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under subtitle A of the Internal Rev-
enue Code of 1954, chapter 1 of the In-
ternal Revenue Code of 1939, or cor-
responding provisions of prior revenue 
laws, remaining unpaid as of the date 
of death. If any such unpaid tax (in-
cluding interest, additions to the tax, 
and additional amounts) has been as-
sessed, the assessments will be abated. 
If the amount of any such unpaid tax is 
collected after the date of death, the 
amount so collected will be credited or 
refunded as an overpayment. 

(4) As to what constitutes active 
service as a member of the Armed 
Forces, service in a combat zone, and 
wounds, disease, or injury incurred 
while serving in a combat zone, see sec-
tion 112. As to who are members of the 
Armed Forces, see section 7701(a)(15). 
As to the period of time within which 
any claim for refund must be filed, see 
sections 6511(a) and 7508(a)(1)(E). 

(b) If such an individual and his 
spouse have for any such year filed a 
joint return, the tax abated, credited, 
or refunded pursuant to the provisions 
of section 692 for such year shall be an 
amount equal to that portion of the 
joint tax liability which is the same 
percentage of such joint tax liability as 
a tax computed upon the separate in-
come of such individual is of the sum of 
the taxes computed upon the separate 
income of such individual and his 
spouse, but with respect to taxable 
years ending before June 24, 1950, and 
with respect to taxable years ending 
before the first day such individual 
served in a combat zone, as determined 
under section 112, the amount so 
abated, credited, or refunded shall not 
exceed the amount unpaid at the date 
of death. For such purpose, the sepa-
rate tax of each spouse: 

(1) For taxable years beginning after 
December 31, 1953, and ending after Au-
gust 16, 1954, shall be the tax computed 
under subtitle A of the Internal Rev-
enue Code of 1954 before the application 
of sections 31, 32, 6401(b), and 6402, but 
after the application of section 33, as if 
such spouse were required to make a 
separate income tax return; and 

(2) For taxable years beginning be-
fore January 1, 1954, and for taxable 
years beginning after December 31, 
1953, and ending before August 17, 1954, 
shall be the tax computed under chap-

ter 1 of the Internal Revenue Code of 
1939 before the application of sections 
32, 35, and 322(a), but after the applica-
tion of section 31, as if such spouse 
were required to make a separate in-
come tax return. 

(c) If such an individual and his 
spouse filed a joint declaration of esti-
mated tax for the taxable year ending 
with the date of his death, the esti-
mated tax paid pursuant to such dec-
laration may be treated as the esti-
mated tax of either such individual or 
his spouse, or may be divided between 
them, in such manner as his legal rep-
resentative and such spouse may agree. 
Should they agree to treat such esti-
mated tax, or any portion thereof, as 
the estimated tax of such individual, 
the estimated tax so paid shall be cred-
ited or refunded as an overpayment for 
the taxable year ending with the date 
of his death. 

(d) For the purpose of determining 
the tax which is unpaid at the date of 
death, amounts deducted and withheld 
under chapter 24, subtitle C of the In-
ternal Revenue Code of 1954, or under 
subchapter D, chapter 9 of the Internal 
Revenue Code of 1939 (relating to in-
come tax withheld at source on wages), 
constitute payment of tax imposed 
under subtitle A of the Internal Rev-
enue Code of 1954 or under chapter 1 of 
the Internal Revenue Code of 1939, as 
the case may be. 

(e) This section shall have no appli-
cation whatsoever with respect to the 
liability of an individual as a trans-
feree of property of a taxpayer where 
such liability relates to the tax im-
posed upon the taxpayer by subtitle A 
of the Internal Revenue Code of 1954 or 
by chapter 1 of the Internal Revenue 
Code of 1939. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as 
amended by T.D. 7543, 43 FR 19392, May 5, 
1978] 

PARTNERS AND PARTNERSHIPS 

Determination of Tax Liability 

§ 1.701–1 Partners, not partnership, 
subject to tax. 

Partners are liable for income tax 
only in their separate capacities. Part-
nerships as such are not subject to the 
income tax imposed by subtitle A but 
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are required to make returns of income 
under the provisions of section 6031 and 
the regulations thereunder. For defini-
tion of the terms ‘‘partner’’ and ‘‘part-
nership’’, see sections 761 and 7701(a)(2), 
and the regulations thereunder. For 
provisions relating to the election of 
certain partnerships to be taxed as do-
mestic corporations, see section 1361 
and the regulations thereunder. 

§ 1.701–2 Anti-abuse rule. 
(a) Intent of subchapter K. Subchapter 

K is intended to permit taxpayers to 
conduct joint business (including in-
vestment) activities through a flexible 
economic arrangement without incur-
ring an entity-level tax. Implicit in the 
intent of subchapter K are the fol-
lowing requirements— 

(1) The partnership must be bona fide 
and each partnership transaction or se-
ries of related transactions (individ-
ually or collectively, the transaction) 
must be entered into for a substantial 
business purpose. 

(2) The form of each partnership 
transaction must be respected under 
substance over form principles. 

(3) Except as otherwise provided in 
this paragraph (a)(3), the tax con-
sequences under subchapter K to each 
partner of partnership operations and 
of transactions between the partner 
and the partnership must accurately 
reflect the partners’ economic agree-
ment and clearly reflect the partner’s 
income (collectively, proper reflection of 
income). However, certain provisions of 
subchapter K and the regulations 
thereunder were adopted to promote 
administrative convenience and other 
policy objectives, with the recognition 
that the application of those provisions 
to a transaction could, in some cir-
cumstances, produce tax results that 
do not properly reflect income. Thus, 
the proper reflection of income require-
ment of this paragraph (a)(3) is treated 
as satisfied with respect to a trans-
action that satisfies paragraphs (a)(1) 
and (2) of this section to the extent 
that the application of such a provision 
to the transaction and the ultimate tax 
results, taking into account all the rel-
evant facts and circumstances, are 
clearly contemplated by that provi-
sion. See, for example, paragraph (d) 
Example 6 of this section (relating to 

the value-equals-basis rule in § 1.704– 
1(b)(2)(iii)(c)), paragraph (d) Example 9 
of this section (relating to the election 
under section 754 to adjust basis in 
partnership property), and paragraph 
(d) Examples 10 and 11 of this section 
(relating to the basis in property dis-
tributed by a partnership under section 
732). See also, for example, §§ 1.704– 
3(e)(1) and 1.752–2(e)(4) (providing cer-
tain de minimis exceptions). 

(b) Application of subchapter K rules. 
The provisions of subchapter K and the 
regulations thereunder must be applied 
in a manner that is consistent with the 
intent of subchapter K as set forth in 
paragraph (a) of this section (intent of 
subchapter K). Accordingly, if a part-
nership is formed or availed of in con-
nection with a transaction a principal 
purpose of which is to reduce substan-
tially the present value of the partners’ 
aggregate federal tax liability in a 
manner that is inconsistent with the 
intent of subchapter K, the Commis-
sioner can recast the transaction for 
federal tax purposes, as appropriate to 
achieve tax results that are consistent 
with the intent of subchapter K, in 
light of the applicable statutory and 
regulatory provisions and the pertinent 
facts and circumstances. Thus, even 
though the transaction may fall within 
the literal words of a particular statu-
tory or regulatory provision, the Com-
missioner can determine, based on the 
particular facts and circumstances, 
that to achieve tax results that are 
consistent with the intent of sub-
chapter K— 

(1) The purported partnership should 
be disregarded in whole or in part, and 
the partnership’s assets and activities 
should be considered, in whole or in 
part, to be owned and conducted, re-
spectively, by one or more of its pur-
ported partners; 

(2) One or more of the purported part-
ners of the partnership should not be 
treated as a partner; 

(3) The methods of accounting used 
by the partnership or a partner should 
be adjusted to reflect clearly the part-
nership’s or the partner’s income; 

(4) The partnership’s items of in-
come, gain, loss, deduction, or credit 
should be reallocated; or 

(5) The claimed tax treatment should 
otherwise be adjusted or modified. 
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(c) Facts and circumstances analysis; 
factors. Whether a partnership was 
formed or availed of with a principal 
purpose to reduce substantially the 
present value of the partners’ aggre-
gate federal tax liability in a manner 
inconsistent with the intent of sub-
chapter K is determined based on all of 
the facts and circumstances, including 
a comparison of the purported business 
purpose for a transaction and the 
claimed tax benefits resulting from the 
transaction. The factors set forth 
below may be indicative, but do not 
necessarily establish, that a partner-
ship was used in such a manner. These 
factors are illustrative only, and there-
fore may not be the only factors taken 
into account in making the determina-
tion under this section. Moreover, the 
weight given to any factor (whether 
specified in this paragraph or other-
wise) depends on all the facts and cir-
cumstances. The presence or absence of 
any factor described in this paragraph 
does not create a presumption that a 
partnership was (or was not) used in 
such a manner. Factors include: 

(1) The present value of the partners’ 
aggregate federal tax liability is sub-
stantially less than had the partners 
owned the partnership’s assets and con-
ducted the partnership’s activities di-
rectly; 

(2) The present value of the partners’ 
aggregate federal tax liability is sub-
stantially less than would be the case 
if purportedly separate transactions 
that are designed to achieve a par-
ticular end result are integrated and 
treated as steps in a single transaction. 
For example, this analysis may indi-
cate that it was contemplated that a 
partner who was necessary to achieve 
the intended tax results and whose in-
terest in the partnership was liq-
uidated or disposed of (in whole or in 
part) would be a partner only tempo-
rarily in order to provide the claimed 
tax benefits to the remaining partners; 

(3) One or more partners who are nec-
essary to achieve the claimed tax re-
sults either have a nominal interest in 
the partnership, are substantially pro-
tected from any risk of loss from the 
partnership’s activities (through dis-
tribution preferences, indemnity or 
loss guaranty agreements, or other ar-
rangements), or have little or no par-

ticipation in the profits from the part-
nership’s activities other than a pre-
ferred return that is in the nature of a 
payment for the use of capital; 

(4) Substantially all of the partners 
(measured by number or interests in 
the partnership) are related (directly 
or indirectly) to one another; 

(5) Partnership items are allocated in 
compliance with the literal language of 
§§ 1.704–1 and 1.704–2 but with results 
that are inconsistent with the purpose 
of section 704(b) and those regulations. 
In this regard, particular scrutiny will 
be paid to partnerships in which in-
come or gain is specially allocated to 
one or more partners that may be le-
gally or effectively exempt from fed-
eral taxation (for example, a foreign 
person, an exempt organization, an in-
solvent taxpayer, or a taxpayer with 
unused federal tax attributes such as 
net operating losses, capital losses, or 
foreign tax credits); 

(6) The benefits and burdens of own-
ership of property nominally contrib-
uted to the partnership are in substan-
tial part retained (directly or indi-
rectly) by the contributing partner (or 
a related party); or 

(7) The benefits and burdens of own-
ership of partnership property are in 
substantial part shifted (directly or in-
directly) to the distributee partner be-
fore or after the property is actually 
distributed to the distributee partner 
(or a related party). 

(d) Examples. The following examples 
illustrate the principles of paragraphs 
(a), (b), and (c) of this section. The ex-
amples set forth below do not delineate 
the boundaries of either permissible or 
impermissible types of transactions. 
Further, the addition of any facts or 
circumstances that are not specifically 
set forth in an example (or the deletion 
of any facts or circumstances) may 
alter the outcome of the transaction 
described in the example. Unless other-
wise indicated, parties to the trans-
actions are not related to one another. 

Example 1. Choice of entity; avoidance of 
entity-level tax; use of partnership con-
sistent with the intent of subchapter K. (i) A 
and B form limited partnership PRS to con-
duct a bona fide business. A, the corporate 
general partner, has a 1% partnership inter-
est. B, the individual limited partner, has a 
99% interest. PRS is properly classified as a 
partnership under §§ 301.7701–2 and 301.7701–3. 
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A and B chose limited partnership form as a 
means to provide B with limited liability 
without subjecting the income from the busi-
ness operations to an entity-level tax. 

(ii) Subchapter K is intended to permit 
taxpayers to conduct joint business activity 
through a flexible economic arrangement 
without incurring an entity-level tax. See 
paragraph (a) of this section. Although B has 
retained, indirectly, substantially all of the 
benefits and burdens of ownership of the 
money or property B contributed to PRS (see 
paragraph (c)(6) of this section), the decision 
to organize and conduct business through 
PRS under these circumstances is consistent 
with this intent. In addition, on these facts, 
the requirements of paragraphs (a)(1), (2), 
and (3) of this section have been satisfied. 
The Commissioner therefore cannot invoke 
paragraph (b) of this section to recast the 
transaction. 

Example 2. Choice of entity; avoidance of sub-
chapter S shareholder requirements; use of part-
nership consistent with the intent of subchapter 
K. (i) A and B form partnership PRS to con-
duct a bona fide business. A is a corporation 
that has elected to be treated as an S cor-
poration under subchapter S. B is a non-
resident alien. PRS is properly classified as a 
partnership under §§ 301.7701–2 and 301.7701–3. 
Because section 1361(b) prohibits B from 
being a shareholder in A, A and B chose part-
nership form, rather than admit B as a 
shareholder in A, as a means to retain the 
benefits of subchapter S treatment for A and 
its shareholders. 

(ii) Subchapter K is intended to permit 
taxpayers to conduct joint business activity 
through a flexible economic arrangement 
without incurring an entity-level tax. See 
paragraph (a) of this section. The decision to 
organize and conduct business through PRS 
is consistent with this intent. In addition, on 
these facts, the requirements of paragraphs 
(a)(1), (2), and (3) of this section have been 
satisfied. Although it may be argued that 
the form of the partnership transaction 
should not be respected because it does not 
reflect its substance (inasmuch as applica-
tion of the substance over form doctrine ar-
guably could result in B being treated as a 
shareholder of A, thereby invalidating A’s 
subchapter S election), the facts indicate 
otherwise. The shareholders of A are subject 
to tax on their pro rata shares of A’s income 
(see section 1361 et seq.), and B is subject to 
tax on B’s distributive share of partnership 
income (see sections 871 and 875). Thus, the 
form in which this arrangement is cast accu-
rately reflects its substance as a separate 
partnership and S corporation. The Commis-
sioner therefore cannot invoke paragraph (b) 
of this section to recast the transaction. 

Example 3. Choice of entity; avoidance of 
more restrictive foreign tax credit limitation; use 
of partnership consistent with the intent of sub-
chapter K. (i) X, a domestic corporation, and 

Y, a foreign corporation, form partnership 
PRS under the laws of foreign Country A to 
conduct a bona fide joint business. X and Y 
each owns a 50% interest in PRS. PRS is 
properly classified as a partnership under 
§§ 301.7701–2 and 301.7701–3. PRS pays income 
taxes to Country A. X and Y chose partner-
ship form to enable X to qualify for a direct 
foreign tax credit under section 901, with 
look-through treatment under § 1.904–5(h)(1). 
Conversely, if PRS were a foreign corpora-
tion for U.S. tax purposes, X would be enti-
tled only to indirect foreign tax credits 
under section 902 with respect to dividend 
distributions from PRS. The look-through 
rules, however, would not apply, and pursu-
ant to section 904(d)(1)(E) and § 1.904–4(g), the 
dividends and associated taxes would be sub-
ject to a separate foreign tax credit limita-
tion for dividends from PRS, a noncontrolled 
section 902 corporation. 

(ii) Subchapter K is intended to permit 
taxpayers to conduct joint business activity 
through a flexible economic arrangement 
without incurring an entity-level tax. See 
paragraph (a) of this section. The decision to 
organize and conduct business through PRS 
in order to take advantage of the look- 
through rules for foreign tax credit purposes, 
thereby maximizing X’s use of its proper 
share of foreign taxes paid by PRS, is con-
sistent with this intent. In addition, on these 
facts, the requirements of paragraphs (a)(1), 
(2), and (3) of this section have been satisfied. 
The Commissioner therefore cannot invoke 
paragraph (b) of this section to recast the 
transaction. 

Example 4. Choice of entity; avoidance of gain 
recognition under sections 351(e) and 357(c); use 
of partnership consistent with the intent of sub-
chapter K. (i) X, ABC, and DEF form limited 
partnership PRS to conduct a bona fide real 
estate management business. PRS is prop-
erly classified as a partnership under 
§§ 301.7701–2 and 301.7701–3. X, the general 
partner, is a newly formed corporation that 
elects to be treated as a real estate invest-
ment trust as defined in section 856. X offers 
its stock to the public and contributes sub-
stantially all of the proceeds from the public 
offering to PRS. ABC and DEF, the limited 
partners, are existing partnerships with sub-
stantial real estate holdings. ABC and DEF 
contribute all of their real property assets to 
PRS, subject to liabilities that exceed their 
respective aggregate bases in the real prop-
erty contributed, and terminate under sec-
tion 708(b)(1)(A). In addition, some of the 
former partners of ABC and DEF each have 
the right, beginning two years after the for-
mation of PRS, to require the redemption of 
their limited partnership interests in PRS in 
exchange for cash or X stock (at X’s option) 
equal to the fair market value of their re-
spective interests in PRS at the time of the 
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redemption. These partners are not com-
pelled, as a legal or practical matter, to ex-
ercise their exchange rights at any time. X, 
ABC, and DEF chose to form a partnership 
rather than have ABC and DEF invest di-
rectly in X to allow ABC and DEF to avoid 
recognition of gain under sections 351(e) and 
357(c). Because PRS would not be treated as 
an investment company within the meaning 
of section 351(e) if PRS were incorporated (so 
long as it did not elect under section 856), 
section 721(a) applies to the contribution of 
the real property to PRS. See section 721(b). 

(ii) Subchapter K is intended to permit 
taxpayers to conduct joint business activity 
through a flexible economic arrangement 
without incurring an entity-level tax. See 
paragraph (a) of this section. The decision to 
organize and conduct business through PRS, 
thereby avoiding the tax consequences that 
would have resulted from contributing the 
existing partnerships’ real estate assets to X 
(by applying the rules of sections 721, 731, 
and 752 in lieu of the rules of sections 351(e) 
and 357(c)), is consistent with this intent. In 
addition, on these facts, the requirements of 
paragraphs (a)(1), (2), and (3) of this section 
have been satisfied. Although it may be ar-
gued that the form of the transaction should 
not be respected because it does not reflect 
its substance (inasmuch as the present value 
of the partners’ aggregate federal tax liabil-
ity is substantially less than would be the 
case if the transaction were integrated and 
treated as a contribution of the encumbered 
assets by ABC and DEF directly to X, see 
paragraph (c)(2) of this section), the facts in-
dicate otherwise. For example, the right of 
some of the former ABC and DEF partners 
after two years to exchange their PRS inter-
ests for cash or X stock (at X’s option) equal 
to the fair market value of their PRS inter-
est at that time would not require that right 
to be considered as exercised prior to its ac-
tual exercise. Moreover, X may make other 
real estate investments and other business 
decisions, including the decision to raise ad-
ditional capital for those purposes. Thus, al-
though it may be likely that some or all of 
the partners with the right to do so will, at 
some point, exercise their exchange rights, 
and thereby receive either cash or X stock, 
the form of the transaction as a separate 
partnership and real estate investment trust 
is respected under substance over form prin-
ciples (see paragraph (a)(2) of this section). 
The Commissioner therefore cannot invoke 
paragraph (b) of this section to recast the 
transaction. 

Example 5. Special allocations; dividends re-
ceived deductions; use of partnership consistent 
with the intent of subchapter K. (i) Corpora-
tions X and Y contribute equal amounts to 
PRS, a bona fide partnership formed to make 
joint investments. PRS pays $100x for a share 
of common stock of Z, an unrelated corpora-
tion, which has historically paid an annual 

dividend of $6x. PRS specially allocates the 
dividend income on the Z stock to X to the 
extent of the London Inter-Bank Offered 
Rate (LIBOR) on the record date, applied to 
X’s contribution of $50x, and allocates the re-
mainder of the dividend income to Y. All 
other items of partnership income and loss 
are allocated equally between X and Y. The 
allocations under the partnership agreement 
have substantial economic effect within the 
meaning of § 1.704–1(b)(2). In addition to 
avoiding an entity-level tax, a principal pur-
pose for the formation of the partnership was 
to invest in the Z common stock and to allo-
cate the dividend income from the stock to 
provide X with a floating-rate return based 
on LIBOR, while permitting X and Y to 
claim the dividends received deduction under 
section 243 on the dividends allocated to each 
of them. 

(ii) Subchapter K is intended to permit 
taxpayers to conduct joint business activity 
through a flexible economic arrangement 
without incurring an entity-level tax. See 
paragraph (a) of this section. The decision to 
organize and conduct business through PRS 
is consistent with this intent. In addition, on 
these facts, the requirements of paragraphs 
(a)(1), (2), and (3) of this section have been 
satisfied. Section 704(b) and § 1.704–1(b)(2) 
permit income realized by the partnership to 
be allocated validly to the partners separate 
from the partners’ respective ownership of 
the capital to which the allocations relate, 
provided that the allocations satisfy both 
the literal requirements of the statute and 
regulations and the purpose of those provi-
sions (see paragraph (c)(5) of this section). 
Section 704(e)(2) is not applicable to the facts 
of this example (otherwise, the allocations 
would be required to be proportionate to the 
partners’ ownership of contributed capital). 
The Commissioner therefore cannot invoke 
paragraph (b) of this section to recast the 
transaction. 

Example 6. Special allocations; nonrecourse fi-
nancing; low-income housing credit; use of part-
nership consistent with the intent of subchapter 
K. (i) A and B, high-bracket taxpayers, and 
X, a corporation with net operating loss 
carryforwards, form general partnership PRS 
to own and operate a building that qualifies 
for the low-income housing credit provided 
by section 42. The project is financed with 
both cash contributions from the partners 
and nonrecourse indebtedness. The partner-
ship agreement provides for special alloca-
tions of income and deductions, including 
the allocation of all depreciation deductions 
attributable to the building to A and B 
equally in a manner that is reasonably con-
sistent with allocations that have substan-
tial economic effect of some other signifi-
cant partnership item attributable to the 
building. The section 42 credits are allocated 
to A and B in accordance with the allocation 
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of depreciation deductions. PRS’s alloca-
tions comply with all applicable regulations, 
including the requirements of §§ 1.704– 
1(b)(2)(ii) (pertaining to economic effect) and 
1.704–2(e) (requirements for allocations of 
nonrecourse deductions). The nonrecourse 
indebtedness is validly allocated to the part-
ners under the rules of § 1.752–3, thereby in-
creasing the basis of the partners’ respective 
partnership interests. The basis increase cre-
ated by the nonrecourse indebtedness en-
ables A and B to deduct their distributive 
share of losses from the partnership (subject 
to all other applicable limitations under the 
Internal Revenue Code) against their non-
partnership income and to apply the credits 
against their tax liability. 

(ii) At a time when the depreciation deduc-
tions attributable to the building are not 
treated as nonrecourse deductions under 
§ 1.704–2(c) (because there is no net increase 
in partnership minimum gain during the 
year), the special allocation of depreciation 
deductions to A and B has substantial eco-
nomic effect because of the value-equals- 
basis safe harbor contained in § 1.704– 
1(b)(2)(iii)(c) and the fact that A and B would 
bear the economic burden of any decline in 
the value of the building (to the extent of 
the partnership’s investment in the build-
ing), notwithstanding that A and B believe it 
is unlikely that the building will decline in 
value (and, accordingly, they anticipate sig-
nificant timing benefits through the special 
allocation). Moreover, in later years, when 
the depreciation deductions attributable to 
the building are treated as nonrecourse de-
ductions under § 1.704–2(c), the special alloca-
tion of depreciation deductions to A and B is 
considered to be consistent with the part-
ners’ interests in the partnership under 
§ 1.704–2(e). 

(iii) Subchapter K is intended to permit 
taxpayers to conduct joint business activity 
through a flexible economic arrangement 
without incurring an entity-level tax. See 
paragraph (a) of this section. The decision to 
organize and conduct business through PRS 
is consistent with this intent. In addition, on 
these facts, the requirements of paragraphs 
(a) (1), (2), and (3) of this section have been 
satisfied. Section 704(b), § 1.704–1(b)(2), and 
§ 1.704–2(e) allow partnership items of in-
come, gain, loss, deduction, and credit to be 
allocated validly to the partners separate 
from the partners’ respective ownership of 
the capital to which the allocations relate, 
provided that the allocations satisfy both 
the literal requirements of the statute and 
regulations and the purpose of those provi-
sions (see paragraph (c)(5) of this section). 
Moreover, the application of the value- 
equals-basis safe harbor and the provisions of 
§ 1.704–2(e) with respect to the allocations to 
A and B, and the tax results of the applica-
tion of those provisions, taking into account 
all the facts and circumstances, are clearly 

contemplated. Accordingly, even if the allo-
cations would not otherwise be considered to 
satisfy the proper reflection of income stand-
ard in paragraph (a)(3) of this section, that 
requirement will be treated as satisfied 
under these facts. Thus, even though the 
partners’ aggregate federal tax liability may 
be substantially less than had the partners 
owned the partnership’s assets directly (due 
to X’s inability to use its allocable share of 
the partnership’s losses and credits) (see 
paragraph (c)(1) of this section), the trans-
action is not inconsistent with the intent of 
subchapter K. The Commissioner therefore 
cannot invoke paragraph (b) of this section 
to recast the transaction. 

Example 7. Partner with nominal interest; 
temporary partner; use of partnership not con-
sistent with the intent of subchapter K. (i) Pur-
suant to a plan a principal purpose of which 
is to generate artificial losses and thereby 
shelter from federal taxation a substantial 
amount of income, X (a foreign corporation), 
Y (a domestic corporation), and Z (a pro-
moter) form partnership PRS by contrib-
uting $9,000x, $990x, and $10x, respectively, 
for proportionate interests (90.0%, 9.9%, and 
0.1%, respectively) in the capital and profits 
of PRS. PRS purchases offshore equipment 
for $10,000x and validly leases the equipment 
offshore for a term representing most of its 
projected useful life. Shortly thereafter, PRS 
sells its rights to receive income under the 
lease to a third party for $9,000x, and allo-
cates the resulting $9,000x of income $8,100x 
to X, $891x to Y, and $9x to Z. PRS thereafter 
makes a distribution of $9,000x to X in com-
plete liquidation of its interest. Under 
§ 1.704–1(b)(2)(iv)(f), PRS restates the part-
ners’ capital accounts immediately before 
making the liquidating distribution to X to 
reflect its assets consisting of the offshore 
equipment worth $1,000x and $9,000x in cash. 
Thus, because the capital accounts imme-
diately before the distribution reflect assets 
of $19,000x (that is, the initial capital con-
tributions of $10,000x plus the $9,000x of in-
come realized from the sale of the lease), 
PRS allocates a $9,000x book loss among the 
partners (for capital account purposes only), 
resulting in restated capital accounts for X, 
Y, and Z of $9,000x, $990x, and $10x, respec-
tively. Thereafter, PRS purchases real prop-
erty by borrowing the $8,000x purchase price 
on a recourse basis, which increases Y’s and 
Z’s bases in their respective partnership in-
terests from $1,881x and $19x, to $9,801x and 
$99x, respectively (reflecting Y’s and Z’s ad-
justed interests in the partnership of 99% 
and 1%, respectively). PRS subsequently 
sells the offshore equipment, subject to the 
lease, for $1,000x and allocates the $9,000x tax 
loss $8,910x to Y and $90x to Z. Y’s and Z’s 
bases in their partnership interests are 
therefore reduced to $891x and $9x, respec-
tively. 
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(ii) On these facts, any purported business 
purpose for the transaction is insignificant 
in comparison to the tax benefits that would 
result if the transaction were respected for 
federal tax purposes (see paragraph (c) of 
this section). Accordingly, the transaction 
lacks a substantial business purpose (see 
paragraph (a)(1) of this section). In addition, 
factors (1), (2), (3), and (5) of paragraph (c) of 
this section indicate that PRS was used with 
a principal purpose to reduce substantially 
the partners’ tax liability in a manner incon-
sistent with the intent of subchapter K. On 
these facts, PRS is not bona fide (see para-
graph (a)(1) of this section), and the trans-
action is not respected under applicable sub-
stance over form principles (see paragraph 
(a)(2) of this section) and does not properly 
reflect the income of Y (see paragraph (a)(3) 
of this section). Thus, PRS has been formed 
and availed of with a principal purpose of re-
ducing substantially the present value of the 
partners’ aggregate federal tax liability in a 
manner inconsistent with the intent of sub-
chapter K. Therefore (in addition to possibly 
challenging the transaction under judicial 
principles or the validity of the allocations 
under § 1.704–1(b)(2) (see paragraph (h) of this 
section)), the Commissioner can recast the 
transaction as appropriate under paragraph 
(b) of this section. 

Example 8. Plan to duplicate losses through 
absence of section 754 election; use of partner-
ship not consistent with the intent of sub-
chapter K. (i) A owns land with a basis of 
$100x and a fair market value of $60x. A 
would like to sell the land to B. A and B de-
vise a plan a principal purpose of which is to 
permit the duplication, for a substantial pe-
riod of time, of the tax benefit of A’s built- 
in loss in the land. To effect this plan, A, C 
(A’s brother), and W (C’s wife) form partner-
ship PRS, to which A contributes the land, 
and C and W each contribute $30x. All part-
nership items are shared in proportion to the 
partners’ respective contributions to PRS. 
PRS invests the cash in an investment asset 
(that is not a marketable security within the 
meaning of section 731(c)). PRS also leases 
the land to B under a three-year lease pursu-
ant to which B has the option to purchase 
the land from PRS upon the expiration of 
the lease for an amount equal to its fair mar-
ket value at that time. All lease proceeds re-
ceived are immediately distributed to the 
partners. In year 3, at a time when the val-
ues of the partnership’s assets have not ma-
terially changed, PRS agrees with A to liq-
uidate A’s interest in exchange for the in-
vestment asset held by PRS. Under section 
732(b), A’s basis in the asset distributed 
equals $100x, A’s basis in A’s partnership in-
terest immediately before the distribution. 
Shortly thereafter, A sells the investment 
asset to X, an unrelated party, recognizing a 
$40x loss. 

(ii) PRS does not make an election under 
section 754. Accordingly, PRS’s basis in the 
land contributed by A remains $100x. At the 
end of year 3, pursuant to the lease option, 
PRS sells the land to B for $60x (its fair mar-
ket value). Thus, PRS recognizes a $40x loss 
on the sale, which is allocated equally be-
tween C and W. C’s and W’s bases in their 
partnership interests are reduced to $10x 
each pursuant to section 705. Their respec-
tive interests are worth $30x each. Thus, 
upon liquidation of PRS (or their interests 
therein), each of C and W will recognize $20x 
of gain. However, PRS’s continued existence 
defers recognition of that gain indefinitely. 
Thus, if this arrangement is respected, C and 
W duplicate for their benefit A’s built-in loss 
in the land prior to its contribution to PRS. 

(iii) On these facts, any purported business 
purpose for the transaction is insignificant 
in comparison to the tax benefits that would 
result if the transaction were respected for 
federal tax purposes (see paragraph (c) of 
this section). Accordingly, the transaction 
lacks a substantial business purpose (see 
paragraph (a)(1) of this section). In addition, 
factors (1), (2), and (4) of paragraph (c) of this 
section indicate that PRS was used with a 
principal purpose to reduce substantially the 
partners’ tax liability in a manner incon-
sistent with the intent of subchapter K. On 
these facts, PRS is not bona fide (see para-
graph (a)(1) of this section), and the trans-
action is not respected under applicable sub-
stance over form principles (see paragraph 
(a)(2) of this section). Further, the tax con-
sequences to the partners do not properly re-
flect the partners’ income; and Congress did 
not contemplate application of section 754 to 
partnerships such as PRS, which was formed 
for a principal purpose of producing a double 
tax benefit from a single economic loss (see 
paragraph (a)(3) of this section). Thus, PRS 
has been formed and availed of with a prin-
cipal purpose of reducing substantially the 
present value of the partners’ aggregate fed-
eral tax liability in a manner inconsistent 
with the intent of subchapter K. Therefore 
(in addition to possibly challenging the 
transaction under judicial principles or other 
statutory authorities, such as the substance 
over form doctrine or the disguised sale rules 
under section 707 (see paragraph (h) of this 
section)), the Commissioner can recast the 
transaction as appropriate under paragraph 
(b) of this section. 

Example 9. Absence of section 754 election; use 
of partnership consistent with the intent of sub-
chapter K. (i) PRS is a bona fide partnership 
formed to engage in investment activities 
with contributions of cash from each part-
ner. Several years after joining PRS, A, a 
partner with a capital account balance and 
basis in its partnership interest of $100x, 
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wishes to withdraw from PRS. The partner-
ship agreement entitles A to receive the bal-
ance of A’s capital account in cash or securi-
ties owned by PRS at the time of with-
drawal, as mutually agreed to by A and the 
managing general partner, P. P and A agree 
to distribute to A $100x worth of non-market-
able securities (see section 731(c)) in which 
PRS has an aggregate basis of $20x. Upon dis-
tribution, A’s aggregate basis in the securi-
ties is $100x under section 732(b). PRS does 
not make an election to adjust the basis in 
its remaining assets under section 754. Thus, 
PRS’s basis in its remaining assets is unaf-
fected by the distribution. In contrast, if a 
section 754 election had been in effect for the 
year of the distribution, under these facts 
section 734(b) would have required PRS to 
adjust the basis in its remaining assets 
downward by the amount of the untaxed ap-
preciation in the distributed property, thus 
reflecting that gain in PRS’s retained assets. 
In selecting the assets to be distributed, A 
and P had a principal purpose to take advan-
tage of the facts that A’s basis in the securi-
ties will be determined by reference to A’s 
basis in its partnership interest under sec-
tion 732(b), and because PRS will not make 
an election under section 754, the remaining 
partners of PRS will likely enjoy a federal 
tax timing advantage (i.e., from the $80x of 
additional basis in its assets that would have 
been eliminated if the section 754 election 
had been made) that is inconsistent with 
proper reflection of income under paragraph 
(a)(3) of this section. 

(ii) Subchapter K is intended to permit 
taxpayers to conduct joint business activity 
through a flexible economic arrangement 
without incurring an entity-level tax. See 
paragraph (a) of this section. The decision to 
organize and conduct business through PRS 
is consistent with this intent. In addition, on 
these facts, the requirements of paragraphs 
(a)(1) and (2) of this section have been satis-
fied. The validity of the tax treatment of 
this transaction is therefore dependent upon 
whether the transaction satisfies (or is treat-
ed as satisfying) the proper reflection of in-
come standard under paragraph (a)(3) of this 
section. A’s basis in the distributed securi-
ties is properly determined under section 
732(b). The benefit to the remaining partners 
is a result of PRS not having made an elec-
tion under section 754. Subchapter K is gen-
erally intended to produce tax consequences 
that achieve proper reflection of income. 
However, paragraph (a)(3) of this section pro-
vides that if the application of a provision of 
subchapter K produces tax results that do 
not properly reflect income, but application 
of that provision to the transaction and the 
ultimate tax results, taking into account all 
the relevant facts and circumstances, are 
clearly contemplated by that provision (and 
the transaction satisfies the requirements of 
paragraphs (a)(1) and (2) of this section), 

then the application of that provision to the 
transaction will be treated as satisfying the 
proper reflection of income standard. 

(iii) In general, the adjustments that would 
be made if an election under section 754 were 
in effect are necessary to minimize distor-
tions between the partners’ bases in their 
partnership interests and the partnership’s 
basis in its assets following, for example, a 
distribution to a partner. The electivity of 
section 754 is intended to provide administra-
tive convenience for bona fide partnerships 
that are engaged in transactions for a sub-
stantial business purpose, by providing those 
partnerships the option of not adjusting 
their bases in their remaining assets fol-
lowing a distribution to a partner. Congress 
clearly recognized that if the section 754 
election were not made, basis distortions 
may result. Taking into account all the facts 
and circumstances of the transaction, the 
electivity of section 754 in the context of the 
distribution from PRS to A, and the ulti-
mate tax consequences that follow from the 
failure to make the election with respect to 
the transaction, are clearly contemplated by 
section 754. Thus, the tax consequences of 
this transaction will be treated as satisfying 
the proper reflection of income standard 
under paragraph (a)(3) of this section. The 
Commissioner therefore cannot invoke para-
graph (b) of this section to recast the trans-
action. 

Example 10. Basis adjustments under section 
732; use of partnership consistent with the in-
tent of subchapter K. (i) A, B, and C are part-
ners in partnership PRS, which has for sev-
eral years been engaged in substantial bona 
fide business activities. For valid business 
reasons, the partners agree that A’s interest 
in PRS, which has a value and basis of $100x, 
will be liquidated with the following assets 
of PRS: a nondepreciable asset with a value 
of $60x and a basis to PRS of $40x, and related 
equipment with two years of cost recovery 
remaining and a value and basis to PRS of 
$40x. Neither asset is described in section 751 
and the transaction is not described in sec-
tion 732(d). Under section 732 (b) and (c), A’s 
$100x basis in A’s partnership interest will be 
allocated between the nondepreciable asset 
and the equipment received in the liqui-
dating distribution in proportion to PRS’s 
bases in those assets, or $50x to the non-
depreciable asset and $50x to the equipment. 
Thus, A will have a $10x built-in gain in the 
nondepreciable asset ($60x value less $50x 
basis) and a $10x built-in loss in the equip-
ment ($50x basis less $40x value), which it ex-
pects to recover rapidly through cost recov-
ery deductions. In selecting the assets to be 
distributed to A, the partners had a principal 
purpose to take advantage of the fact that 
A’s basis in the assets will be determined by 
reference to A’s basis in A’s partnership in-
terest, thus, in effect, shifting a portion of 
A’s basis from the nondepreciable asset to 
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the equipment, which in turn would allow A 
to recover that portion of its basis more rap-
idly. This shift provides a federal tax timing 
advantage to A, with no offsetting detriment 
to B or C. 

(ii) Subchapter K is intended to permit 
taxpayers to conduct joint business activity 
through a flexible economic arrangement 
without incurring an entity-level tax. See 
paragraph (a) of this section. The decision to 
organize and conduct business through PRS 
is consistent with this intent. In addition, on 
these facts, the requirements of paragraphs 
(a)(1) and (2) of this section have been satis-
fied. The validity of the tax treatment of 
this transaction is therefore dependent upon 
whether the transaction satisfies (or is treat-
ed as satisfying) the proper reflection of in-
come standard under paragraph (a)(3) of this 
section. Subchapter K is generally intended 
to produce tax consequences that achieve 
proper reflection of income. However, para-
graph (a)(3) of this section provides that if 
the application of a provision of subchapter 
K produces tax results that do not properly 
reflect income, but the application of that 
provision to the transaction and the ulti-
mate tax results, taking into account all the 
relevant facts and circumstances, are clearly 
contemplated by that provision (and the 
transaction satisfies the requirements of 
paragraphs (a)(1) and (2) of this section), 
then the application of that provision to the 
transaction will be treated as satisfying the 
proper reflection of income standard. 

