
WHO TO CONTACT DURING THE LIVE PROGRAM

For Additional Registrations:

-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program:

-On the web, use the Chat function to send a message

If you get disconnected during the program, you can simply log in using your original instructions and PIN.

IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

• Participate in the program on your own computer connection (no sharing) – if you need to register 

additional people, please call customer service at 1-800-926-7926 ext. 1 (or 404-881-1141 ext. 1).  

Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.

• Respond to five prompts during the program plus a single verification code.  

• To earn full credit, you must remain connected for the entire program.
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Book-Ups, Step-Ups, At-Risk Amounts, Allocating Liabilities, and Tax-Basis Capital Reporting

MONDAY, OCTOBER 31, 2022, 1:00-2:50 pm Eastern

FOR LIVE PROGRAM ONLY



Tips for Optimal Quality FOR LIVE PROGRAM ONLY

Sound Quality

When listening via your computer speakers, please note that the quality 

of your sound will vary depending on the speed and quality of your internet 

connection.

If the sound quality is not satisfactory, please e-mail sound@straffordpub.com

immediately so we can address the problem.

mailto:sound@straffordpub.com


Recording our programs is not permitted. However, today's participants can 

order a recorded version of this event at a special attendee price. Please call 

Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 

at www.straffordpub.com.

http://www.straffordpub.com/
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Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 

THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 

OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 

MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 

RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 

without limitation, the tax treatment or tax structure, or both, of any transaction 

described in the associated materials we provide to you, including, but not limited to, 

any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 

subject to change.  Applicability of the information to specific situations should be 

determined through consultation with your tax adviser.
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Agenda

• Types of partnerships

• Annual increases and decreases to basis

• The interplay of basis and capital accounts

• Section 754 step-ups

• Book-ups

• At-risk amounts and Form 6198

• Recent tax-basis reporting requirements

• Best practices for tracking partners' basis



Types of Partnerships: 
What is a partnership?

• Existence of a partnership is determined under federal tax law
• Many state law legal entities can be taxed as a partnership

• A contract or other arrangement can also create a tax partnership. 
• E.g., management contracts, licensing agreements, joint marketing/development 

agreements, or participating lease or loan. 

• CCA 201323015 (finding that a contract to commercialize a product created a tax 
partnership)



Types of Partnerships

• General Partnership

• Limited Partnership

• Limited Liability Partnership

• Limited Liability Limited Partnership

• Limited Liability Company



Annual Basis Adjustments: 
What is Tax Basis?

• A partner’s tax basis equates to the partner’s investment in the 
partnership for tax purposes

• Tax basis is adjusted periodically to reflect the tax impact of 
transactions between the partner and partnership and profit/(loss) of 
the partnership

• Differs from book capital accounts which track economic rights



Annual Basis Adjustments: 
Section 722: Basis of contributing partner's interest

The basis of an interest in a partnership acquired by a 
contribution of property, including money, to the partnership shall 
be the amount of such money and the adjusted basis of such 
property to the contributing partner at the time of the 
contribution increased by the amount (if any) of gain recognized 
under section 721(b) to the contributing partner at such time.

What if the partnership interest is instead acquired from a current 
partner?



Annual Basis Adjustments: 
Section 742: Basis of transferee partner’s interest

The basis of an interest in a partnership acquired other than by 
contribution shall be determined under part II of subchapter O 
(sec. 1011 and following).

Section 1012(a) states, “The basis of property shall be the cost of 
such property, except as otherwise provided in this subchapter 
and subchapter . . .K (relating to partners and partnerships).



Annual Basis Adjustments: 
Section 705: Determination of basis of partner's interest

(a)  General rule.

The adjusted basis of a partner's interest in a partnership shall, except as provided in subsection 
(b), be the basis of such interest determined under section 722 (relating to contributions to a 
partnership) or section 742 (relating to transfers of partnership interests)-

(1)  increased by the sum of his distributive share for the taxable year and prior taxable years of-
(A)  taxable income of the partnership as determined under section 703(a) ,
(B)  income of the partnership exempt from tax under this title, and
(C)  the excess of the deductions for depletion over the basis of the property subject to 
depletion;

(2)  decreased (but not below zero) by distributions by the partnership as provided in section 733 
and by the sum of his distributive share for the taxable year and prior taxable years of-

(A)  losses of the partnership, and
(B)  expenditures of the partnership not deductible in computing its taxable income and not 
properly chargeable to capital account; and

(3)  decreased (but not below zero) by the amount of the partner's deduction for depletion for any 
partnership oil and gas property to the extent such deduction does not exceed the proportionate 
share of the adjusted basis of such property allocated to such partner under section 613A(c)(7)(D) .



