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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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Any statement in this presentation is not written or intended to be used, and cannot be used, for the purpose of (i)
avoiding tax penalties, or (ii) promoting, marketing, or recommending to another person the tax treatment of any
transaction or matter. Any recipient should seek advice based on the recipient’s particular circumstances from an
independent tax advisor.
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 Capital Contributions 
 Contributions of Property

 Contributions of Services
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Formation Issues
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“Choose a business partner as 
carefully as you would choose a 
spouse.”

- Emma Jones 

(Founder of Enterprise Nation)

9

Business Partners



Initial Expenditures

 Generally, no deduction for expenditures under 
IRC § 709(a).

 Amortization of certain organizational expenses 
and “start-up” expenditures, when a proper 
election is made. (IRC § 709(b); IRC § 195)

 Includes expenses to investigate business 
opportunities.

 Facts and circumstances approach to determine 
when a business begins.

 Does not include syndication costs (brokerage fees, 
registration fees, legal fees, etc.). (IRC § 709(a))

 Amortize over 180 months (15 years), with a first-
year deduction up to $5,000 (phased out for 
expenses over $50,000). (IRC § 709(b)(1)) 10



Initial Paperwork

 Determine Ownership Structure
 General Partner? 

 Member or manager managed?

 Authority of Officers

 Certificate of Formation 
 Any other registration to do business?

 Registered Agent

 EIN

 Organizational Resolutions

 Company/Partnership Agreement 11



Company / Partnership
Agreements 
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Major Decisions

 Borrowing funds in excess of [$___];

 Encumbering business assets;

 Settle claims or litigation; 

 Enter into any contract in excess of [$___];

 Incur capital expenditures in excess of 
[$___];

13



Major Decisions (continued)

 Issue additional equity or admit additional 
owners;

 Make any payment or distribution of any kind 
to any owner;

 Make capital calls on the owners;

 Hire or fire key employees or officers;

 Increase or decrease salaries;

14



Major Decisions (continued)

 Change the nature of the business;

 Amend, restate or modify the Agreement;

 Cause or permit the Company to be a party 
to certain transactions;

 Sell substantially all business assets;

 File for bankruptcy; or

 Cause or permit termination or liquidation.

15



Transfer Restrictions

 Permitted Transfers and Permitted 
Assignees

 Required Consents

 Withdrawal/Removal of General Partner

 Right of First Refusal

 Drag-Along & Tag-Along

 Deadlock & Push-Pull Provisions

16



Other Issues

 Non-Competition and Non-Solicitation 
Provisions

 Confidentiality

 Work Made for Hire

 Allocations

 Partnership Representative

 Etc…

17



Capital Contributions
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Capital Contributions
 Contributions of Property

 General Rule: Nonrecognition

 Exceptions

 Debt and encumbered property

 Boot received in exchange

 Partnerships classified as investment companies

 Disguised sales

 Sales by partners acting in non-partnership capacity

 Foreign partnerships

 Contributions of Services

 General Rule: Taxable Event

 Exceptions

 Profits interest

 Disguised compensation

19



“I have no use for bodyguards, 
but I have a very specific use for 
two highly trained certified 
public accountants.”

- Elvis Presley

20



Contributions of Property:
Nonrecognition

 General rule of nonrecognition under IRC § 721 applies 
to:

 Contributions of cash and property in kind;

 Contributions of assets and liabilities; and

 Contributions made upon formation and subsequently to 
an operating partnership.

 May be realization event but not recognition event. (See
Reg. § 1.1001-1(a); PLR 200123035)

 Neither partnership or partners recognize gain or loss. 
(IRC § 721(a); Reg. § 1.721-1(a))

21



Contributions of Property: 
Exceptions

 IRC § 721(a): Generally, no gain or loss is recognized 
from a contribution in exchange for an interest in the 
partnership, except:

 IRC § 752: contribution includes liabilities of the 
contributing partner in excess of basis;

 IRC § 721(b): partnership considered an “investment 
company;”

 IRC § 707(a): contribution is part of a taxable “disguised 
sale;” and

 Reg. § 1.721-1(b)(1): services in exchange for a 
partnership interest.

