically, IRC Sec. 704(c), by its terms, applies
only to contributed property and the Section 704(b) regulations apply to book/tax differences in all other
circumstances. But the same book/tax difference problems arise in both contexts. Consequently, the rules
are the same under IRC Secs. 704(b) and (c). The Section 704(b) regulations rely heavily on
cross-reference to the Section 704(c) regulations regarding the rules for treating book/tax differences. The
Section 704(c) regulations require the application of Section 704(c) principles to reconcile book/tax
differences created by a revaluation.

910.3  The regulations provide that when a partner contributes property with a FMV different from the
contributing partner’s basis, the partnership can use any reasonable method to make allocations so that
the contributing partner receives the tax burdens and benefits of the precontribution gain or loss.
Partnerships can use one of the three specific methods described in the regulations for making
allocations under IRC Sec. 704(c), or any other reasonable method. The three specific methods
discussed in the regulations are the traditional method, the traditional method with curative allocations,
and the remedial allocation method.

Aggregation of Property

910.4  Property generally cannot be aggregated for purposes of making allocations under IRC Sec.
704(c). However, each of the following types of property can be aggregated:

    1.    Property, other than real property, that is included in the same general asset account of the
contributing partner and the partnership.

    2.    Property, other than real property, with a basis equal to zero.

    3.    Inventory, other than securities or similar investments, if the partnership does not use the specific
identification method of accounting.

910.5  In addition, for purposes of making reverse Section 704(c) allocations, a securities partnership may
aggregate gains and losses from qualified financial assets using any reasonable approach consistent with
IRC Sec. 704(c).  Generally, once an aggregation method is adopted, that same method must be
applied to all qualified financial assets in all tax years that the partnership is considered a Section 704(c)
securities partnership. A securities partnership is either a management company, registered with the
Securities and Exchange Commission under the Investment Company Act of 1940, or an investment
partnership, and the partnership makes all of its book allocations in proportion to the partners’ relative
book capital accounts, except for reasonable special allocations to a partner who provides management
services or investment advisory services to the partnership. An investment partnership is defined as a
partnership that holds qualified financial assets that constitute at least 90% of the FMV of the partnership’s
non-cash assets on the date of each capital account restatement, and it reasonably expects, as of the end
of the first tax year in which the partnership adopts an aggregate approach, to make revaluations at least



annually.

910.6  A qualified financial asset is generally any personal property actively traded as defined in Reg.
1.1092(d)-1. Reg. 1.704-3(e)(ii) lists additional qualified financial assets for management companies.

910.7  In Ltr. Rul. 200051019, the IRS permitted a securities partnership to aggregate securities for
purposes of making Section 704(c) and reverse Section 704(c) allocations. The partnership was also
allowed to aggregate built-in gains and losses from contributed property with built-in gains and losses
from revaluations. However, the partnership was required to stipulate that such aggregation did not result
in tax allocations made with a view to shifting the tax consequences of built-in gain and loss among the
partners in a manner that substantially reduced the value of the partners’ aggregate tax liability.

910.8  Rev. Proc. 2001-36 specifies that securities partnerships in “qualified master-feeder structure”
arrangements can obtain automatic IRS permission to aggregate securities for purposes of making
Section 704(c) allocations and reverse Section 704(c) allocations with respect to their securities
holdings.  The IRS will no longer issue letter rulings with respect to allocation issues covered by
Rev. Proc. 2001-36. The rules in Rev. Proc. 2001-36 are generally effective for contributions of securities
as part of a qualified master-feeder structure on or after June 4, 2001.

Choosing a Method

910.9  A partnership can use different allocation methods with respect to different items of Section 704(c)
property. However, the allocation method must be consistently applied by both the partnership and the
partners from year to year and must be reasonable. Reg. 1.704-3(a)(2) provides that it may be
unreasonable to use one method for appreciated property and another method for depreciated property.
Similarly, it may be unreasonable to use the traditional method for built-in gain property contributed by a
partner in a high tax bracket, while using curative allocations for built-in gain property contributed by a
partner in a low tax bracket. The partnership agreement should discuss which method will be used or who
will be responsible for determining the method to be used.

910.10  In general, the traditional method is more attractive to the contributing partner when a contribution
of appreciated property is made because it maximizes deductions to him in the early years. The
noncontributing partner will probably favor the traditional method with curative allocations because it
maximizes deductions to him in the early years. In such a situation, the remedial allocation normally
provides a good compromise.