(iii) A’s basis in the assets distributed to it 
was determined under section 732 (b) and (c). 
The transaction does not properly reflect A’s 
income due to the basis distortions caused 
by the distribution and the shifting of basis 
from a nondepreciable to a depreciable asset. 
However, the basis rules under section 732, 
which in some situations can produce tax re-
sults that are inconsistent with the proper 
reflection of income standard (see paragraph 
(a)(3) of this section), are intended to provide 
simplifying administrative rules for bona 
fide partnerships that are engaged in trans-
actions with a substantial business purpose. 
Taking into account all the facts and cir-
cumstances of the transaction, the applica-
tion of the basis rules under section 732 to 
the distribution from PRS to A, and the ulti-
mate tax consequences of the application of 
that provision of subchapter K, are clearly 
contemplated. Thus, the application of sec-
tion 732 to this transaction will be treated as 
satisfying the proper reflection of income 
standard under paragraph (a)(3) of this sec-
tion. The Commissioner therefore cannot in-
voke paragraph (b) of this section to recast 
the transaction. 

Example 11. Basis adjustments under section 
732; plan or arrangement to distort basis alloca-
tions artificially; use of partnership not con-
sistent with the intent of subchapter K. (i) 
Partnership PRS has for several years been 

engaged in the development and manage-
ment of commercial real estate projects. X, 
an unrelated party, desires to acquire unde-
veloped land owned by PRS, which has a 
value of $95x and a basis of $5x. X expects to 
hold the land indefinitely after its acquisi-
tion. Pursuant to a plan a principal purpose 
of which is to permit X to acquire and hold 
the land but nevertheless to recover for tax 
purposes a substantial portion of the pur-
chase price for the land, X contributes $100x 
to PRS for an interest therein. Subsequently 
(at a time when the value of the partner-
ship’s assets have not materially changed), 
PRS distributes to X in liquidation of its in-
terest in PRS the land and another asset 
with a value and basis to PRS of $5x. The 
second asset is an insignificant part of the 
economic transaction but is important to 
achieve the desired tax results. Under sec-
tion 732 (b) and (c), X’s $100x basis in its part-
nership interest is allocated between the as-
sets distributed to it in proportion to their 
bases to PRS, or $50x each. Thereafter, X 
plans to sell the second asset for its value of 
$5x, recognizing a loss of $45x. In this man-
ner, X will, in effect, recover a substantial 
portion of the purchase price of the land al-
most immediately. In selecting the assets to 
be distributed to X, the partners had a prin-
cipal purpose to take advantage of the fact 
that X’s basis in the assets will be deter-
mined under section 732 (b) and (c), thus, in 
effect, shifting a portion of X’s basis eco-
nomically allocable to the land that X in-
tends to retain to an inconsequential asset 
that X intends to dispose of quickly. This 
shift provides a federal tax timing advantage 
to X, with no offsetting detriment to any of 
PRS’s other partners. 

(ii) Although section 732 recognizes that 
basis distortions can occur in certain situa-
tions, which may produce tax results that do 
not satisfy the proper reflection of income 
standard of paragraph (a)(3) of this section, 
the provision is intended only to provide an-
cillary, simplifying tax results for bona fide 
partnership transactions that are engaged in 
for substantial business purposes. Section 732 
is not intended to serve as the basis for plans 
or arrangements in which inconsequential or 
immaterial assets are included in the dis-
tribution with a principal purpose of obtain-
ing substantially favorable tax results by 
virtue of the statute’s simplifying rules. The 
transaction does not properly reflect X’s in-
come due to the basis distortions caused by 
the distribution that result in shifting a sig-
nificant portion of X’s basis to this incon-
sequential asset. Moreover, the proper reflec-
tion of income standard contained in para-
graph (a)(3) of this section is not treated as 
satisfied, because, taking into account all 
the facts and circumstances, the application 
of section 732 to this arrangement, and the 
ultimate tax consequences that would there-
by result, were not clearly contemplated by 
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that provision of subchapter K. In addition, 
by using a partnership (if respected), the 
partners’ aggregate federal tax liability 
would be substantially less than had they 
owned the partnership’s assets directly (see 
paragraph (c)(1) of this section). On these 
facts, PRS has been formed and availed of 
with a principal purpose to reduce the tax-
payers’ aggregate federal tax liability in a 
manner that is inconsistent with the intent 
of subchapter K. Therefore (in addition to 
possibly challenging the transaction under 
applicable judicial principles and statutory 
authorities, such as the disguised sale rules 
under section 707, see paragraph (h) of this 
section), the Commissioner can recast the 
transaction as appropriate under paragraph 
(b) of this section. 

(e) Abuse of entity treatment—(1) Gen-
eral rule. The Commissioner can treat a 
partnership as an aggregate of its part-
ners in whole or in part as appropriate 
to carry out the purpose of any provi-
sion of the Internal Revenue Code or 
the regulations promulgated there-
under. 

(2) Clearly contemplated entity treat-
ment. Paragraph (e)(1) of this section 
does not apply to the extent that— 

(i) A provision of the Internal Rev-
enue Code or the regulations promul-
gated thereunder prescribes the treat-
ment of a partnership as an entity, in 
whole or in part, and 

(ii) That treatment and the ultimate 
tax results, taking into account all the 
relevant facts and circumstances, are 
clearly contemplated by that provi-
sion. 

(f) Examples. The following examples 
illustrate the principles of paragraph 
(e) of this section. The examples set 
forth below do not delineate the bound-
aries of either permissible or impermis-
sible types of transactions. Further, 
the addition of any facts or cir-
cumstances that are not specifically 
set forth in an example (or the deletion 
of any facts or circumstances) may 
alter the outcome of the transaction 
described in the example. Unless other-
wise indicated, parties to the trans-
actions are not related to one another. 

Example 1. Aggregate treatment of partner-
ship appropriate to carry out purpose of sec-
tion 163(e)(5). (i) Corporations X and Y are 
partners in partnership PRS, which for sev-
eral years has engaged in substantial bona 
fide business activities. As part of these busi-
ness activities, PRS issues certain high yield 
discount obligations to an unrelated third 

party. Section 163(e)(5) defers (and in certain 
circumstances disallows) the interest deduc-
tions on this type of obligation if issued by 
a corporation. PRS, X, and Y take the posi-
tion that, because PRS is a partnership and 
not a corporation, section 163(e)(5) is not ap-
plicable. 

(ii) Section 163(e)(5) does not prescribe the 
treatment of a partnership as an entity for 
purposes of that section. The purpose of sec-
tion 163(e)(5) is to limit corporate-level in-
terest deductions on certain obligations. The 
treatment of PRS as an entity could result 
in a partnership with corporate partners 
issuing those obligations and thereby cir-
cumventing the purpose of section 163(e)(5), 
because the corporate partner would deduct 
its distributive share of the interest on obli-
gations that would have been deferred until 
paid or disallowed had the corporation issued 
its share of the obligation directly. Thus, 
under paragraph (e)(1) of this section, PRS is 
properly treated as an aggregate of its part-
ners for purposes of applying section 163(e)(5) 
(regardless of whether any party had a tax 
avoidance purpose in having PRS issue the 
obligation). Each partner of PRS will there-
fore be treated as issuing its share of the ob-
ligations for purposes of determining the de-
ductibility of its distributive share of any in-
terest on the obligations. See also section 
163(i)(5)(B). 

Example 2. Aggregate treatment of partner-
ship appropriate to carry out purpose of section 
1059. (i) Corporations X and Y are partners in 
partnership PRS, which for several years has 
engaged in substantial bona fide business ac-
tivities. As part of these business activities, 
PRS purchases 50 shares of Corporation Z 
common stock. Six months later, Corpora-
tion Z announces an extraordinary dividend 
(within the meaning of section 1059). Section 
1059(a) generally provides that if any cor-
poration receives an extraordinary dividend 
with respect to any share of stock and the 
corporation has not held the stock for more 
than two years before the dividend an-
nouncement date, the basis in the stock held 
by the corporation is reduced by the 
nontaxed portion of the dividend. PRS, X, 
and Y take the position that section 1059(a) 
is not applicable because PRS is a partner-
ship and not a corporation. 

(ii) Section 1059(a) does not prescribe the 
treatment of a partnership as an entity for 
purposes of that section. The purpose of sec-
tion 1059(a) is to limit the benefits of the 
dividends received deduction with respect to 
extraordinary dividends. The treatment of 
PRS as an entity could result in corporate 
partners in the partnership receiving divi-
dends through partnerships in circumvention 
of the intent of section 1059. Thus, under 
paragraph (e)(1) of this section, PRS is prop-
erly treated as an aggregate of its partners 
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for purposes of applying section 1059 (regard-
less of whether any party had a tax avoid-
ance purpose in acquiring the Z stock 
through PRS). Each partner of PRS will 
therefore be treated as owning its share of 
the stock. Accordingly, PRS must make ap-
propriate adjustments to the basis of the 
Corporation Z stock, and the partners must 
also make adjustments to the basis in their 
respective interests in PRS under section 
705(a)(2)(B). See also section 1059(g)(1). 

Example 3. Prescribed entity treatment of 
partnership; determination of CFC status clear-
ly contemplated. (i) X, a domestic corpora-
tion, and Y, a foreign corporation, intend to 
conduct a joint venture in foreign Country 
A. They form PRS, a bona fide domestic gen-
eral partnership in which X owns a 40% in-
terest and Y owns a 60% interest. PRS is 
properly classified as a partnership under 
§§ 301.7701–2 and 301.7701–3. PRS holds 100% of 
the voting stock of Z, a Country A entity 
that is classified as an association taxable as 
a corporation for federal tax purposes under 
§ 301.7701–2. Z conducts its business oper-
ations in Country A. By investing in Z 
through a domestic partnership, X seeks to 
obtain the benefit of the look-through rules 
of section 904(d)(3) and, as a result, maximize 
its ability to claim credits for its proper 
share of Country A taxes expected to be in-
curred by Z. 

(ii) Pursuant to sections 957(c) and 
7701(a)(30), PRS is a United States person. 
Therefore, because it owns 10% or more of 
the voting stock of Z, PRS satisfies the defi-
nition of a U.S. shareholder under section 
951(b). Under section 957(a), Z is a controlled 
foreign corporation (CFC) because more than 
50% of the voting power or value of its stock 
is owned by PRS. Consequently, under sec-
tion 904(d)(3), X qualifies for look-through 
treatment in computing its credit for foreign 
taxes paid or accrued by Z. In contrast, if X 
and Y owned their interests in Z directly, Z 
would not be a CFC because only 40% of its 
stock would be owned by U.S. shareholders. 
X’s credit for foreign taxes paid or accrued 
by Z in that case would be subject to a sepa-
rate foreign tax credit limitation for divi-
dends from Z, a noncontrolled section 902 
corporation. See section 904(d)(1)(E) and 
§ 1.904–4(g). 

(iii) Sections 957(c) and 7701(a)(30) prescribe 
the treatment of a domestic partnership as 
an entity for purposes of defining a U.S. 
shareholder, and thus, for purposes of deter-
mining whether a foreign corporation is a 
CFC. The CFC rules prevent the deferral by 
U.S. shareholders of U.S. taxation of certain 
earnings of the CFC and reduce disparities 
that otherwise might occur between the 
amount of income subject to a particular for-
eign tax credit limitation when a taxpayer 
earns income abroad directly rather than in-
directly through a CFC. The application of 
the look-through rules for foreign tax credit 

purposes is appropriately tied to CFC status. 
See sections 904(d)(2)(E) and 904(d)(3). This 
analysis confirms that Congress clearly con-
templated that taxpayers could use a bona 
fide domestic partnership to subject them-
selves to the CFC regime, and the resulting 
application of the look-through rules of sec-
tion 904(d)(3). Accordingly, under paragraph 
(e) of this section, the Commissioner cannot 
treat PRS as an aggregate of its partners for 
purposes of determining X’s foreign tax cred-
it limitation. 

(g) Effective date. Paragraphs (a), (b), 
(c), and (d) of this section are effective 
for all transactions involving a part-
nership that occur on or after May 12, 
1994. Paragraphs (e) and (f) of this sec-
tion are effective for all transactions 
involving a partnership that occur on 
or after December 29, 1994. 

(h) Scope and application. This section 
applies solely with respect to taxes 
under subtitle A of the Internal Rev-
enue Code, and for purposes of this sec-
tion, any reference to a federal tax is 
limited to any tax imposed under sub-
title A of the Internal Revenue Code. 

(i) Application of nonstatutory prin-
ciples and other statutory authorities. 
The Commissioner can continue to as-
sert and to rely upon applicable non-
statutory principles and other statu-
tory and regulatory authorities to 
challenge transactions. This section 
does not limit the applicability of 
those principles and authorities. 

[T.D. 8588, 60 FR 27, Jan. 3, 1995; T.D. 8588, 60 
FR 9776, 9777, Feb. 22, 1995, as amended by 
T.D. 8592, 60 FR 18741, April 13, 1995] 

§ 1.702–1 Income and credits of part-
ner. 

(a) General rule. Each partner is re-
quired to take into account separately 
in his return his distributive share, 
whether or not distributed, of each 
class or item of partnership income, 
gain, loss, deduction, or credit de-
scribed in subparagraphs (1) through (9) 
of this paragraph. (For the taxable 
year in which a partner includes his 
distributive share of partnership tax-
able income, see section 706(a) and 
§ 1.706–1(a). Such distributive share 
shall be determined as provided in sec-
tion 704 and § 1.704–1.) Accordingly, in 
determining his income tax: 

(1) Each partner shall take into ac-
count, as part of his gains and losses 
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from sales or exchanges of capital as-
sets held for not more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977), his distributive 
share of the combined net amount of 
such gains and losses of the partner-
ship. 

(2) Each partner shall take into ac-
count, as part of his gains and losses 
from sales or exchanges of capital as-
sets held for more than 1 year (6 
months for taxable years beginning be-
fore 1977; 9 months for taxable years 
beginning in 1977), his distributive 
share of the combined net amount of 
such gains and losses of the partner-
ship. 

(3) Each partner shall take into ac-
count, as part of his gains and losses 
from sales or exchanges of property de-
scribed in section 1231 (relating to 
property used in the trade or business 
and involuntary conversions), his dis-
tributive share of the combined net 
amount of such gains and losses of the 
partnership. The partnership shall not 
combine such items with items set 
forth in subparagraph (1) or (2) of this 
paragraph. 

(4) Each partner shall take into ac-
count, as part of the charitable con-
tributions paid by him, his distributive 
share of each class of charitable con-
tributions paid by the partnership 
within the partnership’s taxable year. 
Section 170 determines the extent to 
which such amount may be allowed as 
a deduction to the partner. For the def-
inition of the term ‘‘charitable con-
tribution’’, see section 170(c). 

(5) Each partner shall take into ac-
count, as part of the dividends received 
by him from domestic corporations, his 
distributive share of dividends received 
by the partnership, with respect to 
which the partner is entitled to a cred-
it under section 34 (for dividends re-
ceived on or before December 31, 1964), 
an exclusion under section 116, or a de-
duction under part VIII, subchapter B, 
chapter 1 of the Code. 

(6) Each partner shall take into ac-
count, as part of his taxes described in 
section 901 which have been paid or ac-
crued to foreign countries or to posses-
sions of the United States, his distribu-
tive share of such taxes which have 
been paid or accrued by the partner-

ship, according to its method of treat-
ing such taxes. A partner may elect to 
treat his total amount of such taxes, 
including his distributive share of such 
taxes of the partnership, as a deduction 
under section 164 or as a credit under 
section 901, subject to the provisions of 
sections 901 through 905. 

(7) Each partner shall take into ac-
count, as part of the partially tax-ex-
empt interest received by him on obli-
gations of the United States or on obli-
gations of instrumentalities of the 
United States, as described in section 
35 or section 242, his distributive share 
of such partially tax-exempt interest 
received by the partnership. However, 
if the partnership elects to amortize 
premiums on bonds as provided in sec-
tion 171, the amount received on such 
obligations by the partnership shall be 
reduced by the amortizable bond pre-
mium applicable to such obligations as 
provided in section 171(a)(3). 

(8)(i) Each partner shall take into ac-
count separately, as part of any class 
of income, gain, loss, deduction, or 
credit, his distributive share of the fol-
lowing items: Recoveries of bad debts, 
prior taxes, and delinquency amounts 
(section 111); gains and losses from wa-
gering transactions (section 165(d)); 
soil and water conservation expendi-
tures (section 175); nonbusiness ex-
penses as described in section 212; med-
ical, dental, etc., expenses (section 213); 
expenses for care of certain dependents 
(section 214); alimony, etc., payments 
(section 215); amounts representing 
taxes and interest paid to cooperative 
housing corporations (section 216); in-
tangible drilling and developments 
costs (section 263(c)); pre-1970 explo-
ration expenditures (section 615); cer-
tain mining exploration expenditures 
(section 617); income, gain, or loss to 
the partnership under section 751(b); 
and any items of income, gain, loss, de-
duction, or credit subject to a special 
allocation under the partnership agree-
ment which differs from the allocation 
of partnership taxable income or loss 
generally. 

(ii) Each partner must also take into 
account separately the partner’s dis-
tributive share of any partnership item 
which, if separately taken into account 
by any partner, would result in an in-
come tax liability for that partner, or 
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for any other person, different from 
that which would result if that partner 
did not take the item into account sep-
arately. Thus, if any partner is a con-
trolled foreign corporation, as defined 
in section 957, items of income that 
would be gross subpart F income if sep-
arately taken into account by the con-
trolled foreign corporation must be 
separately stated for all partners. 
Under section 911(a), if any partner is a 
bona fide resident of a foreign country 
who may exclude from gross income 
the part of the partner’s distributive 
share which qualifies as earned income, 
as defined in section 911(b), the earned 
income of the partnership for all part-
ners must be separately stated. Simi-
larly, all relevant items of income or 
deduction of the partnership must be 
separately stated for all partners in de-
termining the applicability of section 
183 (relating to activities not engaged 
in for profit) and the recomputation of 
tax thereunder for any partner. This 
paragraph (a)(8)(ii) applies to taxable 
years beginning on or after July 23, 
2002. 

(iii) Each partner shall aggregate the 
amount of his separate deductions or 
exclusions and his distributive share of 
partnership deductions or exclusions 
separately stated in determining the 
amount allowable to him of any deduc-
tion or exclusion under subtitle A of 
the Code as to which a limitation is 
imposed. For example, partner A has 
individual domestic exploration ex-
penditures of $300,000. He is also a 
member of the AB partnership which in 
1971 in its first year of operation has 
foreign exploration expenditures of 
$400,000. A’s distributable share of this 
item is $200,000. However, the total 
amount of his distributable share that 
A can deduct as exploration expendi-
tures under section 617(a) is limited to 
$100,000 in view of the limitation pro-
vided in section 617(h). Therefore, the 
excess of $100,000 ($200,000 minus 
$100,000) is not deductible by A. 

(9) Each partner shall also take into 
account separately his distributive 
share of the taxable income or loss of 
the partnership, exclusive of items re-
quiring separate computations under 
subparagraphs (1) through (8) of this 
paragraph. For limitation on allowance 
of a partner’s distributive share of 

partnership losses, see section 704(d) 
and paragraph (d) of § 1.704–1. 

(b) Character of items constituting dis-
tributive share. The character in the 
hands of a partner of any item of in-
come, gain, loss, deduction, or credit 
described in section 702(a)(1) through 
(8) shall be determined as if such item 
were realized directly from the source 
from which realized by the partnership 
or incurred in the same manner as in-
curred by the partnership. For exam-
ple, a partner’s distributive share of 
gain from the sale of depreciable prop-
erty used in the trade or business of 
the partnership shall be considered as 
gain from the sale of such depreciable 
property in the hands of the partner. 
Similarly, a partner’s distributive 
share of partnership ‘‘hobby losses’’ 
(section 270) or his distributive share of 
partnership charitable contributions to 
organizations qualifying under section 
170(b)(1)(A) retains such character in 
the hands of the partner. 

(c) Gross income of a partner. (1) Where 
it is necessary to determine the 
amount or character of the gross in-
come of a partner, his gross income 
shall include the partner’s distributive 
share of the gross income of the part-
nership, that is, the amount of gross 
income of the partnership from which 
was derived the partner’s distributive 
share of partnership taxable income or 
loss (including items described in sec-
tion 702(a)(1) through (8)). For example, 
a partner is required to include his dis-
tributive share of partnership gross in-
come: 

(i) In computing his gross income for 
the purpose of determining the neces-
sity of filing a return (section 6012 (a)); 

(ii) In determining the application of 
the provisions permitting the spread-
ing of income for services rendered 
over a 36-month period (section 1301, as 
in effect for taxable years beginning 
before January 1, 1964); 

(iii) In computing the amount of 
gross income received from sources 
within possessions of the United States 
(section 937). 

(iv) In determining a partner’s ‘‘gross 
income from farming’’ (sections 175 and 
6073); and 

(v) In determining whether the de 
minimis or full inclusion rules of sec-
tion 954(b)(3) apply. 
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(2) In determining the applicability 
of the 6-year period of limitation on as-
sessment and collection provided in 
section 6501(e) (relating to omission of 
more than 25 percent of gross income), 
a partner’s gross income includes his 
distributive share of partnership gross 
income (as described in section 
6501(e)(1)(A)(i)). In this respect, the 
amount of partnership gross income 
from which was derived the partner’s 
distributive share of any item of part-
nership income, gain, loss, deduction, 
or credit (as included or disclosed in 
the partner’s return) is considered as 
an amount of gross income stated in 
the partner’s return for the purposes of 
section 6501(e). For example, A, who is 
entitled to one-fourth of the profits of 
the ABCD partnership, which has 
$10,000 gross income and $2,000 taxable 
income, reports only $300 as his dis-
tributive share of partnership profits. 
A should have shown $500 as his dis-
tributive share of profits, which 
amount was derived from $2,500 of part-
nership gross income. However, since A 
included only $300 on his return with-
out explaining in the return the dif-
ference of $200, he is regarded as having 
stated in his return only $1,500 ($300/ 
$500 of $2,500) as gross income from the 
partnership. 

(d) Partners in community property 
States. If separate returns are made by 
a husband and wife domiciled in a com-
munity property State, and only one 
spouse is a member of the partnership, 
the part of his or her distributive share 
of any item or items listed in para-
graph (a) (1) through (9) of this section 
which is community property, or which 
is derived from community property, 
should be reported by the husband and 
wife in equal proportions. 

(e) Special rules on requirement to sepa-
rately state meal, travel, and entertain-
ment expenses. Each partner shall take 
into account separately his or her dis-
tributive share of meal, travel, and en-
tertainment expenses paid or incurred 
after December 31, 1986, by partner-
ships that have taxable years begin-
ning before January 1, 1987, and ending 
with or within partner’s taxable years 
beginning on or after January 1, 1987. 
In addition, with respect to skybox 
rentals under section 274 (1) (2), each 
partner shall take into account sepa-

rately his or her distributive share of 
rents paid or incurred after December 
31, 1986, by partnerships that have tax-
able years beginning before January 1, 
1989, and ending with or within part-
ners’ taxable years beginning on or 
after January 1, 1987. 

(f) Cross—references. For special rules 
in accordance with the principles of 
section 702 applicable solely for the 
purpose of the tax imposed by section 
56 (relating to the minimum tax for tax 
preferences) see § 1.58–2(a). In the case 
of a disposition of an oil or gas prop-
erty by the partnership, see the rules 
contained in section 613A(c)(7)(D) and 
§ 1.613A–3(e). 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.702–1, see the List of CFR 
Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and on GPO Access. 

§ 1.702–2 Net operating loss deduction 
of partner. 

For the purpose of determining a net 
operating loss deduction under section 
172, a partner shall take into account 
his distributive share of items of in-
come, gain, loss, deduction, or credit of 
the partnership. The character of any 
such item shall be determined as if 
such item were realized directly from 
the source from which realized by the 
partnership, or incurred in the same 
manner as incurred by the partnership. 
See section 702(b) and paragraph (b) of 
§ 1.702–1. To the extent necessary to de-
termine the allowance under section 
172(d)(4) of the nonbusiness deductions 
of a partner (arising from both partner-
ship and nonpartnership sources), the 
partner shall separately take into ac-
count his distributive share of the de-
ductions of the partnership which are 
not attributable to a trade or business 
and combine such amount with his 
nonbusiness deductions from nonpart-
nership sources. Such partner shall 
also separately take into account his 
distributive share of the gross income 
of the partnership not derived from a 
trade or business and combine such 
amount with his nonbusiness income 
from nonpartnership sources. See sec-
tion 172 and the regulations there-
under. 
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§ 1.702–3T 4-Year spread (temporary). 
(a) Applicability. This section applies 

to a partner in a partnership if— 
(1) The partnership is required by 

section 806 of the Tax Reform Act of 
1986 (the 1986 Act), Pub. L. 99–514, 100 
Stat. 2362, to change its taxable year 
for the first taxable year beginning 
after December 31, 1986 (partnership’s 
year of change); and 

(2) As a result of such change in tax-
able year, items from more than one 
taxable year of the partnership would, 
but for the provisions of this section, 
be included in the taxable year of the 
partner with or within which the part-
nership’s year of change ends. 

(b) Partner’s treatment of items from the 
partnership’s year of change—(1) In gen-
eral. Except as provided in paragraph 
(c) of this section, if a partner’s share 
of ‘‘income items’’ exceeds the part-
ner’s share of ‘‘expense items,’’ the 
partner’s share of each and every in-
come and expense item shall be taken 
into account ratably (and retain its 
character) over the partner’s first 4 
taxable years beginning with the part-
ner’s taxable year with or within which 
the partnership’s year of change ends. 

(2) Definitions—(i) Income items. For 
purposes of this section, the term in-
come items means the sum of— 

(A) The partner’s distributive share 
of taxable income (exclusive of sepa-
rately stated items) from the partner-
ship’s year of change, 

(B) The partner’s distributive share 
of all separately stated income or gain 
items from the partnership’s year of 
change, and 

(C) Any amount includible in the 
partner’s income under section 707(c) 
on account of payments during the 
partnership’s year of change. 

(ii) Expense items. For purposes of this 
section, the term expense items means 
the sum of— 

(A) The partner’s distributive share 
of taxable loss (exclusive of separately 
stated items) from the partnership’s 
year of change, and 

(B) The partner’s distributive share 
of all separately stated items of loss or 
deduction from the partnership’s year 
of change. 

(c) Electing out of 4-year spread. A 
partner may elect out of the rules of 
paragraph (b) of this section by meet-

ing the requirements of § 301.9100–7T of 
this chapter (temporary regulations re-
lating to elections under the Tax Re-
form Act of 1986). 

(d) Special rules for a partner that is a 
partnership or S corporation—(1) In gen-
eral. Except as provided in paragraph 
(d)(2) of this section, a partner that is 
a partnership or S corporation may, if 
otherwise eligible, use the 4-year 
spread (with respect to partnership in-
terests owned by the partner) described 
in this section. 

(2) Certain partners prohibited from 
using 4-year spread—(i) In general. Ex-
cept as provided in paragraph (d)(2)(ii) 
of this section, a partner that is a part-
nership or S corporation may not use 
the 4-year spread (with respect to part-
nership interests owned by the partner) 
if such partner is also changing its tax-
able year pursuant to section 806 of the 
1986 Act. 

(ii) Exception. If a partner’s year of 
change does not include any income or 
expense items with respect to the part-
nership’s year of change, such partner 
may, if otherwise eligible, use the 4- 
year spread (with respect to such part-
nership interest) described in this sec-
tion even though the partner is a part-
nership or S corporation. See examples 
13 and 14 in paragraph (h) of this sec-
tion. 

(e) Basis of partner’s interest. The 
basis of a partner’s interest in a part-
nership shall be determined as if the 
partner elected not to spread the part-
nership items over 4 years, regardless 
of whether such election was in fact 
made. Thus, for example, if a partner is 
eligible for the 4-year spread and does 
not elect out of the 4-year spread pur-
suant to paragraph (c) of this section, 
the partner’s basis in the partnership 
interest will be increased in the first 
year of the 4-year spread period by an 
amount equal to the excess of the in-
come items over the expense items. 
However, the partner’s basis will not be 
increased again, with respect to the 
unamortized income and expense 
items, as they are amortized over the 
4-year spread period. 

(f) Effect on other provisions of the 
Code. Except as provided in paragraph 
(e) of this section, determinations with 
respect to a partner, for purposes of 
other provisions of the Code, must be 
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made with regard to the manner in 
which partnership items are taken into 
account under the rules of this section. 
Thus, for example, a partner who does 
not elect out of the 4-year spread must 
take into account, for purposes of de-
termining net earnings from self-em-
ployment under section 1402(a) for a 
taxable year, only the ratable portion 
of partnership items for that taxable 
year. 

(g) Treatment of dispositions—(1) In 
general. If a partnership interest is dis-
posed of before the last taxable year in 
the 4-year spread period, unamortized 
income and expense items that are at-
tributable to the interest disposed of 
and that would be taken into account 
by the partner for subsequent taxable 
years in the 4-year spread period shall 
be taken into account by the partner 
as determined under paragraph (g)(2) of 
this section. For purposes of this sec-
tion, the term disposed of means any 
transfer, including (but not limited to) 
transfers by sale, exchange, gift, and 
by reason of death. 

(2) Year unamortized items taken into 
account—(i) In general. If, at the end of 
a partner’s taxable year, the fraction 
determined under paragraph (g)(2)(ii) of 
this section is— 

(A) Greater than 2⁄3, the partner must 
continue to take the unamortized in-
come and expense items into account 
ratably over the 4-year spread period; 

(B) Greater than 1⁄3 but less than or 
equal to 2⁄3, the partner must, in addi-
tion to its ratable amortization, take 
into account in such year 50 percent of 
the income and expense items that 
would otherwise be unamortized at the 
end of such year (however, this para-
graph (g)(2)(i)(B) is only applied once 
with respect to a partner’s interest in a 
particular partnership); or 

(C) Less than or equal to 1⁄3, the part-
ner must take into account the entire 
balance of unamortized income and ex-
pense items in such year. 

(ii) Determination of fraction. For pur-
poses of paragraph (g)(2)(i) of this sec-
tion, the numerator of the fraction is 
the partner’s proportionate interest in 
the partnership at the end of the part-
ner’s taxable year and the denominator 
is the partner’s proportionate interest 
in the partnership as of the last day of 
the partnership’s year of change. 

(h) Examples. The provisions of this 
section may be illustrated by the fol-
lowing examples. 

Example 1. Assume that P1, a partnership 
with a taxable year ending September 30, is 
required by the 1986 Act to change its tax-
able year to a calendar year. All of the part-
ners of P1 are individual taxpayers reporting 
on a calendar year. P1 is required to change 
to a calendar year for its taxable year begin-
ning October 1, 1987, and to file a return for 
the short taxable year ending December 31, 
1987. Based on the above facts, the partners 
of P1 are required to include the items from 
more than one taxable year of P1 in income 
for their 1987 taxable year. Thus, under para-
graph (b) of this section, if a partner’s share 
of income items exceeds the partner’s share 
of expense items, the partner’s share of each 
and every income and expense item shall be 
taken into account ratably by such partner 
in each of the partner’s first four taxable 
years’ beginning with the partner’s 1987 tax-
able year, unless such partner elects under 
paragraph (c) of this section to include all 
such amounts in his 1987 taxable year. 

Example 2. Assume the same facts as in ex-
ample 1, except P1 is a personal service cor-
poration with all of its employee-owners re-
porting on a calendar year. Although P1 is 
required to change to a calendar year for its 
taxable year beginning October 1, 1987, nei-
ther P1 nor its employee-owners obtain the 
benefits of a 4-year spread. Pursuant to sec-
tion 806(e)(2)(C) of the 1986 Act, the 4-year 
spread provision is only applicable to short 
taxable years of partnerships and S corpora-
tions required to change their taxable year 
under the 1986 Act. 

Example 3. Assume the same facts as exam-
ple 1 and that I is one of the individual part-
ners of P1. Further assume that I’s distribu-
tive share of P1’s taxable income for the 
short taxable year ended December 31, 1987 
(i.e., P1’s year of change), is $10,000. In addi-
tion, I has $8,000 of separately stated expense 
from P1’s year of change. Since I’s income 
items (i.e., $10,000 of taxable income) exceed 
I’s expense items (i.e., $8,000 of separately 
stated expense) attributable to P1’s year of 
change, I is eligible for the 4-year spread pro-
vided by this section. If I does not elect out 
of the 4-year spread, I will recognize $2,500 of 
taxable income and $2,000 of separately stat-
ed expense in his 1987 calendar year return. 
Assuming I does not dispose of his partner-
ship interest in P1 by December 31, 1989, the 
remaining $7,500 of taxable income and $6,000 
of separately stated expense will be amor-
tized (and retain its character) over I’s next 
three taxable years (i.e., 1988, 1989 and 1990). 

Example 4. Assume the same facts as exam-
ple 3, except that I disposes of his entire in-
terest in P1 during 1988. Pursuant to para-
graph (g) of this section, I would recognize 

VerDate Nov<24>2008 10:34 May 27, 2009 Jkt 217091 PO 00000 Frm 00401 Fmt 8010 Sfmt 8010 Y:\SGML\217091.XXX 217091



392 

26 CFR Ch. I (4–1–09 Edition) § 1.702–3T 

$7,500 of taxable income and $6,000 of sepa-
rately stated expense in his 1988 calendar 
year return. 

Example 5. Assume the same facts as in ex-
ample 3, except that I disposes of 50 percent 
of his interest in P1 during 1989. Pursuant to 
paragraph (g) of this section, I would recog-
nize $3,750 of taxable income in his 1989 cal-
endar year return ($2,500 ratable portion for 
1989 plus 50 percent of the $2,500 of income 
items that would otherwise be unamortized 
at the end of 1989). I would also recognize 
$3,000 of separately stated expense items in 
1989 ($2,000 ratable portion for 1989 plus 50 
percent of the $2,000 of separately stated ex-
pense items that would otherwise be 
unamortized at the end of 1989). 

Example 6. Assume the same facts as in ex-
ample 1, except that X, a personal service 
corporation as defined in section 441(i), is a 
partner of P1. X is a calendar year taxpayer, 
and thus is not required to change its tax-
able year under the 1986 Act. The same result 
occurs as in example 1 (i.e., unless X elects to 
the contrary, X is required to include one 
fourth of its share of income and expense 
items from P1’s year of change in the first 
four taxable years of X beginning with the 
1987 taxable year). 

Example 7. Assume the same facts as in ex-
ample 6, except that X is a fiscal year per-
sonal service corporation with a taxable year 
ending September 30. X is required under the 
1986 Act to change to a calendar year for its 
taxable year beginning October 1, 1987, and 
to file a return for its short year ending De-
cember 31, 1987. Based on the above facts, X 
is not required to include the items from 
more than one taxable year of P1 in any one 
taxable year of X. Thus, the provisions of 
this section do not apply to X, and X is re-
quired to include the full amount of income 
and expense items from P1’s year of change 
in X’s taxable income for X’s short year end-
ing December 31. Under section 443 of the 
Code, X is required to annualize the taxable 
income for its short year ending December 
31, 1987. 

Example 8. Assume that P2 is a partnership 
with a taxable year ending September 30. 
Under the 1986 Act, P2 would have been re-
quired to change its taxable year to a cal-
endar year, effective for the taxable year be-
ginning October 1, 1987. However, P2 properly 
changed its taxable year to a calendar year 
for the year beginning October 1, 1986, and 
filed a return for the short period ending De-
cember 31, 1986. The provisions of the 1986 
Act do not apply to P2 because the short 
year ending December 31, 1986, was not re-
quired by the amendments made by section 
806 of the 1986 Act. Thus, the partners of P2 
are required to take all items of income and 
expense for the short taxable year ending De-
cember 31, 1986, into account for the taxable 
year with or within which such short year 
ends. 

Example 9. Assume that P3 is a partnership 
with a taxable year ending March 31 and I, a 
calendar year individual, is a partner in P3. 
Under the 1986 Act, P3 would have been re-
quired to change its taxable year to a cal-
endar year. However, under Rev. Proc. 87–32, 
P3 establishes and changes to a natural busi-
ness year beginning with the taxable year 
ending June 30, 1987. Thus, P3 is required to 
change its taxable year under section 806 of 
the 1986 Act, and I is required to include 
items from more than one taxable year of P3 
in one of her taxable years. Furthermore, I’s 
share of P3’s income items exceeds her share 
of P3’s expense items for the short period 
April 1, 1987 through June 30, 1987. Accord-
ingly, under this section, unless I elects to 
the contrary, I is required to take one fourth 
of her share of items of income and expense 
from P3’s short taxable year ending June 30, 
1987 into account for her taxable year ending 
December 31, 1987. 

Example 10. Assume that P4 is a partner-
ship with a taxable year ending March 31. Y, 
a C corporation, owns a 51 percent interest in 
the profits and capital of P4. Y reports its in-
come on the basis of a taxable year ending 
March 31. P4 establishes and changes to a 
natural business year beginning with the 
taxable year ending June 30, 1987, under Rev. 
Proc. 87–32. Under the above facts, P4 is not 
required to change its taxable year because 
its March 31 taxable year was the taxable 
year of Y, the partner owning a majority of 
the partnership’s profits and capital. There-
fore, the remaining partners of P4 owning 49 
percent of the profits and capital are not per-
mitted the 4-year spread of the items of in-
come and expense with respect to the short 
year, even though they may be required to 
include their distributive share of P4’s items 
from more than one taxable year in one of 
their years. 

Example 11. Assume that X and Y are C cor-
porations with taxable years ending June 30. 
Each owns a 50-percent interest in the prof-
its and capital of partnership P5. P5 has a 
taxable year ending March 31. Assume that 
P5 cannot establish a business purpose in 
order to retain a taxable year ending March 
31, and thus P5 must change to a June 30 tax-
able year, the taxable year of its partners. 
Furthermore, assume that X’s share of P5’s 
income items exceeds its share of P5’s ex-
pense items for P5’s short taxable year end-
ing June 30, 1987. Unless X elects out of the 
4-year spread, the taxable year ending June 
30, 1987, is the first of the four taxable years 
in which X must take into account its share 
of the items of income and expense resulting 
from P5’s short taxable year ending June 30, 
1987. 

