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Partnership Mergers



What is a “Merger”?

7

• No clear definition in the partnership context.

• What is clear:

o Partnership “merger” does not mean what many people think it
does. Specifically, it tends not to include typical state law
mergers.

• Any time partnership transaction(s), with or without state merger
statutes, result in fewer partnerships at the end than at the
beginning, consider:

o Has there been a partnership “merger” for tax purposes?



Termination of a Partnership

8

• Under the current Internal Revenue Code, a partnership is
considered terminated “only if no part of any business, financial
operation, or venture of the partnership continues to be carried on by
one of its partners in a partnership.” §708(b)(1).

• If only one partner remains after a transfer, the partnership has
terminated despite the legal entity remaining intact.



State Law Mergers

9

• Partnership mergers under state law are often utilized to
change the state law form of the entity and/or the state of
formation.

o For example, changing a limited partnership to an LLC might be
accomplished by merging the LP into a new LLC.

o This form of state law mergers are becoming less common now that
many states allow for direct conversions without a merger.

• IRS says that in transactions like this, there has been neither a
partnership merger nor a partnership termination.

• Tax year does not close and EIN does not change.



Conversions/State Mergers
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• State law form of transaction is irrelevant to the IRS. See Rev. Rul.
95-37, 1995-1 CB 130. IRS does not distinguish between state
mergers or conversions.

• Conversions or mergers from one type of partnership to another type
are generally non-taxable. Revenue rulings and private guidance
include conversions involving GPs, LPs, LLCs, LLPs, and LLLPs.

o Watch out for shifts in a partner’s share of liability under §752, as
this can result in taxable income.

• The IRS treats the mergers or conversions as distributions of the new
interests to the partners in exchange for contributions of their old
interests pursuant to §721.



So What is a Tax Merger?
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• §708(b)(2)(A) is the sole provision on partnership mergers.

• “In the case of the merger or consolidation of two or more
partnerships, the resulting partnership shall, for purposes of
[Code §708], be considered the continuation of any merging or
consolidating partnership whose members own an interest of more
than 50 percent in the capital and profits of the resulting
partnership.” Code §708(b)(2)(B). See Treas. Reg. § 1.708-1(c).

• All this Code provision does is define the survivor of a partnership
merger.



Mergers For Tax Purposes
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• In a transaction treated as a partnership merger for tax purposes:

o At least one partnership does terminate.

o Assets are deemed to move.

• A merger that is governed by the tax rules on partnership mergers is 
characterized as a combination of distributions and contributions. 

• Distributions and contributions are generally tax-free, except:

o Distribution of cash/marketable securities in excess of basis
(including “deemed distribution” on liability shift).

o Change in shares of ordinary income (“hot”) assets.

o “Disguised sale.”

o “Mixing bowl.”
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• What if the members of two (or more) partnerships own more than
50% of the resulting partnership?

o The continuing partnership is the one that is credited with the
largest net value of assets. Treas. Reg. § 1.708-1(c)(1).

• What if the members of none of the partnerships own more than 50%
of the resulting partnership?

o All the merged partnerships terminate. Treas. Reg. § 1.708-
1(c)(1).

Which Partnership Survives?



Assets Over (Default Form)
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• Most partnership mergers will be deemed to take the “assets-over”
form, irrespective of form of transaction under state law.

• While called “assets over”, it may be more helpful to think of it as
“assets down”.

• The partnership that is considered terminated is deemed to:

o Contribute all of its assets and liabilities to the resulting
partnership in exchange for an interest in the surviving
partnership.

o Immediately afterwards distribute interests in the resulting
partnership to its partners in liquidation.



Assets Up
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• If a partnership merger actually takes the form of an “assets up”
transaction, that form will be respected.

• Under this form:

o The partnership that is terminated distributes all of its assets to
its partners in liquidation.

o Immediately afterwards the partners contribute those distributed
assets to the resulting partnership.

• An “assets up” transaction is never a merger under state law.

• When would you do an assets up merger?

o If outside basis (partners’ basis in their partnership interests)
exceeds inside basis (partnership’s basis in its assets).



Seven Equivalent Transactions

16

• To the IRS, these are all “assets over” mergers, with AB surviving
(assuming AB has 50.1% of assets)

o Merger: AB into CD.

o Merger: CD into AB.

o Asset transfer: CD to AB.

o Asset transfer: AB to CD.

o Contribution of interests in CD to AB.

o Contribution of interests in AB to CD.

o Distribution of assets to A and B with immediate recontribution
to CD.



The One Alternative

17

• The one alternative the IRS would recognize as different is an actual
“assets up” transaction, where

o CD distributes its assets to C and D, and

o C and D immediately recontribute the assets to AB.



A Limited Exception

18

• If certain requirements are met, the regulations permit the partners
of the merging partnership in an “assets over” transaction to be
treated as selling their interests to the surviving partnership. Treas.
Reg. § 1.708-1(c)(4).

