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Sound Quality 
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prompted. 

If you have any difficulties during the call, press *0 for assistance. You may also 
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Viewing Quality 

To maximize your screen, press the F11 key on your keyboard. To exit full screen,  
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Continuing Education Credits 

Attendees must stay on the line throughout the program, including the Q & A 

session, in order to qualify for full continuing education credits. Strafford is 

required to monitor attendance.  

 

Record verification codes presented throughout the seminar.  If you have not 

printed out the “Official Record of Attendance,” please print it now (see 

“Handouts” tab in “Conference Materials” box on left-hand side of your computer 

screen). To earn Continuing Education credits, you must write down the 

verification codes in the corresponding spaces found on the Official Record of 

Attendance form. 

 

Please refer to the instructions emailed to the registrant for additional 

information.  If you have any questions, please contact Customer Service  

at 1-800-926-7926 ext. 10. 
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Program Materials 

If you have not printed the conference materials for this program, please 

complete the following steps: 

• Click on the + sign next to “Conference Materials” in the middle of the left-

hand column on your screen.   

• Click on the tab labeled “Handouts” that appears, and there you will see a 

PDF of the slides and the Official Record of Attendance for today's program.   

• Double-click on the PDF and a separate page will open.   

• Print the slides by clicking on the printer icon. 
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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. 

 



ALLOCATION OF INCOME 

 

 

Peter Withoff, Faegre Baker Daniels  



Initial Observations 

► Only deals with the allocation of the income, gain, loss, deductions and credit of a 

partnership among its partners 

► An amount allocated to one partner reduces the amount available to be allocated to 

other partners 

► Much of the Section 704 complexity arose before the adoption of the passive loss 

rules in Section 469 

► Limited case law on tax allocation issues; perhaps not a high IRS audit priority 

► Tax law never dictates the business deal; the only issue relates to the tax 

consequences of the business deal 
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General Rules Under Section 704 

► Section 704(a) provides the general rule that the distributive share will be 

determined by the partnership agreement 

► Section 704(b) has an important override to the general rule 

► Distributive share will be determined based on the partner’s interest in the 

partnership (rather than the agreement) if: 

 the partnership agreement lacks an allocation provision, or 

 the allocation provision in the partnership agreement lacks substantial 

economic effect 
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Determining Distributive Share Based On 
“Interest In The Partnership” Standard 

► Not a clear standard 

 

► Determined on a facts and circumstances basis 

 

► Partnership interest may be clear in a simple partnership 

 

► IRS cannot be arbitrary 

 

► Think about IRS risk of audit if agreement doesn’t comply with requirements from 

Regulations 
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Substantial Economic Effect Test 

1. Substantial 

 Somewhat subjective tests that are focused primarily on tax-driven allocations 

 

2. Economic effect 

 Mechanical set of rules from Regulations 
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Economic Effect Test 

1. Capital accounts must be created and maintained in accordance with Regulations 

 

2. Liquidating distributions must be based on positive capital accounts 

 

3. Deficit restoration obligation for any partner with a negative capital account 

balance at liquidation 
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Capital Accounts 

Based on double-entry accounting 

 
Debits Credits 

Distributions 

Losses, Deductions 

Contributions 

Profits, Gains 

► Difficulty when clients attempt to negotiate both the business deal and 

the tax consequences 

 

► Any business deal can be made by the parties; the allocations are the 

only remaining variable 

 

► Tax credits are not reflected in capital accounts 
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Liquidation Based On Capital Accounts 

► This requirement drives the business deal at the time of liquidation 

 

► Agreements that provide for liquidation based on “units” or “percentage interests” fail 

to meet this requirement 

 

► Consider whether the capital accounts can be “fixed” immediately prior to liquidation 

through a gross income allocation 

 

► Need to decide whether to comply with this requirement 

 Which is more important 

— The tax allocation 

— The business deal 
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Deficit Restoration Obligation 

► Obligation to contribute cash or property at liquidation to make up any negative 

balance in the capital account 

 

► Totally inconsistent with limited partner or LLC member status 

 

17 



Deficit Restoration Obligation 

► One (two?) required provision(s) if deficit restoration obligation is unacceptable to 

the parties 

 Qualified income offset 

— Gross income allocation to ensure that the capital accounts cannot go 

negative by more than the amount that the partner is obligated to restore 

— Not likely to be of practical significance, but required by Regulations 

 Minimum gain chargeback 

— Minimum gain chargeback is an allocation of income that would be 

triggered on a sale of an asset with liabilities in excess of basis 

— Minimum gain chargeback is treated as if it were a deficit restoration 

obligation even though no cash is required to be paid 

— This deemed deficit restoration obligation also avoids triggering the 

qualified income offset 
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Substantiality 