Example 12. Assume that I, an individual 
who reports income on the basis of the cal-
endar year, is a partner in two partnerships, 
P6 and P7. Both partnerships have a taxable 
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year ending September 30. Neither partner-
ship can establish a business purpose for re-
taining its taxable year. Consequently, each 
partnership will change its taxable year to 
December 31, for the taxable year beginning 
October 1, 1987. The election to avoid a 4- 
year spread is made at the partner level; in 
addition, a partner may make such elections 
on a partnership-by-partnership basis. Thus, 
assuming I is eligible to obtain the 4-year 
spread with respect to income and expense 
items from partnerships P6 and P7, I may 
use the 4-year spread with respect to items 
from P6, while not using the 4-year spread 
with respect to items from P7. 

Example 13. I, an individual taxpayer using 
a calendar year, owns an interest in P8, a 
partnership using a taxable year ending June 
30. Furthermore, P8 owns an interest in P9, 
a partnership with a taxable year ending 
March 31. Under section 806 of the 1986 Act, 
P8 will be required to change to a taxable 
year ending December 31, while P9 will be re-
quired to change to a taxable year ending 
June 30. As a result, P8’s year of change will 
be July 1 through December 31, 1987, while 
P9’s year of change will be from April 1 
through June 30, 1987. Since P9’s year of 
change does not end with or within P8’s year 
of change, paragraph (d)(2) of this section 
does not prevent P8 from obtaining a 4-year 
spread with respect to its interest in P9. 

Example 14. The facts are the same as in ex-
ample 13, except that P9 has a taxable year 
ending September 30, and under the 1986 Act 
P9 is required to change to a taxable year 
ending December 31. Therefore, P9’s year of 
change will be from October 1, 1987 through 
December 31, 1987. Although P8’s year of 
change from July 1, 1987 through December 
31, 1987 includes two taxable years of P9 (i.e., 
October 1, 1986 through September 30, 1987 
and October 1, 1987 through December 31, 
1987), paragraph (d)(2) of this section pro-
hibits P8 from using the 4-year spread with 
respect to its interest in P9, because P9’s 
year of change ends with or within P8’s year 
of change. 

[T.D. 8167, 52 FR 48530, Dec. 23, 1987, as 
amended by T.D. 8435, 57 FR 43896, Sept. 23, 
1992] 

§ 1.703–1 Partnership computations. 
(a) Income and deductions. (1) The tax-

able income of a partnership shall be 
computed in the same manner as the 
taxable income of an individual, except 
as otherwise provided in this section. A 
partnership is required to state sepa-
rately in its return the items described 
in section 702(a)(1) through (7) and, in 
addition, to attach to its return a 
statement setting forth separately 
those items described in section 

702(a)(8) which the partner is required 
to take into account separately in de-
termining his income tax. See para-
graph (a)(8) of § 1.702–1. The partnership 
is further required to compute and to 
state separately in its return: 

(i) As taxable income under section 
702(a)(9), the total of all other items of 
gross income (not separately stated) 
over the total of all other allowable de-
ductions (not separately stated), or 

(ii) As loss under section 702(a)(9), the 
total of all other allowable deductions 
(not separately stated) over the total 
of all other items of gross income (not 
separately stated). 

The taxable income or loss so com-
puted shall be accounted for by the 
partners in accordance with their part-
nership agreement. 

(2) The partnership is not allowed the 
following deductions: 

(i) The standard deduction provided 
in section 141. 

(ii) The deduction for personal ex-
emptions provided in section 151. 

(iii) The deduction provided in sec-
tion 164(a) for taxes, described in sec-
tion 901, paid or accrued to foreign 
countries or possessions of the United 
States. Each partner’s distributive 
share of such taxes shall be accounted 
for separately by him as provided in 
section 702(a)(6). 

(iv) The deduction for charitable con-
tributions provided in section 170. Each 
partner is considered as having paid 
within his taxable year his distributive 
share of any contribution or gift, pay-
ment of which was actually made by 
the partnership within its taxable year 
ending within or with the partner’s 
taxable year. This item shall be ac-
counted for separately by the partners 
as provided in section 702(a)(4). See 
also paragraph (b) of § 1.702–1. 

(v) The net operating loss deduction 
provided in section 172. See § 1.702–2. 

(vi) The additional itemized deduc-
tions for individuals provided in part 
VII, subchapter B, chapter 1 of the 
Code, as follows: Expenses for produc-
tion of income (section 212); medical, 
dental, etc., expenses (section 213); ex-
penses for care of certain dependents 
(section 214); alimony, etc., payments 
(section 215); and amounts representing 
taxes and interest paid to cooperative 
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housing corporation (section 216). How-
ever, see paragraph (a)(8) of § 1.702–1. 

(vii) The deduction for depletion 
under section 611 with respect to do-
mestic oil or gas which is produced 
after December 31, 1974, and to which 
gross income from the property is at-
tributable after such year. 

(viii) The deduction for capital gains 
provided by section 1202 and the deduc-
tion for capital loss carryover provided 
by section 1212. 

(b) Elections of the partnership—(1) 
General rule. Any elections (other than 
those described in subparagraph (2) of 
this paragraph) affecting the computa-
tion of income derived from a partner-
ship shall be made by the partnership. 
For example, elections of methods of 
accounting, of computing depreciation, 
of treating soil and water conservation 
expenditures, and the option to deduct 
as expenses intangible drilling and de-
velopment costs, shall be made by the 
partnership and not by the partners 
separately. All partnership elections 
are applicable to all partners equally, 
but any election made by a partnership 
shall not apply to any partner’s non-
partnership interests. 

(2) Exceptions. (i) Each partner shall 
add his distributive share of taxes de-
scribed in section 901 paid or accrued 
by the partnership to foreign countries 
or possessions of the United States (ac-
cording to its method of treating such 
taxes) to any such taxes paid or ac-
crued by him (according to his method 
of treating such taxes), and may elect 
to use the total amount either as a 
credit against tax or as a deduction 
from income. 

(ii) Each partner shall add his dis-
tributive share of expenses described in 
section 615 or section 617 paid or ac-
crued by the partnership to any such 
expenses paid or accrued by him and 
shall treat the total amount according 
to his method of treating such ex-
penses, notwithstanding the treatment 
of the expenses by the partnership. 

(iii) Each partner who is a non-
resident alien individual or a foreign 
corporation shall add his distributive 
share of income derived by the partner-
ship from real property located in the 
United States, as described in section 
871(d)(1) or 882(d)(1), to any such in-
come derived by him and may elect 

under § 1.871–10 to treat all such income 
as income which is effectively con-
nected for the taxable year with the 
conduct of a trade or business in the 
United States. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as 
amended by T.D. 7192, 37 FR 12949, June 30, 
1972; T.D. 7332, 39 FR 44232, Dec. 23, 1974; T.D. 
8348, 56 FR 21952, May 13, 1991] 

§ 1.704–1 Partner’s distributive share. 
(a) Effect of partnership agreement. A 

partner’s distributive share of any item 
or class of items of income, gain, loss, 
deduction, or credit of the partnership 
shall be determined by the partnership 
agreement, unless otherwise provided 
by section 704 and paragraphs (b) 
through (e) of this section. For defini-
tion of partnership agreement see sec-
tion 761(c). 

(b) Determination of partner’s distribu-
tive share—(0) Cross-references. 

Heading Section 

Cross-references ................... 1.704–1(b)(0) 
In general ............................... 1.704–1(b)(1) 

Basic principles .............. 1.704–1(b)(1)(i) 
Effective dates ................ 1.704–1(b)(1)(ii) 
Generally ........................ 1.704–1(b)(1)(ii)(a) 
Foreign tax expenditures 1.704–1(b)(1)(ii)(b) 
Effect of other sections .. 1.704–1(b)(1)(iii) 
Other possible tax con-

sequences.
1.704–1(b)(1)(iv) 

Purported allocations ...... 1.704–1(b)(1)(v) 
Section 704(c) deter-

minations.
1.704–1(b)(1)(vi) 

Bottom line allocations ... 1.704–1(b)(1)(vii) 
Substantial economic effect .. 1.704–1(b)(2) 

Two-part analysis ........... 1.704–1(b)(2)(i) 
Economic effect .............. 1.704–1(b)(2)(ii) 

Fundamental prin-
ciples.

1.704–1(b)(2)(ii)(a) 

Three requirements 1.704–1(b)(2)(ii)(b) 
Obligation to restore 

deficit.
1.704–1(b)(2)(ii)(c) 

Alternate test for 
economic effect.

1.704–1(b)(2)(ii)(d) 

Partial economic ef-
fect.

1.704–1(b)(2)(ii)(e) 

Reduction of obliga-
tion to restore.

1.704–1(b)(2)(ii)(f) 

Liquidation defined .. 1.704–1(b)(2)(ii)(g) 
Partnership agree-

ment defined.
1.704–1(b)(2)(ii)(h) 

Economic effect 
equivalence.

1.704–1(b)(2)(ii)(i) 

Substantiality .................. 1.704–1(b)(2)(iii) 
General rules ........... 1.704–1(b)(2)(iii)(a) 
Shifting tax con-

sequences.
1.704–1(b)(2)(iii)(b) 

Transitory alloca-
tions.

1.704–1(b)(2)(iii)(c) 

Maintenance of capital ac-
counts.

1.704–1(b)(2)(iv) 

In general ....................... 1.704–1(b)(2)(iv)(a) 
Basic rules ...................... 1.704–1(b)(2)(iv)(b) 
Treatment of liabilities .... 1.704–1(b)(2)(iv)(c) 
Contributed property ....... 1.704–1(b)(2)(iv)(d) 
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Heading Section 

In general ................ 1.704–1(b)(2)(iv)(d)(1) 
Contribution of 

promissory notes.
1.704–1(b)(2)(iv)(d)(2) 

Section 704(c) con-
siderations.

1.704–1(b)(2)(iv)(d)(3) 

Distributed property ........ 1.704–1(b)(2)(iv)(e) 
In general ................ 1.704–1(b)(2)(iv)(e)(1) 
Distribution of prom-

issory notes.
1.704–1(b)(2)(iv)(e)(2) 

Revaluations of property 1.704–1(b)(2)(iv)(f) 
Adjustments to reflect 

book value.
1.704–1(b)(2)(iv)(g) 

In general ................ 1.704–1(b)(2)(iv)(g)(1) 
Payables and receiv-

ables.
1.704–1(b)(2)(iv)(g)(2) 

Determining amount 
of book items.

1.704–1(b)(2)(iv)(g)(3) 

Determinations of fair 
market value.

1.704–1(b)(2)(iv)(h) 

Section 705(a)(2)(B) ex-
penditures.

1.704–1(b)(2)(iv)(i) 

In general ................ 1.704–1(b)(2)(iv)(i)(1) 
Expenses described 

in section 709.
1.704–1(b)(2)(iv)(i)(2) 

Disallowed losses .... 1.704–1(b)(2)(iv)(i)(3) 
Basis adjustments to 

section 38 property.
1.704–1(b)(2)(iv)(j) 

Depletion of oil and gas 
properties.

1.704–1(b)(2)(iv)(k) 

In general ................ 1.704–1(b)(2)(iv)(k)(1) 
Simulated depletion 1.704–1(b)(2)(iv)(k)(2) 
Actual depletion ....... 1.704–1(b)(2)(iv)(k)(3) 
Effect of book values 1.704–1(b)(2)(iv)(k)(4) 

Transfers of partnership 
interests.

1.704–1(b)(2)(iv)(l) 

Section 754 elections ..... 1.704–1(b)(2)(iv)(m) 
In general ................ 1.704–1(b)(2)(iv)(m)(1) 
Section 743 adjust-

ments.
1.704–1(b)(2)(iv)(m)(2) 

Section 732 adjust-
ments.

1.704–1(b)(2)(iv)(m)(3) 

Section 734 adjust-
ments.

1.704–1(b)(2) iv)(m)(4) 

Limitations on ad-
justments.

1.704–1(b)(2) iv)(m)(5) 

Partnership level charac-
terization.

1.704–1(b)(2)(iv)(n) 

Guaranteed payments .... 1.704–1(b)(2)(iv)(o) 
Minor discrepancies ....... 1.704–1(b)(2)(iv)(p) 
Adjustments where guid-

ance is lacking.
1.704–1(b)(2)(iv)(q) 

Restatement of capital 
accounts.

1.704–1(b)(2)(iv)(r) 

Partner’s interest in the 
partnership.

1.704–1(b)(3) 

In general ................ 1.704–1(b)(3)(i) 
Factors considered .. 1.704–1(b)(3)(ii) 
Certain determina-

tions.
1.704–1(b)(3)(iii) 

Special rules ................... 1.704–1(b)(4) 
Allocations to reflect 

revaluations.
1.704–1(b)(4)(i) 

Credits ..................... 1.704–1(b)(4)(ii) 
Excess percentage 

depletion.
1.704–1(b)(4)(iii) 

Allocations attrib-
utable to non-
recourse liabilities.

1.704–1(b)(4)(iv) 

Allocations under 
section 
613A(c(7)(D).

1.704–1(b)(4)(v) 

Amendments to part-
nership agreement.

1.704–1(b)(4)(vi) 

Recapture ................ 1.704–1(b)(4)(vii) 

Heading Section 

Allocation of creditable for-
eign taxes.

1.704–1(b)(4)(viii) 

In general ............................... 1.704–1(b)(4)(viii)(a) 
Creditable foreign tax ex-

penditures (CFTEs).
1.704–1(b)(4)(viii)(b) 

Income to which CFTEs 
relate.

1.704–1(b)(4)(viii)(c) 

In general ................ 1.704–1(b)(4)(viii)(c)(1) 
CFTE category ........ 1.704–1(b)(4)(viii)(c)(2) 
Net income in a 

CFTE category.
1.704–1(b)(4)(viii)(c)(3) 

Distributive shares of in-
come.

1.704–1(b)(4)(viii)(c)(4) 

No net income in a 
CFTE category.

1.704–1(b)(4)(viii)(c)(5) 

Allocation and apportionment 
of CFTEs to CFTE cat-
egories.

1.704–1(b)(4)(viii)(d) 

In general ....................... 1.704–1(b)(4)(viii)(d)(1) 
Timing and base dif-

ferences.
1.704–1(b)(4)(viii)(d)(2) 

Special rules for inter- 
branch payments.

1.704–1(b)(4)(viii)(d)(3) 

Examples ........................ 1.704–1(b)(5) 

(1) In general—(i) Basic principles. 
Under section 704(b) if a partnership 
agreement does not provide for the al-
location of income, gain, loss, deduc-
tion, or credit (or item thereof) to a 
partner, or if the partnership agree-
ment provides for the allocation of in-
come, gain, loss, deduction, or credit 
(or item thereof) to a partner but such 
allocation does not have substantial 
economic effect, then the partner’s dis-
tributive share of such income, gain, 
loss, deduction, or credit (or item 
thereof) shall be determined in accord-
ance with such partner’s interest in the 
partnership (taking into account all 
facts and circumstances). If the part-
nership agreement provides for the al-
location of income, gain, loss, deduc-
tion, or credit (or item thereof) to a 
partner, there are three ways in which 
such allocation will be respected under 
section 704(b) and this paragraph. 
First, the allocation can have substan-
tial economic effect in accordance with 
paragraph (b)(2) of this section. Second, 
taking into account all facts and cir-
cumstances, the allocation can be in 
accordance with the partner’s interest 
in the partnership. See paragraph (b)(3) 
of this section. Third, the allocation 
can be deemed to be in accordance with 
the partner’s interest in the partner-
ship pursuant to one of the special 
rules contained in paragraph (b)(4) of 
this section and § 1.704–2. To the extent 
an allocation under the partnership 
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agreement of income, gain, loss, deduc-
tion, or credit (or item thereof) to a 
partner does not have substantial eco-
nomic effect, is not in accordance with 
the partner’s interest in the partner-
ship, and is not deemed to be in accord-
ance with the partner’s interest in the 
partnership, such income, gain, loss, 
deduction, or credit (or item thereof) 
will be reallocated in accordance with 
the partner’s interest in the partner-
ship (determined under paragraph (b)(3) 
of this section). 

(ii) Effective dates. (a) Generally. Ex-
cept as otherwise provided in this sec-
tion, the provisions of this paragraph 
are effective for partnership taxable 
years beginning after December 31, 
1975. However, for partnership taxable 
years beginning after December 31, 
1975, but before May 1, 1986, (January 1, 
1987, in the case of allocations of non-
recourse deductions as defined in para-
graph (b)(4)(iv)(a) of this section) an al-
location of income, gain, loss, deduc-
tion, or credit (or item thereof) to a 
partner that is not respected under this 
paragraph nevertheless will be re-
spected under section 704(b) if such al-
location has substantial economic ef-
fect or is in accordance with the part-
ners’ interests in the partnership as 
those terms have been interpreted 
under the relevant case law, the legis-
lative history of section 210(d) of the 
Tax Reform Act of 1976, and the provi-
sions of this paragraph in effect for 
partnership taxable years beginning be-
fore May 1, 1986. Paragraphs 
(b)(2)(iii)(a) (last sentence), 
(b)(2)(iii)(d), (b)(2)(iii)(e), and (b)(5) Ex-
ample 28, Example 29, and Example 30 of 
this section apply to partnership tax-
able years beginning on or after May 
19, 2008. 

(b) Rules relating to foreign tax expend-
itures—(1) In general. The provisions of 
paragraphs (b)(3)(iv) and (b)(4)(viii) of 
this section (regarding the allocation 
of creditable foreign taxes) apply for 
partnership taxable years beginning on 
or after October 19, 2006. The rules that 
apply to allocations of creditable for-
eign taxes made in partnership taxable 
years beginning before October 19, 2006 
are contained in §§ 1.704– 
1T(b)(1)(ii)(b)(1) and 1.704–1T(b)(4)(xi) as 
in effect prior to October 19, 2006 (see 26 
CFR part 1 revised as of April 1, 2005). 

However, taxpayers may rely on the 
provisions of paragraphs (b)(3)(iv) and 
(b)(4)(viii) of this section for partner-
ship taxable years beginning on or 
after April 21, 2004. 

(2) Transition rule. Transition relief is 
provided herein to partnerships whose 
agreements were entered into prior to 
April 21, 2004. In such case, if there has 
been no material modification to the 
partnership agreement on or after 
April 21, 2004, then the partnership may 
apply the provisions of paragraph (b) of 
this section as if the amendments made 
by paragraphs (b)(3)(iv) and (b)(4)(viii) 
of this section had not occurred. If the 
partnership agreement was materially 
modified on or after April 21, 2004, then 
the rules provided in paragraphs 
(b)(3)(iv) and (b)(4)(viii) of this section 
shall apply to the later of the taxable 
year beginning on or after October 19, 
2006 or the taxable year within which 
the material modification occurred, 
and to all subsequent taxable years. If 
the partnership agreement was materi-
ally modified on or after April 21, 2004, 
and before a tax year beginning on or 
after October 19, 2006, see §§ 1.704– 
1T(b)(1)(ii)(b)(1) and 1.704–1T(b)(4)(xi) as 
in effect prior to October 19, 2006 (26 
CFR part 1 revised as of April 1, 2005). 
For purposes of this paragraph 
(b)(1)(ii)(b)(2), any change in ownership 
constitutes a material modification to 
the partnership agreement. This tran-
sition rule does not apply to any tax-
able year (and all subsequent taxable 
years) in which persons that are re-
lated to each other (within the mean-
ing of section 267(b) and 707(b)) collec-
tively have the power to amend the 
partnership agreement without the 
consent of any unrelated party. 

(iii) Effect of other sections. The deter-
mination of a partner’s distributive 
share of income, gain, loss, deduction, 
or credit (or item thereof) under sec-
tion 704(b) and this paragraph is not 
conclusive as to the tax treatment of a 
partner with respect to such distribu-
tive share. For example, an allocation 
of loss or deduction to a partner that is 
respected under section 704(b) and this 
paragraph may not be deductible by 
such partner if the partner lacks the 
requisite motive for economic gain 
(see, e.g., Goldstein v. Commissioner, 364 
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F.2d 734 (2d Cir. 1966)), or may be dis-
allowed for that taxable year (and held 
in suspense) if the limitations of sec-
tion 465 or section 704(d) are applicable. 
Similarly, an allocation that is re-
spected under section 704(b) and this 
paragraph nevertheless may be reallo-
cated under other provisions, such as 
section 482, section 704(e)(2), section 
706(d) (and related assignment of in-
come principles), and paragraph 
(b)(2)(ii) of § 1.751–1. If a partnership has 
a section 754 election in effect, a part-
ner’s distributive share of partnership 
income, gain, loss, or deduction may be 
affected as provided in § 1.743–1 (see 
paragraph (b)(2)(iv)(m)(2) of this sec-
tion). A deduction that appears to be a 
nonrecourse deduction deemed to be in 
accordance with the partners’ interests 
in the partnership may not be such be-
cause purported nonrecourse liabilities 
of the partnership in fact constitute 
equity rather than debt. The examples 
in paragraph (b)(5) of this section con-
cern the validity of allocations under 
section 704(b) and this paragraph and, 
except as noted, do not address the ef-
fect of other sections or limitations on 
such allocations. 

(iv) Other possible tax consequences. 
Allocations that are respected under 
section 704(b) and this paragraph may 
give rise to other tax consequences, 
such as those resulting from the appli-
cation of section 61, section 83, section 
751, section 2501, paragraph (f) of § 1.46– 
3, § 1.47–6, paragraph (b)(1) of § 1.721–1 
(and related principles), and paragraph 
(e) of § 1.752–1. The examples in para-
graph (b)(5) of this section concern the 
validity of allocations under section 
704(b) and this paragraph and, except as 
noted, do not address other tax con-
sequences that may result from such 
allocations. 

(v) Purported allocations. Section 
704(b) and this paragraph do not apply 
to a purported allocation if it is made 
to a person who is not a partner of the 
partnership (see section 7701(a)(2) and 
paragraph (d) of § 301.7701–3) or to a per-
son who is not receiving the purported 
allocation in his capacity as a partner 
(see section 707(a) and paragraph (a) of 
§ 1.707–1). 

(vi) Section 704(c) determinations. Sec-
tion 704(c) and § 1.704–3 generally re-
quire that if property is contributed by 

a partner to a partnership, the part-
ners’ distributive shares of income, 
gain, loss, and deduction, as computed 
for tax purposes, with respect to the 
property are determined so as to take 
account of the variation between the 
adjusted tax basis and fair market 
value of the property. Although section 
704(b) does not directly determine the 
partners’ distributive shares of tax 
items governed by section 704(c), the 
partners’ distributive shares of tax 
items may be determined under section 
704(c) and § 1.704–3 (depending on the al-
location method chosen by the partner-
ship under § 1.704–3) with reference to 
the partners’ distributive shares of the 
corresponding book items, as deter-
mined under section 704(b) and this 
paragraph. (See paragraphs (b)(2)(iv)(d) 
and (b)(4)(i) of this section.) See § 1.704– 
3 for methods of making allocations 
under section 704(c), and § 1.704–3(d)(2) 
for a special rule in determining the 
amount of book items if the remedial 
allocation method is chosen by the 
partnership. See also paragraph (b)(5) 
Example (13) (i) of this section. 

(vii) Bottom line allocations. Section 
704(b) and this paragraph are applicable 
to allocations of income, gain, loss, de-
duction, and credit, allocations of spe-
cific items of income, gain, loss, deduc-
tion, and credit, and allocations of 
partnership net or ‘‘bottom line’’ tax-
able income and loss. An allocation to 
a partner of a share of partnership net 
or ‘‘bottom line’’ taxable income or 
loss shall be treated as an allocation to 
such partner of the same share of each 
item of income, gain, loss, and deduc-
tion that is taken into account in com-
puting such net or ‘‘bottom line’’ tax-
able income or loss. See example 15(i) 
of paragraph (b)(5) of this section. 

(2) Substantial economic effect—(i) 
Two-part analysis. The determination of 
whether an allocation of income, gain, 
loss, or deduction (or item thereof) to a 
partner has substantial economic effect 
involves a two-part analysis that is 
made as of the end of the partnership 
taxable year to which the allocation 
relates. First, the allocation must have 
economic effect (within the meaning of 
paragraph (b)(2)(ii) of this section). 
Second, the economic effect of the allo-
cation must be substantial (within the 
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meaning of paragraph (b)(2)(iii) of this 
section). 

(ii) Economic effect—(a) Fundamental 
principles. In order for an allocation to 
have economic effect, it must be con-
sistent with the underlying economic 
arrangement of the partners. This 
means that in the event there is an 
economic benefit or economic burden 
that corresponds to an allocation, the 
partner to whom the allocation is made 
must receive such economic benefit or 
bear such economic burden. 

(b) Three requirements. Based on the 
principles contained in paragraph 
(b)(2)(ii)(a) of this section, and except 
as otherwise provided in this para-
graph, an allocation of income, gain, 
loss, or deduction (or item thereof) to a 
partner will have economic effect if, 
and only if, throughout the full term of 
the partnership, the partnership agree-
ment provides— 

(1) For the determination and main-
tenance of the partners’ capital ac-
counts in accordance with the rules of 
paragraph (b)(2)(iv) of this section, 

(2) Upon liquidation of the partner-
ship (or any partner’s interest in the 
partnership), liquidating distributions 
are required in all cases to be made in 
accordance with the positive capital 
account balances of the partners, as de-
termined after taking into account all 
capital account adjustments for the 
partnership taxable year during which 
such liquidation occurs (other than 
those made pursuant to this require-
ment (2) and requirement (3) of this 
paragraph (b)(2)(ii)(b)), by the end of 
such taxable year (or, if later, within 90 
days after the date of such liquidation), 
and 

(3) If such partner has a deficit bal-
ance in his capital account following 
the liquidation of his interest in the 
partnership, as determined after taking 
into account all capital account adjust-
ments for the partnership taxable year 
during which such liquidation occurs 
(other than those made pursuant to 
this requirement (3)), he is uncondi-
tionally obligated to restore the 
amount of such deficit balance to the 
partnership by the end of such taxable 
year (or, if later, within 90 days after 
the date of such liquidation), which 
amount shall, upon liquidation of the 
partnership, be paid to creditors of the 

partnership or distributed to other 
partners in accordance with their posi-
tive capital account balances (in ac-
cordance with requirement (2) of this 
paragraph (b)(2)(ii)(b)). 
For purposes of the preceding sentence, 
a partnership taxable year shall be de-
termined without regard to section 
706(c)(2)(A). Requirements (2) and (3) of 
this paragraph (b)(2)(ii)(b) are not vio-
lated if all or part of the partnership 
interest of one or more partners is pur-
chased (other than in connection with 
the liquidation of the partnership) by 
the partnership or by one or more part-
ners (or one or more persons related, 
within the meaning of section 267(b) 
(without modification by section 
267(e)(1)) or section 707(b)(1), to a part-
ner) pursuant to an agreement nego-
tiated at arm’s length by persons who 
at the time such agreement is entered 
into have materially adverse interests 
and if a principal purpose of such pur-
chase and sale is not to avoid the prin-
ciples of the second sentence of para-
graph (b)(2)(ii)(a) of this section. In ad-
dition, requirement (2) of this para-
graph (b)(2)(ii)(b) is not violated if, 
upon the liquidation of the partner-
ship, the capital accounts of the part-
ners are increased or decreased pursu-
ant to paragraph (b)(2)(iv)(f) of this 
section as of the date of such liquida-
tion and the partnership makes liqui-
dating distributions within the time 
set out in that requirement (2) in the 
ratios of the partners’ positive capital 
accounts, except that it does not dis-
tribute reserves reasonably required to 
provide for liabilities (contingent or 
otherwise) of the partnership and in-
stallment obligations owed to the part-
nership, so long as such withheld 
amounts are distributed as soon as 
practicable and in the ratios of the 
partners’ positive capital account bal-
ances. See examples 1(i) and (ii), (4)(i), 
(8)(i), and (16)(i) of paragraph (b)(5) of 
this section. 

(c) Obligation to restore deficit. If a 
partner is not expressly obligated to 
restore the deficit balance in his cap-
ital account, such partner nevertheless 
will be treated as obligated to restore 
the deficit balance in his capital ac-
count (in accordance with requirement 
(3) of paragraph (b)(2)(ii)(b) of this sec-
tion) to the extent of— 

VerDate Nov<24>2008 10:34 May 27, 2009 Jkt 217091 PO 00000 Frm 00408 Fmt 8010 Sfmt 8010 Y:\SGML\217091.XXX 217091



399 

Internal Revenue Service, Treasury § 1.704–1 

(1) The outstanding principal balance 
of any promissory note (of which such 
partner is the maker) contributed to 
the partnership by such partner (other 
than a promissory note that is readily 
tradable on an established securities 
market), and 

(2) The amount of any unconditional 
obligation of such partner (whether im-
posed by the partnership agreement or 
by State or local law) to make subse-
quent contributions to the partnership 
(other than pursuant to a promissory 
note of which such partner is the 
maker), 
provided that such note or obligation is 
required to be satisfied at a time no 
later than the end of the partnership 
taxable year in which such partner’s 
interest is liquidated (or, if later, with-
in 90 days after the date of such liq-
uidation). If a promissory note referred 
to in the previous sentence is nego-
tiable, a partner will be considered re-
quired to satisfy such note within the 
time period specified in such sentence 
if the partnership agreement provides 
that, in lieu of actual satisfaction, the 
partnership will retain such note and 
such partner will contribute to the 
partnership the excess, if any, of the 
outstanding principal balance of such 
note over its fair market value at the 
time of liquidation. See paragraph 
(b)(2)(iv)(d)(2) of this section. See ex-
amples (1)(ix) and (x) of paragraph 
(b)(5) of this section. A partner in no 
event will be considered obligated to 
restore the deficit balance in his cap-
ital account to the partnership (in ac-
cordance with requirement (3) of para-
graph (b)(2)(ii)(b) of this section) to the 
extent such partner’s obligation is not 
legally enforceable, or the facts and 
circumstances otherwise indicate a 
plan to avoid or circumvent such obli-
gation. See paragraphs (b)(2)(ii)(f), 
(b)(2)(ii)(h), and (b)(4)(vi) of this section 
for other rules regarding such obliga-
tion. For purposes of this paragraph 
(b)(2), if a partner contributes a prom-
issory note to the partnership during a 
partnership taxable year beginning 
after December 29, 1988 and the maker 
of such note is a person related to such 
partner (within the meaning of § 1.752– 
1T(h), but without regard to subdivi-
sion (4) of that section), then such 
promissory note shall be treated as a 

promissory note of which such partner 
is the maker. 

(d) Alternate test for economic effect. 
If— 

(1) Requirements (1) and (2) of para-
graph (b)(2)(ii)(b) of this section are 
satisfied, and 

(2) The partner to whom an alloca-
tion is made is not obligated to restore 
the deficit balance in his capital ac-
count to the partnership (in accordance 
with requirement (3) of paragraph 
(b)(2)(ii)(b) of this section), or is obli-
gated to restore only a limited dollar 
amount of such deficit balance, and 

(3) The partnership agreement con-
tains a ‘‘qualified income offset,’’ 

such allocation will be considered to 
have economic effect under this para-
graph (b)(2)(ii)(d) to the extent such al-
location does not cause or increase a 
deficit balance in such partner’s cap-
ital account (in excess of any limited 
dollar amount of such deficit balance 
that such partner is obligated to re-
store) as of the end of the partnership 
taxable year to which such allocation 
relates. In determining the extent to 
which the previous sentence is satis-
fied, such partner’s capital account 
also shall be reduced for— 

(4) Adjustments that, as of the end of 
such year, reasonably are expected to 
be made to such partner’s capital ac-
count under paragraph (b)(2)(iv)(k) of 
this section for depletion allowances 
with respect to oil and gas properties 
of the partnership, and 

(5) Allocations of loss and deduction 
that, as of the end of such year, reason-
ably are expected to be made to such 
partner pursuant to section 704(e)(2), 
section 706(d), and paragraph (b)(2)(ii) 
of § 751–1, and 

(6) Distributions that, as of the end 
of such year, reasonably are expected 
to be made to such partner to the ex-
tent they exceed offsetting increases to 
such partner’s capital account that 
reasonably are expected to occur dur-
ing (or prior to) the partnership tax-
able years in which such distributions 
reasonably are expected to be made 
(other than increases pursuant to a 
minimum gain chargeback under para-
graph (b)(4)(iv)(e) of this section or 
under § 1.704–2(f); however, increases to 
a partner’s capital account pursuant to 
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a minimum gain chargeback require-
ment are taken into account as an off-
set to distributions of nonrecourse li-
ability proceeds that are reasonably 
expected to be made and that are allo-
cable to an increase in partnership 
minimum gain). 
For purposes of determining the 
amount of expected distributions and 
expected capital account increases de-
scribed in (6) above, the rule set out in 
paragraph (b)(2)(iii)(c) of this section 
concerning the presumed value of part-
nership property shall apply. The part-
nership agreement contains a ‘‘quali-
fied income offset’’ if, and only if, it 
provides that a partner who unexpect-
edly receives an adjustment, alloca-
tion, or distribution described in (4), 
(5), or (6) above, will be allocated items 
of income and gain (consisting of a pro 
rata portion of each item of partner-
ship income, including gross income, 
and gain for such year) in an amount 
and manner sufficient to eliminate 
such deficit balance as quickly as pos-
sible. Allocations of items of income 
and gain made pursuant to the imme-
diately preceding sentence shall be 
deemed to be made in accordance with 
the partners’ interests in the partner-
ship if requirements (1) and (2) of para-
graph (b)(2)(ii)(b) of this section are 
satisfied. See examples (1)(iii), (iv), (v), 
(vi), (viii), (ix), and (x), (15), and (16)(ii) 
of paragraph (b)(5) of this section. 

(e) Partial economic effect. If only a 
portion of an allocation made to a 
partner with respect to a partnership 
taxable year has economic effect, both 
the portion that has economic effect 
and the portion that is reallocated 
shall consist of a proportionate share 
of all items that made up the alloca-
tion to such partner for such year. See 
examples (15) (ii) and (iii) of paragraph 
(b)(5) of this section. 

(f) Reduction of obligation to restore. If 
requirements (1) and (2) of paragraph 
(b)(2)(ii)(b) of this section are satisfied, 
a partner’s obligation to restore the 
deficit balance in his capital account 
(or any limited dollar amount thereof) 
to the partnership may be eliminated 
or reduced as of the end of a partner-
ship taxable year without affecting the 
validity of prior allocations (see para-
graph (b)(4)(vi) of this section) to the 
extent the deficit balance (if any) in 

such partner’s capital account, after 
reduction for the items described in (4), 
(5), and (6) of paragraph (b)(2)(ii)(d) of 
this section, will not exceed the part-
ner’s remaining obligation (if any) to 
restore the deficit balance in his cap-
ital account. See example (1)(viii) of 
paragraph (b)(5) of this section. 

(g) Liquidation defined. For purposes 
of this paragraph, a liquidation of a 
partner’s interest in the partnership 
occurs upon the earlier of (1) the date 
upon which there is a liquidation of the 
partnership, or (2) the date upon which 
there is a liquidation of the partner’s 
interest in the partnership under para-
graph (d) of § 1.761–1. For purposes of 
this paragraph, the liquidation of a 
partnership occurs upon the earlier of 
(3) the date upon which the partnership 
is terminated under section 708(b)(1), or 
(4) the date upon which the partnership 
ceases to be a going concern (even 
though it may continue in existence 
for the purpose of winding up its af-
fairs, paying its debts, and distributing 
any remaining balance to its partners). 
Requirements (2) and (3) of paragraph 
(b)(2)(ii)(b) of this section will be con-
sidered unsatisfied if the liquidation of 
a partner’s interest in the partnership 
is delayed after its primary business 
activities have been terminated (for ex-
ample, by continuing to engage in a 
relatively minor amount of business 
activity, if such actions themselves do 
not cause the partnership to terminate 
pursuant to section 708(b)(1)) for a prin-
cipal purpose of deferring any distribu-
tion pursuant to requirement (2) of 
paragraph (b)(2)(ii)(b) of this section or 
deferring any partner’s obligations 
under requirement (3) of paragraph 
(b)(2)(ii)(b) of this section. 

(h) Partnership agreement defined. For 
purposes of this paragraph, the part-
nership agreement includes all agree-
ments among the partners, or between 
one or more partners and the partner-
ship, concerning affairs of the partner-
ship and responsibilities of partners, 
whether oral or written, and whether 
or not embodied in a document referred 
to by the partners as the partnership 
agreement. Thus, in determining 
whether distributions are required in 
all cases to be made in accordance with 
the partners’ positive capital account 
balances (requirement (2) of paragraph 
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(b)(2)(ii)(b) of this section), and in de-
termining the extent to which a part-
ner is obligated to restore a deficit bal-
ance in his capital account (require-
ment (3) of paragraph (b)(2)(ii)(b) of 
this section), all arrangements among 
partners, or between one or more part-
ners and the partnership relating to 
the partnership, direct and indirect, in-
cluding puts, options, and other buy- 
sell agreements, and any other ‘‘stop- 
loss’’ arrangement, are considered to 
be part of the partnership agreement. 
(Thus, for example, if one partner who 
assumes a liability of the partnership 
is indemnified by another partner for a 
portion of such liability, the indem-
nifying partner (depending upon the 
particular facts) may be viewed as in 
effect having a partial deficit makeup 
obligation as a result of such indem-
nity agreement.) In addition, the part-
nership agreement includes provisions 
of Federal, State, or local law that gov-
ern the affairs of the partnership or are 
considered under such law to be a part 
of the partnership agreement (see the 
last sentence of paragraph (c) of § 1.761– 
1). For purposes of this paragraph 
(b)(2)(ii)(h), an agreement with a part-
ner or a partnership shall include an 
agreement with a person related, with-
in the meaning of section 267(b) (with-
out modification by section 267(e)(1)) or 
section 707(b)(1), to such partner or 
partnership. For purposes of the pre-
ceding sentence, sections 267(b) and 
707(b)(1) shall be applied for partner-
ship taxable years beginning after De-
cember 29, 1988 by (1) substituting ‘‘80 
percent or more’’ for ‘‘more than 50 
percent’’ each place it appears in such 
sections, (2) excluding brothers and sis-
ters from the members of a person’s 
family, and (3) disregarding 
§ 267(f)(1)(A). 

(i) Economic effect equivalence. Alloca-
tions made to a partner that do not 
otherwise have economic effect under 
this paragraph (b)(2)(ii) shall neverthe-
less be deemed to have economic effect, 
provided that as of the end of each 
partnership taxable year a liquidation 
of the partnership at the end of such 
year or at the end of any future year 
would produce the same economic re-
sults to the partners as would occur if 
requirements (1), (2), and (3) of para-
graph (b)(2)(ii)(b) of this section had 

been satisfied, regardless of the eco-
nomic performance of the partnership. 
See examples (4)(ii) and (iii) of para-
graph (b)(5) of this section. 