910.11  Choosing a method is an important decision. If the partnership has nonrecourse debt and is using
the remedial allocation method, when allocating a tier of debt based on Section 704(c) gain, is the debt
allocated based on the hypothetical allocation (including “remedial” amount) of the gain on sale? If so,
the choice of method can affect the amount of basis allocated to each partner.

910.12  If a partnership using the traditional method (or any other reasonable method) to allocate built-in
gain or loss disposes of Section 704(c) property in a nonrecognition transaction (for example, a like-kind
exchange), any substituted basis property received is treated as Section 704(c) property. The property
received is deemed to have the same amount of built-in gain or loss as the Section 704(c) property
transferred by the partnership.  If gain or loss is recognized on the transaction, appropriate
adjustments must be made. Additionally, the allocation method chosen for the substituted basis property
must be consistent with that used for the original property.

Anti-abuse Rule

910.13  An allocation method will not be considered reasonable if the contribution and the allocations with
respect to the contributed property are made with the intent to shift the tax consequences of built-in gain
or loss among the partners in a manner that substantially reduces the present value of the partners’
aggregate tax liability.  This generally will occur when the ceiling rule is used to shift the tax burden



associated with built-in gain to the noncontributing partner. If the anti-abuse rule is invoked, the IRS can
make curative allocations to reduce the tax effect of the abusive allocation method. However, Reg.
1.704-3(d)(5)(ii) specifically provides that the IRS cannot require the partnership to use the remedial
allocation method, which permits the allocation of notional tax items. Alternatively, the IRS may choose to
invoke the anti-abuse rule under IRC Sec. 701 to prevent an abusive allocation.

The Traditional Method

910.14  The traditional method is described in Reg. 1.704-3(b). The traditional method requires the
partnership to allocate any gain or loss upon the disposition of contributed property in a manner that
ensures the contributing partner is allocated any precontribution gain or loss. These rules also provide
that any cost recovery deductions (depreciation, depletion, or amortization) with respect to contributed
property must be allocated in the manner that most rapidly reduces the built-in gain or loss associated
with the contributed property. This is usually accomplished by allocating book depreciation based on the
economic agreement of the partners (book depreciation in this case is computed based on the FMV of the
property), and then allocating tax depreciation to the noncontributing partners up to the amount of book
depreciation allocated to those partners. Any remaining tax deductions are then allocated to the
contributing partner or shared among the partners.   

The ceiling rule discussed in section 909 of this chapter has been retained in the
regulations and continues to apply to Section 704(c) allocations (except for allocations made under the
remedial allocation method).

The Traditional Method with Curative Allocations

910.15  An alternative to the traditional method is the traditional method with curative allocations. This
allocation method allows partners to overcome the distortions caused by the application of the ceiling rule
(see Example 2 in paragraph 909.2) by making curative allocations of other partnership items of income
or expense. Curative allocations are tax allocations only and do not result in any related economic
allocations. A curative allocation is reasonable only to the extent it does not exceed the amount necessary
to offset the effect of the ceiling rule for the current tax year, or, in the case of a curative allocation upon
disposition of the property, for prior tax years. Additionally, a curative allocation is reasonable only if the
items allocated have the same tax effect on the partners as the items affected by the ceiling rule.

The Remedial Allocation Method

910.16  Under the remedial allocation method, the partnership can, in certain situations, make tax
allocations of income or gain “created by the partnership” to noncontributing partners, with offsetting
allocations of loss or deduction “created by the partnership” to the contributing partner. Remedial
allocations are allowed only when there is a book allocation to a noncontributing partner that is different
from the tax allocation to that partner.  Remedial allocations are tax allocations only and do not
affect book capital accounts. Generally speaking, the remedial allocation method allows the partnership
to disregard the ceiling rule when a book allocation to a noncontributing partner is different from the
corresponding tax allocation. The partnership does not have to have actually realized the income, loss, or
deduction used to make the remedial allocation.

910.17  As with other types of Section 704(c) allocations, a remedial allocation is reasonable only to the
extent it equals the amount necessary to offset the ceiling rule for the current tax year, and only if the
income or loss allocated has the same effect on each partner’s tax liability as the item limited by the
ceiling rule (for example, if the item limited by the ceiling rule is a capital loss from the sale of contributed
property, the offsetting remedial allocation to the contributing partner must be a capital gain from the sale
of that property).  Any partner level tax attributes are determined at the partner level. For example, if
the item limited by the ceiling rule is depreciation on a rental property, the remedial allocation to the
noncontributing partner must be depreciation from property used in a rental activity, and the offsetting



remedial allocation to the contributing partner is ordinary income from that rental activity. Each partner
then applies the passive activity loss limitation rules to the allocation as appropriate for his level of
participation in the rental activity.