22



Contributions of Property: 
Basis
 Continuity of basis

 IRC § 722: Contributing partner’s basis in 
partnership interest:

 The amount of money and the adjusted tax basis of 
property contributed at the time of the contribution; 

 Increased by the amount (if any) of gain recognized 
under IRC § 721(b) by the contributing partner at such 
time.

 IRC § 723: Partnership basis in contributed property:

 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 IRC § 721(b) to the contributing partner at such 
time. 23



Contributions of Property: 
Basis

24

 Unrecognized gain or loss will be 
recognized upon the earlier of:
 When the partnership sells the contributed 

property; or

 When the contributing partner's partnership 
interest is sold or redeemed.

 (IRC § 722; IRC § 723; IRC § 7701(a)(42))





Basis: Partner’s Outside Basis 
& Capital Accounts

 A partner's basis in the partnership 
interest is commonly referred to as 
“outside basis.” (IRC § 722 and IRC §
7701(a)(44))

 Outside basis is not equivalent to the 
partners' capital accounts, because 
outside basis also includes a ratable share 
of partnership liabilities, while capital 
accounts represent only the equity in the 
partnership. (IRC § 722 and IRC § 752(a))

26



Basis: Partnership’s 
Inside Basis

 The partnership's basis in its assets, 
including any contributed property, is 
commonly referred to as “inside basis.” 
(IRC § 723)

 Initially, the partnership’s inside basis in 
its assets should equal:
 The aggregate of the partners' outside bases;

 Plus their shares of liabilities.

27



Example: Contribution of 
Property

Tax Attribute Partner A Partner B

Book Tax Book Tax

Fair Market Value $50,000 $50,000 $50,000 $50,000

Adjusted Basis $20,000 $20,000 $50,000 $50,000

Partner’s Outside Basis $20,000 $50,000

Partner’s 704(b) Capital 
Account

$50,000 $50,000

704(c) Built-in Gain $30,000

Partnership’s Inside Basis $20,000 $50,000

28



Basis: IRC § 704(c)

 The inherent gain, loss, income or deduction 
related to property contributed to the partnership 
in a nonrecognition transaction is allocated solely 
to the transferor, including specifically any built-in 
loss, essentially an application of the aggregate 
principle. (IRC § 704(c))

 If a partner contributes property with a different 
tax basis as compared to fair market value, IRC §
704(c) will apply to the future allocations of 
income, gain, loss or deduction generated by the 
property.

 Gain allocation versus gain recognition.

29



Example: Sale of Contributed Property 
(hypothetical without 704(c))

30

Tax Attribute Partner A Partner B

Book Tax Book Tax

Partner’s Outside Basis $20,000 $50,000

Partner’s 704(b) Capital 
Account

$50,000 $50,000

704(c) Built-in Gain $30,000

Partnership’s Inside Basis $20,000 $50,000

Sale Value $50,000 $50,000

50/50 Gain without 704(c) $0 $15,000 $0 $15,000

Partner’s Outside Basis $35,000 $65,000

Capital Account $50,000 $50,000



Example: Sale of Contributed 
Property (with 704(c))

31

Tax Attribute Partner A Partner B

Book Tax Book Tax

Partner’s Outside Basis $20,000 $50,000

Partner’s 704(b) Capital 
Account

$50,000 $50,000

704(c) Built-in Gain $30,000

Partnership’s Inside Basis $20,000 $50,000

Sale Value $50,000 $50,000

50/50 Gain with 704(c) $0 $30,000 $0 $0

Partner’s Outside Basis $50,000 $50,000

Capital Account $50,000 $50,000



Example: Sale of Contributed 
Property (with 704(c))
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Tax Attribute Partner A Partner B

Book Tax Book Tax

Partner’s Outside Basis $20,000 $50,000

Partner’s 704(b) Capital 
Account

$50,000 $50,000

704(c) Built-in Gain $30,000

Partnership’s Inside Basis $20,000 $50,000

Sale Value $60,000 $60,000

50/50 Gain with 704(c) $5,000 $35,000 $5,000 $5,000

Partner’s Outside Basis $55,000 $55,000

Capital Account $55,000 $55,000



Contributions of Property:
Holding Period

 General rule: The period the contributed 
property was held before its contribution 
is added to both:
 The partner's holding period in the partnership 

interest; and 

 The partnership's holding period in the 
property received.