(iii) Substantiality—(a) General rules. 
Except as otherwise provided in this 
paragraph (b)(2)(iii), the economic ef-
fect of an allocation (or allocations) is 
substantial if there is a reasonable pos-
sibility that the allocation (or alloca-
tions) will affect substantially the dol-
lar amounts to be received by the part-
ners from the partnership, independent 
of tax consequences. Notwithstanding 
the preceding sentence, the economic 
effect of an allocation (or allocations) 
is not substantial if, at the time the al-
location becomes part of the partner-
ship agreement, (1) the after-tax eco-
nomic consequences of at least one 
partner may, in present value terms, be 
enhanced compared to such con-
sequences if the allocation (or alloca-
tions) were not contained in the part-
nership agreement, and (2) there is a 
strong likelihood that the after-tax 
economic consequences of no partner 
will, in present value terms, be sub-
stantially diminished compared to such 
consequences if the allocation (or allo-
cations) were not contained in the 
partnership agreement. In determining 
the after-tax economic benefit or det-
riment to a partner, tax consequences 
that result from the interaction of the 
allocation with such partner’s tax at-
tributes that are unrelated to the part-
nership will be taken into account. See 
examples 5 and 9 of paragraph (b)(5) of 
this section. The economic effect of an 
allocation is not substantial in the two 
situations described in paragraphs 
(b)(2)(iii) (b) and (c) of this section. 
However, even if an allocation is not 
described therein, its economic effect 
may be insubstantial under the general 
rules stated in this paragraph 
(b)(2)(iii)(a). References in this para-
graph (b)(2)(iii) to allocations include 
capital account adjustments made pur-
suant to paragraph (b)(2)(iv)(k) of this 
section. References in this paragraph 
(b)(2)(iii) to a comparison to con-
sequences arising if an allocation (or 
allocations) were not contained in the 
partnership agreement mean that the 
allocation (or allocations) is deter-
mined in accordance with the partners’ 
interests in the partnership (within the 
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meaning of paragraph (b)(3) of this sec-
tion), disregarding the allocation (or 
allocations) being tested under this 
paragraph (b)(2)(iii). 

(b) Shifting tax consequences. The eco-
nomic effect of an allocation (or alloca-
tions) in a partnership taxable year is 
not substantial if, at the time the allo-
cation (or allocations) becomes part of 
the partnership agreement, there is a 
strong likelihood that— 

(1) The net increases and decreases 
that will be recorded in the partners’ 
respective capital accounts for such 
taxable year will not differ substan-
tially from the net increases and de-
creases that would be recorded in such 
partners’ respective capital accounts 
for such year if the allocations were 
not contained in the partnership agree-
ment, and 

(2) The total tax liability of the part-
ners (for their respective taxable years 
in which the allocations will be taken 
into account) will be less than if the al-
locations were not contained in the 
partnership agreement (taking into ac-
count tax consequences that result 
from the interaction of the allocation 
(or allocations) with partner tax at-
tributes that are unrelated to the part-
nership). 
If, at the end of a partnership taxable 
year to which an allocation (or alloca-
tions) relates, the net increases and de-
creases that are recorded in the part-
ners’ respective capital accounts do not 
differ substantially from the net in-
creases and decreases that would have 
been recorded in such partners’ respec-
tive capital accounts had the alloca-
tion (or allocations) not been contained 
in the partnership agreement, and the 
total tax liability of the partners is (as 
described in (2) above) less than it 
would have been had the allocation (or 
allocations) not been contained in the 
partnership agreement, it will be pre-
sumed that, at the time the allocation 
(or allocations) became part of such 
partnership agreement, there was a 
strong likelihood that these results 
would occur. This presumption may be 
overcome by a showing of facts and cir-
cumstances that prove otherwise. See 
examples 6, 7(ii) and (iii), and (10)(ii) of 
paragraph (b)(5) of this section. 

(c) Transitory allocations. If a partner-
ship agreement provides for the possi-

bility that one or more allocations (the 
‘‘original allocation(s)’’) will be largely 
offset by one or more other allocations 
(the ‘‘offsetting allocation(s)’’), and, at 
the time the allocations become part of 
the partnership agreement, there is a 
strong likelihood that— 

(1) The net increases and decreases 
that will be recorded in the partners’ 
respective capital accounts for the tax-
able years to which the allocations re-
late will not differ substantially from 
the net increases and decreases that 
would be recorded in such partners’ re-
spective capital accounts for such 
years if the original allocation(s) and 
offsetting allocation(s) were not con-
tained in the partnership agreement, 
and 

(2) The total tax liability of the part-
ners (for their respective taxable years 
in which the allocations will be taken 
into account) will be less than if the al-
locations were not contained in the 
partnership agreement (taking into ac-
count tax consequences that result 
from the interaction of the allocation 
(or allocations) with partner tax at-
tributes that are unrelated to the part-
nership) 
the economic effect of the original al-
location(s) and offsetting allocation(s) 
will not be substantial. If, at the end of 
a partnership taxable year to which an 
offsetting allocation(s) relates, the net 
increases and decreases recorded in the 
partners’ respective capital accounts 
do not differ substantially from the net 
increases and decreases that would 
have been recorded in such partners’ 
respective capital accounts had the 
original allocation(s) and the offsetting 
allocation(s) not been contained in the 
partnership agreement, and the total 
tax liability of the partners is (as de-
scribed in (2) above) less than it would 
have been had such allocations not 
been contained in the partnership 
agreement, it will be presumed that, at 
the time the allocations became part of 
the partnership agreement, there was a 
strong likelihood that these results 
would occur. This presumption may be 
overcome by a showing of facts and cir-
cumstances that prove otherwise. See 
examples (1)(xi), (2), (3), (7), (8)(ii), and 
(17) of paragraph (b)(5) of this section. 
Notwithstanding the foregoing, the 
original allocation(s) and the offsetting 
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allocation(s) will not be insubstantial 
(under this paragraph (b)(2)(iii)(c)) and, 
for purposes of paragraph (b)(2)(iii)(a), 
it will be presumed that there is a rea-
sonable possibility that the allocations 
will affect substantially the dollar 
amounts to be received by the partners 
from the partnership if, at the time the 
allocations become part of the partner-
ship agreement, there is a strong like-
lihood that the offsetting allocation(s) 
will not, in large part, be made within 
five years after the original alloca-
tion(s) is made (determined on a first- 
in, first-out basis). See example 2 of 
paragraph (b)(5) of this section. For 
purposes of applying the provisions of 
this paragraph (b)(2)(iii) (and para-
graphs (b)(2)(ii)(d)(6) and (b)(3)(iii) of 
this section), the adjusted tax basis of 
partnership property (or, if partnership 
property is properly reflected on the 
books of the partnership at a book 
value that differs from its adjusted tax 
basis, the book value of such property) 
will be presumed to be the fair market 
value of such property, and adjust-
ments to the adjusted tax basis (or 
book value) of such property will be 
presumed to be matched by cor-
responding changes in such property’s 
fair market value. Thus, there cannot 
be a strong likelihood that the eco-
nomic effect of an allocation (or alloca-
tions) will be largely offset by an allo-
cation (or allocations) of gain or loss 
from the disposition of partnership 
property. See examples 1 (vi) and (xi) of 
paragraph (b)(5) of this section. 

(d) Partners that are look-through enti-
ties or members of a consolidated group— 
(1) In general. For purposes of applying 
paragraphs (b)(2)(iii)(a), (b), and (c) of 
this section to a partner that is a look- 
through entity, the tax consequences 
that result from the interaction of the 
allocation with the tax attributes of 
any person that is an owner, or in the 
case of a trust or estate, the bene-
ficiary, of an interest in such a part-
ner, whether directly or indirectly 
through one or more look-through en-
tities, must be taken into account. For 
purposes of applying paragraphs 
(b)(2)(iii)(a), (b), and (c) of this section 
to a partner that is a member of a con-
solidated group (within the meaning of 
§ 1.1502–1(h)), the tax consequences that 
result from the interaction of the allo-

cation with the tax attributes of the 
consolidated group and with the tax at-
tributes of another member with re-
spect to a separate return year must be 
taken into account. See paragraph 
(b)(5) Example 29 of this section. 

(2) Look-through entity. For purposes 
of this paragraph (b)(2)(iii)(d), a look- 
through entity means— 

(i) A partnership; 
(ii) A subchapter S corporation; 
(iii) A trust or an estate; 
(iv) An entity that is disregarded for 

Federal tax purposes, such as a quali-
fied subchapter S subsidiary under sec-
tion 1361(b)(3), an entity that is dis-
regarded as an entity separate from its 
owner under §§ 301.7701–1 through 
301.7701–3 of this chapter, or a qualified 
REIT subsidiary within the meaning of 
section 856(i)(2); or 

(v) A controlled foreign corporation 
if United States shareholders of the 
controlled foreign corporation in the 
aggregate own, directly or indirectly, 
at least 10 percent of the capital or 
profits of the partnership on any day 
during the partnership’s taxable year. 
In such case, the controlled foreign 
corporation shall be treated as a look- 
through entity, but only with respect 
to allocations of income, gain, loss, or 
deduction (or items thereof) that enter 
into the computation of a United 
States shareholder’s inclusion under 
section 951(a) with respect to the con-
trolled foreign corporation, enter into 
any person’s income attributable to a 
United States shareholder’s inclusion 
under section 951(a) with respect to the 
controlled foreign corporation, or 
would enter into the computations de-
scribed in this paragraph if such items 
were allocated to the controlled for-
eign corporation. See paragraph 
(b)(2)(iii)(d)(6) for the definition of indi-
rect ownership. 

(3) Controlled foreign corporations. For 
purposes of this section, the term con-
trolled foreign corporation means a con-
trolled foreign corporation as defined 
in section 957(a) or section 953(c). In 
the case of a controlled foreign cor-
poration that is a look-through entity, 
the tax attributes to be taken into ac-
count are those of any person that is a 
United States shareholder (as defined 
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in paragraph (b)(2)(iii)(d)(5) of this sec-
tion) of the controlled foreign corpora-
tion, or, if the United States share-
holder is a look-through entity, a 
United States person that owns an in-
terest in such shareholder directly or 
indirectly through one or more look- 
through entities. 

(4) United States person. For purposes 
of this section, a United States person is 
a person described in section 
7701(a)(30). 

(5) United States shareholder. For pur-
poses of this section, a United States 
shareholder is a person described in sec-
tion 951(b) or section 953(c). 

(6) Indirect ownership. For purposes of 
this section, indirect ownership of 
stock or another equity interest (such 
as an interest in a partnership) shall be 
determined in accordance with the 
principles of section 318, substituting 
the phrase ‘‘10 percent’’ for the phrase 
‘‘50 percent’’ each time it appears. 

(e) De minimis rule. For purposes of 
applying this paragraph (b)(2)(iii), the 
tax attributes of de minimis partners 
need not be taken into account. For 
purposes of this paragraph (b)(2)(iii)(e), 
a de minimis partner is any partner, in-
cluding a look-through entity that 
owns, directly or indirectly, less than 
10 percent of the capital and profits of 
a partnership, and who is allocated less 
than 10 percent of each partnership 
item of income, gain, loss, deduction, 
and credit. See paragraph 
(b)(2)(iii)(d)(6) of this section for the 
definition of indirect ownership. 

(iv) Maintenance of capital accounts— 
(a) In general. The economic effect test 
described in paragraph (b)(2)(ii) of this 
section requires an examination of the 
capital accounts of the partners of a 
partnership, as maintained under the 
partnership agreement. Except as oth-
erwise provided in paragraph 
(b)(2)(ii)(i) of this section, an allocation 
of income, gain, loss, or deduction will 
not have economic effect under para-
graph (b)(2)(ii) of this section, and will 
not be deemed to be in accordance with 
a partner’s interest in the partnership 
under paragraph (b)(4) of this section, 
unless the capital accounts of the part-
ners are determined and maintained 
throughout the full term of the part-
nership in accordance with the capital 

accounting rules of this paragraph 
(b)(2)(iv). 

(b) Basic rules. Except as otherwise 
provided in this paragraph (b)(2)(iv), 
the partners’ capital accounts will be 
considered to be determined and main-
tained in accordance with the rules of 
this paragraph (b)(2)(iv) if, and only if, 
each partner’s capital account is in-
creased by (1) the amount of money 
contributed by him to the partnership, 
(2) the fair market value of property 
contributed by him to the partnership 
(net of liabilities that the partnership 
is considered to assume or take subject 
to), and (3) allocations to him of part-
nership income and gain (or items 
thereof), including income and gain ex-
empt from tax and income and gain de-
scribed in paragraph (b)(2)(iv)(g) of this 
section, but excluding income and gain 
described in paragraph (b)(4)(i) of this 
section; and is decreased by (4) the 
amount of money distributed to him by 
the partnership, (5) the fair market 
value of property distributed to him by 
the partnership (net of liabilities that 
such partner is considered to assume or 
take subject to), (6) allocations to him 
of expenditures of the partnership de-
scribed in section 705 (a)(2)(B), and (7) 
allocations of partnership loss and de-
duction (or item thereof), including 
loss and deduction described in para-
graph (b)(2)(iv)(g) of this section, but 
excluding items described in (6) above 
and loss or deduction described in para-
graphs (b)(4)(i) or (b)(4)(iii) of this sec-
tion; and is otherwise adjusted in ac-
cordance with the additional rules set 
forth in this paragraph (b)(2)(iv). For 
purposes of this paragraph, a partner 
who has more than one interest in a 
partnership shall have a single capital 
account that reflects all such interests, 
regardless of the class of interests 
owned by such partner (e.g., general or 
limited) and regardless of the time or 
manner in which such interests were 
acquired. For liabilities assumed before 
June 24, 2003, references to liabilities in 
this paragraph (b)(2)(iv)(b) shall in-
clude only liabilities secured by the 
contributed or distributed property 
that are taken into account under sec-
tion 752(a) and (b). 

(c) Treatment of liabilities. For pur-
poses of this paragraph (b)(2)(iv), (1) 
money contributed by a partner to a 
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partnership includes the amount of any 
partnership liabilities that are as-
sumed by such partner (other than li-
abilities described in paragraph 
(b)(2)(iv)(b)(5) of this section that are 
assumed by a distributee partner) but 
does not include increases in such part-
ner’s share of partnership liabilities 
(see section 752(a)), and (2) money dis-
tributed to a partner by a partnership 
includes the amount of such partner’s 
individual liabilities that are assumed 
by the partnership (other than liabil-
ities described in paragraph 
(b)(2)(iv)(b)(2) of this section that are 
assumed by the partnership) but does 
not include decreases in such partner’s 
share of partnership liabilities (see sec-
tion 752(b)). For purposes of this para-
graph (b)(2)(iv)(c), liabilities are con-
sidered assumed only to the extent the 
assuming party is thereby subjected to 
personal liability with respect to such 
obligation, the obligee is aware of the 
assumption and can directly enforce 
the assuming party’s obligation, and, 
as between the assuming party and the 
party from whom the liability is as-
sumed, the assuming party is ulti-
mately liable. 

(d) Contributed property—(1) In gen-
eral. The basic capital accounting rules 
contained in paragraph (b)(2)(iv)(b) of 
this section require that a partner’s 
capital account be increased by the fair 
market value of property contributed 
to the partnership by such partner on 
the date of contribution. See Example 
13(i) of paragraph (b)(5) of this section. 
Consistent with section 752(c), section 
7701(g) does not apply in determining 
such fair market value. 

(2) Contribution of promissory notes. 
Notwithstanding the general rule of 
paragraph (b)(2)(iv)(b)(2) of this sec-
tion, except as provided in this para-
graph (b)(2)(iv)(d)(2), if a promissory 
note is contributed to a partnership by 
a partner who is the maker of such 
note, such partner’s capital account 
will be increased with respect to such 
note only when there is a taxable dis-
position of such note by the partner-
ship or when the partner makes prin-
cipal payments on such note. See ex-
ample (1)(ix) of paragraph (b)(5) of this 
section. The first sentence of this para-
graph (b)(2)(iv)(d)(2) shall not apply if 
the note referred to therein is readily 

tradable on an established securities 
market. See also paragraph (b)(2)(ii)(c) 
of this section. Furthermore, a partner 
whose interest is liquidated will be 
considered as satisfying his obligation 
to restore the deficit balance in his 
capital account to the extent of (i) the 
fair market value, at the time of con-
tribution, of any negotiable promissory 
note (of which such partner is the 
maker) that such partner contributes 
to the partnership on or after the date 
his interest is liquidated and within 
the time specified in paragraph 
(b)(2)(ii)(b)(3) of this section, and (ii) 
the fair market value, at the time of 
liquidation, of the unsatisfied portion 
of any negotiable promissory note (of 
which such partner is the maker) that 
such partner previously contributed to 
the partnership. For purposes of the 
preceding sentence, the fair market 
value of a note will be no less than the 
outstanding principal balance of such 
note, provided that such note bears in-
terest at a rate no less than the appli-
cable federal rate at the time of valu-
ation. 

(3) Section 704(c) considerations. Sec-
tion 704(c) and § 1.704–3 govern the de-
termination of the partners’ distribu-
tive shares of income, gain, loss, and 
deduction, as computed for tax pur-
poses, with respect to property contrib-
uted to a partnership (see paragraph 
(b)(1)(vi) of this section). In cases 
where section 704(c) and § 1.704–3 apply 
to partnership property, the capital ac-
counts of the partners will not be con-
sidered to be determined and main-
tained in accordance with the rules of 
this paragraph (b)(2)(iv) unless the 
partnership agreement requires that 
the partners’ capital accounts be ad-
justed in accordance with paragraph 
(b)(2)(iv)(g) of this section for alloca-
tions to them of income, gain, loss, and 
deduction (including depreciation, de-
pletion, amortization, or other cost re-
covery) as computed for book purposes, 
with respect to the property. See, how-
ever, § 1.704–3(d)(2) for a special rule in 
determining the amount of book items 
if the partnership chooses the remedial 
allocation method. See also Example 
(13) (i) of paragraph (b)(5) of this sec-
tion. Capital accounts are not adjusted 
to reflect allocations under section 
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704(c) and § 1.704–3 (e.g., tax allocations 
of precontribution gain or loss). 

(e) Distributed property—(1) In general. 
The basic capital accounting rules con-
tained in paragraph (b)(2)(iv) (b) of this 
section require that a partner’s capital 
account be decreased by the fair mar-
ket value of property distributed by 
the partnership (without regard to sec-
tion 7701(g)) to such partner (whether 
in connection with a liquidation or 
otherwise). To satisfy this require-
ment, the capital accounts of the part-
ners first must be adjusted to reflect 
the manner in which the unrealized in-
come, gain, loss, and deduction inher-
ent in such property (that has not been 
reflected in the capital accounts pre-
viously) would be allocated among the 
partners if there were a taxable dis-
position of such property for the fair 
market value of such property (taking 
section 7701(g) into account) on the 
date of distribution. See example 
(14)(v) of paragraph (b)(5) of this sec-
tion. 

(2) Distribution of promissory notes. 
Notwithstanding the general rule of 
paragraph (b)(2)(iv)(b)(5), except as pro-
vided in this paragraph (b)(2)(iv)(e)(2), 
if a promissory note is distributed to a 
partner by a partnership that is the 
maker of such note, such partner’s cap-
ital account will be decreased with re-
spect to such note only when there is a 
taxable disposition of such note by the 
partner or when the partnership makes 
principal payments on the note. The 
previous sentence shall not apply if a 
note distributed to a partner by a part-
nership who is the maker of such note 
is readily tradable on an established se-
curities market. Furthermore, the cap-
ital account of a partner whose inter-
est in a partnership is liquidated will 
be reduced to the extent of (i) the fair 
market value, at the time of distribu-
tion, of any negotiable promissory note 
(of which such partnership is the 
maker) that such partnership distrib-
utes to the partner on or after the date 
such partner’s interest is liquidated 
and within the time specified in para-
graph (b)(2)(ii)(b)(2) of this section, and 
(ii) the fair market value, at the time 
of liquidation, of the unsatisfied por-
tion of any negotiable promissory note 
(of which such partnership is the 
maker) that such partnership pre-

viously distributed to the partner. For 
purposes of the preceding sentence, the 
fair market value of a note will be no 
less than the outstanding principal bal-
ance of such note, provided that such 
note bears interest at a rate no less 
than the applicable Federal rate at 
time of valuation. 

(f) Revaluations of property. A partner-
ship agreement may, upon the occur-
rence of certain events, increase or de-
crease the capital accounts of the part-
ners to reflect a revaluation of partner-
ship property (including intangible as-
sets such as goodwill) on the partner-
ship’s books. Capital accounts so ad-
justed will not be considered to be de-
termined and maintained in accord-
ance with the rules of this paragraph 
(b)(2)(iv) unless— 

(1) The adjustments are based on the 
fair market value of partnership prop-
erty (taking section 7701(g) into ac-
count) on the date of adjustment, and 

(2) The adjustments reflect the man-
ner in which the unrealized income, 
gain, loss, or deduction inherent in 
such property (that has not been re-
flected in the capital accounts pre-
viously) would be allocated among the 
partners if there were a taxable dis-
position of such property for such fair 
market value on that date, and 

(3) The partnership agreement re-
quires that the partners’ capital ac-
counts be adjusted in accordance with 
paragraph (b)(2)(iv)(g) of this section 
for allocations to them of depreciation, 
depletion, amortization, and gain or 
loss, as computed for book purposes, 
with respect to such property, and 

(4) The partnership agreement re-
quires that the partners’ distributive 
shares of depreciation, depletion, am-
ortization, and gain or loss, as com-
puted for tax purposes, with respect to 
such property be determined so as to 
take account of the variation between 
the adjusted tax basis and book value 
of such property in the same manner as 
under section 704(c) (see paragraph 
(b)(4)(i) of this section), and 

(5) The adjustments are made prin-
cipally for a substantial non-tax busi-
ness purpose— 

(i) In connection with a contribution 
of money or other property (other than 
a de minimis amount) to the partnership 
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by a new or existing partner as consid-
eration for an interest in the partner-
ship, or 

(ii) In connection with the liquida-
tion of the partnership or a distribu-
tion of money or other property (other 
than a de minimis amount) by the part-
nership to a retiring or continuing 
partner as consideration for an interest 
in the partnership, or 

(iii) In connection with the grant of 
an interest in the partnership (other 
than a de minimis interest) on or after 
May 6, 2004, as consideration for the 
provision of services to or for the ben-
efit of the partnership by an existing 
partner acting in a partner capacity, or 
by a new partner acting in a partner 
capacity or in anticipation of being a 
partner. 

(iv) Under generally accepted indus-
try accounting practices, provided sub-
stantially all of the partnership’s prop-
erty (excluding money) consists of 
stock, securities, commodities, op-
tions, warrants, futures, or similar in-
struments that are readily tradable on 
an established securities market. 
See examples 14 and 18 of paragraph 
(b)(5) of this section. If the capital ac-
counts of the partners are not adjusted 
to reflect the fair market value of part-
nership property when an interest in 
the partnership is acquired from or re-
linquished to the partnership, para-
graphs (b)(1)(iii) and (b)(1)(iv) of this 
section should be consulted regarding 
the potential tax consequences that 
may arise if the principles of section 
704(c) are not applied to determine the 
partners’ distributive shares of depre-
ciation, depletion, amortization, and 
gain or loss as computed for tax pur-
poses, with respect to such property. 

(g) Adjustments to reflect book value— 
(1) In general. Under paragraphs 
(b)(2)(iv)(d) and (b)(2)(iv)(f) of this sec-
tion, property may be properly re-
flected on the books of the partnership 
at a book value that differs from the 
adjusted tax basis of such property. In 
these circumstances, paragraphs 
(b)(2)(iv)(d)(3) and (b)(2)(iv)(f)(3) of this 
section provide that the capital ac-
counts of the partners will not be con-
sidered to be determined and main-
tained in accordance with the rules of 
this paragraph (b)(2)(iv) unless the 
partnership agreement requires the 

partners’ capital accounts to be ad-
justed in accordance with this para-
graph (b)(2)(iv)(g) for allocations to 
them of depreciation, depletion, amor-
tization, and gain or loss, as computed 
for book purposes, with respect to such 
property. In determining whether the 
economic effect of an allocation of 
book items is substantial, consider-
ation will be given to the effect of such 
allocation on the determination of the 
partners’ distributive shares of cor-
responding tax items under section 
704(c) and paragraph (b)(4)(i) of this 
section. See example 17 of paragraph 
(b)(5) of this section. If an allocation of 
book items under the partnership 
agreement does not have substantial 
economic effect (as determined under 
paragraphs (b)(2)(ii) and (b)(2)(iii) of 
this section), or is not otherwise re-
spected under this paragraph, such 
items will be reallocated in accordance 
with the partners’ interests in the 
partnership, and such reallocation will 
be the basis upon which the partners’ 
distributive shares of the cor-
responding tax items are determined 
under section 704(c) and paragraph 
(b)(4)(i) of this section. See examples 
13, 14, and 18 of paragraph (b)(5) of this 
section. 

(2) Payables and receivables. Ref-
erences in this paragraph (b)(2)(iv) and 
paragraph (b)(4)(i) of this section to 
book and tax depreciation, depletion, 
amortization, and gain or loss with re-
spect to property that has an adjusted 
tax basis that differs from book value 
include, under analogous rules and 
principles, the unrealized income or de-
duction with respect to accounts re-
ceivable, accounts payable, and other 
accrued but unpaid items. 

(3) Determining amount of book items. 
The partners’ capital accounts will not 
be considered adjusted in accordance 
with this paragraph (b)(2)(iv)(g) unless 
the amount of book depreciation, de-
pletion, or amortization for a period 
with respect to an item of partnership 
property is the amount that bears the 
same relationship to the book value of 
such property as the depreciation (or 
cost recovery deduction), depletion, or 
amortization computed for tax pur-
poses with respect to such property for 
such period bears to the adjusted tax 
basis of such property. If such property 
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has a zero adjusted tax basis, the book 
depreciation, depletion, or amortiza-
tion may be determined under any rea-
sonable method selected by the part-
nership. 

(h) Determinations of fair market value. 
For purposes of this paragraph 
(b)(2)(iv), the fair market value as-
signed to property contributed to a 
partnership, property distributed by a 
partnership, or property otherwise re-
valued by a partnership, will be re-
garded as correct, provided that (1) 
such value is reasonably agreed to 
among the partners in arm’s-length ne-
gotiations, and (2) the partners have 
sufficiently adverse interests. If, how-
ever, these conditions are not satisfied 
and the value assigned to such prop-
erty is overstated or understated (by 
more than an insignificant amount), 
the capital accounts of the partners 
will not be considered to be determined 
and maintained in accordance with the 
rules of this paragraph (b)(2)(iv). Valu-
ation of property contributed to the 
partnership, distributed by the part-
nership, or otherwise revalued by the 
partnership shall be on a property-by- 
property basis, except to the extent the 
regulations under section 704(c) permit 
otherwise. 

(i) Section 705(a)(2)(B) expenditures—(1) 
In general. The basic capital accounting 
rules contained in paragraph 
(b)(2)(iv)(b) of this section require that 
a partner’s capital account be de-
creased by allocations made to such 
partner of expenditures described in 
section 705(a)(2)(B). See example 11 of 
paragraph (b)(5) of this section. If an 
allocation of these expenditures under 
the partnership agreement does not 
have substantial economic effect (as 
determined under paragraphs (b)(2)(ii) 
and (b)(2)(iii) of this section), or is not 
otherwise respected under this para-
graph, such expenditures will be reallo-
cated in accordance with the partners’ 
interest in the partnership. 

(2) Expenses described in section 709. 
Except for amounts with respect to 
which an election is properly made 
under section 709(b), amounts paid or 
incurred to organize a partnership or 
to promote the sale of (or to sell) an in-
terest in such a partnership shall, sole-
ly for purposes of this paragraph, be 
treated as section 705(a)(2)(B) expendi-

tures, and upon liquidation of the part-
nership no further capital account ad-
justments will be made in respect 
thereof. 

(3) Disallowed losses. If a deduction for 
a loss incurred in connection with the 
sale or exchange of partnership prop-
erty is disallowed to the partnership 
under section 267(a)(1) or section 707(b), 
that deduction shall, solely for pur-
poses of this paragraph, be treated as a 
section 705(a)(2)(B) expenditure. 

(j) Basis adjustments to section 38 prop-
erty. The capital accounts of the part-
ners will not be considered to be deter-
mined and maintained in accordance 
with the rules of this paragraph 
(b)(2)(iv) unless such capital accounts 
are adjusted by the partners’ shares of 
any upward or downward basis adjust-
ments allocated to them under this 
paragraph (b)(2)(iv)(j). When there is a 
reduction in the adjusted tax basis of 
partnership section 38 property under 
section 48(q)(1) or section 48(q)(3), sec-
tion 48(q)(6) provides for an equivalent 
downward adjustment to the aggregate 
basis of partnership interests (and no 
additional adjustment is made under 
section 705(a)(2)(B)). These downward 
basis adjustments shall be shared 
among the partners in the same pro-
portion as the adjusted tax basis or 
cost of (or the qualified investment in) 
such section 38 property is allocated 
among the partners under paragraph (f) 
of § 1.46–3 (or paragraph (a)(4)(iv) of 
§ 1.48–8). Conversely, when there is an 
increase in the adjusted tax basis of 
partnership section 38 property under 
section 48(q)(2), section 48(q)(6) pro-
vides for an equivalent upward adjust-
ment to the aggregate basis of partner-
ship interests. These upward adjust-
ments shall be allocated among the 
partners in the same proportion as the 
investment tax credit from such prop-
erty is recaptured by the partners 
under § 1.47–6. 

(k) Depletion of oil and gas properties— 
(1) In general. The capital accounts of 
the partners will not be considered to 
be determined and maintained in ac-
cordance with the rules of this para-
graph (b)(2)(iv) unless such capital ac-
counts are adjusted for depletion and 
gain or loss with respect to the oil or 
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gas properties of the partnership in ac-
cordance with this paragraph 
(b)(2)(iv)(k). 

(2) Simulated depletion. Except as pro-
vided in paragraph (b)(2)(iv)(k) (3) of 
this section, a partnership shall, solely 
for purposes of maintaining capital ac-
counts under this paragraph, compute 
simulated depletion allowances with 
respect to its oil and gas properties at 
the partnership level. These allowances 
shall be computed on each depletable 
oil or gas property of the partnership 
by using either the cost depletion 
method or the percentage depletion 
method (computed in accordance with 
section 613 at the rates specified in sec-
tion 613A(c)(5) without regard to the 
limitations of section 613A, which theo-
retically could apply to any partner) 
for each partnership taxable year that 
the property is owned by the partner-
ship and subject to depletion. The 
choice between the simulated cost de-
pletion method and the simulated per-
centage depletion method shall be 
made on a property-by-property basis 
in the first partnership taxable year 
beginning after April 30, 1986, for which 
it is relevent for the property, and 
shall be binding for all partnership tax-
able years during which the oil or gas 
property is held by the partnership. 
The partnership shall make downward 
adjustments to the capital accounts of 
the partners for the simulated deple-
tion allowance with respect to each oil 
or gas property of the partnership, in 
the same proportion as such partners 
(or their precedecessors in interest) 
were properly allocated the adjusted 
tax basis of each such property. The 
aggregate capital account adjustments 
for simulated percentage depletion al-
lowances with respect to an oil or gas 
property of the partnership shall not 
exceed the aggregate adjusted tax basis 
allocated to the partners with respect 
to such property. Upon the taxable dis-
position of an oil or gas property by a 
partnership, such partnership’s simu-
lated gain or loss shall be determined 
by subtracting its simulated adjusted 
basis in such property from the amount 
realized upon such disposition. (The 
partnership’s simulated adjusted basis 
in an oil or gas property is determined 
in the same manner as adjusted tax 
basis except that simulated depletion 

allowances are taken into account in-
stead of actual depletion allowances.) 
The capital accounts of the partners 
shall be adjusted upward by the 
amount of any simulated gain in pro-
portion to such partners’ allocable 
shares of the portion of the total 
amount realized from the disposition of 
such property that exceeds the partner-
ship’s simulated adjusted basis in such 
property. The capital accounts of such 
partners shall be adjusted downward by 
the amount of any simulated loss in 
proportion to such partners’ allocable 
shares of the total amount realized 
from the disposition of such property 
that represents recovery of the part-
nership’s simulated adjusted basis in 
such property. See section 613A(c)(7)(D) 
and the regulations thereunder and 
paragraph (b)(4)(v) of this section. See 
example (19)(iv) of paragraph (b)(5) of 
this section. 

(3) Actual depletion. Pursuant to sec-
tion 613A(c)(7)(D) and the regulations 
thereunder, the depletion allowance 
under section 611 with respect to the 
oil and gas properties of a partnership 
is computed separately by the part-
ners. Accordingly, in lieu of adjusting 
the partner’s capital accounts as pro-
vided in paragraph (b)(2)(iv)(k)(2) of 
this section, the partnership may make 
downward adjustments to the capital 
account of each partner equal to such 
partner’s depletion allowance with re-
spect to each oil or gas property of the 
partnership (for the partner’s taxable 
year that ends with or within the part-
nership’s taxable year). The aggregate 
adjustments to the capital account of a 
partner for depletion allowances with 
respect to an oil or gas property of the 
partnership shall not exceed the ad-
justed tax basis allocated to such part-
ner with respect to such property. 
Upon the taxable disposition of an oil 
or gas property by a partnership, the 
capital account of each partner shall be 
adjusted upward by the amount of any 
excess of such partner’s allocable share 
of the total amount realized from the 
disposition of such property over such 
partner’s remaining adjusted tax basis 
in such property. If there is no such ex-
cess, the capital account of such part-
ner shall be adjusted downward by the 
amount of any excess of such partner’s 
remaining adjusted tax basis in such 
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property over such partner’s allocable 
share of the total amount realized from 
the disposition thereof. See section 
613A(c)(7)(4)(D) and the regulations 
thereunder and paragraph (b)(4)(v) of 
this section. 

(4) Effect of book values. If an oil or 
gas property of the partnership is, 
under paragraphs (b)(2)(iv(d) or 
(b)(2)(iv)(f) of this section, properly re-
flected on the books of the partnership 
at a book value that differs from the 
adjusted tax basis of such property, the 
rules contained in this paragraph 
(b)(2)(iv)(k) and paragraph (b)(4)(v) of 
this section shall be applied with ref-
erence to such book value. A revalu-
ation of a partnership oil or gas prop-
erty under paragraph (b)(2)(iv)(f) of 
this section may give rise to a realloca-
tion of the adjusted tax basis of such 
property, or a change in the partners’ 
relative shares of simulated depletion 
from such property, only to the extent 
permitted by section 613A(c)(7)(D) and 
the regulations thereunder. 

(l) Transfers of partnership interests. 
The capital accounts of the partners 
will not be considered to be determined 
and maintained in accordance with the 
rules of this paragraph (b)(2)(iv) unless, 
upon the transfer of all or a part of an 
interest in the partnership, the capital 
account of the transferor that is attrib-
utable to the transferred interest car-
ries over to the transferee partner. (See 
paragraph (b)(2)(iv)(m) of this section 
for rules concerning the effect of a sec-
tion 754 election on the capital ac-
counts of the partners.) If the transfer 
of an interest in a partnership causes a 
termination of the partnership under 
section 708(b)(1)(B), the capital account 
of the transferee partner and the cap-
ital accounts of the other partners of 
the terminated partnership carry over 
to the new partnership that is formed 
as a result of the termination of the 
partnership under § 1.708–1(b)(1)(iv). 
Moreover, the deemed contribution of 
assets and liabilities by the terminated 
partnership to a new partnership and 
the deemed liquidation of the termi-
nated partnership that occur under 
§ 1.708–1(b)(1)(iv) are disregarded for 
purposes of this paragraph (b)(2)(iv). 
See Example 13 of paragraph (b)(5) of 
this section and the example in § 1.708– 
1(b)(1)(iv). The previous three sen-

tences apply to terminations of part-
nerships under section 708(b)(1)(B) oc-
curring on or after May 9, 1997; how-
ever, the sentences may be applied to 
terminations occurring on or after May 
9, 1996, provided that the partnership 
and its partners apply the sentences to 
the termination in a consistent man-
ner. 

(m) Section 754 elections—(1) In general. 
The capital accounts of the partners 
will not be considered to be determined 
and maintained in accordance with the 
rules of this paragraph (b)(2)(iv) unless, 
upon adjustment to the adjusted tax 
basis of partnership property under 
section 732, 734, or 743, the capital ac-
counts of the partners are adjusted as 
provided in this paragraph (b)(2)(iv)(m). 

(2) Section 743 adjustments. In the case 
of a transfer of all or a part of an inter-
est in a partnership that has a section 
754 election in effect for the partner-
ship taxable year in which such trans-
fer occurs, adjustments to the adjusted 
tax basis of partnership property under 
section 743 shall not be reflected in the 
capital account of the transferee part-
ner or on the books of the partnership, 
and subsequent capital account adjust-
ments for distributions (see paragraph 
(b)(2)(iv)(e)(1) of this section) and for 
depreciation, depletion, amortization, 
and gain or loss with respect to such 
property will disregard the effect of 
such basis adjustment. The preceding 
sentence shall not apply to the extent 
such basis adjustment is allocated to 
the common basis of partnership prop-
erty under paragraph (b)(1) of § 1.734–2; 
in these cases, such basis adjustment 
shall, except as provided in paragraph 
(b)(2)(iv)(m)(5) of this section, give rise 
to adjustments to the capital accounts 
of the partners in accordance with 
their interests in the partnership under 
paragraph (b)(3) of this section. See ex-
amples 13 (iii) and (iv) of paragraph 
(b)(5) of this section. 

(3) Section 732 adjustments. In the case 
of a transfer of all or a part of an inter-
est in a partnership that does not have 
a section 754 election in effect for the 
partnership taxable year in which such 
transfer occurs, adjustments to the ad-
justed tax basis of partnership property 
under section 732(d) will be treated in 
the capital accounts of the partners in 
the same manner as section 743 basis 
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adjustments are treated under para-
graph (b)(2)(iv)(m)(2) of this section. 

(4) Section 734 adjustments. Except 
as provided in paragraph (b)(2)(iv)(m)(5) 
of this section, in the case of a dis-
tribution of property in liquidation of a 
partner’s interest in the partnership by 
a partnership that has a section 754 
election in effect for the partnership 
taxable year in which the distribution 
occurs, the partner who receives the 
distribution that gives rise to the ad-
justment to the adjusted tax basis of 
partnership property under section 734 
shall have a corresponding adjustment 
made to his capital account. If such 
distribution is made other than in liq-
uidation of a partner’s interest in the 
partnership, however, except as pro-
vided in paragraph (b)(2)(iv)(m)(5) of 
this section, the capital accounts of 
the partners shall be adjusted by the 
amount of the adjustment to the ad-
justed tax basis of partnership property 
under section 734, and such capital ac-
count adjustment shall be shared 
among the partners in the manner in 
which the unrealized income and gain 
that is displaced by such adjustment 
would have been shared if the property 
whose basis is adjusted were sold im-
mediately prior to such adjustment for 
its recomputed adjusted tax basis. 