• This special rule helps avoid taxable gain to the continuing partners of
the merging partnership, who are not selling.
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Other Potential Non-Taxable Transfers



Exchange for Corporate Stock
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• A transfer of a partnership interest for corporate stock is generally a
taxable exchange under §1001.

• Non-recognition treatment may be available under §351.

o The partnership interest must be contributed to the corporation in
exchange for stock of the corporation.

o Transferors must be in control (at least 80 percent of the total
combined voting power and at least 80 percent of the total number
of shares).

o Under §357(c), gain will be recognized if liabilities assumed by the
corporation exceed the transferor's adjusted basis in all the
property transferred. Consider impact of §752.



Like-Kind Exchanges
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• §1031 allows for non-taxable exchanges of like-kind real property
held for productive use in a trade or business or for investment.

• Partnership interests are specifically excluded from qualifying for
§1031.

o This exclusion does not apply if the partnership elected out of
Subchapter K pursuant to §761(a).

• A partnership may enter into a like-kind exchange, for example, to
exchange real estate with a third party.



Abandonment
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• A partner that abandons a partnership interest for no consideration
can take an ordinary loss in an amount equal to his basis in the
partnership interest.

o No consideration means that there is no sale or exchange under
§1221, allowing ordinary income treatment.

o However, if partner is relieved of liabilities under §752, the partner
is treated as having received consideration. The result is the
abandonment is treated as a sale of a partnership interest (a
capital asset), and the entire loss is capital unless §751 provides
otherwise.

o However, ability to claim ordinary loss was temporarily impacted by
Pilgrim’s Pride, 141 T.C. No. 17 (2013), which was reversed by the
Fifth Circuit in February, 2015.



Example
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• Partner A has an outside basis in his 33.3% ABC partnership interest
of $100. The assets of ABC have a basis of $300 and a FMV of $60.
A is allocated no liabilities under §752.

• If A successfully abandons his interest in ABC, he would recognize
$100 ordinary loss.

• Assume instead that ABC sells the property for $240 loss and
liquidates. A would receive $20 cash and would be allocated a loss of
$80 (1/3 of $240). This would generally be a capital loss.

• If even $1 of liability was allocated to A under §752, the entire $100
loss would be capital.



How to Abandon
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• Abandonment of a partnership interest requires (1) an intention to
abandon the asset, and (2) an affirmative act of abandonment.

• No specific steps are required.

• A written letter to the partnership stating that the partner is
abandoning his interest has been approved by the IRS as a manner of
establishing abandonment. Revenue Ruling 93-80.

• The terms of the partnership agreement may preclude abandoning a
partnership interest.



Worthlessness

25

• The IRS has also held that a partner is entitled to an ordinary loss on
the worthlessness of a partnership interest. Revenue Ruling 93-80.

• Worthlessness can be difficult to establish. The partner must show
that the partnership interest has become worthless in the year that
the loss is claimed.
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Basis Adjustments



Basis Adjustments under §743
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• §743(a) provides the general rule that the partnership’s basis in its
assets is not adjusted as a result of a transfer of a partnership
interest.

• Where there has been a significant change in the value of the
partnership property, there can be a large mismatch between the
partner’s proportionate share of the partnership’s basis in its assets
and the partner’s basis in his partnership interest.

• Example: ABC partnership has assets with FMV of $3000 and basis
of $300. X buys A’s 33% interest for $1000. If ABC sells the assets,
ABC will have $2700 of gain, $900 of which will be allocated to X.



§743(b) Adjustment
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• Under §743(b), the basis of the partnership assets is adjusted with
respect to the purchasing partner upon the sale or exchange of a
partnership interest or the death of a partner.

o Does not apply to contributions or distributions.

• §743(b) only applies if the partnership has made a §754 election or if
there is a substantial built-in loss (greater than $250,000).

• Adjustment is only with respect to the purchasing partner, not the
partnership.

• §743(b) adjustment is equal to the difference between the purchasing
partner's initial basis in his partnership interest and his
“proportionate share of the adjusted basis of the partnership
property.”



§743(b) Adjustment
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• Considering the prior example:

o X’s proportionate share of the partnership’s basis is $100.

o X’s basis in his partnership interest is $1000.

o §743(b) adjustment would be $900.

o If ABC sold the assets for $3000, X would be allocated no gain from
the sale because of the adjustment.

o §743(b) adjustment is only with respect to X.



§743(b) Adjustment
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• There is a tension between existing and new partners with respect to
whether to make a §754 election.

• Once made, election cannot be revoked except with IRS consent.

• Applies to any subsequent sales or exchanges or transfers upon
death, as well as distributions that trigger §734(b) adjustments.

• A technical termination revokes a §754 election. If the transfer
results in the technical termination, the partnership can make a §754
election which would effectively apply only to that transaction.



§755 Allocation of §743(b) Adjustment
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• Determine the FMV of all partnership assets.

• Determine the amount of income, gain or loss that would be allocated
to the purchasing partner with respect to each partnership asset if all
of the assets were sold for FMV.

• Classify the assets into ordinary income property and capital gain
property.