910.18  Depreciation Calculations under the Remedial Allocation Method. The calculation of book
cost recovery deductions under the remedial allocation method is different from the calculation of such
amounts under the other two permissible methods. The calculation method used under the remedial
allocation method is the same as that used under the deferred sale method of the original proposed
regulations. These rules require the partnership to depreciate the portion of the book basis of contributed
property equal to its tax basis on the date of contribution over the remaining life and using the same
method used by the contributing partner.  The remainder of the partnership’s book basis in the
property is recovered using any recovery period and method allowed on the contribution date for newly
purchased property.

Note:  When a partner sells his partnership interest, IRC Sec. 704(c) built-in gains and losses are taken
into account when determining the transferee’s share of basis in the partnership’s assets. If a Section 754
election is in effect, the transferee’s basis adjustment may be attributable to Section 704(c) built-in gain or
loss purchased from the transferor partner. Even though part of the basis adjustment may be attributable
to a property’s Section 704(c) built-in gain, IRC Secs. 704(c) and  and 743 operate independently. A
partnership recovers the Section 704(c) property over its remaining useful life, determined in the hands of
the contributing partner. The entire basis adjustment is recovered as though it is new property. Therefore,
the book and tax items representing Section 704(c) built-in gain are recovered over different periods. In
addition, a partnership that uses the remedial allocation method for Section 704(c) built-in gain property
must depreciate or amortize the portion of the contributed property’s book basis that is attributable to the
built-in gain as if it was new property at the time of contribution. As a result, Reg. 1.743-1(j)(4)(B)(2) was
issued to coordinate the recovery periods of the Section 704(c) built- in gain and the built-in gain portion
of the basis adjustment where the partnership uses the remedial allocation method. The portion of any
increase in the basis of the item of the partnership’s recovery property under IRC Sec. 743(b) that is
attributable to Section 704(c) built-in gain is recovered over the remaining recovery period for the Section
704(c) built-in gain. Reg. 1.743-1(j)(4)(B)(2) applies to transfers of partnership interests that occur on or
after December 15, 1999. .

910.19  Remedial Allocations when Amortizing Section 197 Intangibles. If a Section 197 intangible that
is contributed to a partnership was amortizable by the contributing partner, the partnership may allocate
amortization from that asset to its partners under any of the permissible methods. If contributed Section
197 intangibles were not amortizable in the hands of the contributing partner, than the intangibles cannot
be amortized by the partnership either. However, if the partner contributes Section 197 intangibles and the
partnership utilizes the remedial allocation method for making Section 704(c) allocations for amortization
expense, the partnership generally can make remedial allocations for the contributed Section 197
intangible under Reg. 1.704-3(d).  In other words, if Section 197(f)(9) intangibles were
nonamortizable by the contributing partner under the anti-churning rules, the partnership can make
allocations of amortization to the noncontributing partners under the remedial method only.

910.20  Remedial allocations consider the amortizable portion of contributed property to be like newly
purchased property, with a new holding period. The traditional method with curative allocations will not
produce the same results because when making the curative allocation, the intangible is not considered
to be newly purchased property, as in the case of the remedial allocation method.

910.21  The ability to allocate amortization of contributed Section 197 assets as discussed above is
subject to the anti-churning provisions. Therefore, remedial allocations of amortization expense cannot be
made to partners who are related to the contributing partner.

910.22  Note that the above regulations do not apply to property acquired before January 26, 2000 unless
a valid retroactive election is made under Temp. Reg. 1.197-1T.



Exception for Small Disparities

910.23  A partnership does not have to apply the Section 704(c) rules to a partner’s contributions in a
single year if both of the following criteria are met:

    1.    The difference between the FMV and basis of all the contributed properties (in the aggregate) is
15% or less of the properties’ basis.

    2.    The total disparity between the FMV and basis for all properties contributed by the partner during
the year does not exceed $20,000.

910.24  Alternatively, in the case of a contribution qualifying under the small disparity rule, the partnership
may choose to allocate gain or loss under IRC Sec. 704(c) only upon the disposition of property [as
opposed to not applying the Section 704(c) rules at all].

Tiered Partnerships

910.25  When an upper-tier partnership contributes Section 704(c) property to a lower-tier partnership, the
upper-tier partnership must allocate its distributive share of lower-tier partnership income and expense
among upper-tier partners in a manner that takes into account the contributing partner’s remaining built-in
gain or loss.