Annual Basis Adjustments: 
Section 705: Alternative Rule

(b)  Alternative rule.

The Secretary shall prescribe by regulations the circumstances under which the adjusted basis of a 
partner's interest in a partnership may be determined by reference to his proportionate share of 
the adjusted basis of partnership property upon a termination of the partnership.

Reg. §1.705-1(b)

The alternative rule may be used to determine the adjusted basis of a partner's interest where 
circumstances are such that the partner cannot practicably apply the general rule set forth in 
section 705(a), or where, from a consideration of all the facts, it is, in the opinion of the 
Commissioner, reasonable to conclude that the result produced will not vary substantially from the 
result obtainable under the general rule. 



Annual Basis Adjustments: 
Liabilities

• Liabilities are not explicitly mentioned in Section 705

• Instead, we look to Section 752
(a)  Increase in partner's liabilities.

Any increase in a partner's share of the liabilities of a partnership, or any 
increase in a partner's individual liabilities by reason of the assumption by 
such partner of partnership liabilities, shall be considered as a contribution 
of money by such partner to the partnership.

(b)  Decrease in partner's liabilities.

Any decrease in a partner's share of the liabilities of a partnership, or any 
decrease in a partner's individual liabilities by reason of the assumption by 
the partnership of such individual liabilities, shall be considered as a 
distribution of money to the partner by the partnership.



Annual Basis Adjustments: 
Example 1

•Andy & Terence form AT Partnership LLC 

•Andy contributes $5,000 cash and Terence 
contributes non-depreciable property with a FMV of 
$5,000 and a Tax Basis of $1,000

•They agree to share profit and loss equally

•During the partnership tax year, $500 in rents are 
collected and the partnership has no other profit or 
loss

• Q1: What is each partner’s initial outside basis?

• Q2: What is each partner’s basis at the end of the year?



Annual Basis Adjustments: 
Example 1

•Andy & Terence form AT Partnership LLC
•Andy contributes $5,000 cash and Terence 

contributes non-depreciable property with a FMV 
of $5,000 and a Tax Basis of $3,000
•They agree to share profit and loss equally
•During the partnership tax year, $500 in rents are 

collected and the partnership has no other profit or 
loss

• Q1: What is each partner’s initial outside basis?  

Andy = $5,000    Terence = $3,000
• Q2: What is each partner’s basis at the end of the year?

Andy = $5,250    Terence = $3,250





Interplay of Outside Basis and Capital Accounts

• “Basis” has relevance in two applications:
• Outside Basis (i.e. the primary subject of this presentation) is a partner’s 

basis in the partnership interest

• Inside Basis is the partnership’s basis in its assets
• In a perfect world, the partner’s share of the inside basis of partnership assets equals 

the partner’s inside tax basis capital account.

• In a perfect world, outside basis = partner’s share of inside basis of 
assets + liabilities allocated



Interplay of Outside Basis and Capital Accounts: 
Exceptions to Equality

• Partnership interest acquired in manner other than by contribution to 
partnership
• Absent Section 743(b) adjustment

• When gain or loss is recognized by a partner upon distribution
• Absent Section 734(b) adjustment

• When there has been a decrease in basis of a partnership asset on a 
current distribution, or an increase or decrease in basis of a partnership 
asset on a liquidating distribution

• Errors in prior year allocations made in accordance with PIP (i.e.
Targeted Allocations)



Section 754 Adjustments to Inside Basis

• Most inside-outside basis disparities can be remedied via a:
• Section 734(b) Adjustment, or

• Section 743(b) Adjustment

• Discussion questions:
• Is a Section 754 election required for all Sections 743(b) or 734(b) adjustments?