• Allocate §743 adjustment to ordinary income classes to the extent
that the total income, gain, and loss that would be allocated to the
transferee with respect to the sale of ordinary income property in the
hypothetical transaction.



§755 Allocation of §743(b) Adjustment
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• Allocate §743 adjustment to capital gain classes to the partnership to
the extent that the total income, gain, and loss that would be
allocated to the transferee with respect to the sale of capital gain
property in the hypothetical transaction.

• Limitation: Basis of capital gain property cannot be reduced below
zero. The additional reduction must go to ordinary income property.

• Adjustments within classes are allocated first to properties with
unrealized appreciation or depreciation to the extent of the
purchasing partner’s share. Remainder allocated in proportion to the
purchasing partner’s share of the amount that would be realized
upon the hypothetical sale of each asset in the class.



Basis Adjustments under §734
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• §734(a) provides the general rule that the partnership’s basis in its
remaining assets is not adjusted as a result of a distribution to a
partner.

• §734(b) provides for a basis adjustment where there is a §754
election in place or where there would be a substantial basis
reduction (greater than $250,000).

• Unlike §743(b), this basis adjustment is common to all the partners.



Basis Adjustments under §734
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• Basis increased in two situations:

o Partner has recognized gain because he received a cash
distribution in excess of his basis. Partnership can increase basis
by the amount of the gain.

o Partner receives distribution of assets where the partnership’s
basis in the assets exceeds the partner’s basis in his partnership
interest. Partner is limited to taking a basis in the assets equal to
his basis in his partnership interest. Partnership may increase
basis in remaining assets by the amount equal to the excess of the
partnership's basis in the distributed assets over the partner’s
basis in his partnership interest.



Basis Adjustments under §734
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• Basis decreased in two situations:

o If a partner liquidates his interest solely for cash and unrealized
receivables and inventory, he will recognize a loss to the extent of
the excess of the partner’s basis in his interest over the sum of the
cash and the partnerships basis in the unrealized receivables and
inventory. The partnership reduces its basis by the amount of the
loss.

o If a partner's interest is completely liquidated and the basis of
distributed assets in his hands is greater than the partnership's
basis in the assets, the partnership reduces its basis in the
remaining assets by the excess of the partner’s basis in the
distributed assets over the partnership's basis in those assets.



§755 Allocation of §734(b) Adjustment
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• The partnership determines the value of each of its assets.

• Assets are divided into capital gain assets and ordinary income
assets.

• Determine the class of assets to which the §734(b) adjustment is
allocated.

• Allocate the adjustment to the specific assets in the appropriate
class.



§755 Allocation of §734(b) Adjustment
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• If the adjustment is the result of an increase or decrease in the basis
of distributed assets of a certain class, the basis of retained
partnership assets of the same class is decreased or increased by a
like amount.

• If the adjustment is a consequence of (a) the recognition of gain by
the partner upon receipt of a distribution of cash in excess of his
basis in the partnership or (b) the recognition of loss upon the
complete liquidation of his partnership interest solely in exchange for
money, unrealized receivables and inventory, the adjustment is
allocated entirely to capital gain assets of the partnership.



§755 Allocation of §734(b) Adjustment
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• Allocations within classes:

o Increase allocated first to properties with unrealized appreciation in
proportion to their respective amounts of unrealized appreciation,
then among all assets based on FMV.

o Decreases allocated first to properties with unrealized depreciation
in proportion to their respective amounts of unrealized depreciation
before such decrease (but only to the extent of each property's
unrealized depreciation), then among all assets based on adjusted
bases.
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Collateral Issues



Sales that Terminate the Partnership

40

• A partnership automatically terminates if it has less than two
partners.

• If the sale of a partnership interest results in a termination of the
partnership, Revenue Ruling 99-6 treats that transaction as an asset
purchase with respect to the purchaser.

o There is a deemed distribution of assets to the selling partner,
followed by an acquisition of the distributed assets by purchaser.



Example
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• A and B are equal partners in AB Partnership. A sells his 50% interest
to B for $1000.

• A treats the transaction as a sale of his partnership interest.

• B receives a liquidating distribution of assets from the partnership for
his 50% interest. B has a carryover basis in these assets and his
holding period tacks.

• B then buys the remaining 50% interest in the assets from A. B has a
basis in this 50% interest of $1000, and no holding period.



Technical Terminations (Pre-2018 Tax Years)
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• §708(b)(1)(B) provides that there is a technical termination of a
partnership if, within a 12-month period, there is a sale or exchange
of 50 percent or more of the profits and capital interests in the
partnership.

• Sales are aggregated, although multiple sales of an interest only
counts once.

• Transactions with the partnership generally do not count. I.e.,
withdrawals, contributions or conversions. This provides significant
planning opportunities.

• Gifts, bequests, or inheritances do not count.

• Can structure sales a year and a day apart to avoid termination.



What Occurs?