(5) Limitations on adjustments. Adjust-
ments may be made to the capital ac-
count of a partner (or his successor in 
interest) in respect of basis adjust-
ments to partnership property under 
sections 732, 734, and 743 only to the ex-
tent that such basis adjustments (i) are 
permitted to be made to one or more 
items of partnership property under 
section 755, and (ii) result in an in-
crease or a decrease in the amount at 
which such property is carried on the 
partnership’s balance sheet, as com-
puted for book purposes. For example, 
if the book value of partnership prop-
erty exceeds the adjusted tax basis of 
such property, a basis adjustment to 
such property may be reflected in a 
partner’s capital account only to the 
extent such adjustment exceeds the dif-
ference between the book value of such 
property and the adjusted tax basis of 
such property prior to such adjust-
ment. 

(n) Partnership level characterization. 
Except as otherwise provided in para-

graph (b)(2)(iv)(k) of this section, the 
capital accounts of the partners will 
not be considered to be determined and 
maintained in accordance with the 
rules of this paragraph (b)(2)(iv) unless 
adjustments to such capital accounts 
in respect of partnership income, gain, 
loss, deduction, and section 705(a)(2)(B) 
expenditures (or item thereof) are 
made with reference to the Federal tax 
treatment of such items (and in the 
case of book items, with reference to 
the Federal tax treatment of the cor-
responding tax items) at the partner-
ship level, without regard to any req-
uisite or elective tax treatment of such 
items at the partner level (for example, 
under section 58(i)). However, a part-
nership that incurs mining exploration 
expenditures will determine the Fed-
eral tax treatment of income, gain, 
loss, and deduction with respect to the 
property to which such expenditures 
relate at the partnership level only 
after first taking into account the elec-
tions made by its partners under sec-
tion 617 and section 703(b)(4). 

(o) Guaranteed payments. Guaranteed 
payments to a partner under section 
707(c) cause the capital account of the 
recipient partner to be adjusted only to 
the extent of such partner’s distribu-
tive share of any partnership deduc-
tion, loss, or other downward capital 
account adjustment resulting from 
such payment. 

(p) Minor discrepancies. Discrepancies 
between the balances in the respective 
capital accounts of the partners and 
the balances that would be in such re-
spective capital accounts if they had 
been determined and maintained in ac-
cordance with this paragraph (b)(2)(iv) 
will not adversely affect the validity of 
an allocation, provided that such dis-
crepancies are minor and are attrib-
utable to good faith error by the part-
nership. 

(q) Adjustments where guidance is lack-
ing. If the rules of this paragraph 
(b)(2)(iv) fail to provide guidance on 
how adjustments to the capital ac-
counts of the partners should be made 
to reflect particular adjustments to 
partnership capital on the books of the 
partnership, such capital accounts will 
not be considered to be determined and 
maintained in accordance with those 
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rules unless such capital account ad-
justments are made in a manner that 
(1) maintains equality between the ag-
gregate governing capital accounts of 
the partners and the amount of part-
nership capital reflected on the part-
nership’s balance sheet, as computed 
for book purposes, (2) is consistent 
with the underlying economic arrange-
ment of the partners, and (3) is based, 
wherever practicable, on Federal tax 
accounting principles. 

(r) Restatement of capital accounts. 
With respect to partnerships that 
began operating in a taxable year be-
ginning before May 1, 1986, the capital 
accounts of the partners of which have 
not been determined and maintained in 
accordance with the rules of this para-
graph (b)(2)(iv) since inception, such 
capital accounts shall not be consid-
ered to be determined and maintained 
in accordance with the rules of this 
paragraph (b)(2)(iv) for taxable years 
beginning after April 30, 1986, unless ei-
ther— 

(1) Such capital accounts are ad-
justed, effective for the first partner-
ship taxable year beginning after April 
30, 1986, to reflect the fair market value 
of partnership property as of the first 
day of such taxable year, and in con-
nection with such adjustment, the 
rules contained in paragraph 
(b)(2)(iv)(f) (2), (3), and (4) of this sec-
tion are satisfied, or 

(2) The differences between the bal-
ance in each partner’s capital account 
and the balance that would be in such 
partner’s capital account if capital ac-
counts had been determined and main-
tained in accordance with this para-
graph (b)(2)(iv) throughout the full 
term of the partnership are not signifi-
cant (for example, such differences are 
solely attributable to a failure to pro-
vide for treatment of section 709 ex-
penses in accordance with the rules of 
paragraph (b)(2)(iv)(i)(2) of this section 
or to a failure to follow the rules in 
paragraph (b)(2)(iv)(m) of this section), 
and capital accounts are adjusted to 
bring them into conformity with the 
rules of this paragraph (b)(2)(iv) no 
later than the end of the first partner-
ship taxable year beginning after April 
30, 1986. 
With respect to a partnership that 
began operating in a taxable year be-

ginning before May 1, 1986, modifica-
tions to the partnership agreement 
adopted on or before November 1, 1988, 
to make the capital account adjust-
ments required to comply with this 
paragraph, and otherwise to satisfy the 
requirements of this paragraph, will be 
treated as if such modifications were 
included in the partnership agreement 
before the end of the first partnership 
taxable year beginning after April 30, 
1986. However, compliance with the 
previous sentences will have no bearing 
on the validity of allocations that re-
late to partnership taxable years begin-
ning before May 1, 1986. 

(3) Partner’s interest in the partner-
ship—(i) In general. References in sec-
tion 704(b) and this paragraph to a 
partner’s interest in the partnership, 
or to the partners’ interests in the 
partnership, signify the manner in 
which the partners have agreed to 
share the economic benefit or burden 
(if any) corresponding to the income, 
gain, loss, deduction, or credit (or item 
thereof) that is allocated. Except with 
respect to partnership items that can-
not have economic effect (such as non-
recourse deductions of the partner-
ship), this sharing arrangement may or 
may not correspond to the overall eco-
nomic arrangement of the partners. 
Thus, a partner who has a 50 percent 
overall interest in the partnership may 
have a 90 percent interest in a par-
ticular item of income or deduction. 
(For example, in the case of an unex-
pected downward adjustment to the 
capital account of a partner who does 
not have a deficit make-up obligation 
that causes such partner to have a neg-
ative capital account, it may be nec-
essary to allocate a disproportionate 
amount of gross income of the partner-
ship to such partner for such year so as 
to bring that partner’s capital account 
back up to zero.) The determination of 
a partner’s interest in a partnership 
shall be made by taking into account 
all facts and circumstances relating to 
the economic arrangement of the part-
ners. 

(ii) Factors considered. In determining 
a partner’s interest in the partnership, 
the following factors are among those 
that will be considered: 

(a) The partners’ relative contribu-
tions to the partnership, 
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(b) The interests of the partners in 
economic profits and losses (if different 
than that in taxable income or loss), 

(c) The interests of the partners in 
cash flow and other non-liquidating 
distributions, and 

(d) The rights of the partners to dis-
tributions of capital upon liquidation. 
The provisions of this subparagraph 
(b)(3) are illustrated by examples (1)(i) 
and (ii), (4)(i), (5)(i) and (ii), (6), (7), (8), 
(10)(ii), (16)(i), and (19)(iii) of paragraph 
(b)(5) of this section. See paragraph 
(b)(4)(i) of this section concerning rules 
for determining the partners’ interests 
in the partnership with respect to cer-
tain tax items. 

(iii) Certain determinations. If— 
(a) Requirements (1) and (2) of para-

graph (b)(2)(ii)(b) of this section are 
satisfied, and 

(b) All or a portion of an allocation of 
income, gain, loss, or deduction made 
to a partner for a partnership taxable 
year does not have economic effect 
under paragraph (b)(2)(ii) of this sec-
tion. 
the partners’ interests in the partner-
ship with respect to the portion of the 
allocation that lacks economic effect 
will be determined by comparing the 
manner in which distributions (and 
contributions) would be made if all 
partnership property were sold at book 
value and the partnership were liq-
uidated immediately following the end 
of the taxable year to which the alloca-
tion relates with the manner in which 
distributions (and contributions) would 
be made if all partnership property 
were sold at book value and the part-
nership were liquidated immediately 
following the end of the prior taxable 
year, and adjusting the result for the 
items described in (4), (5), and (6) of 
paragraph (b)(2)(ii)(d) of this section. A 
determination made under this para-
graph (b)(3)(iii) will have no force if the 
economic effect of valid allocations 
made in the same manner is insubstan-
tial under paragraph (b)(2)(iii) of this 
section. See examples 1 (iv), (v), and 
(vi), and 15 (ii) and (iii) of paragraph 
(b)(5) of this section. 

(iv) Special rule for creditable foreign 
tax expenditures. In determining wheth-
er an allocation of a partnership item 
is in accordance with the partners’ in-
terests in the partnership, the alloca-

tion of the creditable foreign tax ex-
penditure (CFTE) (as defined in para-
graph (b)(4)(viii)(b) of this section) 
must be disregarded. This paragraph 
(b)(3)(iv) shall not apply to the extent 
the partners to whom such taxes are 
allocated reasonably expect to claim a 
deduction for such taxes in deter-
mining their U.S. tax liabilities. 

(4) Special rules—(i) Allocations to re-
flect revaluations. If partnership prop-
erty is, under paragraphs (b)(2)(iv)(d) or 
(b)(2)(iv)(f) of this section, properly re-
flected in the capital accounts of the 
partners and on the books of the part-
nership at a book value that differs 
from the adjusted tax basis of such 
property, then depreciation, depletion, 
amortization, and gain or loss, as com-
puted for book purposes, with respect 
to such property will be greater or less 
than the depreciation, depletion, amor-
tization, and gain or loss, as computed 
for tax purposes, with respect to such 
property. In these cases the capital ac-
counts of the partners are required to 
be adjusted solely for allocations of the 
book items to such partners (see para-
graph (b)(2)(iv)(g) of this section), and 
the partners’ shares of the cor-
responding tax items are not independ-
ently reflected by further adjustments 
to the partners’ capital accounts. Thus, 
separate allocations of these tax items 
cannot have economic effect under 
paragraph (b)(2)(ii)(b)(1) of this section, 
and the partners’ distributive shares of 
such tax items must (unless governed 
by section 704(c)) be determined in ac-
cordance with the partners’ interests 
in the partnership. These tax items 
must be shared among the partners in 
a manner that takes account of the 
variation between the adjusted tax 
basis of such property and its book 
value in the same manner as variations 
between the adjusted tax basis and fair 
market value of property contributed 
to the partnership are taken into ac-
count in determining the partners’ 
shares of tax items under section 
704(c). See examples 14 and 18 of para-
graph (b)(5) of this section. 

(ii) Credits. Allocations of tax credits 
and tax credit recapture are not re-
flected by adjustments to the partners’ 
capital accounts (except to the extent 
that adjustments to the adjusted tax 
basis of partnership section 38 property 
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in respect of tax credits and tax credit 
recapture give rise to capital account 
adjustments under paragraph 
(b)(2)(iv)(j) of this section). Thus, such 
allocations cannot have economic ef-
fect under paragraph (b)(2)(ii)(b)(1) of 
this section, and the tax credits and 
tax credit recapture must be allocated 
in accordance with the partners’ inter-
ests in the partnership as of the time 
the tax credit or credit recapture 
arises. With respect to the investment 
tax credit provided by section 38, allo-
cations of cost or qualified investment 
made in accordance with paragraph (f) 
of § 1.46–3 and paragraph (a)(4)(iv) of 
§ 1.48–8 shall be deemed to be made in 
accordance with the partners’ interests 
in the partnership. With respect to 
other tax credits, if a partnership ex-
penditure (whether or not deductible) 
that gives rise to a tax credit in a part-
nership taxable year also gives rise to 
valid allocations of partnership loss or 
deduction (or other downward capital 
account adjustments) for such year, 
then the partners’ interests in the 
partnership with respect to such credit 
(or the cost giving rise thereto) shall 
be in the same proportion as such part-
ners’ respective distributive shares of 
such loss or deduction (and adjust-
ments). See example 11 of paragraph 
(b)(5) of this section. Identical prin-
ciples shall apply in determining the 
partners’ interests in the partnership 
with respect to tax credits that arise 
from receipts of the partnership 
(whether or not taxable). 

(iii) Excess percentage depletion. To 
the extent the percentage depletion in 
respect of an item of depletable prop-
erty of the partnership exceeds the ad-
justed tax basis of such property, allo-
cations of such excess percentage de-
pletion are not reflected by adjust-
ments to the partners’ capital ac-
counts. Thus, such allocations cannot 
have economic effect under paragraph 
(b)(2)(ii)(b)(1) of this section, and such 
excess percentage depletion must be al-
located in accordance with the part-
ners’ interests in the partnership. The 
partners’ interests in the partnership 
for a partnership taxable year with re-
spect to such excess percentage deple-
tion shall be in the same proportion as 
such partners’ respective distributive 
shares of gross income from the deplet-

able property (as determined under sec-
tion 613(c)) for such year. See example 
12 of paragraph (b)(5) of this section. 
See paragraphs (b)(2)(iv)(k) and (b)(4)(v) 
of this section for special rules con-
cerning oil and gas properties of the 
partnership. 

(iv) Allocations attributable to non-
recourse liabilities. The rules for alloca-
tions attributable to nonrecourse li-
abilities are contained in § 1.704–2. 

(v) Allocations under section 
613A(c)(7)(D). Allocations of the ad-
justed tax basis of a partnership oil or 
gas property are controlled by section 
613A(c)(7)(D) and the regulations there-
under. However, if the partnership 
agreement provides for an allocation of 
the adjusted tax basis of an oil or gas 
property among the partners, and such 
allocation is not otherwise governed 
under section 704(c) (or related prin-
ciples under paragraph (b)(4)(i) of this 
section), that allocation will be recog-
nized as being in accordance with the 
partners’ interests in partnership cap-
ital under section 613A(c)(7)(D), pro-
vided (a) such allocation does not give 
rise to capital account adjustments 
under paragraph (b)(2)(iv)(k) of this 
section, the economic effect of which is 
insubstantial (as determined under 
paragraph (b)(2)(iii) of this section), 
and (b) all other material allocations 
and capital account adjustments under 
the partnership agreement are recog-
nized under this paragraph (b). Other-
wise, such adjusted tax basis must be 
allocated among the partners pursuant 
to section 613A(c)(7)(D) in accordance 
with the partners’ actual interests in 
partnership capital or income. For pur-
poses of section 613A(c)(7)(D) the part-
ners’ allocable shares of the amount re-
alized upon the partnership’s taxable 
disposition of an oil or gas property 
will, except to the extent governed by 
section 704(c) (or related principles 
under paragraph (b)(4)(i) of this sec-
tion), be determined under this para-
graph (b)(4)(v). If, pursuant to para-
graph (b)(2)(iv)(k)(2) of this section, the 
partners’ capital accounts are adjusted 
to reflect the simulated depletion of an 
oil or gas property of the partnership, 
the portion of the total amount real-
ized by the partnership upon the tax-
able disposition of such property that 
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represents recovery of its simulated ad-
justed tax basis therein will be allo-
cated to the partners in the same pro-
portion as the aggregate adjusted tax 
basis of such property was allocated to 
such partners (or their predecessors in 
interest). If, pursuant to paragraph 
(b)(2)(iv)(k)(3) of this section, the part-
ners’ capital accounts are adjusted to 
reflect the actual depletion of an oil or 
gas property of the partnership, the 
portion of the total amount realized by 
the partnership upon the taxable dis-
position of such property that equals 
the partners’ aggregate remaining ad-
justed basis therein will be allocated to 
the partners in proportion to their re-
spective remaining adjusted tax bases 
in such property. An allocation pro-
vided by the partnership agreement of 
the portion of the total amount real-
ized by the partnership on its taxable 
disposition of an oil or gas property 
that exceeds the portion of the total 
amount realized allocated under either 
of the previous two sentences (which-
ever is applicable) shall be deemed to 
be made in accordance with the part-
ners’ allocable shares of such amount 
realized, provided (c) such allocation 
does not give rise to capital account 
adjustments under paragraph 
(b)(2)(iv)(k) of this section the eco-
nomic effect of which is insubstantial 
(as determined under paragraph 
(b)(2)(ii) of this section), and (d) all 
other allocations and capital account 
adjustments under the partnership 
agreement are recognized under this 
paragraph. Otherwise, the partners’ al-
locable shares of the total amount real-
ized by the partnership on its taxable 
disposition of an oil or gas property 
shall be determined in accordance with 
the partners’ interests in the partner-
ship under paragraph (b)(3) of this sec-
tion. See example 19 of paragraph (b)(5) 
of this section. (See paragraph 
(b)(2)(iv)(k) of this section for the de-
termination of appropriate adjust-
ments to the partners’ capital accounts 
relating to section 613A(c)(7)(D).) 

(vi) Amendments to partnership agree-
ment. If an allocation has substantial 
economic effect under paragraph (b)(2) 
of this section or is deemed to be made 
in accordance with the partners’ inter-
ests in the partnership under para-
graph (b)(4) of this section under the 

partnership agreement that is effective 
for the taxable year to which such allo-
cation relates, and such partnership 
agreement thereafter is modified, both 
the tax consequences of the modifica-
tion and the facts and circumstances 
surrounding the modification will be 
closely scrutinized to determine wheth-
er the purported modification was part 
of the original agreement. If it is deter-
mined that the purported modification 
was part of the original agreement, 
prior allocations may be reallocated in 
a manner consistent with the modified 
terms of the agreement, and subse-
quent allocations may be reallocated 
to take account of such modified 
terms. For example, if a partner is obli-
gated by the partnership agreement to 
restore the deficit balance in his cap-
ital account (or any limited dollar 
amount thereof) in accordance with re-
quirement (3) of paragraph (b)(2)(ii)(b) 
of this section and, thereafter, such ob-
ligation is eliminated or reduced (other 
than as provided in paragraph 
(b)(2)(ii)(f) of this section), or is not 
complied with in a timely manner, 
such elimination, reduction, or non-
compliance may be treated as if it al-
ways were part of the partnership 
agreement for purposes of making any 
reallocations and determining the ap-
propriate limitations period. 

(vii) Recapture. For special rules ap-
plicable to the allocation of recapture 
income or credit, see paragraph (e) of 
§ 1.1245–1, paragraph (f) of § 1.1250–1, 
paragraph (c) of § 1.1254–1, and para-
graph (a) of § 1.47–6. 

(viii) Allocation of creditable foreign 
taxes—(a) In general. Allocations of 
creditable foreign taxes do not have 
substantial economic effect within the 
meaning of paragraph (b)(2) of this sec-
tion and, accordingly, such expendi-
tures must be allocated in accordance 
with the partners’ interests in the 
partnership. See paragraph (b)(3)(iv) of 
this section. An allocation of a cred-
itable foreign tax expenditure (CFTE) 
will be deemed to be in accordance 
with the partners’ interests in the 
partnership if— 

(1) The CFTE is allocated (whether or 
not pursuant to an express provision in 
the partnership agreement) and re-
ported on the partnership return in 
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proportion to the distributive shares of 
income to which the CFTE relates; and 

(2) Allocations of all other partner-
ship items that, in the aggregate, have 
a material effect on the amount of 
CFTEs allocated to a partner pursuant 
to paragraph (b)(4)(viii)(a)(1) of this 
section are valid. 

(b) Creditable foreign tax expenditures 
(CFTEs). For purposes of this section, a 
CFTE is a foreign tax paid or accrued 
by a partnership that is eligible for a 
credit under section 901(a) or an appli-
cable U.S. income tax treaty. A foreign 
tax is a CFTE for these purposes with-
out regard to whether a partner receiv-
ing an allocation of such foreign tax 
elects to claim a credit for such tax. 
Foreign taxes paid or accrued by a 
partner with respect to a distributive 
share of partnership income, and for-
eign taxes deemed paid under section 
902 or 960 by a corporate partner with 
respect to stock owned, directly or in-
directly, by or for a partnership, are 
not taxes paid or accrued by a partner-
ship and, therefore, are not CFTEs sub-
ject to the rules of this section. See 
paragraphs (e) and (f) of § 1.901–2 for 
rules for determining when and by 
whom a foreign tax is paid or accrued. 

(c) Income to which CFTEs relate—(1) 
In general. For purposes of paragraph 
(b)(4)(viii)(a) of this section, CFTEs are 
related to net income in the partner-
ship’s CFTE category or categories to 
which the CFTE is allocated and appor-
tioned in accordance with the rules of 
paragraph (b)(4)(viii)(d) of this section. 
Paragraph (b)(4)(viii)(c)(2) of this sec-
tion provides rules for determining a 
partnership’s CFTE categories. Para-
graph (b)(4)(viii)(c)(3) of this section 
provides rules for determining the net 
income in each CFTE category. Para-
graph (b)(4)(viii)(c)(4) of this section 
provides guidance in determining a 
partner’s distributive share of income 
in a CFTE category. Paragraph 
(b)(4)(viii)(c)(5) of this section provides 
a special rule for allocating CFTEs 
when a partnership has no net income 
in a CFTE category. 

(2) CFTE category—(i) Income from ac-
tivities. A CFTE category is a category 
of net income (or loss) attributable to 
one or more activities of the partner-
ship. Net income (or loss) from all the 
partnership’s activities shall be in-

cluded in a single CFTE category un-
less the allocation of net income (or 
loss) from one or more activities differs 
from the allocation of net income (or 
loss) from other activities, in which 
case income from each activity or 
group of activities that is subject to a 
different allocation shall be treated as 
net income (or loss) in a separate CFTE 
category. 

(ii) Different allocations. Different al-
locations of net income (or loss) gen-
erally will result from provisions of the 
partnership agreement providing for 
different sharing ratios for net income 
(or loss) from separate activities. Dif-
ferent allocations of net income (or 
loss) from separate activities generally 
will also result if any partnership item 
is shared in a different ratio than any 
other partnership item. A guaranteed 
payment described in paragraph 
(b)(4)(viii)(c)(3)(ii) of this section, gross 
income allocation, or other pref-
erential allocation will result in dif-
ferent allocations of net income (or 
loss) from separate activities only if 
the amount of the payment or the allo-
cation is determined by reference to in-
come from less than all of the partner-
ship’s activities. For purposes of this 
paragraph (b)(4)(viii)(c)(2), a partner-
ship item shall not include any item 
that is excluded from income attrib-
utable to an activity pursuant to the 
second sentence of paragraph 
(b)(4)(viii)(c)(3)(ii) of this section (relat-
ing to allocations or payments that re-
sult in a deduction under foreign law). 

(iii) Activity. Whether a partnership 
has one or more activities, and the 
scope of each activity, shall be deter-
mined in a reasonable manner taking 
into account all the facts and cir-
cumstances. In evaluating whether ag-
gregating or disaggregating income 
from particular business or investment 
operations constitutes a reasonable 
method of determining the scope of an 
activity, the principal consideration is 
whether the proposed determination 
has the effect of separating CFTEs 
from the related foreign income. Ac-
cordingly, relevant considerations in-
clude whether the partnership conducts 
business in more than one geographic 
location or through more than one en-
tity or branch, and whether certain 
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types of income are exempt from for-
eign tax or subject to preferential for-
eign tax treatment. In addition, in-
come from a divisible part of a single 
activity shall be treated as income 
from a separate activity if necessary to 
prevent separating CFTEs from the re-
lated foreign income. The partnership’s 
activities must be determined consist-
ently from year to year absent a mate-
rial change in facts and circumstances. 

(3) Net income in a CFTE category—(i) 
In general. The net income in a CFTE 
category means the net income for U.S. 
Federal income tax purposes, deter-
mined by taking into account all part-
nership items attributable to the rel-
evant activity or group of activities, 
including items of gross income, gain, 
loss, deduction, and expense and items 
allocated pursuant to section 704(c). 
The items of gross income attributable 
to an activity shall be determined in a 
consistent manner under any reason-
able method taking into account all 
the facts and circumstances. Except as 
otherwise provided below, expenses, 
losses or other deductions shall be allo-
cated and apportioned to gross income 
attributable to an activity in accord-
ance with the rules of §§ 1.861–8 and 
1.861–8T. Under these rules, if an ex-
pense, loss or other deduction is allo-
cated to gross income from more than 
one activity, such expense, loss or de-
duction must be apportioned among 
each such activity using a reasonable 
method that reflects to a reasonably 
close extent the factual relationship 
between the deduction and the gross 
income from such activities. See 
§ 1.861–8T(c). For purposes of deter-
mining net income in a CFTE category, 
the partnership’s interest expense and 
research and experimental expendi-
tures described in section 174 may be 
allocated and apportioned under any 
reasonable method, including but not 
limited to the methods prescribed in 
§ 1.861–9 through § 1.861–13T (interest ex-
pense) and § 1.861–17 (research and ex-
perimental expenditures). For purposes 
of determining the net income attrib-
utable to any activity of a branch, the 
only items of gross income taken into 
account in applying this paragraph 
(b)(4)(viii)(c)(3) are those items of gross 
income recognized by the branch for 
U.S. income tax purposes. See para-

graph (b)(5) Example 24 of this section 
(relating to inter-branch payments). 

(ii) Special rules. Income attributable 
to an activity shall include the amount 
included in a partner’s income as a 
guaranteed payment (within the mean-
ing of section 707(c)) from the partner-
ship to the extent that the guaranteed 
payment is not deductible by the part-
nership under foreign law. See para-
graph (b)(5) Example 25 (iv) of this sec-
tion. Except for an inter-branch pay-
ment described in paragraph 
(b)(4)(viii)(d)(3) of this section, income 
attributable to an activity shall not in-
clude an item of partnership income to 
the extent the allocation of such item 
of income (or payment thereof) results 
in a deduction under foreign law. See 
paragraph (b)(5) Example 25 (iii) and (iv) 
of this section. Similarly, income at-
tributable to an activity shall not in-
clude net income that foreign law 
would exclude from the foreign tax 
base as a result of the status of a part-
ner. See paragraph (b)(5) Example 27 of 
this section. 

(4) Distributive shares of income. For 
purposes of paragraph (b)(4)(viii)(a)(1) 
of this section, distributive share of in-
come means the net income from each 
CFTE category, determined in accord-
ance with paragraph (b)(4)(viii)(c)(3) of 
this section, that is allocated to a part-
ner. A guaranteed payment shall be 
treated as a distributive share of in-
come for purposes of paragraph 
(b)(4)(viii)(a)(1) of this section to the 
extent that the guaranteed payment is 
treated as income attributable to an 
activity pursuant to paragraph 
(b)(4)(viii)(c)(3)(ii) of this section. See 
paragraph (b)(5) Example 25 (iv) of this 
section. If more than one partner re-
ceives positive income allocations (in-
come in excess of expenses) from a 
CFTE category, which in the aggregate 
exceed the total net income in the 
CFTE category, then for purposes of 
paragraph (b)(4)(viii)(a)(1) of this sec-
tion such partner’s distributive share 
of income from the CFTE category 
shall equal the partner’s positive in-
come allocation from the CFTE cat-
egory, divided by the aggregate posi-
tive income allocations from the CFTE 
category, multiplied by the net income 
in the CFTE category. 
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(5) No net income in a CFTE category. 
If a CFTE is allocated or apportioned 
to a CFTE category that does not have 
net income for the year in which the 
foreign tax is paid or accrued, the 
CFTE shall be deemed to relate to the 
aggregate of the net income (dis-
regarding net losses) recognized by the 
partnership in that CFTE category in 
each of the three preceding taxable 
years. Accordingly, except as provided 
below, such CFTE must be allocated in 
the current taxable year in the same 
proportion as the allocation of the ag-
gregate net income for the prior three- 
year period in order to satisfy the re-
quirements of paragraph 
(b)(4)(viii)(a)(1) of this section. If the 
partnership does not have net income 
in the applicable CFTE category in ei-
ther the current year or any of the pre-
vious three taxable years, the CFTE 
must be allocated in the same propor-
tion that the partnership reasonably 
expects to allocate the aggregate net 
income (disregarding net losses) in the 
CFTE category for the succeeding 
three taxable years. If the partnership 
does not reasonably expect to have net 
income in the CFTE category for the 
succeeding three years and the partner-
ship has net income in one or more 
other CFTE categories for the year in 
which the foreign tax is paid or ac-
crued, the CFTE shall be deemed to re-
late to such other net income and must 
be allocated in proportion to the allo-
cations of such other net income. If 
any CFTE is not allocated pursuant to 
the above provisions of this paragraph 
then the CFTE must be allocated in 
proportion to the partners’ outstanding 
capital contributions. 

(d) Allocation and apportionment of 
CFTEs to CFTE categories—(1) In gen-
eral. CFTEs are allocated and appor-
tioned to CFTE categories in accord-
ance with the principles of § 1.904–6. 
Under these principles, a CFTE is re-
lated to income in a CFTE category if 
the income is included in the base upon 
which the foreign tax is imposed. In ac-
cordance with § 1.904–6(a)(1)(ii) as modi-
fied by this paragraph (b)(4)(viii)(d), if 
the foreign tax base includes income in 
more than one CFTE category, the 
CFTEs are apportioned among the 
CFTE categories based on the relative 
amounts of taxable income computed 

under foreign law in each CFTE cat-
egory. For purposes of this paragraph 
(b)(4)(viii)(d), references in § 1.904–6 to a 
separate category or separate cat-
egories shall mean ‘‘CFTE category’’ or 
‘‘CFTE categories’’ and the rules in 
§ 1.904–6(a)(1)(ii) are modified as fol-
lows: 

(i) The related party interest expense 
rule in § 1.904–6(a)(1)(ii) shall not apply 
in determining the amount of taxable 
income computed under foreign law in 
a CFTE category. 

(ii) If foreign law does not provide for 
the direct allocation or apportionment 
of expenses, losses or other deductions 
allowed under foreign law to a CFTE 
category of income, then such ex-
penses, losses or other deductions must 
be allocated and apportioned to gross 
income as determined under foreign 
law in a manner that is consistent with 
the allocation and apportionment of 
such items for purposes of determining 
the net income in the CFTE categories 
for U.S. tax purposes pursuant to para-
graph (b)(4)(viii)(c)(3) of this section. 

(2) Timing and base differences. A for-
eign tax imposed on an item that 
would be income under U.S. tax prin-
ciples in another year (a timing dif-
ference) is allocated to the CFTE cat-
egory that would include the income if 
the income were recognized for U.S. 
tax purposes in the year in which the 
foreign tax is imposed. A foreign tax 
imposed on an item that would not 
constitute income under U.S. tax prin-
ciples in any year (a base difference) is 
allocated to the CFTE category that 
includes the partnership items attrib-
utable to the activity with respect to 
which the foreign tax is imposed. See 
paragraph (b)(5) Example 23 of this sec-
tion. 

(3) Special rules for inter-branch pay-
ments. Notwithstanding any other pro-
vision of this paragraph (d), the rules 
of this paragraph (b)(4)(viii)(d)(3) shall 
apply if a branch (including an entity 
described in § 301.7701–2(c)(2)(i) of this 
chapter) of the partnership is required 
to include in income under foreign law 
a payment it receives from another 
branch of the partnership. The foreign 
tax imposed on such payments (‘‘inter- 
branch payments’’) is allocated to the 
CFTE category that includes the items 
attributable to the relevant activities 
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of the recipient branch. In cases where 
the partnership agreement results in 
more than one CFTE category with re-
spect to activities of the recipient 
branch, such tax is allocated to the 
CFTE category that includes the items 
attributable to the activity to which 
the inter-branch payment relates. The 
rules of this paragraph (b)(4)(viii)(d)(3) 
shall also apply to payments between a 
partnership and a branch of the part-
nership. See paragraph (b)(5) Example 24 
of this section. 

(ix) [Reserved] 
(x) [Reserved] 
(5) Examples. The operation of the 

rules in this paragraph is illustrated by 
the following examples: 

Example 1. (i) A and B form a general part-
nership with cash contributions of $40,000 
each, which cash is used to purchase depre-
ciable personal property at a cost of $80,000. 
The partnership elects under section 48(q)(4) 
to reduce the amount of investment tax 
credit in lieu of adjusting the tax basis of 
such property. The partnership agreement 
provides that A and B will have equal shares 
of taxable income and loss (computed with-
out regard to cost recovery deductions) and 
cash flow and that all cost recovery deduc-
tions on the property will be allocated to A. 
The agreement further provides that the 
partners’ capital accounts will be deter-
mined and maintained in accordance with 
paragraph (b)(2)(iv) of the section, but that 
upon liquidation of the partnership, distribu-
tions will be made equally between the part-
ners (regardless of capital account balances) 
and no partner will be required to restore the 
deficit balance in his capital account for dis-
tribution to partners with positive capital 
accounts balances. In the partnership’s first 
taxable year, it recognizes operating income 
equal to its operating expenses and has an 
additional $20,000 cost recovery deduction, 
which is allocated entirely to A. That A and 
B will be entitled to equal distributions on 
liquidation, even through A is allocated the 
entire $20,000 cost recovery deduction, indi-
cates A will not bear the full risk of the eco-
nomic loss corresponding to such deduction 
if such loss occurs. Under paragraph (b)(2)(ii) 
of this section, the allocation lacks eco-
nomic effect and will be disregarded. The 
partners made equal contributions to the 
partnership, share equally in other taxable 
income and loss and in cash flow, and will 
share equally in liquidation proceeds, indi-
cating that their actual economic arrange-
ment is to bear the risk imposed by the po-
tential decrease in the value of the property 
equally. Thus, under paragraph (b)(3) of this 
section the partners’ interests in the part-
nership are equal, and the cost recovery de-

duction will be reallocated equally between 
A and B. 

(ii) Assume the same facts as in (i) except 
that the partnership agreement provides 
that liquidation proceeds will be distributed 
in accordance with capital account balances 
if the partnership is liquidated during the 
first five years of its existence but that liq-
uidation proceeds will be distributed equally 
if the partnership is liquidated thereafter. 
Since the partnership agreement does not 
provide for the requirement contained in 
paragraph (b)(2)(ii)(b)(2) of this section to be 
satisfied throughout the term of the partner-
ship, the partnership allocations do not have 
economic effect. Even if the partnership 
agreement provided for the requirement con-
tained in paragraph (b)(2)(ii)(b)(2) to be satis-
fied throughout the term of the partnership, 
such allocations would not have economic ef-
fect unless the requirement contained in 
paragraph (b)(2)(ii)(b)(3) of this section or the 
alternate economic effect test contained in 
paragraph (b)(2)(ii)(d) of this section were 
satisfied. 

(iii) Assume the same facts as in (i) except 
that distributions in liquidation of the part-
nership (or any partner’s interest) are to be 
made in accordance with the partners’ posi-
tive capital account balances throughout the 
term of the partnership (as set forth in para-
graph (b)(2)(ii)(b)(2) of this section). Assume 
further that the partnership agreement con-
tains a qualified income offset (as defined in 
paragraph (b)(2)(ii)(d) of this section) and 
that, as of the end of each partnership tax-
able year, the items described in paragraphs 
(b)(2)(ii)(d)(4), (5), and (6) of this section are 
not reasonably expected to cause or increase 
a deficit balance in A’s capital account. 

A B 

Capital account upon formation ........ $40,000 $40,000 
Less: year 1 cost recovery deduction (20,000 ) 0 

Capital account at end 
of year 1 ................... $20,000 $40,000 

Under the alternate economic effect test 
contained in paragraph (b)(2)(ii)(d) of this 
section, the allocation of the $20,000 cost re-
covery deduction to A has economic effect. 

(iv) Assume the same facts as in (iii) and 
that in the partnership’s second taxable year 
it recognizes operating income equal to its 
operating expenses and has a $25,000 cost re-
covery deduction which, under the partner-
ship agreement, is allocated entirely to A. 

A B 

Capital account at beginning of year 
2 ..................................................... $20,000 $40,000 

Less: year 2 cost recovery deduction (25,000 ) 0 

Capital account at end of year 2 ....... ($5,000 ) $40,000 
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The allocation of the $25,000 cost recovery 
deduction to A satisfies that alternate eco-
nomic effect test contained in paragraph 
(b)(2)(ii)(d) of this section only to the extent 
of $20,000. Therefore, only $20,000 of such allo-
cation has economic effect, and the remain-
ing $5,000 must be reallocated in accordance 
with the partners’ interests in the partner-
ship. Under the partnership agreement, if the 
property were sold immediately following 
the end of the partnership’s second taxable 
year for $35,000 (its adjusted tax basis), the 
$35,000 would be distributed to B. Thus, B, 
and not A, bears the economic burden cor-
responding to $5,000 of the $25,000 cost recov-
ery deduction allocated to A. Under para-
graph (b)(3)(iii) of this section, $5,000 of such 
cost recovery deduction will be reallocated 
to B. 

(v) Assume the same facts as in (iv) except 
that the cost recovery deduction for the 
partnership’s second taxable year is $20,000 
instead of $25,000. The allocation of such cost 
recovery deduction to A has economic effect 
under the alternate economic effect test con-
tained in paragraph (b)(2)(ii)(d) of this sec-
tion. Assume further that the property is 
sold for $35,000 immediately following the 
end of the partnership’s second taxable year, 
resulting in a $5,000 taxable loss ($40,000 ad-
justed tax basis less $35,000 sales price), and 
the partnership is liquidated. 

A B 

Capital account at beginning of year 
2 ..................................................... $20,000 $40,000 

Less: year 2 cost recovery dedustion (20,000 ) 0 

Capital account at end of year 2 ....... 0 $40,000 
Less: loss on sale ............................. (2,500 ) (2,500 ) 

Capital account before 
liquidation ................. ($2,500 ) $37,500 

Under the partnership agreement the $35,000 
sales proceeds are distributed to B. Since B 
bears the entire economic burden cor-
responding to the $5,000 taxable loss from the 
sale of the property, the allocation of $2,500 
of such loss to A does not have economic ef-
fect and must be reallocated in accordance 
with the partners’ interests in the partner-
ship. Under paragraph (b)(3)(iii) of this sec-
tion, such $2,500 loss will be reallocated to B. 