Example:  Jim and Joe form the J&J Partnership in January 2002, in which they are equal partners. Jim
contributed raw land with a $10,000 FMV and a $6,000 tax basis. The partnership elects to use the
traditional method to allocate the built-in gain on the land. Joe contributed $10,000 cash. J&J elects to
allocate the built-in Section 704(c) gain using the traditional method. The balance sheet for J&J at the time
of formation is as follows:

J & J Partnership
Balance Sheet

Assets FMV Adjusted Basis Capital FMV Adjusted Basis

Cash $        10,000 $        10,000 Capital–Jim $        10,000 $              6,000
Land           10,000             6,000 Capital–Joe           10,000               10,000

      Total $        20,000 $        16,000       Total $        20,000 $            16,000

In November 2002, J&J forms the JJ&J Partnership with Jake as their equal partner. All income, gain,
losses and deductions are shared equally. J&J contributes the land to JJ&J at which time its FMV is
$15,000. JJ&J also elects to use the traditional method for allocating any built-in gains on the land. Jake
contributes $15,000 cash. The balance sheet for JJ&J immediately after its formation is as follows:

JJ & J Partnership
Balance Sheet

Assets FMV Adjusted Basis Capital FMV Adjusted Basis

Cash $      15,000 $        15,000 Capital–J&J $      15,000 $          6,000
Land         15,000             6,000 Capital–Jake         15,000           15,000

      Total $      30,000 $        21,000       Total $      30,000 $        21,000



In February 2003, when the land’s FMV is $20,000, JJ&J sells it for that amount. This results in $5,000
book gain ($20,000 sales proceeds minus $15,000 book basis) and a $14,000 tax gain ($20,000 sales
proceeds minus $6,000 tax basis). The gain is allocated in JJ&J as follows:

J&J Jake JJ&J

Book Tax Book Tax Book Tax

Beginning capital $      15,000 $        6,000 $      15,000 $      15,000 $      30,000 $      21,000
Gain on sale             2,500         11,500           2,500           2,500           5,000         14,000

Ending capital $      17,500 $      17,500 $      17,500 $      17,500 $      35,000 $      35,000

The $5,000 book gain is allocated equally between the partners. The tax gain is first allocated to J&J to
the extent of the remaining built-in gain from the time of contribution which is $9,000. The remaining gain
of $5,000 is then allocated $2,500 each to J&J and Jake. The gain that is allocated to J&J must further be
allocated between Jim and Joe, the partners in J&J, the upper tier partners.

J&J Jake JJ&J

Book Tax Book Tax Book Tax

Beginning capital $      10,000 $        6,000 $      10,000 $      10,000 $      20,000 $      16,000
Gain on sale           1,250           7,750           1,250           3,750           2,500         11,500

Ending capital $      11,250 $      13,750 $      11,250 $      13,750 $      22,500 $      27,500

Section 263A Property

910.26  Section 704(c) regulations do not provide any guidance for contributions to the partnership of
items that are subject to IRC Sec. 263A. IRC Sec. 263A requires the capitalization of depreciation,
depletion, and amortization for assets that are directly or indirectly utilized for the production, storage, or
administration of inventory, self-created assets, and real property produced for sale. There is no
suggestion in the regulations that IRC Sec. 704 would not apply to Section 263A property. Due to the lack
of guidance, the authors can only speculate as to how the book/tax differences for these types of items
will be handled. One suggestion is that the difference will remain in the item for which the cost recovery is
capitalized. The difference will be recognized as Section 704(c) gain or loss when the asset is disposed of
(in a taxable transaction). Another suggestion is that the Section 704(c) gain or loss is recognized when
the depreciation, depletion, or amortization is capitalized into inventory, a self-created asset, or real
property.

Application of IRC Sec. 704(c) to Technical Terminations

910.27  A partnership is considered to terminate for tax purposes if 50% or more of the total interests in
partnership capital and profits are sold or exchanged within a 12-month period.  This is commonly
referred to as a “technical termination.” Under the prior Section 708 regulations, a partnership that
underwent a technical termination was treated as having distributed all of its assets to its partners in a
liquidating distribution, followed by a contribution of those assets to a “new” partnership. Under the old
regulations, Section 704(c) gain attributable to property contributed before the termination survived the
technical terminations and was specially allocated by the new partnership. In addition, the deemed
contribution that occurred after the technical termination required the application of IRC Sec. 704(c) to
allocate gain, loss, income, and deduction with respect to any property that increased or decreased in
value after they were acquired (whether by contribution or purchase), but before the termination.