43

• Treasury Regulations §1.708-1(b)(1) provides that the following
occurs upon a technical termination:

The partnership contributes all of its assets and liabilities
to a new partnership in exchange for an interest in the
new partnership; and, immediately thereafter, the
terminated partnership distributes interests in the new
partnership to the purchasing partner and the other
remaining partners in proportion to their respective
interests in the terminated partnership in liquidation of
the terminated partnership.



General Consequences
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• Because of Treasury Regulation §1.708-1(b)(1), the consequences
are not as dire as under a prior version of the regulation.

o Prior version deemed there to be a liquidating distribution of the
assets to the partners, followed by a contribution of the distributed
assets to a new partnership.

• Gain or loss is not triggered.

• Generally there are no consequences under §§704(b), 704(c), and
737.

• Partner’s basis in the partnership remains unchanged, as does the
holding period.



Traps for the Unwary
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• Partnership’s tax year closes, and partnership will have to file two
returns.

• Elections are revoked and new elections must be made. This is often
a reason to trigger a technical termination, especially if a §754
election is in place.

o New EIN is not required.

• Depreciation is restarted, and the property is treated as “newly placed
in service”. This means a new useful life, which can stretch out
depreciation over a longer period of time.

o This is often the primary reason to avoid a technical termination.



Allocations of Income
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• If the selling partner disposes of his entire interest, the partnership’s
tax year closes with respect to that partner. If less than the entire
interest is sold, the tax year remains open.

• Partnership income from before and after the sale must be allocated
between the seller and purchaser.

• Available methods:

o Interim closing of the books method - Items before sale go to seller,
after to purchaser.

o Pro rata method - Annual income allocated between seller and
purchaser based on number of days in taxable year before and
after sale.



Allocations of Income

47

o Other reasonable methods.

• Regulations suggest that the interim closing of the books method
applies unless the partners otherwise agree.

• Proposed regulations issued in 2009.

o Mandate that the interim closing of the books method is the default
method.

o Same method would have to be used for all variations in
partnership interests during a given taxable year.
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Drafting Issues



Drafting Issues
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• Interest being transferred is the interest in the partnership, not in the
underlying assets of the partnership.

o Impact on transfer taxes, recording fees, etc.

• Representations and warranties typically go to the seller owning his
interest free and clear of any and all liens, claims and encumbrances
of any kind or nature whatsoever and seller having the right to
transfer such partnership interest.

• Purchaser generally does not incur income tax liability for prior tax
years (prior to 2018). Audits for prior years would result in
adjustments to the returns of the partners in those years. Consider
indemnity for 2018 on tax years.



Drafting Issues

50

• Partnership agreements often impose significant transfer restrictions,
requiring consent of the GP, manager, managing member, etc.
Transfers in violation of these restrictions may result in the transfer
being void or the purchaser only acquiring assignee rights.

• Purchasing partner should be required to become a party to the
partnership agreement.

• Address §754 election and how income will be allocated under
§706(d). May require an amendment of the partnership agreement.
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Disclaimer

IRS CIRCULAR 230 DISCLOSURE:
Unless explicitly stated to the contrary,  this outline, the presentation to which it 
relates and any other documents or attachments are not intended or written to  be 
used, and cannot be used, for the purpose of (i) avoiding penalties under  the 
Internal Revenue Code or (ii) promoting, marketing, or recommending to  another 
party any transaction or matter addressed herein. 
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Overview

• Sale of Partnership Interest
• General Rule
• “Hot Asset” Rule

• Liquidating Distributions (Redemptions)
• Dispositions and the SALT Cap Workaround
• TEFRA Repeal
• Debt for Equity Exchange
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Sale of Partnership Interest

• Sale of Entire Interest
• Sale of Partial Interest
• Split Holding Period Issues
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Sale of Partnership Interest
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Sale of Partnership Interest

• A partner can dispose of his or her interest in many 
ways:

• sale to third party
• sale back to partnership
• sale to other partner

• Economically, these transactions are identical, but the 
tax rules sometimes treat them differently.

• We first look at sales to third parties and/or other 
partners
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Sale of Partnership Interest

• General Rule – IRC §741
• A sale of partnership interest is a sale of a capital 

asset.
• Holding period requirements for long/short term capital 

gain/loss are measured by the seller’s ownership 
period, not by the partnership’s holding period of the 
underlying assets.