► General rule — economic effect of an allocation is substantial if there is a reasonable 

possibility that the allocation will affect substantially the amount to be received by the 

partners from the partnership 

 

► Focus is on after tax impact 

 

► Two examples that fail substantiality 

 Shifting allocations — primarily attempts to allocate the character of income 

(e.g., capital, ordinary, non-taxable) 

 Transitory allocations — allocations that are likely to be reversed within a 

relatively short period of time; used to allow a partner to use an expiring tax 

attribute 
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Target Capital Accounts 

► Relatively recent development in partnership tax practice 

 

► Agreements do not require liquidation based on capital accounts; instead liquidation 

is based on a cash waterfall 

 

► Allocations are made each year in whatever amount needed so that a liquidation at 

book value produces capital accounts that are consistent with the business deal 

 

► Based on regulations that presume book value equals fair market value 

 

► Requires parties to think through liquidation 
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Observations on Target Capital Accounts 

► They are common, especially where the business deal is more important than the 

tax deductions 

 

► They work well as long as capital accounts stay positive 

 Confusion increases whenever capital accounts start to go negative 

 

► They also accommodate a waterfall that has a return based on an internal rate of 

return component 

 Difficult to get a time-based IRR to line up with capital accounts 

 

► Academic debate over whether a targeted capital account “works” under the 

Regulations 
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ALLOCATION OF 
CONTRIBUTED PROPERTY 

 

Leo Hitt, Reed Smith 



Allocation Of Contributed Property 

 Allocations of tax gain or loss – Section 704(c) 

 Section 704(c) ensures that the allocation of partnership income 

corresponds to the economic arrangement of the partners 

including their pre-contribution tax positions 

 Incorporates elements of fair market value 

 Causes the allocation of taxable income to take into account the 

variation between the basis of contributed property and its fair 

market value at contribution 

 Prevents the shifting of pre-contribution built-in gains/losses 

between partners 

Strafford 

Tax Allocation in Pass-Through Entities 
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Allocation Of Contributed Property (Cont.) 

 Allocations of tax gain or loss (Cont.) 

 Section 704(c) property is contributed property with difference 

between §704(b) book value (FMV) and adjusted tax basis of 

property on the contribution date.   

 This difference is the contributed property’s built-in gain (“BIG”) or 

loss (“BIL”) 

 

Strafford 
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Allocation Of Contributed Property (Cont.) 

 Allocations of tax gain or loss (Cont.) 

 In general, if there’s a BIG or BIL, the partnership is required to 

allocate tax items of income, gain, loss or deduction related to 

built-in gain or loss to the contributing partner 

 Section 704(c) is applied on a property-by-property basis, 

subject to certain aggregation rules, below 

 De minimis rule for small disparities between FMV and basis 

(lesser of 15% or $20,000) allows for deferral of Section 

704(c) application until disposition of the property 
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Allocation Of Contributed Property (Cont.) 

 Allocations of tax gain or loss (Cont.) 

 “Forward” Section 704(c) allocations apply when property is 

contributed to a partnership with a difference between fair market 

value of the contributed property and the contributor’s tax basis 

 “Reverse” Section 704(c) allocations apply when capital accounts 

have been revalued under the Section 704(b) regulations and 

there is a difference between fair market value of the 

partnership’s property and the partnership’s tax basis 
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Allocation Of Contributed Property (Cont.) 

 Allocations of tax gain or loss under Section 704(c) 

 An amount of taxable income, gain, loss or deduction is allocated 

among all non-contributing partners based on their shares of 

these items in the partnership agreement 

 The contributing partner is allocated remaining tax income, gain, 

loss or deduction to the extent of built-in gain or loss 

 Three Methods of Section 704(c) Allocation may be used if 

contributed property has a BIG or BIL  

 Traditional Method (default method) 

 Traditional Method with Curative Allocations 

 Remedial Method  
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Allocation Of Contributed Property (Cont.) 

 Allocations of tax gain or loss (Cont.) 

 Traditional Method 

 Allocate contributed property §704(b) book items (based on 

FMV) to all partners (contributing and noncontributing) per the 

partnership agreement 

 Allocate contributed property tax items first to noncontributing 

partners in an amount equal to their book allocations (to 

extent possible) 

 Allocate remaining contributed property tax items to the 

contributing partners (to extent possible) 

 

Strafford 

Tax Allocation in Pass-Through Entities 

29 



Allocation Of Contributed Property (Cont.) 