910.28  The complexity created by attempting to apply the Section 704(c) rules to technical terminations
was a principal reason behind changes made to the Section 708 regulations.  Under the current
technical termination rules, the “old” terminating partnership is deemed to contribute all its assets and
liabilities tax-free under IRC Sec. 721 to a “new” partnership in exchange for 100% ownership of the “new”
partnership. As a result, the “new” partnership’s basis in its assets are identical to the basis of the assets
in the “old” partnership.

910.29  This makes it clear that the Section 704(c) rules apply to the continuing partners in the “new”
partnership as if nothing had happened. The partners who acquire interests (thereby causing the
technical termination) “step into the shoes” of the transferor partners unless a Section 754 election is in
effect.

910.30  In conjunction with the amendments to the Section 708 regulations, Reg. 1.704-4(c)(3) amended
the Section 704(c)(1)(B) rules to provide that there is no Section 704(c)(1)(B) gain or loss recognized
when a technical termination occurs. This is because there is no deemed distribution of the “old”
partnership’s assets. However, the continuing partners’ precontribution gains or losses carry over to their
interests in the “new” partnership when the Section 704(c)(1)(B) rules apply to continuing partners as if
nothing happened. (See Chapter 6 for a detailed discussion of technical terminations under IRC Sec.
708.)

Application of IRC Sec. 704(c) to Depreciation Recapture among Partners

910.31  IRC Sec. 1245 requires taxpayers to recharacterize some or all of the gain on disposition of
certain types of business properties into ordinary income. The amount recharacterized is the lesser of (1)
the gain realized on the disposition or (2) the total deductions allowed or allowable for depreciation or
amortization from the property.

910.32  Regulations under IRC Sec. 1245 provide that a partner’s share of recapture gain is equal to the
lesser of (1) the partner’s share of total gain arising from the disposition of the property or (2) the partner’s
share of depreciation or amortization from the property. This ensures that a partner recognizes recapture
income on the disposition of property equal to the depreciation or amortization deductions previously
taken by the partner on the property. If recapture gain remains unallocated under the general rule, the
remaining unallocated gain is allocated among the partners whose shares of total gain on the disposition
of the property exceed their shares of depreciation or amortization with respect to the property. Recapture
gain may be unallocated under the general rule if, for example, the total gain allocated to a partner on the
sale of the property is less than the amount of depreciation previously allocated to that partner.

910.33  The regulations indicate that a contributing partner’s share of depreciation or amortization
includes depreciation or amortization allowed or allowable prior to contribution to the partnership. They
also point out that curative and remedial allocations generally reduce the contributing partner’s share of
depreciation or amortization and increase the noncontributing partners’ shares of these items 
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42 (Popup - TPS Ch9 Footnote 42)
42    Reg. 1.704-1(b)(2)(iii)(c)(2).

43 (Popup - TPS Ch9 Footnote 43)
43    Reg. 1.704-1(b)(2)(ii)(b)(1).

44 (Popup - TPS Ch9 Footnote 44)
44    Reg. 1.704-1(b)(2)(iv)(b).

45 (Popup - TPS Ch9 Footnote 45)
45    Reg. 1.704-1(b)(2)(iv)(b).

46 (Popup - TPS Ch9 Footnote 46)
46    Reg. 1.704-1(b)(2)(iv)(b).

47 (Popup - TPS Ch9 Footnote 47)
47    Reg. 1.704-1(b)(2)(iv)(q).

48 (Popup - TPS Ch9 Footnote 48)
48    Reg. 1.704-1(b)(2)(iv)(p).

49 (Popup - TPS Ch9 Footnote 49)
49    Reg. 1.704-1(b)(2)(iv)(b).
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50 (Popup - TPS Ch9 Footnote 50)
50    Reg. 1.704-1(b)(5), Example 13(v).

51 (Popup - TPS Ch9 Footnote 51)
51    Reg. 1.704-1(b)(2)(iv)(i)(2).

52 (Popup - TPS Ch9 Footnote 52)
52    Reg. 1.704-1(b)(2)(iv)(j).

53 (Popup - TPS Ch9 Footnote 53)
53    Reg. 1.704-1(b)(2)(iv)(m)(4) and (m)(5).

54 (Popup - TPS Ch9 Footnote 54)
54    Reg. 1.704-1(b)(5), Example 14(vii).