• However, a significant exception to this general rule is 
the “hot asset” or IRC §751 rules.
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Gain/Loss Calculation

Gain/Loss from the sale of a partnership interest:

amount received
- adjusted tax basis
= gain (loss)
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Gain/Loss Calculation

• amount received in the sale of a partnership interest 
includes the following:

• cash received
• FMV of property received
• liabilities of the seller that are assumed or relieved

• formal liabilities
• deemed liabilities for tax purposes (i.e., 

partner’s share of partnership liabilities)

62



© 2023 Smith, Gambrell & Russell, LLP, All Rights 
Reserved 

Gain/Loss Calculation

• adjusted tax basis includes
• the seller’s share of partnership liabilities
• income/loss through the date of sale (as allocated)
• in simple cases, will often line up with capital 

account balance plus share of partnership 
liabilities
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Gain/Loss Calculation

Allocation of Partnership Liabilities
• amount received and tax basis calculations both 

require consideration of partnership liabilities.
• partnership recourse liabilities
• partnership nonrecourse liabilities

• Also consider whether non-partnership liabilities are 
being assumed or relieved. 
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Gain/Loss Calculation

Example:
• Adam is a member of Eden, LLC and sells his interest to 

Eve for $100 in cash.
• Adam’s tax basis is $40, which includes $15 in partnership 

liabilities.
• Amount received = $115

• $100 cash
• $15 partnership liabilities relieved

• Adjusted tax basis = $40
• Gain = $115 - $40 = $75
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Sale of Partial Interest
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Sale of Partial Interest

• We have thus far assumed a sale of a partner’s entire 
partnership interest.

• In some cases, however, a partner may sell only part of 
his or her interest.
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Sale of Partial Interest

• Very little guidance.
• IRS position is that a taxpayer has a single tax basis, 

even if he/she owns different types of interests (i.e., 
owns a limited and general partnership interest; owns 
Class A and Class B units in an LLC).

• The tax regulations require that this tax basis must be 
“equitably apportioned” between what is sold and what 
is retained.

• This differs from the sale of corporate stock which 
utilizes a tracing approach!
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Sale of Partial Interest

Example:
• In 2017, Adam buys 10 units in Eden, LLC for $200.
• In 2019, Adam buys another 10 units for $1,000.
• In 2021, Adam sells 10 units (retaining the other 10) 

for $2,000.
• Assume that Adam has an overall tax basis of $1,200 

(no liabilities, no income allocation in excess of 
distributions, etc.)
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Sale of Partial Interest

Example:
• If Adam allocates his basis ratably among the units, 

then the 10 units that are sold (representing 50% of 
the total units) will have a tax basis of $600 (i.e., 50% 
x $1,200 total tax basis).

• amount received = $2,000
• tax basis = $600
• gain = $1,400
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Sale of Partial Interest

• The ratable/FMV allocation approach is supported by 
the regulations and by commentators.

• An alternative is a tracing approach.
• Assume that Adam’s tax basis in each block of LLC 

units is equal to his original purchase price.
• If Adam sold the second block, he might argue that he 

recognizes only $1,000 of gain (i.e., $2,000 amount 
received less $1,000 tax basis).
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Sale of Partial Interest

What if a seller owns different types of LLC or 
partnership interests?
• limited vs. general partnership interests.
• senior vs. junior interests
• Class A vs. Class B
The majority view is to allocate total basis in 
proportion to the FMV of the interests.
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Sale of Partial Interest

Example: 
• Eve owns both LP and GP units in a partnership.  She 

has total basis of $100, and is selling her LP interest 
for $60.  Assume the FMV of the GP interest is $90.

• Total FMV = $150, so LP interest represents 40% of 
the total.

• Accordingly, $40 of basis (40% x $100) is allocated to 
the LP interest

• Gain = $20 ($60 amount received less $40 basis)
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Split Holding Period
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Split Holding Period

• Because there is a significant capital gains rate differential, 
it can be important to determine whether the long-term 
capital gains holding period has been satisfied.

• If the seller acquired her partnership interest at different 
times, split holding periods may come into play.

• The holding period of a partnership interest is determined 
by reference to the holder, not the holding period of the 
underlying partnership assets.
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Split Holding Period

Example: 
On 1/1/2021, Smith contributed cash and real property to 

ABC, LLC.  The cash is $1,000.  The real property is worth 
$2,000, has a basis of $100, is a capital asset and was 
acquired by Smith on 1/1/2000.

• The ratio of the cash to the real property is 33% to 67%.
• Smith has split holding periods.

• 33% of her LLC interest has a holding period that 
started on 1/1/2021 (the cash contribution).

• 67% of her LLC interest has a holding period that 
started on 1/1/2000 (the real property contribution).

76



© 2023 Smith, Gambrell & Russell, LLP, All Rights 
Reserved 

Split Holding Period

• On 7/1/2021, Smith sells her LLC interest for $2,000.  
At the time, her basis is $1,100, resulting in gain of 
$900.  (Assume no re-characterization of the gain 
under §751.)

• Because Smith has a split holding period for her LLC 
interest, the gain is allocated ratably:

• 33% of her gain ($300) is treated as a short-term 
capital gain because the holding period began on 
1/1/2021.

• 67% of her gain ($600) is treated as long-term 
capital gain because the holding period began on 
1/1/2000.
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“Hot Asset” Rule
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“Hot Asset” Rule

• Under the general rule, a sale of a partnership 
interest gives rise to capital gain or loss.

• However, there is a significant exception to this rule 
that looks to the underlying assets of the 
partnership.

• This exception can dwarf the general rule 
depending on the business of the partnership.