 Allocations of tax gain or loss (Cont.) 

 Traditional Method 

 It’s the “to extent possible” scenario that results in the ceiling 

rule issue (i.e. when it’s not fully possible to allocate the 

Section 704(c) amounts). 

 There are two choices for correcting the ceiling rule problem – 

 Traditional method with curative allocations  

 remedial method 

 

Strafford 

Tax Allocation in Pass-Through Entities 

30 



Allocation Of Contributed Property (Cont.) 

 Allocations of tax gain or loss (Cont.) 

 The Traditional Method with Curative Allocations is used to 

correct distortions created by ceiling rule 

 Curative allocations are made of other partnership tax items of 

income, gain, deduction or loss to reduce or eliminate the 

distortion 

 The method attempts to make noncontributing partners whole 

 Requirements for curative allocations:  

 Must be reasonable  

 Must be of same tax character as the limited item 

 Made for tax purposes only, not §704(b) book purposes 
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Allocation Of Contributed Property (Cont.) 

 Allocations of tax gain or loss (Cont.) 

 The Traditional Method with Curative Allocations is used to 

correct distortions created by ceiling rule 

 If the partnership does not have sufficient items of a like 

character available to cure the ceiling rule limits, then the 

partnership may make curative allocations of less than the full 

amount necessary to cure 

 As below, this method reallocates existing items from other 

properties (not the Section 704(c) property) to cure the ceiling 

rule 
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Allocation Of Contributed Property (Cont.) 

 Cost Recovery Deductions and Depreciation Methods 

 Amount of §704(b) book basis equal to tax basis is recovered 

over remaining tax-recovery period (subject to anti-abuse rules) 

 Excess of §704(b) book basis over tax basis is treated as new 

asset and depreciated over applicable tax-recovery period 

 The three Section 704(c) allocation methods described above 

apply are then applied to amortization, depreciation and cost 

recovery from the contributed property. 
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Allocation Of Contributed Property (Cont.) 

 The Remedial Method 

 Used to correct distortions created by ceiling rule  

 While the curative method allocates only actual partnership tax 

items; the remedial method allows the partnership to create tax 

items for allocations – e.g. remedial additional depreciation and 

negative depreciation (ordinary income) 

 Advantage: no need for partnership to have actual tax items of a specific 

character to make allocation 

 Disadvantages: 

 Has the effect of lengthening the recovery period  

 Can create more income than partnership has (with offsetting losses) - surprises 
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Allocation Of Contributed Property (Cont.) 

 The Remedial Method (Cont.) 

 Creates tax items that are allocated to noncontributing partners, 

with offsetting created tax items allocated to contributing partner 

 Be careful of a partnership (or LLC or trust) agreement that 

provides for remedial allocations because they can create 

unpleasant surprises for some of the partners 

 Many tax advisers recommend against investing in partnerships 

with remedial allocations 
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Allocation Of Contributed Property (Cont.) 

 Aggregation of Properties 

 Certain properties can be aggregated 

 Depreciable property can be grouped by general asset 

accounts (other than real property) 

 Zero-basis property 

 Inventory items 

 There are special aggregation rules for securities partnerships 

that apply only to reverse Section 704(c) allocations (when a 

revaluation of capital accounts has occurred) 
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Allocation Of Contributed Property (Cont.) 

 Tiered Partnerships 

 If a partnership contributes Section 704(c) property to a lower-tier 

partnership, or if a partner that has contributed Code Sec. 704(c) 

property to a partnership contributes that partnership interest to 

an upper-tier partnership, the upper-tier partnership must allocate 

its distributive share of lower-tier partnership items in a manner 

consistent with Section 704(c). 

 Similarly, the upper-tier partners' income and deductions 

attributable to the 704(c) property should continue to match the 

amounts of their book allocations, where possible. 
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Allocation Of Contributed Property (Cont.) 

 Anti-Abuse Provisions 

 Section 704(c) anti-abuse rules 

 There is a specific anti-abuse rule for contributed property 

allocations (in addition to the generally applicable anti-abuse 

rule of Reg. §1.701-2).  

 This rule characterizes as unreasonable any Section 704(c) 

allocation method made with a view to shifting the tax 

consequences of a BIG or BIL in a manner that substantially 

reduces the present value of the partners' aggregate tax 

liability. 

 The tax effect of an allocation method or combination of 

methods on both direct and indirect partners is considered. 
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Allocation Of Contributed Property (Cont.) 