(vi) Assume the same facts as in (iv) except 
that the cost recovery deduction for the 
partnership’s second taxable year is $20,000 
instead of $25,000, and that as of the end of 
the partnership’s second taxable year it is 
reasonably expected that during its third 
taxable year the partnership will (1) have op-
erating income equal to its operating ex-
penses (but will have no cost recovery deduc-
tions), (2) borrow $10,000 (recourse) and dis-
tribute such amount $5,000 to A and $5,000 to 
B, and (3) thereafter sell the partnership 
property, repay the $10,000 liability, and liq-

uidate. In determining the extent to which 
the alternate economic effect test contained 
in paragraph (b)(2)(ii)(d) of this section is 
satisfied as of the end of the partnership’s 
second taxable year, the fair market value of 
partnership property is presumed to be equal 
to its adjusted tax basis (in accordance with 
paragraph (b)(2)(iii)(c) of this section). Thus, 
it is presumed that the selling price of such 
property during the partnership’s third tax-
able year will be its $40,000 adjusted tax 
basis. Accordingly, there can be no reason-
able expectation that there will be increases 
to A’s capital account in the partnership’s 
third taxable year that will offset the ex-
pected $5,000 distribution to A. Therefore, 
the distribution of the loan proceeds must be 
taken into account in determining to what 
extent the alternate economic effect test 
contained in paragraph (b)(2)(ii)(d) is satis-
fied. 

A B 

Capital account at beginning of year 
2 ..................................................... $20,000 $40,000 

Less: expected future distribution ..... (5,000 ) (5,000 ) 
Less: year 2 cost recovery deduction (20,000 ) (0 ) 

Hypothetical capital ac-
count at end of year 
2 ................................ ($5,000 ) $35,000 

Upon sale of the partnership property, the 
$40,000 presumed sales proceeds would be 
used to repay the $10,000 liability, and the re-
maining $30,000 would be distributed to B. 
Under these circumstances the allocation of 
the $20,000 cost recovery deduction to A in 
the partnership’s second taxable year satis-
fies the alternate economic effect test con-
tained in paragraph (b)(2)(ii)(d) of this sec-
tion only to the extent of $15,000. Under para-
graph (b)(3)(iii) of this section, the remain-
ing $5,000 of such deduction will be reallo-
cated to B. The results in this example would 
be the same even if the partnership agree-
ment also provided that any gain (whether 
ordinary income or capital gain) upon the 
sale of the property would be allocated to A 
to the extent of the prior allocations of cost 
recovery deductions to him, and, at end of 
the partnership’s second taxable year, the 
partners were confident that the gain on the 
sale of the property in the partnership’s 
third taxable year would be sufficient to off-
set the expected $5,000 distribution to A. 

(vii) Assume the same facts as in (iv) ex-
cept that the partnership agreement also 
provides that any partner with a deficit bal-
ance in his capital account following the liq-
uidation of his interest must restore that 
deficit to the partnership (as set forth in 
paragraph (b)(2)(ii)(b)(3) of this section). 
Thus, if the property were sold for $35,000 im-
mediately after the end of the partnership’s 
second taxable year, the $35,000 would be dis-
tributed to B, A would contribute $5,000 (the 
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deficit balance in his capital account) to the 
partnership, and that $5,000 would be distrib-
uted to B. The allocation of the entire $25,000 
cost recovery deduction to A in the partner-
ship’s second taxable year has economic ef-
fect. 

(viii) Assume the same facts as in (vii) ex-
cept that A’s obligation to restore the deficit 
balance in his capital account is limited to a 
maximum of $5,000. The allocation of the 
$25,000 cost recovery deduction to A in the 
partnership’s second taxable year has eco-
nomic effect under the alternate economic 
effect test contained in paragraph (b)(2)(ii)(d) 
of this section. At the end of such year, A 
makes an additional $5,000 contribution to 
the partnership (thereby eliminating the 
$5,000 deficit balance in his capital account). 
Under paragraph (b)(2)(ii)(f) of this section, 
A’s obligation to restore up to $5,000 of the 
deficit balance in his capital account may be 
eliminated after he contributes the addi-
tional $5,000 without affecting the validity of 
prior allocations. 

(ix) Assume the same facts as in (iv) except 
that upon formation of the partnership A 
also contributes to the partnership his nego-
tiable promissory note with a $5,000 principal 
balance. The note unconditionally obligates 
A to pay an additional $5,000 to the partner-
ship at the earlier of (a) the beginning of the 
partnership’s fourth taxable year, or (b) the 
end of the partnership taxable year in which 
A’s interest is liquidated. Under paragraph 
(b)(2)(ii)(c) of this section, A is considered 
obligated to restore up to $5,000 of the deficit 
balance in his capital account to the part-
nership. Accordingly, under the alternate 
economic effect test contained in paragraph 
(b)(2)(ii)(d) of this section, the allocation of 
the $25,000 cost recovery deduction to A in 
the partnership’s second taxable year has 
economic effect. The results in this example 
would be the same if (1) the note A contrib-
uted to the partnership were payable only at 
the end of the partnership’s fourth taxable 
year (so that A would not be required to sat-
isfy the note upon liquidation of his interest 
in the partnership), and (2) the partnership 
agreement provided that upon liquidation of 
A’s interest, the partnership would retain 
A’s note, and A would contribute to the part-
nership the excess of the outstanding prin-
cipal balance of the note over its then fair 
market value. 

(x) Assume the same facts as in (ix) except 
that A’s obligation to contribute an addi-
tional $5,000 to the partnership is not evi-
denced by a promissory note. Instead, the 
partnership agreement imposes upon A the 
obligation to make an additional $5,000 con-
tribution to the partnership at the earlier of 
(a) the beginning of the partnership’s fourth 
taxable year, or (b) the end of the partner-
ship taxable year in which A’s interest is liq-
uidated. Under paragraph (b)(2)(ii)(c) of this 
section, as a result of A’s deferred contribu-

tion requirement, A is considered obligated 
to restore up to $5,000 of the deficit balance 
in his capital account to the partnership. Ac-
cordingly, under the alternate economic ef-
fect test contained in paragraph (b)(2)(ii)(d) 
of this section, the allocation of the $25,000 
cost recovery deduction to A in the partner-
ship’s second taxable year has economic ef-
fect. 

(xi) Assume the same facts as in (vii) ex-
cept that the partnership agreement also 
provides that any gain (whether ordinary in-
come or capital gain) upon the sale of the 
property will be allocated to A to the extent 
of the prior allocations to A of cost recovery 
deductions from such property, and addi-
tional gain will be allocated equally between 
A and B. At the time the allocations of cost 
recovery deductions were made to A, the 
partners believed there would be gain on the 
sale of the property in an amount sufficient 
to offset the allocations of cost recovery de-
ductions to A. Nevertheless, the existence of 
the gain chargeback provision will not cause 
the economic effect of the allocations to be 
insubstantial under paragraph (b)(2)(iii)(c) of 
this section, since in testing whether the 
economic effect of such allocations is sub-
stantial, the recovery property is presumed 
to decrease in value by the amount of such 
deductions. 

Example 2. C and D form a general partner-
ship solely to acquire and lease machinery 
that is 5-year recovery property under sec-
tion 168. Each contributes $100,000, and the 
partnership obtains an $800,000 recourse loan 
to purchase the machinery. The partnership 
elects under section 48(q)(4) to reduce the 
amount of investment tax credit in lieu of 
adjusting the tax basis of such machinery. 
The partnership, C, and D have calendar tax-
able years. The partnership agreement pro-
vides that the partners’ capital accounts will 
be determined and maintained in accordance 
with paragraph (b)(2)(iv) of this section, dis-
tributions in liquidation of the partnership 
(or any partner’s interest) will be made in 
accordance with the partners’ positive cap-
ital account balances, and any partner with 
a deficit balance in his capital account fol-
lowing the liquidation of his interest must 
restore that deficit to the partnership (as set 
forth in paragraphs (b)(2)(ii)(b)(2) and (3) of 
this section). The partnership agreement fur-
ther provides that (a) partnership net tax-
able loss will be allocated 90 percent to C and 
10 percent to D until such time as there is 
partnership net taxable income, and there-
fore C will be allocated 90 percent of such 
taxable income until he has been allocated 
partnership net taxable income equal to the 
partnership net taxable loss previously allo-
cated to him, (b) all further partnership net 
taxable income or loss will be allocated 
equally between C and D, and (c) distribu-
tions of operating cash flow will be made 
equally between C and D. The partnership 
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enters into a 12-year lease with a financially 
secure corporation under which the partner-
ship expects to have a net taxable loss in 
each of its first 5 partnership taxable years 
due to cost recovery deductions with respect 
to the machinery and net taxable income in 
each of its following 7 partnership taxable 
years, in part due to the absence of such cost 
recovery deductions. There is a strong likeli-
hood that the partnership’s net taxable loss 
in partnership taxable years 1 through 5 will 
be $100,000, $90,000, $80,000, $70,000, and $60,000, 
respectively, and the partnership’s net tax-
able income in partnership taxable years 6 
through 12 will be $40,000, $50,000, $60,000, 
$70,000, $80,000, $90,000, and $100,000, respec-
tively. Even though there is a strong likeli-
hood that the allocations of net taxable loss 
in years 1 through 5 will be largely offset by 
other allocations in partnership taxable 
years 6 through 12, and even if it is assumed 
that the total tax liability of the partners in 
years 1 through 12 will be less than if the al-
locations had not been provided in the part-
nership agreement, the economic effect of 
the allocations will not be insubstantial 
under paragraph (b)(2)(iii)(c) of this section. 
This is because at the time such allocations 
became part of the partnership agreement, 
there was a strong likelihood that the allo-
cations of net taxable loss in years 1 through 
5 would not be largely offset by allocations 
of income within 5 years (determined on a 
first-in, first-out basis). The year 1 alloca-
tion will not be offset until years 6, 7, and 8, 
the year 2 allocation will not be offset until 
years 8 and 9, the year 3 allocation will not 
be offset until years 9 and 10, the year 4 allo-
cation will not be offset until years 10 and 11, 
and the year 5 allocation will not be offset 
until years 11 and 12. 

Example 3. E and F enter into a partnership 
agreement to develop and market experi-
mental electronic devices. E contributes 
$2,500 cash and agrees to devote his full-time 
services to the partnership. F contributes 
$100,000 cash and agrees to obtain a loan for 
the partnership for any additional capital 
needs. The partnership agreement provides 
that all deductions for research and experi-
mental expenditures and interest on partner-
ship loans are to be allocated to F. In addi-
tion, F will be allocated 90 percent, and E 10 
percent, of partnership taxable income or 
loss, computed net of the deductions for such 
research and experimental expenditures and 
interest, until F has received allocations of 
such taxable income equal to the sum of 
such research and experimental expendi-
tures, such interest expense, and his share of 
such taxable loss. Thereafter, E and F will 
share all taxable income and loss equally. 
Operating cash flow will be distributed 
equally between E and F. The partnership 
agreement also provides that E’s and F’s 
capital accounts will be determined and 
maintained in accordance with paragraph 

(b)(2)(iv) of this section, distributions in liq-
uidation of the partnership (or any partner’s 
interest) will be made in accordance with the 
partners’ positive capital account balances, 
and any partner with a deficit balance in his 
capital account following the liquidation of 
his interest must restore that deficit to the 
partnership (as set forth in paragraphs 
(b)(2)(ii)(b)(2) and (3) of this section). These 
allocations have economic effect. In addi-
tion, in view of the nature of the partner-
ship’s activities, there is not a strong likeli-
hood at the time the allocations become part 
of the partnership agreement that the eco-
nomic effect of the allocations to F of deduc-
tions for research and experimental expendi-
tures and interest on partnership loans will 
be largely offset by allocations to F of part-
nership net taxable income. The economic 
effect of the allocations is substantial. 

Example 4. (i) G and H contribute $75,000 
and $25,000, respectively, in forming a gen-
eral partnership. The partnership agreement 
provides that all income, gain, loss, and de-
duction will be allocated equally between 
the partners, that the partners’ capital ac-
counts will be determined and maintained in 
accordance with paragraph (b)(2)(iv) of this 
section, but that all partnership distribu-
tions will, regardless of capital account bal-
ances, be made 75 percent to G and 25 percent 
to H. Following the liquidation of the part-
nership, neither partner is required to re-
store the deficit balance in his capital ac-
count to the partnership for distribution to 
partners with positive capital account bal-
ances. The allocations in the partnership 
agreement do not have economic effect. 
Since contributions were made in a 75/25 
ratio and the partnership agreement indi-
cates that all economic profits and losses of 
the partnership are to be shared in a 75/25 
ratio, under paragraph (b)(3) of this section, 
partnership income, gain, loss, and deduction 
will be reallocated 75 percent to G and 25 per-
cent to H. 

(ii) Assume the same facts as in (i) except 
that the partnership maintains no capital 
accounts and the partnership agreement pro-
vides that all income, gain, loss, deduction, 
and credit will be allocated 75 percent to G 
and 25 percent to H. G and H are ultimately 
liable (under a State law right of contribu-
tion) for 75 percent and 25 percent, respec-
tively, of any debts of the partnership. Al-
though the allocations do not satisfy the re-
quirements of paragraph (b)(2)(ii)(b) of this 
section, the allocations have economic effect 
under the economic effect equivalence test of 
paragraph (b)(2)(ii)(i) of this section. 

(iii) Assume the same facts as in (i) except 
that the partnership agreement provides 
that any partner with a deficit balance in his 
capital account must restore that deficit to 
the partnership (as set forth in paragraph 
(b)(2)(ii)(b)(2) of this section). Although the 
allocations do not satisfy the requirements 
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of paragraph (b)(2)(ii)(b) of this section, the 
allocations have economic effect under the 
economic effect equivalence test of para-
graph (b)(2)(ii)(i) of this section. 

Example 5. (i) Individuals I and J are the 
only partners of an investment partnership. 
The partnership owns corporate stocks, cor-
porate debt instruments, and tax-exempt 
debt instruments. Over the next several 
years, I expects to be in the 50 percent mar-
ginal tax bracket, and J expects to be in the 
15 percent marginal tax bracket. There is a 
strong likelihood that in each of the next 
several years the partnership will realize be-
tween $450 and $550 of tax-exempt interest 
and between $450 and $550 of a combination 
of taxable interest and dividends from its in-
vestments. I and J made equal capital con-
tributions to the partnership, and they have 
agreed to share equally in gains and losses 
from the sale of the partnership’s investment 
securities. I and J agree, however, that rath-
er than share interest and dividends of the 
partnership equally, they will allocate the 
partnership’s tax-exempt interest 80 percent 
to I and 20 percent to J and will distribute 
cash derived from interest received on the 
tax-exempt bonds in the same percentages. 
In addition, they agree to allocate 100 per-
cent of the partnership’s taxable interest and 
dividends to J and to distribute cash derived 
from interest and dividends received on the 
corporate stocks and debt instruments 100 
percent to J. The partnership agreement fur-
ther provides that the partners’ capital ac-
counts will be determined and maintained in 
accordance with paragraph (b)(2)(iv) of this 
section, distributions in liquidation of the 
partnership (or any partner’s interest) will 
be made in accordance with the partner’s 
positive capital account balances, and any 
partner with a deficit balance in his capital 
account following the liquidation of his in-
terest must restore that deficit to the part-
nership (as set forth in paragraphs 
(b)(2)(ii)(b) (2) and (3) of this section). The al-
location of taxable interest and dividends 
and tax-exempt interest has economic effect, 
but that economic effect is not substantial 
under the general rules set forth in para-
graph (b)(2)(iii) of this section. Without the 
allocation I would be allocated between $225 
and $275 of tax-exempt interest and between 
$225 and $275 of a combination of taxable in-
terest and dividends, which (net of Federal 
income taxes he would owe on such income) 
would give I between $337.50 and $412.50 after 
tax. With the allocation, however, I will be 
allocated between $360 and $440 of tax-ex-
empt interest and no taxable interest and 
dividends, which (net of Federal income 
taxes) will give I between $360 and $440 after 
tax. Thus, at the time the allocations be-
came part of the partnership agreement, I is 
expected to enhance his after-tax economic 
consequences as a result of the allocations. 
On the other hand, there is a strong likeli-

hood that neither I nor J will substantially 
diminish his after-tax economic con-
sequences as a result of the allocations. 
Under the combination of likely investment 
outcomes least favorable for J, the partner-
ship would realize $550 of tax-exempt interest 
and $450 of taxable interest and dividends, 
giving J $492.50 after tax (which is more than 
the $466.25 after tax J would have received if 
each of such amounts had been allocated 
equally between the partners). Under the 
combination of likely investment outcomes 
least favorable for I, the partnership would 
realize $450 of tax-exempt interest and $550 of 
taxable interest and dividends, giving I $360 
after tax (which is not substantially less 
than the $362.50 he would have received if 
each of such amounts had been allocated 
equally between the partners). Accordingly, 
the allocations in the partnership agreement 
must be reallocated in accordance with the 
partners’ interests in the partnership under 
paragraph (b)(3) of this section. 

(ii) Assume the same facts as in (i). In ad-
dition, assume that in the first partnership 
taxable year in which the allocation arrange-
ment described in (i) applies, the partnership 
realizes $450 of tax-exempt interest and $550 
of taxable interest and dividends, so that, 
pursuant to the partnership agreement, I’s 
capital account is credited with $360 (80 per-
cent of the tax-exempt interest), and J’s cap-
ital account is credited with $640 (20 percent 
of the tax-exempt interest and 100 percent of 
the taxable interest and dividends). The allo-
cations of tax-exempt interest and taxable 
interest and dividends (which do not have 
substantial economic effect for the reasons 
stated in (i) will be disregarded and will be 
reallocated. Since under the partnership 
agreement I will receive 36 percent (360/1,000) 
and J will receive 64 percent (640/1,000) of the 
partnership’s total investment income in 
such year, under paragraph (b)(3) of this sec-
tion the partnership’s tax-exempt interest 
and taxable interest and dividends each will 
be reallocated 36 percent to I and 64 percent 
to J. 

Example 6. K and L are equal partners in a 
general partnership formed to acquire and 
operate property described in section 1231(b). 
The partnership, K, and L have calendar tax-
able years. The partnership agreement pro-
vides that the partners’ capital accounts will 
be determined and maintained in accordance 
with paragraph (b)(2)(iv) of this section, that 
distributions in liquidation of the partner-
ship (or any partner’s interest) will be made 
in accordance with the partners’ positive 
capital account balances, and that any part-
ner with a deficit balance in his capital ac-
count following the liquidation of his inter-
est must restore that deficit to the partner-
ship (as set forth in paragraphs (b)(2)(ii)(b) 
(2) and (3) of this section). For a taxable year 
in which the partnership expects to incur a 
loss on the sale of a portion of such property, 
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the partnership agreement is amended (at 
the beginning of the taxable year) to allocate 
such loss to K, who expects to have no gains 
from the sale of depreciable property de-
scribed in section 1231(b) in that taxable 
year, and to allocate an equivalent amount 
of partnership loss and deduction for that 
year of a different character to L, who ex-
pects to have such gains. Any partnership 
loss and deduction in excess of these alloca-
tions will be allocated equally between K and 
L. The amendment is effective only for that 
taxable year. At the time the partnership 
agreement is amended, there is a strong like-
lihood that the partnership will incur deduc-
tion or loss in the taxable year other than 
loss from the sale of property described in 
section 1231(b) in an amount that will sub-
stantially equal or exceed the expected 
amount of the section 1231(b) loss. The allo-
cations in such taxable year have economic 
effect. However, the economic effect of the 
allocations is insubstantial under the test 
described in paragraph (b)(2)(iii) (b) of this 
section because there is a strong likelihood, 
at the time the allocations become part of 
the partnership agreement, that the net in-
creases and decreases to K’s and L’s capital 
accounts will be the same at the end of the 
taxable year to which they apply with such 
allocations in effect as they would have been 
in the absence of such allocations, and that 
the total taxes of K and L for such year will 
be reduced as a result of such allocations. If 
in fact the partnership incurs deduction or 
loss, other than loss from the sale of prop-
erty described in section 1231(b), in an 
amount at least equal to the section 1231(b) 
loss, the loss and deduction in such taxable 
year will be reallocated equally between K 
and L under paragraph (b)(3) of this section. 
If not, the loss from the sale of property de-
scribed in section 1231(b) and the items of de-
duction and other loss realized in such year 
will be reallocated between K and L in pro-
portion to the net decreases in their capital 
accounts due to the allocation of such items 
under the partnership agreement. 

Example 7. (i) M and N are partners in the 
MN general partnership, which is engaged in 
an active business. Income, gain, loss, and 
deduction from MN’s business is allocated 
equally between M and N. The partnership, 
M, and N have calendar taxable years. Under 
the partnership agreement the partners’ cap-
ital accounts will be determined and main-
tained in accordance with paragraph 
(b)(2)(iv) of this section, distributions in liq-
uidation of the partnership (or any partner’s 
interest) will be made in accordance with the 
partner’s positive capital account balances, 
and any partner with a deficit balance in his 
capital account following the liquidation of 
his interest must restore that deficit to the 
partnership (as set forth in paragraphs 
(b)(2)(ii)(b) (2) and (3) of this section). In 
order to enhance the credit standing of the 

partnership, the partners contribute surplus 
funds to the partnership, which the partners 
agree to invest in equal dollar amounts of 
tax-exempt bonds and corporate stock for 
the partnership’s first 3 taxable years. M is 
expected to be in a higher marginal tax 
bracket than N during those 3 years. At the 
time the decision to make these investments 
is made, it is agreed that, during the 3-year 
period of the investment, M will be allocated 
90 percent and N 10 percent of the interest 
income from the tax-exempt bonds as well as 
any gain or loss from the sale thereof, and 
that M will be allocated 10 percent and N 90 
percent of the dividend income from the cor-
porate stock as well as any gain or loss from 
the sale thereof. At the time the allocations 
concerning the investments become part of 
the partnership agreement, there is not a 
strong likelihood that the gain or loss from 
the sale of the stock will be substantially 
equal to the gain or loss from the sale of the 
tax-exempt bonds, but there is a strong like-
lihood that the tax-exempt interest and the 
taxable dividends realized from these invest-
ments during the 3-year period will not differ 
substantially. These allocations have eco-
nomic effect, and the economic effect of the 
allocations of the gain or loss on the sale of 
the tax-exempt bonds and corporate stock is 
substantial. The economic effect of the allo-
cations of the tax-exempt interest and the 
taxable dividends, however, is not substan-
tial under the test described in paragraph 
(b)(2)(iii)(c) of this section because there is a 
strong likelihood, at the time the alloca-
tions become part of the partnership agree-
ment, that at the end of the 3-year period to 
which such allocations relate, the net in-
creases and decreases to M’s and N’s capital 
accounts will be the same with such alloca-
tions as they would have been in the absence 
of such allocations, and that the total taxes 
of M and N for the taxable years to which 
such allocations relate will be reduced as a 
result of such allocations. If in fact the 
amounts of the tax-exempt interest and tax-
able dividends earned by the partnership dur-
ing the 3-year period are equal, the tax-ex-
empt interest and taxable dividends will be 
reallocated to the partners in equal shares 
under paragraph (b)(3) of this section. If not, 
the tax-exempt interest and taxable divi-
dends will be reallocated between M and N in 
proportion to the net increases in their cap-
ital accounts during such 3-year period due 
to the allocation of such items under the 
partnership agreement. 

(ii) Assume the same facts as in (i) except 
that gain or loss from the sale of the tax-ex-
empt bonds and corporate stock will be allo-
cated equally between M and N and the part-
nership agreement provides that the 90/10 al-
location arrangement with respect to the in-
vestment income applies only to the first 
$10,000 of interest income from the tax-ex-
empt bonds and the first $10,000 of dividend 
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income from the corporate stock, and only 
to the first taxable year of the partnership. 
There is a strong likelihood at the time the 
90/10 allocation of the investment income be-
came part of the partnership agreement that 
in the first taxable year of the partnership, 
the partnership will earn more than $10,000 
of tax-exempt interest and more than $10,000 
of taxable dividends. The allocations of tax- 
exempt interest and taxable dividends pro-
vided in the partnership agreement have eco-
nomic effect, but under the test contained in 
paragraph (b)(2)(iii)(b) of this section, such 
economic effect is not substantial for the 
same reasons stated in (i) (but applied to the 
1 taxable year, rather than to a 3-year pe-
riod). If in fact the partnership realizes at 
least $10,000 of tax-exempt interest and at 
least $10,000 of taxable dividends in such 
year, the allocations of such interest income 
and dividend income will be reallocated 
equally between M and N under paragraph 
(b)(3) of this section. If not, the tax-exempt 
interest and taxable dividends will be reallo-
cated between M and N in proportion to the 
net increases in their capital accounts due to 
the allocations of such items under the part-
nership agreement. 

(iii) Assume the same facts as in (ii) except 
that at the time the 90/10 allocation of in-
vestment income becomes part of the part-
nership agreement, there is not a strong 
likelihood that (1) the partnership will earn 
$10,000 or more of tax-exempt interest and 
$10,000 or more of taxable dividends in the 
partnership’s first taxable year, and (2) the 
amount of tax-exempt interest and taxable 
dividends earned during such year will be 
substantially the same. Under these facts 
the economic effect of the allocations gen-
erally will be substantial. (Additional facts 
may exist in certain cases, however, so that 
the allocation is insubstantial under the sec-
ond sentence of paragraph (b)(2)(iii). See ex-
ample 5 above.) 

Example 8. (i) O and P are equal partners in 
the OP general partnership. The partnership, 
O, and P have calendar taxable years. Part-
ner O has a net operating loss carryover 
from another venture that is due to expire at 
the end of the partnership’s second taxable 
year. Otherwise, both partners expect to be 
in the 50 percent marginal tax bracket in the 
next several taxable years. The partnership 
agreement provides that the partners’ cap-
ital accounts will be determined and main-
tained in accordance with paragraph 
(b)(2)(iv) of this section, distributions in liq-
uidation of the partnership (or any partner’s 
interest) will be made in accordance with the 
partners’ positive capital account balances, 
and any partner with a deficit balance in his 
capital account following the liquidation of 
his interest must restore that deficit to the 
partnership (as set forth in paragraphs 
(b)(2)(ii)(b) (2) and (3) of this section). The 
partnership agreement is amended (at the 

beginning of the partnership’s second taxable 
year) to allocate all the partnership net tax-
able income for that year to O. Future part-
nership net taxable loss is to be allocated to 
O, and future partnership net taxable income 
to P, until the allocation of income to O in 
the partnership’s second taxable year is off-
set. It is further agreed orally that in the 
event the partnership is liquidated prior to 
completion of such offset, O’s capital ac-
count will be adjusted downward to the ex-
tent of one-half of the allocations of income 
to O in the partnership’s second taxable year 
that have not been offset by other alloca-
tions, P’s capital account will be adjusted 
upward by a like amount, and liquidation 
proceeds will be distributed in accordance 
with the partners’ adjusted capital account 
balances. As a result of this oral amendment, 
all allocations of partnership net taxable in-
come and net taxable loss made pursuant to 
the amendment executed at the beginning of 
the partnership’s second taxable year lack 
economic effect and will be disregarded. 
Under the partnership agreement other allo-
cations are made equally to O and P, and O 
and P will share equally in liquidation pro-
ceeds, indicating that the partners’ interests 
in the partnership are equal. Thus, the dis-
regarded allocations will be reallocated 
equally between the partners under para-
graph (b)(3) of this section. 

(ii) Assume the same facts as in (i) except 
that there is no agreement that O’s and P’s 
capital accounts will be adjusted downward 
and upward, respectively, to the extent of 
one-half of the partnership net taxable in-
come allocated to O in the partnership’s sec-
ond taxable year that is not offset subse-
quently by other allocations. The income of 
the partnership is generated primarily by 
fixed interest payments received with re-
spect to highly rated corporate bonds, which 
are expected to produce sufficient net tax-
able income prior to the end of the partner-
ship’s seventh taxable year to offset in large 
part the net taxable income to be allocated 
to O in the partnership’s second taxable 
year. Thus, at the time the allocations are 
made part of the partnership agreement, 
there is a strong likelihood that the alloca-
tion of net taxable income to be made to O 
in the second taxable year will be offset in 
large part within 5 taxable years thereafter. 
These allocations have economic effect. 
However, the economic effect of the alloca-
tion of partnership net taxable income to O 
in the partnership’s second taxable year, as 
well as the offsetting allocations to P, is not 
substantial under the test contained in para-
graph (b)(2)(iii)(c) of this section because 
there is a strong likelihood that the net in-
creases or decreases in O’s and P’s capital ac-
counts will be the same at the end of the 
partnership’s seventh taxable year with such 
allocations as they would have been in the 
absence of such allocations, and the total 
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taxes of O and P for the taxable years to 
which such allocations relate will be reduced 
as a result of such allocations. If in fact the 
partnership, in its taxable years 3 through 7, 
realizes sufficient net taxable income to off-
set the amount allocated to O in the second 
taxable year, the allocations provided in the 
partnership agreement will be reallocated 
equally between the partners under para-
graph (b)(3) of this section. 

Example 9. Q and R form a limited partner-
ship with contributions of $20,000 and 
$180,000, respectively. Q, the limited partner, 
is a corporation that has $2,000,000 of net op-
erating loss carryforwards that will not ex-
pire for 8 years. Q does not expect to have 
sufficient income (apart from the income of 
the partnership) to absorb any of such net 
operating loss carryforwards. R, the general 
partner, is a corporation that expects to be 
in the 46 percent marginal tax bracket for 
several years. The partnership agreement 
provides that the partners’ capital accounts 
will be determined and maintained in ac-
cordance with paragraph (b)(2)(iv) of this 
section, distributions in liquidation of the 
partnership (or any partner’s interest) will 
be made in accordance with the partners’ 
positive capital account balances, and any 
partner with a deficit balance in his capital 
account following the liquidation of his in-
terest must restore that deficit to the part-
nership (as set forth in paragraphs 
(b)(2)(ii)(b) (2) and (3) of this section). The 
partnership’s cash, together with the pro-
ceeds of an $800,000 loan, are invested in as-
sets that are expected to produce taxable in-
come and cash flow (before debt service) of 
approximately $150,000 a year for the first 8 
years of the partnership’s operations. In ad-
dition, it is expected that the partnership’s 
total taxable income in its first 8 taxable 
years will not exceed $2,000,000. The partner-
ship’s $150,000 of cash flow in each of its first 
8 years will be used to retire the $800,000 
loan. The partnership agreement provides 
that partnership net taxable income will be 
allocated 90 percent to Q and 10 percent to R 
in the first through eighth partnership tax-
able years, and 90 percent to R and 10 percent 
to Q in all subsequent partnership taxable 
years. Net taxable loss will be allocated 90 
percent to R and 10 percent to Q in all part-
nership taxable years. All distributions of 
cash from the partnership to partners (other 
than the priority distributions to Q de-
scribed below) will be made 90 percent to R 
and 10 percent to Q. At the end of the part-
nership’s eighth taxable year, the amount of 
Q’s capital account in excess of one-ninth of 
R’s capital account on such date will be des-
ignated as Q’s ‘‘excess capital account.’’ Be-
ginning in the ninth taxable year of the part-
nership, the undistributed portion of Q’s ex-
cess capital account will begin to bear inter-
est (which will be paid and deducted under 
section 707(c) at a rate of interest below the 

rate that the partnership can borrow from 
commercial lenders, and over the next sev-
eral years (following the eight year) the 
partnership will make priority cash distribu-
tions to Q in prearranged percentages of Q’s 
excess capital account designed to amortize 
Q’s excess capital account and the interest 
thereon over a prearranged period. In addi-
tion, the partnership’s agreement prevents Q 
from causing his interest in the partnership 
from being liquidated (and thereby receiving 
the balance in his capital account) without 
R’s consent until Q’s excess capital account 
has been eliminated. The below market rate 
of interest and the period over which the am-
ortization will take place are prescribed such 
that, as of the end of the partnership’s 
eighth taxable year, the present value of Q’s 
right to receive such priority distributions is 
approximately 46 percent of the amount of 
Q’s excess capital account as of such date. 
However, because the partnership’s income 
for its first 8 taxable years will be realized 
approximately ratably over that period, the 
present value of Q’s right to receive the pri-
ority distributions with respect to its excess 
capital account is, as of the date the partner-
ship agreement is entered into, less than the 
present value of the additional Federal in-
come taxes for which R would be liable if, 
during the partnership’s first 8 taxable 
years, all partnership income were to be allo-
cated 90 percent to R and 10 to Q. The alloca-
tions of partnership taxable income to Q and 
R in the first through eighth partnership 
taxable years have economic effect. How-
ever, such economic effect is not substantial 
under the general rules set forth in para-
graph (b)(2)(iii) of this section. This is true 
because R may enhance his after-tax eco-
nomic consequences, on a present value 
basis, as a result of the allocations to Q of 90 
percent of partnership’s income during tax-
able years 1 through 8, and there is a strong 
likelihood that neither R nor Q will substan-
tially diminish its after-tax economic con-
sequences, on a present value basis, as a re-
sult of such allocation. Accordingly, partner-
ship taxable income for partnership taxable 
years 1 through 8 will be reallocated in ac-
cordance with the partners’ interests in the 
partnership under paragraph (b)(3) of this 
section. 

Example 10. (i) S and T form a general part-
nership to operate a travel agency. The part-
nership agreement provides that the part-
ners’ capital accounts will be determined 
and maintained in accordance with para-
graph (b)(2)(iv) of this section, distributions 
in liquidation of the partnership (or any 
partner’s interest) will be made in accord-
ance with the partners’ positive capital ac-
count balances, and any partner with a def-
icit balance in his capital account following 
the liquidation of his interest must restore 
that deficit to the partnership (as set forth 
in paragraphs (b)(2)(ii)(b) (2) and (3) of this 
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section). The partnership agreement pro-
vides that T, a resident of a foreign country, 
will be allocated 90 percent, and S 10 percent, 
of the income, gain, loss, and deduction de-
rived from operations conducted by T within 
his country, and all remaining income, gain, 
loss, and deduction will be allocated equally. 
The amount of such income, gain, loss, or de-
duction cannot be predicted with any reason-
able certainty. The allocations provided by 
the partnership agreement have substantial 
economic effect. 

(ii) Assume the same facts as in (i) except 
that the partnership agreement provides 
that all income, gain, loss, and deduction of 
the partnership will be shared equally, but 
that T will be allocated all income, gain, 
loss, and deduction derived from operations 
conducted by him within his country as a 
part of his equal share of partnership in-
come, gain, loss, and deduction, upon to the 
amount of such share. Assume the total tax 
liability of S and T for each year to which 
these allocations relate will be reduced as a 
result of such allocation. These allocations 
have economic effect. However, such eco-
nomic effect is not substantial under the test 
stated in paragraph (b)(2)(iii)(b) of this sec-
tion because, at the time the allocations be-
came part of the partnership agreement, 
there is a strong likelihood that the net in-
creases and decreases to S’s and T’s capital 
accounts will be the same at the end of each 
partnership taxable year with such alloca-
tions as they would have been in the absence 
of such allocations, and that the total tax li-
ability of S and T for each year to which 
such allocations relate will be reduced as a 
result of such allocations. Thus, all items of 
partnership income, gain, loss, and income, 
gain, loss, and deduction will be reallocated 
equally between S and T under paragraph 
(b)(3) of this section. 

Example 11. (i) U and V share equally all in-
come, gain, loss, and deduction of the UV 
general partnership, as well as all non-liqui-
dating distributions made by the partner-
ship. The partnership agreement provides 
that the partners’ capital accounts will be 
determined and maintained in accordance 
with paragraph (b)(2)(iv) of this section, dis-
tributions in liquidation of the partnership 
(or any partner’s interest) will be made in 
accordance with the partners’ positive cap-
ital account balances, and any partner with 
a deficit balance in his capital account fol-
lowing the liquidation of his interest must 
restore such deficit to the partnership (as set 
forth in paragraphs (b)(2)(ii)(b) (2) and (3) of 
this section). The agreement further pro-
vides that the partners will be allocated 
equal shares of any section 705(a)(2)(B) ex-
penditures of the partnership. In the partner-
ship’s first taxable year, it pays qualified 
first-year wages of $6,000 and is entitled to a 
$3,000 targeted jobs tax credit under sections 
44B and 51 of the Code. Under section 280C 

the partnership must reduce its deduction 
for wages paid by the $3,000 credit claimed 
(which amount constitutes a section 
705(a)(2)(B) expenditure). The partnership 
agreement allocates the credit to U. Al-
though the allocations of wage deductions 
and section 705(a)(2)(B) expenditures have 
substantial economic effect, the allocation 
of tax credit cannot have economic effect 
since it cannot properly be reflected in the 
partners’ capital accounts. Furthermore, the 
allocation is not in accordance with the spe-
cial partners’ interests in the partnership 
rule contained in paragraph (b)(4)(ii) of this 
section. Under that rule, since the expenses 
that gave rise to the credit are shared equal-
ly by the partners, the credit will be shared 
equally between U and V. 

(ii) Assume the same facts as in (i) and 
that at the beginning of the partnership’s 
second taxable year, the partnership agree-
ment is amended to allocate to U all wage 
expenses incurred in that year (including 
wage expenses that constitute section 
705(a)(2)(B) expenditures) whether or not 
such wages qualify for the credit. The part-
nership agreement contains no offsetting al-
locations. That taxable year the partnership 
pays $8,000 in total wages to its employees. 
Assume that the partnership has operating 
income equal to its operating expenses (ex-
clusive of expenses for wages). Assume fur-
ther that $6,000 of the $8,000 wage expense 
constitutes qualified first-year wages. U is 
allocated the $3,000 deduction and the $3,000 
section 705(a)(2)(B) expenditure attributable 
to the $6,000 of qualified first-year wages, as 
well as the deduction for the other $2,000 in 
wage expenses. The allocations of wage de-
ductions and section 705(a)(2)(B) expendi-
tures have substantial economic effect. Fur-
thermore, since the wage credit is allocated 
in the same proportion as the expenses that 
gave rise to the credit, and the allocation of 
those expenses has substantial economic ef-
fect, the allocation of such credit to U is in 
accordance with the special partners’ inter-
ests in the partnership rule contained in 
paragraph (b)(4)(ii) of this section and is rec-
ognized thereunder. 