• Sidebar – gain re-characterized as ordinary income 
may qualify for reduced tax under IRC §199A. 
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“Hot Asset” Rule

Decision path:
1. Determine whether hot asset rule applies.
2. Determine total gain/loss.
3. Determine gain/loss on deemed sale of hot assets.
4. Adjust total gain/loss to treat gain/loss on deemed 

sale of hot assets as ordinary.
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“Hot Asset” Rule

• Does Hot Asset Rule apply?
• §751 applies if a partnership has §751 assets.

• What are §751 assets?
• “unrealized receivables” and inventory
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§751 Assets

• “unrealized receivables”
• generally – receivables for goods delivered (or 

to be delivered) or for services rendered (or to 
be rendered)

• BUT ONLY to the extent not previously 
included in income under the partnership’s 
method of accounting 

• also: recapture property to the extent of 
ordinary income recapture amount
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§751 Assets

• inventory
• property held for sale to customers in the ordinary 

course of business (including real estate held by a 
dealer whether or not included in inventory);

• any other property that, on the sale or exchange by 
the partnership, would be considered property 
other than a capital asset or §1231 property; and

• any other property that, if held by the transferor 
partner, would be described above
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Total Gain/Loss

• Compute gain/loss as if §751 did not apply
• Accordingly, the general rule applies, with 

caveats for partial interests, etc.
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§751 Deemed Sale

• Determine gain/loss on all §751 assets – need FMV 
and tax basis of all §751 assets.

• Regulations set out specific rules:
• receivables generally valued at present value of 

net cash expected, reduced by estimated cost of 
delivery or performance – not face value

• inventory items valued at market using §471 
principles

• Where book/tax basis differences exist, tax basis 
computations can be complicated.
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Re-Characterization

total gain/loss
- §751 deemed sale gain/loss
= capital gain/loss
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Example

• Jones sells his 25% interest in ABC, LLC for $1,000
• Total outside basis = $750
• Two assets:

• real estate held for investment – capital asset
• FMV = $500
• tax basis = $750

• inventory items – §751 asset
• FMV =  $500
• tax basis = $0
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Example

• Does §751 apply?
• Yes because ABC, LLC has §751 assets.

• Total gain/loss?
• amount received = $1,000
• tax basis = $750
• gain = $250
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Example

• Gain/loss on §751 deemed sale?
• Amount received = FMV = $500
• Tax basis = $0
• Gain = $500
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Example

• Re-characterization
• Total gain/loss = $250
• §751 gain/loss = $500
• Capital gain/loss = - $250

• In this case, the inherent loss in the capital asset 
and the large gain in the hot assets are preserved 
under §751.
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Purchaser Issues

• Basis of purchased interest
• Capital account
• Basis step up/down
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Liquidating Distributions
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Liquidating Distributions

• General Rules
• §736 Issues
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Liquidating Distributions

• In general, a liquidating distribution can be 
analogized to a stock redemption.

• The partner receives a distribution from the 
partnership in exchange for or liquidation of his or 
her interest in the partnership.

• Can be a single or series of distributions.
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Liquidating Distributions

• The tax treatment of a liquidating distribution varies 
depending on what type of property is distributed.

• cash – gain/loss recognized
• “marketable securities” – treated same as cash
• all other property – generally no gain/loss –

instead take the property with a carryover 
basis.

96



© 2023 Smith, Gambrell & Russell, LLP, All Rights 
Reserved 

Liquidating Distributions

• Cash includes “deemed” cash distributions from 
relief of liabilities.

• “Marketable securities” are financial instruments 
and foreign currencies that are actively traded –
these are treated as cash substitutes and the same 
tax consequences attend them.

• “financial instruments” defined as stocks and 
other equity interests, debt, options, forward or 
futures contracts, notional principal contracts, 
and derivatives
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Liquidating Distributions

• If cash or marketable securities are received, and 
the total exceeds the partner’s outside tax basis, 
then the difference is recognized as gain.

• Loss can be recognized but only if the to the extent 
the distribution consists solely of cash or §751 
assets.

• Receipt of other property generally will not result in 
gain or loss.  Instead, the partner’s outside tax 
basis will be spread over the received property.
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Retirement Payments
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Retirement Payments

• An exception to the general rules on liquidating 
distributions applies in highly specific 
circumstances.

• §736 governs payments to retiring partners.  
Payments are separated into two classes:

• payments for the partner’s interest in 
partnership property (“§736(b) payments”), 
and

• all other payments (“§736(a) payments”).
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Retirement Payments

• In general, §736(b) payments are taxed as 
distributions.  So, the general rules on liquidating 
distributions apply to such payments.

• §736(a) payments are treated as distributive share 
payments or guarantee payments depending on 
whether they are a function of partnership income.

• KEY – a §736(a) payment is effectively excluded 
from partnership income and taxed only to the 
retiring partner.
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Retirement Payments

Example:
• Red, a member of Flag, LLC, receives a payment of $100 to 

induce Red to retire. At the time, the FMV of Red’s interest in 
Flag, LLC is $25.