 Anti-Abuse Provisions 

 Limitation on “mixing bowl” transactions (7 year rule) - 

 Property subject to the Section 704(c) allocation is distributed 

to someone other than the contributing partner. [Section 

704(c)(1)(B)] 

 Property, other than the property subject to the Section 704(c) 

allocation, is distributed to the contributing partner. [Section 

737] 

Strafford 
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 To ensure compliance with Treasury Department regulations, we 

inform you that, unless otherwise expressly indicated, any U.S. 

Federal tax advice contained herein was not intended or written to 

be used, and cannot be used, for the purpose of (1) avoiding tax-

related penalties under the Internal Revenue Code or (2) promoting, 

marketing, or recommending to another party the tax-related matters 

addressed herein.  

Strafford 
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SALE OR REDEMPTION OF AN 
INTEREST  IN A PARTNERSHIP 

Lynn Fowler, Kilpatrick Townsend & Stockton 

 



• Allocations of income and loss in year of transfer 

 

• Allocations of items resulting from Section 743(b) adjustments 

 

• Allocations of items resulting from Section 734(b) adjustments 

 

• Terminations of partnerships 

42 

Issues 



Base Case 

ASSETS LIABILITIES/

CAPITAL 

TAX/BOOK FMV TAX/BOOK FMV 

Cash 2100 2100 Liabilities 600 600 

Blackacre 1200 2400 A Capital 900 1300 

B Capital 900 1300 

C Capital 900 1300 

Total 3300 4500 Total 3300 4500 

P allocates profits and losses 1/3 to each of A, B and C 
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• If partner sells entire interest in partnership, partnership tax year 

closes with respect to selling partner only.  I.R.C. §706(c)(2)(A). 

– Does not require partnership to file two returns in year of 

sale. 

– Could impact timing of selling partner’s distributive share of 

partnership income 

 

• If partner sells less than entire in partnership, partnership tax 

year does not close with respect to selling partner.  I.R.C. 

§706(c)(2)(B). 

 

44 

Allocations Of Income And Loss In 
Year Of Transfer 



• Partnership must allocate income in year of sale between selling 

partner and purchasing partner to reflect varying interest in 

partnership.  I.R.C. §706(d). 

 

• Interim closing of the books method.   

– Default method for sale of entire interest. Treas. Reg. 

§1.706-1(c)(2)(ii). 

 

• Pro rata method, based on number of days each partner held 

interest.   

– Requires agreement of the partners to use this method for 

sale of entire interest. Treas. Reg. §1.706-1(c)(2)(ii). 
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Allocations Of Income And Loss In 
Year Of Transfer (Cont.) 



Sale Of Entire Interest 

ASSETS LIABILITIES/

CAPITAL 

TAX/BOOK FMV TAX/BOOK FMV 

Cash 2100 2100 Liabilities 600 600 

Blackacre 1200 2400 A Capital 900 1300 

B Capital 900 1300 

C Capital 900 1300 

Total 3300 4500 Total 3300 4500 

P allocates profits and losses 1/3 to each of A, B and C 

A sells entire interest to D on 7/1 

P makes $300 in first six months and loses $300 in last six months 
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• Interim closing of the books method.   

– A allocated $100 of income ($300 x 1/3). 

• Income is ordinary to P 

– A increases basis in partnership interest by $100 

• Reduces capital gain by $100 

– D allocated $100 of loss ($300 x 1/3) 

 

• Pro rata method, based on number of days each partner held 

interest.   

– A allocated $0 of income ($0 x 1/3 x 1/2) 

– No basis increase because no income allocated 

– Reduces capital gain by $100 

– D allocated $0 of income ($0 x 1/3 x 1/2) 
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Allocations Of Income And Loss In 
Year Of Transfer 



• Section 743(b). 

– Requires an adjustment to the basis of partnership assets 

upon a sale of a partnership interest if: 

• Partnership has Section 754 election 

• Partnership has substantial built-in loss 

 

• Basis adjustment allocated solely to purchasing partner 

 

• Basis adjustment can be positive or negative 
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Allocations Of Items Resulting From 
Section 743(b) Adjustment 



Section 743(b) Adjustment 

ASSETS LIABILITIES/

CAPITAL 

TAX/BOOK FMV TAX/BOOK FMV 

Cash 2100 2100 Liabilities 600 600 

Blackacre 1200 2400 A Capital 900 1300 

B Capital 900 1300 

C Capital 900 1300 

Total 3300 4500 Total 3300 4500 

P allocates profits and losses 1/3 to each of A, B and C 

A sells entire interest to D on 1/1 

P has Section 754 election in place 
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• Section 743(b) Adjustment   

– P increases basis of Blackacre by $400 (equal to difference 

between amount realized and tax capital account) 

– Basis increase allocated solely to D’s interest in P 
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Section 743(b) Adjustment (Cont.) 