• Who determines the amount of a Section 734(b) adjustment?



Book-ups

• Partnership may periodically revalue section 704(b) capital 
accounts

• Regulations provide for Mandatory and Optional
revaluations

• Revaluations must reflect fair market value of partnership 
property at the date of revaluation

•Allocation of book-up or book-down adjustment must 
reflect the way the unrealized gain or loss would be 
allocated if recognized

• Revaluations have no impact on tax basis of assets and 
therefore create section 704(c) layers



Book-ups:
Mandatory Revaluations

• Revaluation of distributed assets prior to a property distribution 
(other than $$) to any partner
• The distributed property is deemed to be sold by the partnership for its fair 

market value

• Unrealized gain or loss in the distributed property is allocated to the 
partners’ section 704(b) capital accounts in accordance with the partnership 
agreement

• Distributee partner's capital account is reduced by the new 704(b) basis of 
the distributed property

• Also, immediately after the exercise of a noncompensatory option



Book-ups:
Optional Revaluations, part 1

• Partnership may choose to revalue capital accounts upon certain 
events:
• Contributions of money or property for a partnership interest

• Liquidation or distribution as consideration for a partnership Interest

• Grant of a partnership interest as consideration for services rendered

• Issuance by the partnership of a noncompensatory option, or

• Generally accepted industry accounting practices (hedge funds)



Book-ups:
Optional Revaluations, part 2

• Mechanical results
• Partnership property is deemed sold for its fair market value at the time of 

the revaluation event

• Unrealized gain or loss is allocated to the partners in accordance with the 
partnership agreement

• The partners' capital accounts are adjusted for the unrealized gain or loss

• The revaluation creates a "reverse" layer that must be accounted for by 
applying section 704 (c) principles



Book-ups:
Optional Revaluations, part 3

• Adjustment to 704(b) economic capital, not tax basis of assets

• Failure to revalue may cause unintended shifts in economic capital 
and create income allocation distortions

• Section 734 adjustments also may indicate a necessary adjustment to 
Section 704(b) capital accounts (if capital accounts not revalued 
immediately prior to distribution)

• Section 743 adjustments are not reflected in Section 704(b) capital 
accounts



Outside Basis v. Inside Basis v. 704(b) Capital

• Targeted partnership allocations rely on beginning and ending 704(b) 
capital to be correct

• Tax allocations follow 704(b) income allocations

• Errors in 704(b) income allocations can create inside – outside tax 
basis differences through incorrect tax allocations



Outside Basis v. Inside Basis v. 704(b) Capital:
Example

•AT Partnership LLC desires to admit a third partner in 
exchange for $10,000

• A & T each have a 704(b) capital account of $5,250

• A & T have tax capital accounts and outside basis of $5,250 and 
$3,250, respectively

• Partnership has $5,500 of cash and a non-depreciable asset with 
704(b) basis of $5,000 and tax basis of $3,000, prior to admission of 
third ptr

• Partnership will liquidate according to a distribution waterfall (1/3, 
1/3, 1/3)



Outside Basis v. Inside Basis v. 704(b) Capital:
Example: The economic consequences of not revaluing

• Partnership collects $500 in rent during the year

• How will the $500 of gross income be allocated?

Andy Terence Partner 3

704(b) Tax 704(b) Tax 704(b) Tax

Beginning Balance 5,250 5,250 5,250 3,250 

Revaluation of Property - -

Balance 5,250 5,250 5,250 3,250 

Contributions 10,000 10,000 

Distributions

Partially Adjusted Capital 5,250 5,250 5,250 3,250 10,000 10,000 



Outside Basis v. Inside Basis v. 704(b) Capital:
Example: The economic consequences of not revaluing

Andy Terence Partner 3

704(b) Tax 704(b) Tax 704(b) Tax

Partially Adjusted Capital 5,250 5,250 5,250 3,250 10,000 10,000 

Income/(Loss) 250 250 250 250 

Taxable Capital Shift

Total Income/(Loss) 250 250 250 250 - -

Ending Capital 5,500 5,500 5,500 3,500 10,000 10,000 

Is this the result we think the partners expected?