Example 12. (i) W and X form a general 
partnership for the purpose of mining iron 
ore. W makes an initial contribution of 
$75,000, and X makes an initial contribution 
of $25,000. The partnership agreement pro-
vides that non-liquidating distributions will 
be made 75 percent to W and 25 percent to X, 
and that all items of income, gain, loss, and 
deduction will be allocated 75 percent to W 
and 25 percent to X, except that all percent-
age depletion deductions will be allocated to 
W. The agreement further provides that the 
partners’ capital accounts will be deter-
mined and maintained in accordance with 
paragraphs (b)(2)(iv) of this section, distribu-
tions in liquidation of the partnership (or 
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any partner’s interest) will be made in ac-
cordance with the partners’ positive capital 
account balances, and any partner with a 
deficit balance in his capital account fol-
lowing the liquidation of his interest must 
restore such deficit to the partnership (as set 
forth in paragraphs (b)(2)(ii)(b) (2) and (3) of 
this section). Assume that the adjusted tax 
basis of the partnership’s only depletable 
iron ore property is $1,000 and that the per-
centage depletion deduction for the taxable 
year with respect to such property is $1,500. 
The allocation of partnership income, gain, 
loss, and deduction (excluding the percent-
age depletion deduction) as well as the allo-
cation of $1,000 of the percentage depletion 
deduction have substantial economic effect. 
The allocation to W of the remaining $500 of 
the percentage depletion deduction, rep-
resenting the excess of percentage depletion 
over adjusted tax basis of the iron ore prop-
erty, cannot have economic effect since such 
amount cannot properly be reflected in the 
partners’ capital accounts. Furthermore, the 
allocation to W of that $500 excess percent-
age depletion deduction is not in accordance 
with the special partners’ interests in the 
partnership rule contained in paragraph 
(b)(4)(iii) of this section, under which such 
$500 excess depletion deduction (and all fur-
ther percentage depletion deductions from 
the mine) will be reallocated 75 percent to W 
and 25 percent to X. 

(ii) Assume the same facts as in (i) except 
that the partnership agreement provides 
that all percentage depletion deductions of 
the partnership will be allocated 75 percent 
to W and 25 percent to X. Once again, the al-
location of partnership income, gain, loss, 
and deduction (excluding the percentage de-
pletion deduction) as well as the allocation 
of $1,000 of the percentage depletion deduc-
tion have substantial economic effect. Fur-
thermore, since the $500 portion of the per-
centage depletion deduction that exceeds the 
adjusted basis of such iron ore property is al-
located in the same manner as valid alloca-
tions of the gross income from such property 
during the taxable year (i.e., 75 percent to W 
and 25 percent to X), the allocation of the 
$500 excess percentage depletion contained in 
the partnership agreement is in accordance 
with the special partners’ interests in the 
partnership rule contained in paragraph 
(b)(4)(iii) of this section. 

Example 13. (i) Y and Z form a brokerage 
general partnership for the purpose of invest-
ing and trading in marketable securities. Y 
contributes cash of $10,000, and Z contributes 
securities of P corporation, which have an 
adjusted basis of $3,000 and a fair market 
value of $10,000. The partnership would not 
be an investment company under section 
351(e) if it were incorporated. The partner-
ship agreement provides that the partners’ 
capital accounts will be determined and 
maintained in accordance with paragraph 

(b)(2)(iv) of this section, distributions in liq-
uidation of the partnership (or any partner’s 
interest) will be made in accordance with the 
partners’ positive capital account balances, 
and any partner with a deficit balance in his 
capital account following the liquidation of 
his interest must restore that deficit to the 
partnership (as set forth in paragraphs 
(b)(2)(ii)(b) (2) and (3) of this section). The 
partnership uses the interim closing of the 
books method for purposes of section 706. 
The initial capital accounts of Y and Z are 
fixed at $10,000 each. The agreement further 
provides that all partnership distributions, 
income, gain, loss, deduction, and credit will 
be shared equally between Y and Z, except 
that the taxable gain attributable to the 
precontribution appreciation in the value of 
the securities of P corporation will be allo-
cated to Z in accordance with section 704(c). 
During the partnership’s first taxable year, 
it sells the securities of P corporation for 
$12,000, resulting in a $2,000 book gain ($12,000 
less $10,000 book value) and a $9,000 taxable 
gain ($12,000 less $3,000 adjusted tax basis). 
The partnership has no other income, gain, 
loss, or deductions for the taxable year. The 
gain from the sale of the securities is allo-
cated as follows: 

Y Z 

Tax Book Tax Book 

Capital account 
upon formation $10,000 $10,000 $3,000 $10,000 

Plus: gain ........... 1,000 1,000 8,000 1,000 

Capital ac-
count at 
end of 
year 1 .. $11,000 $11,000 $11,000 $11,000 

The allocation of the $2,000 book gain, $1,000 
each to Y and Z, has substantial economic 
effect. Furthermore, under section 704(c) the 
partners’ distributive shares of the $9,000 
taxable gain are $1,000 to Y and $8,000 to Z. 

(ii) Assume the same facts as in (i) and 
that at the beginning of the partnership’s 
second taxable year, it invests its $22,000 of 
cash in securities of G Corp. The G Corp. se-
curities increase in value to $40,000, at which 
time Y sells 50 percent of his partnership in-
terest (i.e., a 25 percent interest in the part-
nership) to LK for $10,000. The partnership 
does not have a section 754 election in effect 
for the partnership taxable year during 
which such sale occurs. In accordance with 
paragraph (b)(2)(iv)(l) of this section, the 
partnership agreement provides that LK in-
herits 50 percent of Y’s $11,000 capital ac-
count balance. Thus, following the sale, LK 
and Y each have a capital account of $5,500, 
and Z’s capital account remains at $11,000. 
Prior to the end of the partnership’s second 
taxable year, the securities are sold for their 
$40,000 fair market value, resulting in an 
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$18,000 taxable gain ($40,000 less $22,000 ad-
justed tax basis). The partnership has no 
other income, gain, loss, or deduction in 
such taxable year. Under the partnership 
agreement the $18,000 taxable gain is allo-
cated as follows: 

Y Z LK 

Capital account before sale 
of securities ...................... $5,500 $11,000 $5,500 

Plus: gain ............................. 4,500 9,000 4,500 

Capital account at 
end of year 2 ......... $10,000 $20,000 $10,000 

The allocation of the $18,000 taxable gain has 
substantial economic effect. 

(iii) Assume the same facts as in (ii) except 
that the partnership has a section 754 elec-
tion in effect for the partnership taxable 
year during which Y sells 50 percent of his 
interest to LK. Accordingly, under § 1.743–1 
there is a $4,500 basis increase to the G Corp. 
securities with respect to LK. Notwith-
standing this basis adjustment, as a result of 
the sale of the G Corp. securities, LK’s cap-
ital account is, as in (ii), increased by $4,500. 
The fact that LK recognizes no taxable gain 
from such sale (due to his $4,500 section 743 
basis adjustment) is irrelevant for capital 
accounting purposes since, in accordance 
with paragraph (b)(2)(iv)(m)(2) of this sec-
tion, that basis adjustment is disregarded in 
the maintenance and computation of the 
partners’ capital accounts. 

(iv) Assume the same facts as in (iii) ex-
cept that immediately following Y’s sale of 
50 percent of this interest to LK, the G Corp. 
securities decrease in value to $32,000 and are 
sold. The $10,000 taxable gain ($32,000 less 
$22,000 adjusted tax basis) is allocated as fol-
lows: 

Y Z LK 

Capital account before sale 
of securities ...................... $5,500 $11,000 $5,500 

Plus: gain ............................. 2,500 5,000 2,500 

Capital account at 
end of the year 2 .. $8,000 $16,000 $8,000 

The fact that LK recognizes a $2,000 taxable 
loss from the sale of the G Corp. securities 
(due to his $4,500 section 743 basis adjust-
ment) is irrelevant for capital accounting 
purposes since, in accordance with paragraph 
(b)(2)(iv)(m)(2) of this section, that basis ad-
justment is disregarded in the maintenance 
and computation of the partners’ capital ac-
counts. 

(v) Assume the same facts as in (ii) except 
that Y sells 100 percent of his partnership in-
terest (i.e., a 50 percent interest in the part-
nership) to LK for $20,000. Under section 
708(b)(1)(B) the partnership terminates. 
Under paragraph (b)(1)(iv) of § 1.708–1, there is 
a constructive liquidation of the partnership. 

Immediately preceding the constructive liq-
uidation, the capital accounts of Z and LK 
equal $11,000 each (LK having inherited Y’s 
$11,000 capital account) and the book value of 
the G Corp. securities is $22,000 (original pur-
chase price of securities). Under paragraph 
(b)(2)(iv)(l) of this section, the deemed con-
tribution of assets and liabilities by the ter-
minated partnership to the new partnership 
and the deemed liquidation of the termi-
nated partnership that occur under § 1.708– 
1(b)(1)(iv) in connection with the construc-
tive liquidation of the terminated partner-
ship are disregarded in the maintenance and 
computation of the partners’ capital ac-
counts. As a result, the capital accounts of Z 
and LK in the new partnership equal $11,000 
each (their capital accounts in the termi-
nated partnership immediately prior to the 
termination), and the book value of the G 
Corp. securities remains $22,000 (its book 
value immediately prior to the termination). 
This Example 13(v) applies to terminations of 
partnerships under section 708(b)(1)(B) occur-
ring on or after May 9, 1997; however, this Ex-
ample 13(v) may be applied to terminations 
occurring on or after May 9, 1996, provided 
that the partnership and its partners apply 
this Example 13(v) to the termination in a 
consistent manner. 

Example 14. (i) MC and RW form a general 
partnership to which each contributes 
$10,000. The $20,000 is invested in securities of 
Ventureco (which are not readily tradable on 
an established securities market). In each of 
the partnership’s taxable years, it recognizes 
operating income equal to its operating de-
ductions (excluding gain or loss from the 
sale of securities). The partnership agree-
ment provides that the partners’ capital ac-
counts will be determined and maintained in 
accordance with paragraph (b)(2)(iv) of this 
section, distributions in liquidation of the 
partnership (or any partner’s interest) will 
be made in accordance with the partners’ 
positive capital account balances, and any 
partner with a deficit balance in his capital 
account following the liquidation of his in-
terest must restore that deficit to the part-
nership (as set forth in paragraphs 
(b)(2)(ii)(b)(2) and (3) of this section). The 
partnership uses the interim closing of the 
books method for purposes of section 706. As-
sume that the Ventureco securities subse-
quently appreciate in value to $50,000. At 
that time SK makes a $25,000 cash contribu-
tion to the partnership (thereby acquiring a 
one-third interest in the partnership), and 
the $25,000 is placed in a bank account. Upon 
SK’s admission to the partnership, the cap-
ital accounts of MC and RW (which were 
$10,000 each prior to SK’s admission) are, in 
accordance with paragraph (b)(2)(iv)(f) of 
this section, adjusted upward (to $25,000 
each) to reflect their shares of the unrealized 
appreciation in the Ventureco securities that 
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occurred before SK was admitted to the part-
nership. Immediately after SK’s admission 
to the partnership, the securities are sold for 
their $50,000 fair market value, resulting in 
taxable gain of $30,000 ($50,000 less $20,000 ad-
justed tax basis) and no book gain or loss. An 
allocation of the $30,000 taxable gain cannot 
have economic effect since it cannot prop-
erly be reflected in the partners’ book cap-
ital accounts. Under paragraph (b)(2)(iv)(f) of 

this section and the special partners’ inter-
ests in the partnership rule contained in 
paragraph (b)(4)(i) of this section, unless the 
partnership agreement provides that the 
$30,000 taxable gain will, in accordance with 
section 704(c) principles, be shared $15,000 to 
MC and $15,000 to RW, the partners’ capital 
accounts will not be considered maintained 
in accordance with paragraph (b)(2)(iv) of 
this section. 

MC RW SK 

Tax Book Tax Book Tax Book 

Capital account following SK’s admission .................... $10,000 $25,000 $10,000 $25,000 $25,000 $25,000 
Plus: gain ...................................................................... 15,000 0 15,000 0 0 0 

Capital account following sale ...................................... $25,000 $25,000 $25,000 $25,000 $25,000 $25,000 

(ii) Assume the same facts as (i), except 
that after SK’s admission to the partnership, 
the Ventureco securities appreciate in value 
to $74,000 and are sold, resulting in taxable 
gain of $54,000 ($74,000 less $20,000 adjusted 
tax basis) and book gain of $24,000 ($74,000 
less $50,000 book value). Under the partner-
ship agreement the $24,000 book gain (the ap-
preciation in value occurring after SK be-
came a partner) is allocated equally among 
MC, RW, and SK, and such allocations have 
substantial economic effect. An allocation of 
the $54,000 taxable gain cannot have eco-

nomic effect since it cannot properly be re-
flected in the partners’ book capital ac-
counts. Under paragraph (b)(2)(iv)(f) of this 
section and the special partners’ interests in 
the partnership rule contained in paragraph 
(b)(4)(i) of this section, unless the partner-
ship agreement provides that the taxable 
gain will, in accordance with section 704(c) 
principles, be shared $23,000 to MC $23,000 to 
RW, and $8,000 to SK, the partners’ capital 
accounts will not be considered maintained 
in accordance with paragraph (b)(2)(iv) of 
this section. 

MC RW SK 

Tax Book Tax Book Tax Book 

Capital account following SK’s admission .................... $10,000 $25,000 $10,000 $25,000 $25,000 $25,000 
Plus: gain ...................................................................... 23,000 8,000 23,000 8,000 8,000 8,000 

Capital account following sale ................. $33,000 $33,000 $33,000 $33,000 $33,000 $33,000 

(iii) Assume the same facts as (i) except 
that after SK’s admission to the partnership, 
the Ventureco securities depreciate in value 
to $44,000 and are sold, resulting in taxable 
gain of $24,000 ($44,000 less $20,000 adjusted 
tax basis) and a book loss of $6,000 ($50,000 
book value less $44,000). Under the partner-
ship agreement the $6,000 book loss is allo-
cated equally among MC, RW, and SK, and 
such allocations have substantial economic 
effect. An allocation of the $24,000 taxable 
gain cannot have economic effect since it 

cannot properly be reflected in the partners’ 
book capital accounts. Under paragraph 
(b)(2)(iv)(f) of this section and the special 
partners’ interests in the partnership rule 
contained in paragraph (b)(4)(i) of this sec-
tion, unless the partnership agreement pro-
vides that the $24,000 taxable gain will, in ac-
cordance with section 704(c) principles, be 
shared equally between MC and RW, the 
partners’ capital accounts will not be consid-
ered maintained in accordance with para-
graph (b)(2)(iv) of this section. 

MC RW SK 

Tax Book Tax Book Tax Book 

Capital account following SK’s admission .............. $10,000 $25,000 $10,000 $25,000 $25,000 $25,000 
Plus: gain ................................................................ 12,000 0 12,000 0 0 0 
Less: loss ................................................................ 0 (2,000 ) 0 (2,000 ) 0 (2,000 ) 

Capital account following sale ........... $22,000 $23,000 $22,000 $23,000 $25,000 $25,000 
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That SK bears an economic loss of $2,000 
without a corresponding taxable loss is at-
tributable entirely to the ‘‘ceiling rule.’’ See 
paragraph (c)(2) of § 1.704–1. 

(iv) Assume the same facts as in (ii) except 
that upon the admission of SK the capital 
accounts of MC and RW are not each ad-
justed upward from $10,000 to $25,000 to re-
flect the appreciation in the partnership’s se-
curities that occurred before SK was admit-
ted to the partnership. Rather, upon SK’s ad-
mission to the partnership, the partnership 
agreement is amended to provide that the 
first $30,000 of taxable gain upon the sale of 
such securities will be allocated equally be-
tween MC and RW, and that all other in-
come, gain, loss, and deduction will be allo-
cated equally between MC, RW, and SK. 
When the securities are sold for $74,000, the 
$54,000 of taxable gain is so allocated. These 
allocations of taxable gain have substantial 
economic effect. (If the agreement instead 
provides for all taxable gain (including the 
$30,000 taxable gain attributable to the ap-
preciation in the securities prior to SK’s ad-
mission to the partnership) to be allocated 
equally between MC, RW, and SK, the part-
ners should consider whether, and to what 
extent, the provisions of paragraphs (b)(1) 
(iii) and (iv) of this section are applicable.) 

(v) Assume the same facts as in (iv) except 
that instead of selling the securities, the 
partnership makes a distribution of the secu-
rities (which have a fair market value of 
$74,000). Assume the distribution does not 
give rise to a transaction described in sec-
tion 707(a)(2)(B). In accordance with para-
graph (b)(2)(iv)(e) of this section, the part-
ners’ capital accounts are adjusted imme-
diately prior to the distribution to reflect 

how taxable gain ($54,000) would have been 
allocated had the securities been sold for 
their $74,000 fair market value, and capital 
account adjustments in respect of the dis-
tribution of the securities are made with ref-
erence to the $74,000 ‘‘booked-up’’ fair mar-
ket value. 

MC RW SK 

Capital account before 
adjustment ................. $10,000 $10,000 $25,000 

Deemed sale adjustment 23,000 23,000 8,000 
Less: distribution ........... (24,667 ) (24,667 ) (24,667 ) 

Capital account 
after distribution $8,333 $8,333 $8,333 

(vi) Assume the same facts as in (i) except 
that the partnership does not sell the 
Ventureco securities. During the next 3 
years the fair market value of the Ventureco 
securities remains at $50,000, and the part-
nership engages in no other investment ac-
tivities. Thus, at the end of that period the 
balance sheet of the partnership and the 
partners’ capital accounts are the same as 
they were at the beginning of such period. At 
the end of the 3 years, MC’s interest in the 
partnership is liquidated for the $25,000 cash 
held by the partnership. Assume the dis-
tribution does not give rise to a transaction 
described in section 707(a)(2)(B). Assume fur-
ther that the partnership has a section 754 
election in effect for the taxable year during 
which such liquidation occurs. Under sec-
tions 734(b) and 755 the partnership increases 
the basis of the Ventureco securities by the 
$15,000 basis adjustment (the excess of $25,000 
over the $10,000 adjusted tax basis of MC’s 
partnership interest). 

MC RW SK 

Tax Book Tax Book Tax Book 

Capital account before distribution ........................... $10,000 $25,000 $10,000 $25,000 $25,000 $25,000 
Plus: basis adjustment .............................................. 15,000 0 0 0 0 0 
Less: distribution ....................................................... (25,000 ) (25,000 ) 0 0 0 0 

Capital account account after liquidation .................. 0 0 $10,000 $25,000 $25,000 $25,000 

(vii) Assume the same facts as in (vi) ex-
cept that the partnership has no section 754 

election in effect for the taxable year during 
which such liquidation occurs. 

MC RW SK 

Tax Book Tax Book Tax Book 

Capital account before distribution ........................... $10,000 $25,000 $10,000 $25,000 $25,000 $25,000 
Less: distribution ....................................................... (25,000 ) (25,000 ) 0 0 0 0 

Capital account after liquidation ................................ ($15,000 ) 0 $10,000 $25,000 $25,000 $25,000 

Following the liquidation of MC’s interest in 
the partnership, the Ventureco securities are 
sold for their $50,000 fair market value, re-

sulting in no book gain or loss but a $30,000 
taxable gain. An allocation of this $30,000 
taxable gain cannot have economic effect 
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since it cannot properly be reflected in the 
partners’ book capital accounts. Under para-
graph (b)(2)(iv)(f) of this section and the spe-
cial partners’ interests in the partnership 
rule contained in paragraph (b)(4)(i) of this 
section, unless the partnership agreement 
provides that $15,000 of such taxable gain 
will, in accordance with section 704(c) prin-
ciples, be included in RW’s distributive 
share, the partners’ capital accounts will not 
be considered maintained in accordance with 
paragraph (b)(2)(iv) of this section. The re-
maining $15,000 of such gain will, under para-
graph (b)(3) of this section, be shared equally 
between RW and SK. 

Example 15. (i) JB and DK form a limited 
partnership for the purpose of purchasing 
residential real estate to lease. JB, the lim-
ited partner, contributes $13,500, and DK, the 
general partner, contributes $1,500. The part-
nership, which uses the cash receipts and dis-
bursements method of accounting, purchases 
a building for $100,000 (on leased land), incur-
ring a recourse mortgage of $85,000 that re-
quires the payment of interest only for a pe-
riod of 3 years. The partnership agreement 
provides that partnership net taxable income 
and loss will be allocated 90 percent to JB 
and 10 percent to DK, the partners’ capital 
accounts will be determined and maintained 
in accordance with paragraph (b)(2)(iv) of 
this section, distributions in liquidation of 
the partnership (or any partner’s interest) 
will be made in accordance with the part-
ners’ positive capital account balances (as 
set forth in paragraph (b)(2)(ii)(b)(2) of this 
section), and JB is not required to restore 
any deficit balance in his capital account, 
but DK is so required. The partnership agree-
ment contains a qualified income offset (as 
defined in paragraph (b)(2)(ii)(d) of this sec-
tion). As of the end of each of the partner-
ship’s first 3 taxable years, the items de-
scribed in paragraphs (b)(2)(ii)(d)(4), (5), and 
(6) of this section are not reasonably ex-
pected to cause or increase a deficit balance 
in JB’s capital account. In the partnership’s 
first taxable year, it has rental income of 
$10,000, operating expenses of $2,000, interest 
expense of $8,000, and cost recovery deduc-
tions of $12,000. Under the partnership agree-
ment JB and DK are allocated $10,800 and 
$1,200, respectively, of the $12,000 net taxable 
loss incurred in the partnership’s first tax-
able year. 

JB DK 

Capital account upon formation ........ $13,500 $1,500 
Less: year 1 net loss ......................... (10,800 ) (1,200 ) 

Capital account at end of year 1 ....... $2,700 $300 

The alternate economic effect test contained 
in paragraph (b)(2)(ii)(d) of this section is 
satisfied as of the end of the partnership’s 
first taxable year. Thus, the allocation made 

in the partnership’s first taxable year has 
economic effect. 

(ii) Assume the same facts as in (i) and 
that in the partnership’s second taxable year 
it again has rental income of $10,000, oper-
ating expenses of $2,000, interest expense of 
$8,000, and cost recovery deductions of 
$12,000. Under the partnership agreement JB 
and DK are allocated $10,800 and $1,200, re-
spectively, of the $12,000 net taxable loss in-
curred in the partnership’s second taxable 
year. 

JB DK 

Capital account at beginning of year 
1 ..................................................... $2,700 $300 

Less: year 2 net loss ......................... (10,800 ) (1,200 ) 

Capital account at end 
of year 2 ................... ($8,100 ) ($900 ) 

Only $2,700 of the $10,800 net taxable loss al-
located to JB satisfies the alternate eco-
nomic effect test contained in paragraph 
(b)(2)(ii)(d) of this section as of the end of the 
partnership’s second taxable year. The allo-
cation of such $2,700 net taxable loss to JB 
(consisting of $2,250 of rental income, $450 of 
operating expenses, $1,800 of interest ex-
pense, and $2,700 of cost recovery deductions) 
has economic effect. The remaining $8,100 of 
net taxable loss allocated by the partnership 
agreement to JB must be reallocated in ac-
cordance with the partners’ interests in the 
partnership. Under paragraph (b)(3)(iii) of 
this section, the determination of the part-
ners’ interests in the remaining $8,100 net 
taxable loss is made by comparing how dis-
tributions (and contributions) would be made 
if the partnership sold its property at its ad-
justed tax basis and liquidated immediately 
following the end of the partnership’s first 
taxable year with the results of such a sale 
and liquidation immediately following the 
end of the partnership’s second taxable year. 
If the partnership’s real property were sold 
for its $88,000 adjusted tax basis and the part-
nership were liquidated immediately fol-
lowing the end of the partnership’s first tax-
able year, the $88,000 sales proceeds would be 
used to repay the $85,000 note, and there 
would be $3,000 remaining in the partnership, 
which would be used to make liquidating dis-
tributions to DK and JB of $300 and $2,700, re-
spectively. If such property were sold for its 
$76,000 adjusted tax basis and the partnership 
were liquidated immediately following the 
end of the partnership’s second taxable year, 
DK would be required to contribute $9,000 to 
the partnership in order for the partnership 
to repay the $85,000 note, and there would be 
no assets remaining in the partnership to 
distribute. A comparison of these outcomes 
indicates that JB bore $2,700 and DK $9,300 of 
the economic burden that corresponds to the 
$12,000 net taxable loss. Thus, in addition to 
the $1,200 net taxable loss allocated to DK 
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under the partnership agreement, $8,100 of 
net taxable loss will be reallocated to DK 
under paragraph (b)(3)(iii) of this section. 
Similarly, for subsequent taxable years, ab-
sent an increase in JB’s capital account, all 
net taxable loss allocated to JB under the 
partnership agreement will be reallocated to 
DK. 

(iii) Assume the same facts as in (ii) and 
that in the partnership’s third taxable year 
there is rental income of $35,000, operating 
expenses of $2,000, interest expense of $8,000, 
and cost recovery deductions of $10,000. The 
capital accounts of the partners maintained 
on the books of the partnership do not take 
into account the reallocation to DK of the 
$8,100 net taxable loss in the partnership’s 
second taxable year. Thus, an allocation of 
the $15,000 net taxable income $13,500 to JB 
and $1,500 to DK (as dictated by the partner-
ship agreement and as reflected in the cap-
ital accounts of the partners) does not have 
economic effect. The partners’ interests in 
the partnership with respect to such $15,000 
taxable gain again is made in the manner de-
scribed in paragraph (b) (3) (iii) of this sec-
tion. If the partnership’s real property were 
sold for its $76,000 adjusted tax basis and the 
partnership were liquidated immediately fol-
lowing the end of the partnership’s second 
taxable year, DK would be required to con-
tribute $9,000 to the partnership in order for 
the partnership to repay the $85,000 note, and 
there would be no assets remaining to dis-
tribute. If such property were sold for its 
$66,000 adjusted tax basis and the partnership 
were liquidated immediately following the 
end of the partnership’s third taxable year, 
the $91,000 ($66,000 sales proceeds plus $25,000 
cash on hand) would be used to repay the 
$85,000 note and there would be $6,000 remain-
ing in the partnership, which would be used 
to make liquidating distributions to DK and 
JB of $600 and $5,400, respectively. Accord-
ingly, under paragraph (b) (3) (iii) of this sec-
tion the $15,000 net taxable income in the 
partnership’s third taxable year will be re-
allocated $9,600 to DK (minus $9,000 at end of 
the second taxable year to positive $600 at 
end of the third taxable year) and $5,400 to 
JB (zero at end of the second taxable year to 
positive $5,400 at end of the third taxable 
year). 

Example 16. (i) KG and WN form a limited 
partnership for the purpose of investing in 
improved real estate. KG, the general part-
ner, contributes $10,000 to the partnership, 
and WN, the limited partner, contributes 
$990,000 to the partnership. The $1,000,000 is 
used to purchase an apartment building on 
leased land. The partnership agreement pro-
vides that (1) the partners’ capital accounts 
will be determined and maintained in ac-
cordance with paragraph (b)(2)(iv) of this 
section; (2) cash will be distributed first to 
WN until such time as he has received the 
amount of his original capital contribution 

($990,000), next to KG until such time as he 
has received the amount of his original cap-
ital contribution ($10,000), and thereafter 
equally between WN and KG; (3) partnership 
net taxable income will be allocated 99 per-
cent to WN and 1 percent to KG until the cu-
mulative net taxable income allocated for all 
taxable years is equal to the cumulative net 
taxable loss previously allocated to the part-
ners, and thereafter equally between WN and 
KG; (4) partnership net taxable loss will be 
allocated 99 percent to WN and 1 percent to 
KG, unless net taxable income has pre-
viously been allocated equally between WN 
and KG, in which case such net taxable loss 
first will be allocated equally until the cu-
mulative net taxable loss allocated for all 
taxable years is equal to the cumulative net 
taxable income previously allocated to the 
partners; and (5) upon liquidation, WN is not 
required to restore any deficit balance in his 
capital account, but KG is so required. Since 
distributions in liquidation are not required 
to be made in accordance with the partners’ 
positive capital account balances, and since 
WN is not required, upon the liquidation of 
his interest, to restore the deficit balance in 
his capital account to the partnership, the 
allocations provided by the partnership 
agreement do not have economic effect and 
will be reallocated in accordance with the 
partners’ interests in the partnership under 
paragraph (b) (3) of this section. 

(ii) Assume the same facts as in (i) except 
that the partnership agreement further pro-
vides that distributions in liquidation of the 
partnership (or any partner’s interest) are to 
be made in accordance with the partners’ 
positive capital account balances (as set 
forth in paragraph (b)(2)(ii)(b)(2) of this sec-
tion). Assume further that the partnership 
agreement contains a qualified income offset 
(as defined in paragraph (b)(2)(ii)(d) of this 
section) and that, as of the end of each part-
nership taxable year, the items described in 
paragraphs (b)(2)(iii)(d) (4), (5), and (6) of this 
section are not reasonably expected to cause 
or increase a deficit balance in WN’s capital 
account. The allocations provided by the 
partnership agreement have economic effect. 

Example 17. FG and RP form a partnership 
with FG contributing cash of $100 and RP 
contributing property, with 2 years of cost 
recovery deductions remaining, that has an 
adjusted tax basis of $80 and a fair market 
value of $100. The partnership, FG, and RP 
have calendar taxable years. The partnership 
agreement provides that the partners’ cap-
ital accounts will be determined and main-
tained in accordance with paragraph 
(b)(2)(iv) of this section, liquidation proceeds 
will be made in accordance with capital ac-
count balances, and each partner is liable to 
restore the deficit balance in his capital ac-
count to the partnership upon liquidation of 
his interest (as set forth in paragraphs 
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(b)(2)(ii)(b) (2) and (3) of this section). FG ex-
pects to be in a substantially higher tax 
bracket than RP in the partnership’s first 
taxable year. In the partnership’s second 
taxable year, and in subsequent taxable 
years, it is expected that both will be in ap-
proximately equivalent tax brackets. The 
partnership agreement allocates all items 
equally except that all $50 of book deprecia-
tion is allocated to FG in the partnership’s 
first taxable year and all $50 of book depre-
ciation is allocated to RP in the partner-
ship’s second taxable year. If the allocation 
to FG of all book depreciation in the part-
nership’s first taxable year is respected, FG 
would be entitled under section 704(c) to the 
entire cost recovery deduction ($40) for such 
year. Likewise, if the allocation to RP of all 
the book depreciation in the partnership’s 
second taxable year is respected, RP would 
be entitled under section 704(c) to the entire 
cost recovery deduction ($40) for such year. 
The allocation of book depreciation to FG 
and RP in the partnership’s first 2 taxable 
years has economic effect within the mean-
ing of paragraph (b)(2)(ii) of this section. 
However, the economic effect of these alloca-
tions is not substantial under the test de-
scribed in paragraph (b)(2)(iii)(c) of this sec-
tion since there is a strong likelihood at the 
time such allocations became part of the 
partnership agreement that at the end of the 
2-year period to which such allocations re-
late, the net increases and decreases to FG’s 
and RP’s capital accounts will be the same 
with such allocations as they would have 
been in the absence of such allocation, and 
the total tax liability of FG and RP for the 
taxable years to which the section 704(c) de-
terminations relate would be reduced as a re-
sult of the allocations of book depreciation. 
As a result the allocations of book deprecia-
tion in the partnership agreement will be 
disregarded. FG and RP will be allocated 
such book depreciation in accordance with 
the partners’ interests in the partnership 
under paragraph (b)(3) of this section. Under 
these facts the book depreciation deductions 
will be reallocated equally between the part-
ners, and section 704(c) will be applied with 
reference to such reallocation of book depre-
ciation. 

Example 18. (i) WM and JL form a general 
partnership by each contributing $300,000 
thereto. The partnership uses the $600,000 to 
purchase an item of tangible personal prop-
erty, which it leases out. The partnership 
elects under section 48 (q)(4) to reduce the 
amount of investment tax credit in lieu of 
adjusting the tax basis of such property. The 
partnership agreement provides that (1) the 
partners’ capital account will be determined 
and maintained in accordance with para-
graph (b)(2)(iv) of this section, (2) distribu-
tions in liquidation of the partnership (or 
any partner’s interest) will be made in ac-
cordance with the partners’ positive capital 

account balances (as set forth in paragraph 
(b)(2)(ii)(b)(2) of this section), (3) any partner 
with a deficit balance in his capital account 
following the liquidation of his interest must 
restore that deficit to the partnership (as set 
forth in paragraph (b)(2)(ii)(b)(3) of this sec-
tion), (4) all income, gain, loss, and deduc-
tion of the partnership will be allocated 
equally between the partners, and (5) all non- 
liquidating distributions of the partnership 
will be made equally between the partners. 
Assume that in each of the partnership’s tax-
able years, it recognizes operating income 
equal to its operating deductions (excluding 
cost recovery and depreciation deductions 
and gain or loss on the sale of its property). 
During its first 2 taxable years, the partner-
ship has an additional $200,000 cost recovery 
deduction in each year. Pursuant to the 
partnership agreement these items are allo-
cated equally between WM and JL. 

WM JL 

Capital account upon formation .... $300,000 $300,000 
Less: Net loss for years 1 and 2 ... (200,000 ) (200,000 ) 

Capital account at 
end of year 2 ........ $100,000 $100,000 

The allocations made in the partnership’s 
first 2 taxable years have substantial eco-
nomic effect. 

(ii) Assume the same facts as in (i) and 
that MK is admitted to the partnership at 
the beginning of the partnership’s third tax-
able year. At the time of his admission, the 
fair market value of the partnership prop-
erty is $600,000. MK contributes $300,000 to 
the partnership in exchange for an equal one- 
third interest in the partnership, and, as per-
mitted under paragraph (b)(2)(iv)(g), the cap-
ital accounts of WM and JL are adjusted up-
ward to $300,000 each to reflect the fair mar-
ket value of partnership property. In addi-
tion, the partnership agreement is modified 
to provide that depreciation and gain or loss, 
as computed for tax purposes, with respect 
to the partnership property that appreciated 
prior to MK’s admission will be shared 
among the partners in a manner that takes 
account of the variation between such prop-
erty’s $200,000 adjusted tax basis and its 
$600,000 book value in accordance with para-
graph (b)(2)(iv)(f) and the special rule con-
tained in paragraph (b)(4)(i) of this section. 
Depreciation and gain or loss, as computed 
for book purposes, with respect to such prop-
erty will be allocated equally among the 
partners and, in accordance with paragraph 
(b)(2)(iv)(g) of this section, will be reflected 
in the partner’s capital accounts, as will all 
other partnership income, gain, loss, and de-
duction. Since the requirements of 
(b)(2)(iv)(g) of this section are satisfied, the 
capital accounts of the partners (as adjusted) 
continue to be maintained in accordance 
with paragraph (B)(2)(iv) of this section. 
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(iii) Assume the same facts as in (ii) and 
that immediately after MK’s admission to 
the partnership, the partnership property is 
sold for $600,000, resulting in a taxable gain 
of $400,000 ($600,000 less $200,000 adjusted tax 
basis) and no book gain or loss, and the part-
nership is liquidated. An allocation of the 
$400,000 taxable gain cannot have economic 
effect because such gain cannot properly be 

reflected in the partners’ book capital ac-
counts. Consistent with the special partners’ 
interests in the partnership rule contained in 
paragraph (b)(4)(i) of this section, the part-
nership agreement provides that the $400,000 
taxable gain will, in accordance with section 
704(c) principles, be shared equally between 
WM and JL. 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 3 ......................... $100,000 $300,000 $100,000 $300,000 $300,000 $300,000 
Plus: gain ...................................................................... 200,000 0 200,000 0 0 0 

Capital account before liquidation ........... $300,000 $300,000 $300,000 $300,000 $300,000 $300,000 

The $900,000 of partnership cash ($600,000 
sales proceeds plus $300,000 contributed by 
MK) is distributed equally among WM, JL, 
and MK in accordance with their adjusted 
positive capital account balances, each of 
which is $300,000. 

(iv) Assume the same facts as in (iii) ex-
cept that prior to liquidation the property 

appreciates and is sold for $900,000, resulting 
in a taxable gain of $700,000 ($900,000 less 
$200,000 adjusted tax basis) and a book gain 
of $300,000 ($900,000 less $600,000 book value). 
Under the partnership agreement the $300,000 
of book gain is allocated equally among the 
partners, and such allocation has substantial 
economic effect. 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 3 ......................... $100,000 $300,000 $100,000 $300,000 $300,000 $300,000 
Plus: gain ...................................................................... 300,000 100,000 300,000 100,000 100,000 100,000 

Capital account before liquidation ........... $400,000 $400,000 $400,000 $400,000 $400,000 $400,000 

Consistent with the special partners’ inter-
ests in the partnership rule contained in 
paragraph (b)(4)(i) of this section, the part-
nership agreement provides that the $700,000 
taxable gain is, in accordance with section 
704(c) principles, shared $300,000 to JL, 
$300,000 to WM, and $100,000 to MK. This en-
sures that (1) WM and JL share equally the 
$400,000 taxable gain that is attributable to 
appreciation in the property that occurred 
prior to MK’s admission to the partnership 
in the same manner as it was reflected in 
their capital accounts upon MK’s admission, 

and (2) WM, JL, and MK share equally the 
additional $300,000 taxable gain in the same 
manner as they shared the $300,000 book 
gain. 

(v) Assume the same facts as in (ii) except 
that shortly after MK’s admission the prop-
erty depreciates and is sold for $450,000, re-
sulting in a taxable gain of $250,000 ($450,000 
less $200,000 adjusted tax basis) and a book 
loss of $150,000 (450,000 less $600,000 book 
value). Under the partnership agreement 
these items are allocated as follow: 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 3 ................... $100,000 $300,000 $100,000 $300,000 $300,000 $300,000 
Plus: gain ................................................................ 125,000 0 125,000 0 0 0 
Less: loss ................................................................ 0 (50,000 ) 0 (50,000 ) 0 (50,000 ) 

Capital account before liquidation ..... $225,000 $250,000 $225,000 $250,000 $300,000 $250,000 

The $150,000 book loss is allocated equally 
among the partners, and such allocation has 
substantial economic effect. Consistent with 
the special partners’ interests in the partner-
ship rule contained in paragraph (b)(4)(i) of 

this section, the partnership agreement pro-
vides that the $250,000 taxable gain is, in ac-
cordance with section 704(c) principles, 
shared equally between WM and JL. The fact 
that MK bears an economic loss of $50,000 
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without a corresponding taxable loss is at-
tributable entirely to the ‘‘ceiling rule.’’ See 
paragraph (c)(2) of § 1.704–1. 