• Positive Section 743(b) Adjustment   

– Treated as purchase of new depreciable property by 

partnership. Treas. Reg. §1.743-1(j)(5). 

• So P would treat $400 basis increase in Blackacre as purchase 

of new depreciable real property with 39.5 year recovery 

period.   

• P allocates additional $10 of additional depreciation to D each 

year. 

– Exception if 743(b) adjustment attributable to Section 704(c) 

property using the remedial method-P must recover basis 

adjustment over remaining period of remedial method.  

Treas. Reg. Treas. Reg. § 1.743-1(j)(4)(i)(B)(2) 

– Basis increase not subject to anti-churning rules for Section 

197 property unless selling partner and purchasing partner 

are related.  I.R.C. §197(f)(9)(F). 
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Section 743(b) Adjustment And 
Depreciable Property 



• Negative Section 743(b) Adjustment  recovered by:  

– reducing the transferee's share of depreciation with respect 

to such property,  

– decreasing the transferee's share with respect to other 

partnership property, and  

– creating ordinary income for the transferee 

 

Treas. Reg. Reg. § 1.743-1(j)(4)(ii). 
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Section 743(b) Adjustment And 
Depreciable Property (Cont.) 



• Section 734(b). 

– Requires an adjustment to the basis of partnership assets 

upon a sale of a partnership interest if: 

• Partnership has Section 754 election 

• Partnership has substantial built-in loss 

 

• Basis adjustment allocated solely to purchasing partner 

 

• Basis adjustment can be positive or negative 
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Allocations Of Items Resulting From 
Section 734(b) Adjustment 



Section 734(b) Adjustment (Cont.) 

ASSETS LIABILITIES/

CAPITAL 

TAX/BOOK FMV TAX/BOOK FMV 

Cash 2100 2100 Liabilities 600 600 

Blackacre 1200 2400 A Capital 900 1300 

B Capital 900 1300 

C Capital 900 1300 

Total 3300 4500 Total 3300 4500 

P allocates profits and losses 1/3 to each of A, B and C 

P distributes $1300 in cash to A in liquidation of A’s interest on 1/1 

P has Section 754 election in place 
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• Section 734(b) Adjustment   

– P increases basis of Blackacre by $400 (equal to amount of 

gain recognized by A upon distribution in liquidation of 

interest.) 

– Basis increase allocated to common basis of partnership 

property 

– Basis increase treated as purchase of new property for 

depreciation purposes placed in service on the date of the 

transfer of the interest. Reg. § 1.734-1(e)(1). 

– Basis decrease recovered over the remaining depreciable 

life of partnership property. Reg. § 1.734-1(e)(2). 
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Section 734(b) Adjustment (Cont.) 



• Partnership deemed to terminate if one or more sales of 

interests representing  more than 50% of partners’ interests in 

capital or profits over twelve-month period.  I.R.C. §708(b)(1)(B). 

– Commonly known as “technical termination.” 
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Slide Intentionally Left Blank 

 

 

 



Section 734(b) Adjustment (Cont.) 

ASSETS LIABILITIES/

CAPITAL 

TAX/BOOK FMV TAX/BOOK FMV 

Cash 2100 2100 Liabilities 600 600 

Blackacre 1200 2400 A Capital 900 1300 

B Capital 900 1300 

C Capital 900 1300 

Total 3300 4500 Total 3300 4500 

P allocates profits and losses 1/3 to each of A, B and C 

A and B sell their interests to D on 7/1 

P deemed to terminate under IRC §708(b)(1)(B) 
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• Consequences of Technical Termination of Partnership 

– Tax year of old partnership terminates. Treas. Reg. § 1.708-

1(b)(3)(ii). 

• Partnership required to file two tax returns for year of 

termination 

– All elections of old partnership terminate. 

• Can work to eliminate unwanted elections 

• But a problem if fail to make new wanted elections 
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Termination Of Partnerships 



• Consequences of Technical Termination of Partnership (cont’d) 

– Partnership deemed to contribute assets to a new 

partnership and distribute interest in new partnership to 

partners.  Treas. Reg. §1.708-1(b)(1). 

• No gain or loss recognized 

• No change to basis of partnership property 

• No change in depreciation periods or methods. 

 

 

 

61 

Terminations Of Partnerships (Cont.) 