• Under these facts, only $25 is treated as a payment for 
Red’s interest in Flag property.  That amount is a §736(b) 
payment and is taxed under the liquidating distribution rules 
(i.e., gain to the extent the cash exceed his tax basis in his 
LLC interest).
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Retirement Payments

Example:
• The balance of the payment – $75 – is treated as a 

§736(a) payment.
• Because it is a fixed payment, it is treated as a 

guaranteed payment and is excluded from the 
income of the company and taxed only to Red.
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Retirement Payments

Service Partnerships
• A special rule applies to a payment by a service 

partnership to a general partner.
• A service partnership is one in which capital is not a 

material income-producing factor.
• In general, §736(a) payments also include payments 

for:
• partner’s share of unrealized receivables
• partner’s share of unstated goodwill
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Retirement Payments

Service Partnerships (cont’d)
• This expands §736(a) treatment to include some 

payments that are for the partner's interest in 
certain types of partnership property.

• Effectively, a partnership can convert part of a 
liquidating distribution into an income exclusion.
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The SALT Cap Workaround
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SALT Cap

• Section 164(b)(6) of the Internal Revenue Code was 
enacted as part of the 2017 Tax Cuts and Jobs Act. 

• Under this limitation, individual taxpayers generally 
cannot deduct more than $10,000 in state and local 
taxes, or $5,000 if filing a separate return. 

• This limitation (the “SALT cap”) does not apply to C 
corporations and does not apply to certain foreign 
taxes, or to property taxes incurred in a trade or 
business or for investment.
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SALT Cap Workaround

• While many states would prefer a repeal of the SALT 
cap at the federal level, another strategy is being 
pursued.

• The legislative history of the SALT cap indicates that if 
state income taxes are imposed at the entity level, then 
the tax reduces the income that would otherwise be 
allocated to the entity’s owners.  

• Effectively, the income tax can be deducted, 
notwithstanding the SALT cap.  The IRS issued Notice 
2020-75 to make clear that such entity level taxes will 
escape the SALT cap.
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SALT Cap Workaround

• Many states have passed legislation consistent with 
this approach and many others are considering doing 
so.

• While this would have a helpful impact on a 
partnership’s tax burden, it raises issues when it comes 
to structuring a stale of a partnership.
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SALT Cap Workaround

• If a partnership sells its assets, then the gain from that 
sale will generally be apportioned based on where the 
assets are located.  

• Assuming the relevant state or states have enacted the 
SALT Cap workaround, that state tax will be assessed 
against the partnership entity, rather than the partners.

• As noted, this has the effect of reducing the overall 
state income tax burden on the transaction.
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SALT Cap Workaround

• In contrast, if the partners of a partnership sells their 
partnership interests, then the result is less clear.

• In some states, the sale of partnership assets is taxed 
differently from the sale of partnership interests.

• For example, it is possible to structure the sale of a 
Georgia LLC so that the gain is not apportioned to 
Georgia.
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SALT Cap Workaround

• Example 1:  Jane owns a 50% interest in Newco, a 
Georgia LLC.  She sells her interest in Newco and 
recognizes gain of $1mm.

• Assume Jane is a Florida resident.
• In this case, Jane make take the position that the sale 

of her interest in Newco is not subject to tax in Georgia.
• In contrast some or all of this gain would be 

apportioned to Georgia if Newco had entered into an 
asset sale.  

• Thus, this is a better result for Jane than having Newco 
sell its assets.
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SALT Cap Workaround

• Example 2:  Same as Example 1, but now assume 
Jane is a Georgia resident.

• Georgia has enacted the SALT Cap workaround.
• If Jane sells her interest, the gain of $1mm is subject to 

tax in Georgia because she is a resident there.
• However, because she is an individual, there is no way 

to utilize the workaround.
• As a result, the Georgia income tax on the gain cannot 

be deducted.
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SALT Cap Workaround

• Example 3:  Same as Example 2, but assume Jane 
causes Newco to sell its assets and Newco elects to 
use the workaround.

• Assume the asset sale triggers the same gain of 
$1mm, but that gain is now taxed at the entity level.

• Because the tax is paid at the entity level, Jane can 
effectively deduct it.

• The benefit of the workaround has to be measured 
against the relevant allocation and apportionment 
rules, the residency of the partnership’s owners and 
the ownership structure.
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SALT Cap Workaround

• Example 4:  Same as Example 2, but assume Jane 
creates a new partnership, Holdco, and contributes her 
interest in Newco immediately before the sale.

• Arguably Holdco can qualify for the workaround at this 
point because the interest in Newco is held by another 
pass-through entity.

• But – Will the IRS respect this?  Will it pass muster 
under the Subchapter K anti-abuse rules at Treas. 
Reg. 1.701-2?
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TEFRA Repeal
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TEFRA Repeal Starting in 2018

• Under prior law, certain partnerships are subject to 
the “TEFRA” audit rules.

• In essence, these rules permit the IRS to perform 
audits at the partnership level, rather than at the 
partner level.