 (IRC § 1223(1); IRC § 1223(2))

33



Contributions of Property:
Character

 IRC § 724 prevents conversion of the character of 
contributed property to one that is more favorable 
to the partnership than its pre-contribution status 
to the contributor.

 Unrealized receivables (IRC § 724(a))

 Inventory (IRC § 724(b))

 Capital loss property (IRC § 724(c))

 Applies to any “substituted basis property” 
including the exchanged basis to the partnership 
resulting from a nonrecognition exchange, as well 
as any transferred basis. (IRC § 724(d)(3)(A); IRC §
7701(a)(43); IRC § 7701(a)(44)) 34



Exceptions: Debt and 
Encumbered Property

 Transfer of liabilities, whether recourse or nonrecourse, 
and whether encumbering the contributed property or 
not.

 Contributor's share of all partnership liabilities, 
including allocable portion any liabilities transferred to 
the partnership not allocated to other partners, is 
included in outside basis. 

 Deemed distribution to the contributor equal to the net 
decrease in the contributor's (or continuing partners’) 
share of liabilities, after offsetting any share of the 
contributor's liabilities transferred to the other partners 
against any share of partnership liabilities transferred to 
the contributor. (Reg. § 1.752-1(d), Reg. § 1.752-
1(e). See Rev. Rul. 84-15, 1984-1 C.B. 158) 35



Debt: Recourse or 
Nonrecourse

 IRC § 752 (and Treas. Reg. § 1.752-1):
 Recourse liability:

 Partner or related person bears the economic 
risk of loss.

 Allocate to outside basis of the partner(s) 
bearing the economic risk of loss.

 Nonrecourse liability:

 Partner or related person does not bear the 
economic risk of loss.

 No allocation to outside basis.

36



Example: Contribution of 
Encumbered Property

37

Tax Attribute Partner A Partner B

Fair Market Value $50,000 $50,000

Adjusted Basis $20,000 $50,000

Non-Recourse Debt $30,000

Deemed Distribution $30,000

Deemed Contribution $15,000 $15,000

Partner’s Outside Basis $5,000 $65,000



Example: Contribution of 
Encumbered Property

38

Tax Attribute Partner A Partner B

Fair Market Value $50,000 $50,000

Adjusted Basis $10,000 $50,000

Non-Recourse Debt $40,000

Deemed Distribution $40,000

Deemed Contribution $20,000 $20,000

Partner’s Outside Basis $0 $70,000

Gain Recognized $10,000



Exceptions: Boot Received 
in Exchange

 Gain may be recognized by the contributor to the 
extent that property other than the partnership interest 
(“boot”) is received in the exchange (Reg. § 1.752-
1(e), Reg. § 1.752-1(g); See Rev. Rul. 84-15, 1984-1 C.B. 
158)

 Contribution of property treated as a nonrecognition 
transaction.

 Boot is treated as a separate distribution on the 
partnership interest. 

 Any gain is gain on the partnership interest, recognized 
only to the extent that the boot exceeds the total 
outside basis of the partnership interest.

 Shifts in net partnership liabilities from the contributor 
to the other partners are treated as boot. 39



Exceptions: Partnership 
Investment Companies

 Designed to prevent tax-free 
diversification of an investment portfolio.

 Investment Company:
 More than 80% of the asset value is:

 Held for investment purposes, and

 Made up of marketable securities, RICs or REITs; 
and 

 Contribution results in diversification of 
contributing partner’s investments.

 De minimis exception.
40



Exceptions: 
Disguised Sale

 Certain contributions of property to a partnership 
followed by a distribution to the contributing partner 
can be recharacterized as a sale or exchange rather 
than a tax-free contribution.

 The transfer constitutes a sale only if both of the 
following conditions are met (Regs. § 1.707-3(b)(1)):

 The transfer of money or other consideration would not 
have been made but for the transfer of the property; and

 If the transfers are not simultaneous, the subsequent 
transfer (either of money or property) does not depend on 
the entrepreneurial risks of partnership operations.