At-risk amounts and Form 6198

• Generally, any loss from an activity that is subject to the at-risk rules 
is allowed only to the extent of the total amount the taxpayer has at 
risk in the activity at the end of the tax year. A taxpayer is considered 
at-risk in an activity to the extent of cash and the adjusted basis of 
other property the taxpayer contributed to the activity and certain 
amounts borrowed for use in the activity that the taxpayer is 
personally liable.  

• IRS Form 6198 - At-Risk Limitations is used to determine the profit 
(loss) from an at-risk activity for the current year. Form 6198 should 
be filed when a taxpayer has a loss in a business activity reported on 
a Schedule C, Schedule E or Schedule F and they are not at-risk 
invested for some or all of the loss.

• Most tax programs generate a Form 6198 when the taxpayer is 
reporting a loss and has answered 'NO' to the question that their 
investment in the business is at-risk.



At-risk amounts and Form 6198

• The at-risk rules place a limit on the dollar amount of any loss that a 
taxpayer can deduct from their business activities. 

• The amount is generally based on the actual amount of money that 
the taxpayer stands to lose. Typically a loss that can be deducted by 
the taxpayer is limited to the actual investment that the taxpayer has 
made in a business plus any amounts that the taxpayer is personally 
liable.



At-risk amounts and Form 6198

• When the taxpayer is not at risk of actually losing their investment, 
such as in the situation when loans are used to finance the business 
activity and the taxpayer is not personally responsible for the loan, 
any resulting loss from that activity would be limited to the amount 
that the taxpayer actually would loose.

• This concept is call the 'At-Risk Limitation' and the allowed amount of 
any loss is reported on Form 6198 which is filed with the tax return.



At-risk amounts and Form 6198

Form 6198 breakdown

• Determine your losses for the current year.

• Calculate the amount that was at risk in the business.

• Compute any at-risk deductions from previous years that you can 
apply in the current year.

• Figure the total allowable deduction you can take for the current tax 
year.





Recent tax-basis reporting requirements

• The IRS introduced a tax capital information requirement in 2018 .  The IRS 
clarified many of the new reporting in an FAQs (rather than Regulations)  and 
provided relief for a failure to comply with the reporting requirement in 2018. 
The 2018 reporting requirement pertained only to those partners with negative 
tax capital balances. Partnerships could continue to report 2018 capital account 
data to all partners using the historical computation method (e.g., GAAP, tax 
capital, section 704(b), or other). In the event certain partners had negative tax 
capital balances – using a newly-defined IRS computation method – the 
partnership was then required to disclose such balances only to those affected 
partners.

• The IRS proposed to expand the tax capital disclosure requirement to  2019 by 
requiring disclosure of all tax capital amounts, whether they were positive or 
negative. But after a backlash from the tax community, the IRS backed off from 
the expanded requirement and applied the same reporting rules that applied in 
2018 (negative balances only) for the 2019 year. This was only a 1-year delay, 
meaning the expanded reporting requirement for both positive and negative 
balances would apply in the partnership’s 2020 tax year. 

• In June of 2020, the IRS requested public comments on two exclusive 
computational methods that it proposed to require in order to satisfy the 2020 
disclosure requirement.

• This sets the stage for the 2020 reporting rules that the IRS announced on 
October 22, 2019 in 2020 the draft Form 1065 instructions.



Recent tax-basis reporting requirements

2020 Tax Capital Reporting Requirements 

• Except for “small partnerships,” all partnerships must calculate and disclose 
tax basis capital information to all partners for tax year 2020. Disclosure is 
required regardless of whether the balance is positive or negative. Small 
partnerships that are exempt from the disclosure requirement are those that 
meet all four of the following requirements:

• The partnership’s total receipts for the tax year were less than $250,000;

• The partnership’s total assets at the end of the tax year were less than $1 
million;

• Schedules K-1 are filed with the return and furnished to the partners on or 
before the due date (including extensions) for the partnership return; and

• The partnership is not filing and is not required to file Schedule M-3.



Recent tax-basis reporting requirements

Transition Guidance
• In order to transition to the new reporting regime, the IRS provides that 

the partnership must restate beginning of year capital balances for each 
partner to a method that conforms to one of four approaches: (1) Tax 
Basis Method,, (2) Modified Outside Basis Method,,   (3) Section 704(b) 
Method,” or the Modified Previously Taxed Capital Method.