• For a variety of reasons, these audit rules changed 
for tax years under audit beginning after 2017.

117



© 2023 Smith, Gambrell & Russell, LLP, All Rights 
Reserved 

Entity Level Tax Liability

• The IRS refers to the new rules as the “Centralized 
Partnership Audit Regime” (CPAR).

• While CPAR also contemplates audits at the 
partnership rather than the partner level, CPAR has 
a completely different collection mechanism.

• While the resulting tax liability under the TEFRA 
regime was assessed against the partners of the 
partnership at the time of the year being audited, 
the resulting tax liability under CPAR is assessed 
against the partnership itself.
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New Diligence Requirements

• This entity-level tax liability is very different from 
the regular rules for tax liabilities attributable to 
partnerships, although it is possible that a 
partnership can elect out of CPAR or that the 
partnership can elect to push the liability out to the 
“correct” partners.

• Nonetheless, purchasers of partnership interests 
after the effective date of CPAR will have to take 
into account this potential source of additional 
liability and will likely have to perform additional 
diligence.
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Debt for Equity Exchanges

120



© 2023 Smith, Gambrell & Russell, LLP, All Rights 
Reserved 

Debt for Equity Exchanges

• Another way of acquiring a partnership interest is for a 
creditor to exchange some or all of the debt it holds in the 
partnership for equity in the partnership

• However, this type of transaction raises the risk that the 
exchange will trigger cancellation of debt (COD) income to 
the debtor partnership.

• In the corporate and partnership realms, many taxpayers 
took the position that debt-for-equity exchanges were an 
exception to the COD rules.

• In the corporate realm, Congress began limiting the 
exception in 1993.  In the partnership realm, the exception 
was curtailed in 2004 and final regulations were issued in 
2011.
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Debt for Equity Exchanges

• The key concept in the regulations is to determine 
the value the equity received in the exchange.

• The difference (if any) between the value of the 
equity received and the amount of the debt 
exchanged for that equity creates COD income to 
the partnership.

• That income is then generally allocated to the 
partners who had included the debt in their basis.
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Debt for Equity Exchanges

• Note that in a typical COD event, the creditor is 
entitled to a bad debt deduction.  

• However, the final regulations clarify that no such 
deduction is permitted in a partnership debt for 
equity exchange.

• Instead, the creditor’s full basis in the debt is 
carried over to the equity received in the 
exchange.

• Also there is no step up for the creditor in the basis 
of the partnership’s assets.
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Debt for Equity Exchanges

• Another disadvantage for a creditor is that if a bad 
debt deduction was permitted at the time of the 
exchange it could qualify as an ordinary deduction.

• While the creditor will receive an outside basis in 
the partnership equity that reflects its full basis in 
the debt,  if that equity ultimately becomes 
worthless it is possible that the loss will be 
characterized as a capital loss. 

• These disadvantages may constrain a creditor’s 
willingness to enter into a work-out.
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Valuation Safe Harbor

• As noted, a critical factor in the tax consequences of a 
partnership debt/equity exchange is the valuation of the 
equity.

• The final regulations take a facts-and-circumstances 
approach to valuation question.

• Significantly, the regulations create a safe harbor that 
permits the parties to treat the liquidation value of the 
equity issued in the exchange as the value of that equity.

• This safe harbor can be very useful to the parties in a 
work-out, but there are several caveats to take into 
account.
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Valuation Safe Harbor

There four major requirements that must be satisfied to qualify for 
the safe-harbor:
1. The creditor, the partnership, and all the partners must report 

consistently with the safe harbor.
2. All debt/equity exchanges that are part of the same overall 

transaction must be treated consistently with the safe harbor.  
3. The terms of the exchange must be comparable to terms that 

unrelated third parties with adverse interests would agree to. 
4. The partnership must not redeem the interest issued, and no 

person related to the partnership or the partners can acquire 
the interest as part of a plan that had avoidance of COD 
income as a principal purpose.
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Example 1

• Partnership AB has two partners, A and B, each of whom has 
a 50% interest.  AB owes C $1,000.

• C exchanges the $1,000 debt for equity of AB with a 
liquidation value of $700.

• Assume the equity granted to C qualifies for the liquidation 
safe harbor.

• AB is deemed to have $300 in COD income, which is 
allocated to A and B in accordance with how C’s debt was 
allocated to them.

• C gets no bad debt deduction, does not receive any 754-type 
basis adjustment and has a $1,000 basis in the new equity.
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Example 2

• Same facts but assume now that C cancels $300 
of the debt first and that this is respected as a 
separate event.

• In this case, AB is still deemed to have $300 in 
COD income, which is allocated to A and B.

• C gets a $300 bad debt deduction and has a $700 
basis in the new equity.

• This attempt to bifurcate the transaction yields 
better results but is entirely dependent on whether 
a court would view the two events as separate for 
tax purposes. 
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THANKS

Joseph C. Mandarino
Smith, Gambrell & Russell, LLP
1105 West Peachtree Street NE

Suite 1000
Atlanta, Georgia 30309
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