55 (Popup - TPS Ch9 Footnote 55)
55    Reg. 1.704-1(b)(2)(iv)(o).

56 (Popup - TPS Ch9 Footnote 56)
56    Reg. 1.704-1(b)(2)(iv)(e).

57 (Popup - TPS Ch9 Footnote 57)
57    Reg. 1.704-1(b)(2)(iv)(f)(5).

58 (Popup - TPS Ch9 Footnote 58)
58    Reg. 1.704-1(b)(2)(iv)(f)(4).

59 (Popup - TPS Ch9 Footnote 59)
59    Reg. 1.704-1(b)(2)(iv)(g)(2).

60 (Popup - TPS Ch9 Footnote 60)
60    Reg. 1.704-1(b)(5), Example 14(iv).

61 (Popup - TPS Ch9 Footnote 61)
61    Reg. 1.704-1(b)(2)(iv)(f).

62 (Popup - TPS Ch9 Footnote 62)
62    Reg. 1.704-1(b)(2)(iv)(g)(1).

63 (Popup - TPS Ch9 Footnote 63)
63    Reg. 1.704-3(a)(6).

64 (Popup - TPS Ch9 Footnote 64)
64    Reg. 1.704-1(b)(4)(i).

65 (Popup - TPS Ch9 Footnote 65)
65    Reg. 1.704-1(b)(5), Example 14(iv).

66 (Popup - TPS Ch9 Footnote 66)
66    Reg. 1.704-1(b)(2)(iv)(g)(1) and (b)(4)(i).
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67 (Popup - TPS Ch9 Footnote 67)
67    Reg. 1.704-1(b)(2)(iv)(g)(3).

68 (Popup - TPS Ch9 Footnote 68)
68    The former version of Reg. 1.704-1(b)(2)(iv)(g)(3) allowed greater latitude concerning the calculation of book
depreciation, amortization, and depletion. The approaches allowed by the former regulation, and other
approaches, may, under the proper circumstances, still be valid under the partners’ interests in the partnership
rules. See Case Study 9L.

69 (Popup - TPS Ch9 Footnote 69)
69    Reg. 1.704-3(b)(1).

70 (Popup - TPS Ch9 Footnote 70)
70    Reg. 1.704-3(b)(2) Example 1.

71 (Popup - TPS Ch9 Footnote 71)
71    Reg. 1.704-3(a)(6).

72 (Popup - TPS Ch9 Footnote 72)
72    Reg. 1.704-3(e)(2).

73 (Popup - TPS Ch9 Footnote 73)
73    Reg. 1.704-3(e)(3).

74 (Popup - TPS Ch9 Footnote 74)
74    Reg. 1.704-3(e)(3)(iii)(B).

75 (Popup - TPS Ch9 Footnote 75)
75    Rev. Proc. 2001-36, 2001-23 IRB 1326.

76 (Popup - TPS Ch9 Footnote 76)
76    Reg. 1.704-3(a)(8).

77 (Popup - TPS Ch9 Footnote 77)
77    Reg. 1.704-3(a)(10).

78 (Popup - TPS Ch9 Footnote 78)
78    Reg. 1.704-3(c)(3)(ii) and (iii).

79 (Popup - TPS Ch9 Footnote 79)
79    Reg. 1.704-3(d)(1).

80 (Popup - TPS Ch9 Footnote 80)
80    Reg. 1.704-3(d)(1) and  and (3).

81 (Popup - TPS Ch9 Footnote 81)
81    Reg. 1.704-3(d)(2).

82 (Popup - TPS Ch9 Footnote 82)
82    Reg. 1.704-3(d)(2).
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83 (Popup - TPS Ch9 Footnote 83)
83    Reg. 1.197-2(g)(4)(ii).

84 (Popup - TPS Ch9 Footnote 84)
84    Reg. 1.197-2(g)(4)(ii).

85 (Popup - TPS Ch9 Footnote 85)
85    Preamble to TC 8865 (January 25, 2000).

86 (Popup - TPS Ch9 Footnote 86)
86    Reg. 1.704-3(e)(1).

87 (Popup - TPS Ch9 Footnote 87)
87    Reg. 1.704-3(e)(1).

88 (Popup - TPS Ch9 Footnote 88)
88    Reg. 1.704-3(a)(9).

89 (Popup - TPS Ch9 Footnote 89)
89    IRC Sec. 708.

90 (Popup - TPS Ch9 Footnote 90)
90    Reg. 1.708-1(b)(1)(iv).


	The End: The End