 Facts and circumstances may prove the existence of a 
disguised sale (Regs. § 1.707-3(b)(2))

 2-year presumption (Regs. § 1.707-3(c))
41



Disguised Sale: Factors
 Timing and amount of subsequent transfer are determinable with reasonable 

certainty at time of earlier transfer;

 Transferor has a legally enforceable right to subsequent transfer;

 Right to receive subsequent transfer is secured in any manner;

 Obligation to make contributions to partnership to permit the partnership to 
make the subsequent transfer;

 Loan to the partnership to permit the partnership to make the subsequent 
transfer;

 Partnership obligated to incur debt to permit it to make the subsequent transfer;

 Partnership holds liquid assets beyond the reasonable needs of the business, to 
be available to make the transfer;

 Partnership distributions, allocations, or control of operations are designed to 
effect an exchange of the burdens and benefits of property ownership;

 Transfer of consideration by the partnership to the partner is disproportionately 
large in relationship to the partner's interest in partnership profits; or

 Partner has no obligation to return or repay the money or other consideration to 
the partnership.

42



Disguised Sale: Exceptions

 Regs. § 1.707-4(a)(1): Guaranteed payments

 Regs. § 1.707-4(a)(2): Preferred returns

 Regs. § 1.707-4(b): Operating cash flow 
distributions

 Regs. § 1.707-4(d): Reimbursements of 
preformation expenditures

 Certain debt-financed distributions

 Tribune Media Co. v. Commissioner, T.C. Memo. 
2020-2.

43



Contributions of Services: 
Capital Interest

 The receipt of a partnership capital interest in 
exchange for services is a taxable event (Reg. §
1.721-1(b)(1)).

 Prop. Reg. § 1.704-1(b)(4)(xii): Interest substantially 
vested and taxable to the service provider (IRC §
83)

 Crescent Holdings, LLC v. Commissioner, 141 T.C. 
No. 15

 Allocations to a non-vested partner were improper 
and required to be re-allocated among the other 
partners.

 What would this interest be entitled to upon 
liquidation of the partnership?

44



Contributions of Services:
Profits Interest
 Rev. Proc. 93-27: Generally, the grant of a profits interest for 

services is not treated as a taxable event, unless:

 The interest is sold within two years; 

 The interest is in predictable streams of partnership income; or 

 The interest is in a publicly traded partnership.

 Rev. Proc. 2001-43: Extends a similar safe harbor to unvested 
interests so long as the following conditions are met:

 The partnership and service provider treat the service provider 
as the owner of the interest from the date of its grant, including 
for tax purposes;

 Neither the partnership nor any of the partners deduct any 
amount for the grant or vesting of the interest; and 

 All other conditions of Rev. Proc. 93–27 are satisfied.

 IRC § 83(b) elections.
45



Ben & Jerry’s

“I met Jerry running around the track in seventh grade gym 
class. We were the two slowest, fattest kids in the class. I 
liked him because he was funny and smart, and you could 
count on him.”

"We've been trying to get taxed at a higher rate for years."
46
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Any statement in this presentation is not written or intended to be used, and cannot be used, for the purpose of (i)
avoiding tax penalties, or (ii) promoting, marketing, or recommending to another person the tax treatment of any
transaction or matter. Any recipient should seek advice based on the recipient’s particular circumstances from an
independent tax advisor.
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Partnerships: Property Contributions
Exceptions to Nonrecognition Rules

Section 721 does not apply in the following situations:

 Disguised sales of property or partnership interests under Section 707(a)(2)(B)

 Anti-mixing bowl rules under Sections 704(c)(1)(B) or 737

 Contributions to an “investment company” as defined under Section 351(e)(1)

 Transactions subject to the partnership anti-abuse rules under Section 1.701-2

 In certain cases, transactions where gain is realized on the transfer of property to a 
partnership if such gain, when recognized, will be includable in the gross income of 
a person other than a U.S. person (Section 721(c))

 Interaction of Sections 721, 731, and 752 may create gain recognition upon 
contribution due to a deemed distribution in excess of basis 

 Receipt of property in exchange for the contribution of services

INITIAL PARTNERSHIP FORMATION
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Distribution Rights & 
Profit & Loss 
Allocations

INITIAL PARTNERSHIP FORMATION
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Allocations
Substantial Economic Effect (SEE)

Allocations respected if they have SEE

 Substantial

• Allocations will affect substantially the dollar amounts to be received 
by the partners from the partnership

• Prevents manipulating timing differences or manipulating tax rates

- e.g., allocating capital gain to a partner with unused large capital losses

 Economic Effect

• Maintain capital accounts

• Liquidate in accordance with positive capital accounts

• Deficit Restoration Obligation (DRO) or Qualified Income Offset (QIO)

INITIAL PARTNERSHIP FORMATION
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Allocations
Lacking Economic Effect

Partner’s interest in the partnership (PIP)

 If allocations lack SEE, then allocate according to PIP.