• Partnerships must then update each partner’s tax capital balance 
annually under the Tax Basis Method. The reason for these four choices 
comes from recognition of the fact that many partnerships do not have 
access to many years of historical data that would be needed to re-
construct each partner’s capital account under a “pure” Tax Basis 
Method. The following discussion describes briefly the other three 
choices that a partnership may use to restate beginning capital account 
balances. Note that the partnership must apply the same choice to all of
its partners’ capital accounts.



Recent tax-basis reporting requirements

Modified Outside Basis Method

• Under the Modified Outside Basis Method, a partner’s beginning capital account balance is 
equal to the partner’s adjusted tax basis in its partnership interest (outside basis), except 
the partner’s outside basis does not include the partner’s share of partnership liabilities or 
net Section 743(b) adjustments. This method is simple when such data exists for all 
partners, but is no more practical than the Tax Basis Method for those partnerships that do 
not have access to many years of historical data.

Section 704(b) Method

• Under the Section 704(b) Method, a partner’s beginning capital account balance is equal to 
the partner’s Section 704(b) capital account, except section 704(c) built-in gains or losses 
are not included. The exclusion of Section 704(c) built-in gains and losses roughly translates 
a partner’s Section 704(b) capital account from a fair value basis to a tax basis. Section 
704(b) data should be available to all partnerships, because partnerships must maintain 
Section 704(b) capital account schedules for each partner in order to properly make 
allocations of income and deductions (or to verify that the allocations are proper). It is 
possible that some partnerships may not have this data. Those partnerships must again 
resort to many years of historical data to re-construct it, making this method as untenable 
as the other choices.



Recent tax-basis reporting requirements

Modified Previously Taxed Capital Method

• Under the Modified Previously Taxed Capital Method, a partner’s 
beginning capital account balance is equal to the partner’s share of 
the partnership’s previously taxed capital (PTC). Generally, a partner’s 
share of PTC (i.e., the partner’s share of inside basis net of liabilities) 
is determined by subtracting a hypothetical gain or loss from a 
hypothetical cash liquidation amount. Although it is not immediately 
obvious, a partner’s share of PTC should normally be unaffected by 
fluctuations in the partnership’s valuation method. This is because 
fluctuations in the top-line valuation normally should correlate 
equally with the gain or loss subtraction amount, in which case the 
partner’s PTC result would be the same. 

• The Modified Previously Taxed Capital Method has appeal in its 
“snapshot approach” to measure a partner’s tax capital balance, 
because it does not require many years of historical data. The 
downside of the Modified Previously Taxed Capital Method is its.



Recent tax-basis reporting requirements
Regulatory Landscape

• The IRS stated that the new disclosure requirement “. . . assists the IRS in 
assessing compliance risk, and identifying potential noncompliance, while 
ensuring that compliant taxpayers’ returns are less likely to be examined.” 

• The IRS announced that it will provide penalty relief pertaining to the 2020 
reporting requirement as long as the partnership “. . . takes ordinary and prudent 
business care in following the form instructions . . .” While the latter statement 
should alleviate some potentially harsh results, the former statement is a stern 
reminder that partnerships must take the 2020 tax capital reporting requirement 
seriously. 

• The penalty for an incomplete return under Section 6698(a)(2) has a punitive 
multiplier effect: the penalty for 2020 is $210 per-partner, per-month until the 
incomplete return is corrected (maximum $2,520 per-partner). Therefore, 
partnerships should review the available transition method and immediately 
implement a plan to comply with the 2020 tax basis capital reporting 
requirement.



Best 
practices 
for 
tracking 
partners' 
basis

Track basis from day one 
– frequently, clients do 

not see the value and/or 
understand the 

implications of tracking 
basis until a gain/loss, 
transfer or sale occurs.   

Cost from day one 
tracking is far less that 

upon a transaction.

Client is in a better 
decision-making position 
– timing could be critical 

for a transaction.

Beware of basis 
calculations upon client 
account transfer – this 
has been a significant 
area of frustration pre 

and post client transfers.