• Contributions

• Interest in economic profits & losses

• Interest in cash flow & nonliquidating distributions

• Interest in liquidating distributions

 Comparative liquidation (Treas. Reg. Section 1.704-1(b)(3)(ii))

• Allocations determined based on hypothetical liquidation of 
partnership

INITIAL PARTNERSHIP FORMATION
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Types of Partnership Agreements
Understanding the difference

Safe Harbor (“Layer Cake”)

 SEE – liquidate in accordance with pos. 704(b) capital accounts

 Income allocations drive distributions

Targeted Allocations

 PIP

 Distributions drive income allocations

INITIAL PARTNERSHIP FORMATION
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Types of Partnership Agreements
Examples
Safe Harbor (“Layer Cake”)

“Allocation of Profit or Loss” – for each Allocation Period, after giving effect 
to the Regulatory Allocations and the Curative Allocations in Section 3.3, 
Profits and Losses will be allocated in accordance with Membership 
Interests.”

“Liquidation in accordance with positive capital accounts.”

Targeted Allocations

“Allocation of Profit or Loss” – for each Allocation Period, after giving effect 
to the Regulatory Allocations and the Curative Allocations in Section [], 
Profits and Losses shall be allocated among the Members in a manner that 
will be equal, as nearly as possible, to the respective net amounts that 
would be distributed to such Member if the Company sold all of its properties 
for cash equal to their Carrying Values, satisfied all of its liabilities, and 
distributed the remaining proceeds in accordance with Section [].”

INITIAL PARTNERSHIP FORMATION
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Allocations & Distributions
Other considerations

• Understand type of agreement

• Section 704(c) method (for contributed & revalued property)

• Traditional

• Traditional with curative

• Remedial

• Section 706 method (for changes in ownership during year)

• Interim closing of the books

• Proration

• QIO/DRO provisions

INITIAL PARTNERSHIP FORMATION
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Allocations & Distributions
Other considerations

• Nonliquidating distributions

• Are these in line with liquidating distributions? How will they impact 
income allocations

• Tax distributions

• Based off income allocations including/excluding 704(c) and/or 743(b) 
adjustments?

• Determined with/without reference to prior year losses/allocations?

• Cumulative?

• Clawbacks?

INITIAL PARTNERSHIP FORMATION
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BBA Centralized 
Partnership Audit 
Regime

INITIAL PARTNERSHIP FORMATION
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BBA Centralized Partnership Audit Regime 
Overview

• Bipartisan Budget Act of 2015 – November 2, 2015

• Replaced auditing and tax procedures under Tax Equity and Fiscal 
Responsibility Act of 1982 (TEFRA)

• Effective for partnerships with tax years beginning January 2018

• Elect out possible – if 100 or fewer eligible partners

• IRS examines partnership, determines imputed underpayment. 

• Option 1 – partnership pays imputed underpayment

• Option 2 – partnership pushes out imputed underpayment to its partners

INITIAL PARTNERSHIP FORMATION
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BBA Centralized Partnership Audit Regime 
Partnership Representative

• Partnership must designate a partnership representative (PR) for each 
taxable year unless it makes a valid election out of BBA.

• Eligibility:

• Entity or individual (if entity is selected, a designated individual must 
still be selected)

• Must have a substantial presence in US

• U.S. phone number & address, Tax ID #, available to meet IRS

• Authority of PR

• Sole authority to act on behalf of the partnership for purposes of BBA 
partnership audit procedures

• Partnership and partners are bound by the actions of the partnership 
representative under the BBA
INITIAL PARTNERSHIP FORMATION
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BBA Centralized Partnership Audit Regime 
Considerations

 How will the partnership handle BBA proceedings?

 Should partnership agreement indicate how imputed underpayment will 
be paid?

 What if examination relates to years for former partners?

 What if partnership representative goes rogue?

 Agreement may consider making certain partner actions compulsory

INITIAL PARTNERSHIP FORMATION
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