(vi) Assume the same facts as in (ii) except 
that the property depreciates and is sold for 
$170,000, resulting in a $30,000 taxable loss 
($200,000 adjusted tax basis less $170,000) and 
a book loss of $430,000 ($600,000 book value 
less $170,000). The book loss of $430,000 is allo-

cated equally among the partners ($143,333 
each) and has substantial economic effect. 
Consistent with the special partners’ inter-
ests in the partnership rule contained in 
paragraph (b)(4)(i) of this section, the part-
nership agreement provides that the entire 
$30,000 taxable loss is, in accordance with 
section 704(c) principles, included in MK’s 
distributive share. 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 3 ................. $100,000 $300,000 $100,000 $300,000 $300,000 $300,000 
Less Loss .............................................................. 0 (143,333 ) 0 (143,333 ) (30,000 ) (143,333 ) 

Capital account before liquidation ......................... $100,000 $156,667 $100,000 $156,667 $270,000 $156,667 

(vii) Assume the same facts as in (ii) and 
that during the partnership’s third taxable 
year, the partnership has an additional 
$100,000 cost recovery deduction and $300,000 
book depreciation deduction attributable to 
the property purchased by the partnership in 
its first taxable year. The $300,000 book de-
preciation deduction is allocated equally 
among the partners, and that allocation has 
substantial economic effect. Consistent with 
the special partners’ interests in the partner-
ship rule contained in paragraph (b)(4)(i) of 

this section, the partnership agreement pro-
vides that the $100,000 cost recovery deduc-
tion for the partnership’s third taxable year 
is, in accordance with section 704(c) prin-
ciples, included in MK’s distributive share. 
This is because under these facts those prin-
ciples require MK to include the cost recov-
ery deduction for such property in his dis-
tributive share up to the amount of the book 
depreciation deduction for such property 
properly allocated to him. 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 3 ................. $100,000 $300,000 $100,000 $300,000 $300,000 $300,000 
Less: recovery/depreciation deduction for year 3 0 (100,000 ) 0 (100,000 ) (100,000 ) (100,000 ) 

Capital account at end of year 3 .......................... $100,000 $200,000 $100,000 $200,000 $200,000 $200,000 

(viii) Assume the same facts as in (vii) ex-
cept that upon MK’s admission the partner-
ship property has an adjusted tax basis of 
$220,000 (instead of $200,000), and thus the 
cost recovery deduction for the partnership’s 
third taxable year is $110,000. Assume further 
that upon MK’s admission WM and JL have 
adjusted capital account balances of $110,000 
and $100,000, respectively. Consistent with 
the special partners’ interests in the partner-
ship rule contained in paragraph (b)(4)(i) of 
this section, the partnership agreement pro-
vides that the excess $10,000 cost recovery de-
duction ($110,000 less $100,000 included in 
MK’s distributive share) is, in accordance 
with section 704 (c) principles, shared equally 
between WM and JL and is so included in 
their respective distributive shares for the 
partnership’s third taxable year. 

(ix) Assume the same facts as in (vii) ex-
cept that upon MK’s admission the partner-
ship agreement is amended to allocate the 
first $400,000 of book depreciation and loss on 
partnership property equally between WM 

and JL and the last $200,000 of such book de-
preciation and loss to MK. Assume such allo-
cations have substantial economic effect. 
Pursuant to this amendment the $300,000 
book depreciation deduction in the partner-
ship’s third taxable year is allocated equally 
between WM and JL. Consistent with the 
special partners’ interests in the partnership 
rule contained in paragraph (b)(4)(i) of this 
section, the partnership agreement provides 
that the $100,000 cost recovery deduction is, 
in accordance with section 704(c) principles, 
shared equally between WM and JL. In the 
partnership’s fourth taxable year, it has a 
$60,000 cost recovery deduction and a $180,000 
book depreciation deduction. Under the 
amendment described above, the $180,000 
book depreciation deduction is allocated 
$50,000 to WM, $50,000 to JL, and $80,000 to 
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MK. Consistent with the special partners’ in-
terests in the partnership rule contained in 
paragraph (b)(4)(i) of this section, the part-
nership agreement provides that the $60,000 

cost recovery deduction is, in accordance 
with section 704(c) principles, included en-
tirely in MK’s distributive share. 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 3 ............. $100,000 $300,000 $100,000 $300,000 $300,000 $300,000 
Less: 

(a) recovery/depreciation deduction 
for year 3 ......................................... (50,000 ) (150,000 ) (50,000 ) (150,000 ) 0 0 

(b) recovery/depreciation deduction 
for year 4 ......................................... 0 (50,000 ) 0 (50,000 ) (60,000 ) (80,000 ) 

Capital account at end of year 4 $50,000 $100,000 $50,000 $100,000 $240,000 $220,000 

(x) Assume the same facts as in (vii) and 
that at the beginning of the partnership’s 
third taxable year, the partnership purchases 
a second item of tangible personal property 
for $300,000 and elects under section 48(q) (4) 
to reduce the amount of investment tax 
credit in lieu of adjusting the tax basis of 
such property. The partnership agreement is 
amended to allocate the first $150,000 of cost 
recovery deductions and loss from such prop-
erty to WM and the next $150,000 of cost re-
covery deductions and loss from such prop-
erty equally between JL and MK. Thus, in 
the partnership’s third taxable year it has, 
in addition to the items specified in (vii), a 
cost recovery and book depreciation deduc-
tion of $100,000 attributable to the newly ac-

quired property, which is allocated entirely 
to WM. 
As in (vii), the allocation of the $300,000 book 
depreciation attributable to the property 
purchased in the partnership’s first taxable 
year equally among the partners has sub-
stantial economic effect, and consistent with 
the special partners’ interests in the partner-
ship rule contained in paragraph (b)(4)(i) of 
this section, the partnership agreement 
properly provides for the entire $100,000 cost 
recovery deduction attributable to such 
property to be included in MK’s distributive 
share. Furthermore, the allocation to WM of 
the $100,000 cost recovery deduction attrib-
utable to the property purchased in the part-
nership’s third taxable year has substantial 
economic effect. 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 3 ............... $100,000 $300,000 $100,000 $300,000 $300,000 $300,000 
Less: 

(a) recovery/depreciation deduction for 
property bought in year 1 .................. 0 (100,000 ) 0 (100,000 ) (100,000 ) (100,000 ) 

(b) recovery/depreciation deduction for 
property bought in year 3 .................. (100,000 ) (100,000 ) 0 0 0 0 

Capital account at end of year 3 ... 0 $100,000 $100,000 $200,000 $200,000 $200,000 

(xi) Assume the same facts as in (x) and 
that at the beginning of the partnership’s 
fourth taxable year, the properties purchased 
in the partnership’s first and third taxable 
years are disposed of for $90,000 and $180,000, 
respectively, and the partnership is liq-
uidated. With respect to the property pur-
chased in the first taxable year, there is a 
book loss of $210,000 ($300,000 book value less 
$90,000) and a taxable loss of $10,000 ($100,000 
adjusted tax basis less $90,000). The book loss 
is allocated equally among the partners, and 
such allocation has substantial economic ef-
fect. Consistent with the special partners’ in-
terests in the partnership rule contained in 

paragraph (b)(4)(i) of this section, the part-
nership agreement provides that the taxable 
loss of $10,000 will, in accordance with sec-
tion 704(c) principles, be included entirely in 
MK’s distributive share. With respect to the 
property purchased in the partnership’s third 
taxable year, there is a book and taxable loss 
of $20,000. Pursuant to the partnership agree-
ment this loss is allocated entirely to WM, 
and such allocation has substantial eco-
nomic effect. 
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WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 4 ............... 0 $100,000 $100,000 $200,000 $200,000 $200,000 
Less: 

(a) loss on property bought in year 1 ... 0 (70,000 ) 0 (70,000 ) (10,000 ) (70,000 ) 
(b) loss on property bought in year 3 ... (20,000 ) (20,000 ) 0 0 0 0 

Capital account before liquidation ($20,000 ) $10,000 $100,000 $130,000 $190,000 $130,000 

Partnership liquidation proceeds ($270,000) 
are properly distributed in accordance with 
the partners’ adjusted positive book capital 
account balances ($10,000 to WM, $130,000 to 
JL and $130,000 to MK). 

(xii) Assume the same facts as in (x) and 
that in the partnership’s fourth taxable year 
it has a cost recovery deduction of $60,000 
and book depreciation deduction of $180,000 
attributable to the property purchased in the 
partnership’s first taxable year, and a cost 
recovery and book depreciation deduction of 
$100,000 attributable to the property pur-
chased in the partnership’s third taxable 
year. The $180,000 book depreciation deduc-
tion attributable to the property purchased 
in the partnership’s first taxable year is allo-

cated equally among the partners, and such 
allocation has substantial economic effect. 
Consistent with the special partners’ inter-
ests in the partnership rule contained in 
paragraph (b)(4)(i) of this section, the part-
nership agreement provides that the $60,000 
cost recovery deduction attributable to the 
property purchased in the first taxable year 
is, in accordance with section 704(c) prin-
ciples, included entirely in MK’s distributive 
share. Furthermore, the $100,000 cost recov-
ery deduction attributable to the property 
purchased in the third taxable year is allo-
cated $50,000 to WM, $25,000 to JL, and $25,000 
to MK, and such allocation has substantial 
economic effect. 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 4 ............. 0 $100,000 $100,000 $200,000 $200,000 $200,000 
Less: 

(a) recovery/depreciation deduction 
for property bought in year 1 .......... 0 (60,000 ) 0 (60,000 ) (60,000 ) (60,000 ) 

(b) recovery/depreciation deduction 
for property bought in year 3 .......... (50,000 ) (50,000 ) (25,000 ) (25,000 ) (25,000 ) (25,000 ) 

Capital account at end of year 4 ($50,000 ) ($10,000 ) $75,000 $115,000 $115,000 $115,000 

At the end of the partnership’s fourth tax-
able year the adjusted tax bases of the part-
nership properties acquired in its first and 
third taxable years are $40,000 and $100,000, 
respectively. If the properties are disposed of 
at the beginning of the partnership’s fifth 

taxable year for their adjusted tax bases, 
there would be no taxable gain or loss, a 
book loss of $80,000 on the property pur-
chased in the partnership’s first taxable year 
($120,000 book value less $40,000), and cash 
available for distribution of $140,000. 

WM JL MK 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 5 ................. ($50,000 ) ($10,000 ) $75,000 $115,000 $115,000 $115,000 
Less: loss .............................................................. 0 (26,667 ) 0 (26,667 ) 0 (26,667 ) 

Capital account before liquidation ... ($50,000 ) ($36,667 ) $75,000 $88,333 $115,000 $88,333 

If the partnership is then liquidated, the 
$140,000 of cash on hand plus the $36,667 bal-
ance that WM would be required to con-
tribute to the partnership (the deficit bal-
ance in his book capital account) would be 
distributed equally between JL and MK in 
accordance with their adjusted positive book 
capital account balances. 

(xiii) Assume the same facts as in (i). Any 
tax preferences under section 57(a)(12) attrib-
utable to the partnership’s cost recovery de-
ductions in the first 2 taxable years will be 
taken into account equally by WM and JL. If 
the partnership agreement instead provides 
that the partnership’s cost recovery deduc-
tions in its first 2 taxable years are allocated 
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25 percent to WM and 75 percent to JL (and 
such allocations have substantial economic 
effect), the tax preferences attributable to 
such cost recovery deductions would be 
taken into account 25 percent by WM and 75 
percent by JL. The conclusion in the pre-
vious sentence is unchanged even if the part-
nership’s operating expenses (exclusive of 
cost recovery and depreciation deductions) 
exceed its operating income in each of the 
partnership’s first 2 taxable years, the re-
sulting net loss is allocated entirely to WM, 
and the cost recovery deductions are allo-
cated 25 percent to WM and 75 percent to JL 
(provided such allocations have substantial 
economic effect). If the partnership agree-
ment instead provides that all income, gain, 
loss, and deduction (including cost recovery 
and depreciations) are allocated equally be-
tween JL and WM, the tax preferences at-
tributable to the cost recovery deductions 
would be taken into account equally by JL 
and WM. In this case, if the partnership has 
a $100,000 cost recovery deduction in its first 
taxable year and an additional net loss of 
$100,000 in its first taxable year (i.e., its oper-
ating expenses exceed its operating income 
by $100,000) and purports to categorize JL’s 
$100,000 distributive share of partnership loss 
as being attributable to the cost recovery de-
duction and WM’s $100,000 distributive share 
of partnership loss as being attributable to 
the net loss, the economic effect of such allo-
cations is not substantial, and each partner 
will be allocated one-half of all partnership 
income, gain, loss, and deduction and will 
take into account one-half of the tax pref-
erences attributable to the cost recovery de-
ductions. 

Example 19. (i) DG and JC form a general 
partnership for the purpose of drilling oil 
wells. DG contributes an oil lease, which has 
a fair market value and adjusted tax basis of 
$100,000. JC contributes $100,000 in cash, 
which is used to finance the drilling oper-
ations. The partnership agreement provides 
that DG is credited with a capital account of 
$100,000, and JC is credited with a capital ac-
count of $100,000. The agreement further pro-
vides that the partners’ capital accounts will 
be determined and maintained in accordance 
with paragraph (b)(2)(iv) of this section, dis-
tributions in liquidation of the partnership 
(or any partner’s interest) will be made in 
accordance with the partners’ positive cap-
ital account balances, and any partner with 
a deficit balance in his capital account fol-
lowing the liquidation of his interest must 
restore such deficit to the partnership (as set 
forth in paragraphs (b)(2)(ii)(b) (2) and (3) of 
this section. The partnership chooses to ad-
just capital accounts on a simulated cost de-
pletion basis and elects under section 48(q)(4) 
to reduce the amount of investment tax 
credit in lieu of adjusting the basis of its sec-
tion 38 property. The agreement further pro-
vides that (1) all additional cash require-

ments of the partnership will be borne equal-
ly by DG and JC, (2) the deductions attrib-
utable to the property (including money) 
contributed by each partner will be allocated 
to such partner, (3) all other income, gain, 
loss, and deductions (and item thereof) will 
be allocated equally between DG and JC, and 
(4) all cash from operations will be distrib-
uted equally between DG and JC. In the part-
nership’s first taxable year $80,000 of partner-
ship intangible drilling cost deductions and 
$20,000 of cost recovery deductions on part-
nership equipment are allocated to JC, and 
the $100,000 basis of the lease is, for purposes 
of the depletion allowance under sections 611 
and 613A(c)(7)(D), allocated to DG. The allo-
cations of income, gain, loss, and deduction 
provided in the partnership agreement have 
substantial economic effect. Furthermore, 
since the allocation of the entire basis of the 
lease to DG will not result in capital account 
adjustments (under paragraph (b)(2)(iv)(k) of 
this section) the economic effect of which is 
insubstantial, and since all other partnership 
allocations are recognized under this para-
graph, the allocation of the $100,000 adjusted 
basis of the lease to DG is, under paragraph 
(b)(4)(v) of this section, recognized as being 
in accordance with the partners’ interests in 
partnership capital for purposes of section 
613A(c)(7)(D). 

(ii) Assume the same facts as in (i) except 
that the partnership agreement provides 
that (1) all additional cash requirements of 
the partnership for additional expenses will 
be funded by additional contributions from 
JC, (2) all cash from operations will first be 
distributed to JC until the excess of such 
cash distributions over the amount of such 
additional expense equals his initial $100,000 
contributions, (3) all deductions attributable 
to such additional operating expenses will be 
allocated to JC, and (4) all income will be al-
located to JC until the aggregate amount of 
income allocated to him equals the amount 
of partnership operating expenses funded by 
his initial $100,000 contribution plus the 
amount of additional operating expenses 
paid from contributions made solely by him. 
The allocations of income, gain, loss, and de-
duction provided in partnership agreement 
have economic effect. In addition, the eco-
nomic effect of the allocations provided in 
the agreement is substantial. Because the 
partnership’s drilling activities are suffi-
ciently speculative, there is not a strong 
likelihood at the time the disproportionate 
allocations of loss and deduction to JC are 
provided for by the partnership agreement 
that the economic effect of such allocations 
will be largely offset by allocations of in-
come. In addition, since the allocation of the 
entire basis of the lease to DG will not result 
in capital account adjustments (under para-
graph (b)(2)(iv)(k) of this section) the eco-
nomic effect of which is insubstantial, and 
since all other partnership allocations are 
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recognized under this paragraph, the alloca-
tion of the adjusted basis of the lease to DG 
is, under paragraph (b)(4)(v) of this section, 
recognized as being in accordance with the 
partners’ interests in partnership capital 
under section 613A(c)(7)(D). 

(iii) Assume the same facts as in (i) except 
that all distributions, including those made 
upon liquidation of the partnership, will be 
made equally between DG and JC, and no 
partner is obligated to restore the deficit 
balance in his capital account to the part-
nership following the liquidation of his in-
terest for distribution to partners with posi-
tive capital account balances. Since liquida-
tion proceeds will be distributed equally be-
tween DG and JC irrespective of their capital 
account balances, and since no partner is re-
quired to restore the deficit balance in his 
capital account to the partnership upon liq-
uidation (in accordance with paragraph 
(b)(2)(ii)(b)(3) of this section), the allocations 
of income, gain, loss, and deduction provided 
in the partnership agreement do not have 
economic effect and must be reallocated in 
accordance with the partners’ interests in 
the partnership under paragraph (b)(3) of this 
section. Under these facts all partnership in-
come, gain, loss, and deduction (and item 
thereof) will be reallocated equally between 
JC and DG. Furthermore, the allocation of 
the $100,000 adjusted tax basis of the lease of 
DG is not, under paragraph (b)(4)(v) of this 
section, deemed to be in accordance with the 
partners’ interests in partnership capital 
under section 613A(c)(7)(D), and such basis 
must be reallocated in accordance with the 
partners’ interests in partnership capital or 
income as determined under section 
613A(c)(7)(D). The results in this example 
would be the same if JC’s initial cash con-
tribution were $1,000,000 (instead of $100,000), 
but in such case the partners should consider 
whether, and to what extent, the provisions 
of paragraph (b)(1) of § 1.721–1, and principles 
related thereto, may be applicable. 

(iv) Assume the same facts as in (i) and 
that for the partnership’s first taxable year 
the simulated depletion deduction with re-
spect to the lease is $10,000. Since DG prop-
erly was allocated the entire depletable basis 
of the lease (such allocation having been rec-
ognized as being in accordance with DG’s in-
terest in partnership capital with respect to 
such lease), under paragraph (b)(2)(iv)(k)(1) of 
this section the partnership’s $10,000 simu-
lated depletion deduction is allocated to DG 
and will reduce his capital account accord-
ingly. If (prior to any additional simulated 
depletion deductions) the lease is sold for 
$100,000, paragraph (b)(4)(v) of this section re-
quires that the first $90,000 (i.e., the partner-
ship’s simulated adjusted basis in the lease) 
out of the $100,000 amount realized on such 
sale be allocated to DG (but does not directly 
affect his capital account). The partnership 
agreement allocates the remaining $10,000 

amount realized equally between JC and DG 
(but such allocation does not directly affect 
their capital accounts). This allocation of 
the $10,000 portion of amount realized that 
exceeds the partnership’s simulated adjusted 
basis in the lease will be treated as being in 
accordance with the partners’ allocable 
shares of such amount realized under section 
613A(c)(7)(D) because such allocation will not 
result in capital account adjustments (under 
paragraph (b)(2)(iv)(k) of this section) the 
economic effect of which is insubstantial, 
and all other partnership allocations are rec-
ognized under this paragraph. Under para-
graph (b)(2)(iv)(k) of this section, the part-
ners’ capital accounts are adjusted upward 
by the partnership’s simulated gain of $10,000 
($100,000 sales price less $90,000 simulated ad-
justed basis) in proportion to such partners’ 
allocable shares of the $10,000 portion of the 
total amount realized that exceeds the part-
nership’s $90,000 simulated adjusted basis 
($5,000 to JC and $5,000 to DG). If the lease is 
sold for $50,000, under paragraph (b)(4)(v) of 
this section the entire $50,000 amount real-
ized on the sale of the lease will be allocated 
to DG (but will not directly affect his capital 
account). Under paragraph (b)(2)(iv)(k) of 
this section the partners’ capital accounts 
will be adjusted downward by the partner-
ship’s $40,000 simulated loss ($50,000 sales 
price less $90,000 simulated adjusted basis) in 
proportion to the partners’ allocable shares 
of the total amount realized from the prop-
erty that represents recovery of the partner-
ship’s simulated adjusted basis therein. Ac-
cordingly, DG’s capital account will be re-
duced by such $40,000. 

Example 20. (i) A and B form AB, an eligible 
entity (as defined in § 301.7701–3(a) of this 
chapter), treated as a partnership for U.S. 
tax purposes. AB operates business M in 
country X and earns income from passive in-
vestments in country X. Country X imposes 
a 40 percent tax on business M income, which 
tax is a CFTE, but exempts from tax income 
from passive investments. In 2007, AB earns 
$100,000 of income from business M and 
$30,000 from passive investments and pays or 
accrues $40,000 of country X taxes. For pur-
poses of section 904(d), the income from busi-
ness M is general limitation income and the 
income from the passive investments is pas-
sive income. Pursuant to the partnership 
agreement, all partnership items, including 
CFTEs, from business M are allocated 60 per-
cent to A and 40 percent to B, and all part-
nership items, including CFTEs, from pas-
sive investments are allocated 80 percent to 
A and 20 percent to B. Accordingly, A is allo-
cated 60 percent of the business M income 
($60,000) and 60 percent of the country X 
taxes ($24,000), and B is allocated 40 percent 
of the business M income ($40,000) and 40 per-
cent of the country X taxes ($16,000). The in-
come from the passive investments is allo-
cated $24,000 to A and $6,000 to B. Assume 
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that allocations of all items other than 
CFTEs are valid. 

(ii) Because the partnership agreement 
provides for different allocations of the net 
income attributable to business M and the 
passive investments, the net income attrib-
utable to each is income in a separate CFTE 
category. See paragraph (b)(4)(viii)(c)(2) of 
this section. AB must determine the net in-
come in each CFTE category and the CFTEs 
allocable to each CFTE category. Under 
paragraph (b)(4)(viii)(c)(3) of this section, the 
net income in the business M CFTE category 
is the $100,000 attributable to business M and 
the net income in the passive investments 
CFTE category is the $30,000 attributable to 
the passive investments. Under paragraph 
(b)(4)(viii)(d) of this section, the $40,000 of 
country X taxes is allocated to the business 
M CFTE category and no portion of the 
country X taxes is allocated to the passive 
investments CFTE category. Therefore, the 
$40,000 of country X taxes are related to the 
$100,000 of net income in the business M 
CFTE category. See paragraph 
(b)(4)(viii)(c)(1) of this section. Because AB’s 
partnership agreement allocates the net in-
come from the business M CFTE category 60 
percent to A and 40 percent to B, and the 
country X taxes 60 percent to A and 40 per-
cent to B, the allocations of the CFTEs are 
in proportion to the distributive shares of in-
come to which the CFTEs relate. Because AB 
satisfies the requirement of paragraph 
(b)(4)(viii) of this section, the allocations of 
the country X taxes are deemed to be in ac-
cordance with the partners’ interests in the 
partnership. Because the business M income 
is general limitation income, all $40,000 of 
taxes are attributable to the general limita-
tion category. See § 1.904–6. 

Example 21. (i) A and B form AB, an eligible 
entity (as defined in § 301.7701–3(a) of this 
chapter), treated as a partnership for U.S. 
tax purposes. AB operates business M in 
country X and business N in country Y. 
Country X imposes a 40 percent tax on busi-
ness M income, country Y imposes a 20 per-
cent tax on business N income, and the coun-
try X and country Y taxes are CFTEs. In 
2007, AB has $100,000 of income from business 
M and $50,000 of income from business N. 
Country X imposes $40,000 of tax on the in-
come from business M and country Y im-
poses $10,000 of tax on the income of business 
N. Pursuant to the partnership agreement, 
all partnership items, including CFTEs, from 
business M are allocated 75 percent to A and 
25 percent to B, and all partnership items, 
including CFTEs, from business N are split 
evenly between A and B (50 percent each). 
Accordingly, A is allocated 75 percent of the 
income from business M ($75,000), 75 percent 
of the country X taxes ($30,000), 50 percent of 
the income from business N ($25,000), and 50 
percent of the country Y taxes ($5,000). B is 
allocated 25 percent of the income from busi-

ness M ($25,000), 25 percent of the country X 
taxes ($10,000), 50 percent of the income from 
business N ($25,000), and 50 percent of the 
country Y taxes ($5,000). Assume that alloca-
tions of all items other than CFTEs are 
valid. The income from business M and busi-
ness N is general limitation income for pur-
poses of section 904(d). 

(ii) Because the partnership agreement 
provides for different allocations of the net 
income attributable to businesses M and N, 
the net income attributable to each business 
is income in a separate CFTE category even 
though all of the income is in the general 
limitation category for section 904(d) pur-
poses. See paragraph (b)(4)(viii)(c)(2) of this 
section. Under paragraph (b)(4)(viii)(c)(3) of 
this section, the net income in the business 
M CFTE category is the $100,000 attributable 
to business M and the net income in the 
business N CFTE category is $50,000 attrib-
utable to business N. Under paragraph 
(b)(4)(viii)(d) of this section, the $40,000 of 
country X taxes is allocated to the business 
M CFTE category and the $10,000 of country 
Y taxes is allocated to the business N CFTE 
category. Therefore, the $40,000 of country X 
taxes are related to the $100,000 of net in-
come in the business M CFTE category and 
the $10,000 of country Y taxes are related to 
the $50,000 of net income in the business N 
CFTE category. See paragraph 
(b)(4)(viii)(c)(1) of this section. Because AB’s 
partnership agreement allocates the $40,000 
of country X taxes in the same proportion as 
the net income in the business M CFTE cat-
egory, and the $10,000 of country Y taxes in 
the same proportion as the net income in the 
business N CFTE category, the allocations of 
the country X taxes and the country Y taxes 
are in proportion to the distributive shares 
of income to which the foreign taxes relate. 
Because AB satisfies the requirements of 
paragraph (b)(4)(viii) of this section, the allo-
cations of the country X and country Y taxes 
are deemed to be in accordance with the 
partners’ interests in the partnership. 

Example 22. (i) The facts are the same as in 
Example 21, except that the partnership 
agreement provides for the following alloca-
tions. Depreciation attributable to machine 
X, which is used in business M, is allocated 
100 percent to A. B is allocated the first 
$20,000 of gross income attributable to busi-
ness N, which allocation does not result in a 
deduction under foreign law. All remaining 
items, except CFTEs, are allocated 50 per-
cent to A and 50 percent to B. For 2007, as-
sume that business M generates $120,000 of 
income, before taking into account deprecia-
tion attributable to machine X. The total 
amount of depreciation attributable to ma-
chine X is $20,000, which results in $100,000 of 
net income attributable to business M for 
U.S. and country X tax purposes. Business N 
generates $70,000 of gross income and has 
$20,000 of expenses, resulting in $50,000 of net 
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income for U.S. and country Y tax purposes. 
Pursuant to the partnership agreement, A is 
allocated $40,000 of the net income attrib-
utable to business M ($60,000 of business M 
income less $20,000 of depreciation attrib-
utable to machine X), and $15,000 of the net 
income attributable to business N. B is allo-
cated $60,000 of the net income attributable 
to business M and $35,000 of the net income 
attributable to business N ($20,000 of gross 
income, plus $15,000 of net income). 

(ii) As a result of the special allocations, 
the net income attributable to business M 
($100,000) is allocated 40 percent to A and 60 
percent to B. The net income attributable to 
business N ($50,000) is allocated 30 percent to 
A and 70 percent to B. Because the partner-
ship agreement provides for different alloca-
tions of the net income attributable to busi-
nesses M and N, the net income from each of 
businesses M and N is income in a separate 
CFTE category. See paragraph 
(b)(4)(viii)(c)(2) of this section. Under para-
graph (b)(4)(viii)(c)(3) of this section, the net 
income in the business M CFTE category is 
the $100,000 of net income attributable to 
business M and the net income in the busi-
ness N CFTE category is the $50,000 of net in-
come attributable to business N. Under para-
graph (b)(4)(viii)(d)(1) of this section, the 
$40,000 of country X taxes is allocated to the 
business M CFTE category and the $10,000 of 
country Y taxes is allocated to the business 
N CFTE category. Therefore, the $40,000 of 
country X taxes relates to the $100,000 of net 
income in the business M CFTE and the 
$10,000 of country Y taxes relates to the 
$50,000 of net income in the business N CFTE 
category. See paragraph (b)(4)(viii)(c)(1) of 
this section. The allocations of the country 
X taxes will be in proportion to the distribu-
tive shares of income to which they relate 
and will be deemed to be in accordance with 
the partners’ interests in the partnership if 
such taxes are allocated 40 percent to A and 
60 percent to B. The allocations of the coun-
try Y taxes will be in proportion to the dis-
tributive shares of income to which they re-
late and will be deemed to be in accordance 
with the partners’ interests in the partner-
ship if such taxes are allocated 30 percent to 
A and 70 percent to B. 

(iii) Assume that for 2008, all the facts are 
the same as in paragraph (i) of this Example 
22, except that business M generates $60,000 
of income before taking into account depre-
ciation attributable to machine X and coun-
try X imposes $16,000 of tax on the $40,000 of 
net income attributable to business M. Pur-
suant to the partnership agreement, A is al-
located 25 percent of the income from busi-
ness M ($10,000), and B is allocated 75 percent 
of the income from business M ($30,000). Allo-
cations of the country X taxes will be in pro-
portion to the distributive shares of income 
to which they relate and will be deemed to 
be in accordance with the partners’ interests 

in the partnership if such taxes are allocated 
25 percent to A and 75 percent to B. 

Example 23. (i) The facts are the same as in 
Example 21, except that AB does not actually 
receive the $50,000 of income accrued in 2007 
with respect to business N until 2008 and AB 
accrues and receives an additional $100,000 
with respect to business N in 2008. Also as-
sume that A, B, and AB each report taxable 
income on an accrual basis for U.S. tax pur-
poses and AB reports taxable income using 
the cash receipts and disbursements method 
of accounting for country X and country Y 
purposes. In 2007, AB pays or accrues country 
X taxes of $40,000. In 2008, AB pays or accrues 
country Y taxes of $30,000. Pursuant to the 
partnership agreement, in 2007, A is allo-
cated 75 percent of business M income 
($75,000) and country X taxes ($30,000) and 50 
percent of business N income ($25,000). B is 
allocated 25 percent of business M income 
($25,000) and country X taxes ($10,000) and 50 
percent of business N income ($25,000). In 
2008, A and B are each allocated 50 percent of 
the business N income ($50,000) and country 
Y taxes ($15,000). 

(ii) For 2007, the $40,000 of country X taxes 
paid or accrued by AB relates to the $100,000 
of net income in the business M CFTE cat-
egory. No portion of the country X taxes 
paid or accrued in 2007 relates to the $50,000 
of net income in the business N CFTE cat-
egory. For 2008, the net income in the busi-
ness N CFTE category is the $100,000 attrib-
utable to business N. See paragraph 
(b)(4)(viii)(c)(3) of this section. Under para-
graph (b)(4)(viii)(d)(1) of this section, $20,000 
of the country Y tax paid or accrued in 2008 
is allocated to the business N CFTE cat-
egory. The remaining $10,000 of country Y 
tax is allocated to the business N CFTE cat-
egory under paragraph (b)(4)(viii)(d)(2) of 
this section (relating to timing differences). 
Therefore, the $30,000 of country Y taxes paid 
or accrued by AB in 2008 is related to the 
$100,000 of net income in the business N 
CFTE category for 2008. See paragraph 
(b)(4)(viii)(c)(1) of this section. Because AB’s 
partnership agreement allocates the $40,000 
of country X taxes and the $30,000 of country 
Y taxes in proportion to the distributive 
shares of income to which the taxes relate, 
the allocations of the country X and country 
Y taxes satisfy the requirements of para-
graphs (b)(4)(viii)(a)(1) and (2) of this section 
and the allocations of the country X and Y 
taxes are deemed to be in accordance with 
the partners’ interests in the partnership 
under paragraph (b)(4)(viii) of this section. 

Example 24. (i) The facts are the same as in 
Example 21, except that businesses M and N 
are conducted by entities (DE1 and DE2, re-
spectively) that are corporations for country 
X and Y tax purposes and disregarded enti-
ties for U.S. tax purposes. Also, assume that 
DE1 makes payments of $75,000 during 2007 to 
DE2 that are deductible by DE1 for country 
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X tax purposes and includible in income of 
DE2 for country Y tax purposes. As a result 
of such payments, DE1 has taxable income of 
$25,000 for country X purposes on which 
$10,000 of taxes are imposed and DE2 has tax-
able income of $125,000 for country Y pur-
poses on which $25,000 of taxes are imposed. 
For U.S. tax purposes, $100,000 of AB’s in-
come is attributable to the activities of DE1 
and $50,000 of AB’s income is attributable to 
the activities of DE2. Pursuant to the part-
nership agreement, all partnership items, in-
cluding CFTEs, from business M are allo-
cated 75 percent to A and 25 percent to B, 
and all partnership items, including CFTEs, 
from business N are split evenly between A 
and B (50 percent each). Accordingly, A is al-
located 75 percent of the income from busi-
ness M ($75,000), 75 percent of the country X 
taxes ($7,500), 50 percent of the income from 
business N ($25,000), and 50 percent of the 
country Y taxes ($12,500). B is allocated 25 
percent of the income from business M 
($25,000), 25 percent of the country X taxes 
($2,500), 50 percent of the income from busi-
ness N ($25,000), and 50 percent of the country 
Y taxes ($12,500). 

(ii) Because the partnership agreement 
provides for different allocations of the net 
income attributable to businesses M and N, 
the net income attributable to each of busi-
ness M and business N is income in separate 
CFTE categories. See paragraph 
(b)(4)(viii)(c)(2) of this section. Under para-
graph (b)(4)(viii)(c)(3) of this section, the 
$100,000 of net income attributable to busi-
ness M is in the business M CFTE category 
and the $50,000 of net income attributable to 
business N is in the business N CFTE cat-
egory. Under paragraph (b)(4)(viii)(d)(1) of 
this section, the $10,000 of country X taxes is 
allocated to the business M CFTE category 
and $10,000 of the country Y taxes is allo-
cated to the business N CFTE category. 
Under paragraph (b)(4)(viii)(d)(3) of this sec-
tion, the additional $15,000 of country Y tax 
imposed with respect to the inter-branch 
payment is assigned to the business N CFTE 
category. Therefore, the $10,000 of country X 
taxes is related to the $100,000 of net income 
in the business M CFTE category and the 
$25,000 of country Y taxes is related to the 
$50,000 of net income in the business N CFTE 
category. See paragraph (b)(4)(viii)(c)(1) of 
this section. Because AB’s partnership agree-
ment allocates the $10,000 of country X taxes 
in the same proportion as the distributive 
shares of income to which the taxes relate 
and the $25,000 of country Y taxes in the 
same proportion as the distributive shares of 
income to which the taxes relate, AB satis-
fies the requirements of paragraph (b)(4)(viii) 
of this section and the allocations of the 
country X and country Y taxes are deemed 
to be in accordance with the partners’ inter-
ests in the partnership. No inference is in-
tended with respect to the application of 

other provisions to arrangements that in-
volve disregarded payments. See paragraph 
(b)(1)(iii) of this section (relating to the ef-
fect of sections of the Internal Revenue Code 
other than section 704(b)). 

(iii) Assume that the facts are the same as 
paragraph (i) of this Example 24, except that 
the partnership agreement provides that the 
$15,000 of country Y tax imposed with respect 
to the inter-branch payment is allocated 75 
percent to A ($11,250) and 25 percent to B 
($3,750) and that the remaining $10,000 of 
country Y tax is allocated 50 percent to A 
($5,000) and 50 percent to B ($5,000). Thus, the 
country Y taxes are allocated 65 percent to A 
and 35 percent to B while the income in the 
business N CFTE category is allocated 50 
percent to A and 50 percent to B. The alloca-
tions of the country Y tax are not deemed to 
be in accordance with the partners’ interests 
because they are not in proportion to the al-
locations of the distributive shares of income 
from the business N CFTE category. How-
ever, upon sufficient substantiation that 
$15,000 of country Y tax paid by DE2 with re-
spect to the $75,000 inter-branch payment re-
lates to income that is recognized by DE1 for 
U.S. tax purposes, the allocations of the 
country Y taxes may be established to be ac-
tually in accordance with the partners’ in-
terests in the partnership. The allocations of 
the $10,000 of country X taxes are deemed to 
be in accordance with the partners’ interests 
in the partnership because the country X 
taxes are allocated in the same proportion as 
the distributive shares of income to which 
they relate. 

(iv) Assume that the facts are the same as 
in paragraph (i) of this Example 24, except 
that in order to reflect the $75,000 payment 
from DE1 to DE2, the partnership agreement 
allocates $75,000 of the income attributable 
to business M equally between A and B (50 
percent each). Therefore, the total income 
attributable to business M is allocated 56.25 
percent to A (75 percent of $25,000 plus 50 per-
cent of $75,000) and 43.75 percent to B (25 per-
cent of $25,000 and 50 percent of $75,000). The 
allocation of the country X taxes (75 percent 
to A and 25 percent to B) is not deemed to be 
in accordance with the partners’ interests 
because it is not in proportion to the alloca-
tions of the distributive shares of income 
from the business M CFTE category. How-
ever, upon sufficient substantiation that all 
$10,000 of country X tax paid by DE1 relates 
to the $25,000 of DE1’s income that is shared 
in the same 75–25 ratio, the allocations of the 
country X taxes may be established to be ac-
tually in accordance with the partners’ in-
terests in the partnership. The allocations of 
the $25,000 of country Y taxes are deemed to 
be in accordance with the partners’ interests 
in the partnership because the country Y 
taxes are allocated in the same proportion as 
the distributive shares of income to which 
they relate. 
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Example 25. (i) A contributes $750,000 and B 
contributes $250,000 to form AB, an eligible 
entity (as defined in § 301.7701–3(a) of this 
chapter), treated as a partnership for U.S. 
tax purposes. AB operates business M in 
country X. Country X imposes a 20 percent 
tax on the net income from business M, 
which tax is a CFTE. In 2007, AB earns 
$300,000 of gross income, has deductible ex-
penses of $100,000, and pays or accrues $40,000 
of country X tax. Pursuant to the partner-
ship agreement, the first $100,000 of gross in-
come each year is allocated to A as a return 
on excess capital contributed by A. All re-
maining partnership items, including CFTEs, 
are split evenly between A and B (50 percent 
each). The gross income allocation is not de-
ductible in determining AB’s taxable income 
under country X law. Assume that alloca-
tions of all items other than CFTEs are 
valid. 

(ii) AB has a single CFTE category because 
all of AB’s net income is allocated in the 
same ratio. See paragraph (b)(4)(viii)(c)(2). 
Under paragraph (b)(4)(viii)(c)(3) of this sec-
tion, the net income in the single CFTE cat-
egory is $200,000. The $40,000 of taxes is allo-
cated to the single CFTE category and, thus, 
related to the $200,000 of net income in the 
single CFTE category. In 2007, AB’s partner-
ship agreement allocates $150,000 or 75 per-
cent of the net income to A ($100,000 attrib-
utable to the gross income allocation plus 
$50,000 of the remaining $100,000 of net in-
come) and $50,000 or 25 percent of the net in-
come to B. AB’s partnership agreement allo-
cates the country X taxes in accordance with 
the partners’ shares of partnership items re-
maining after the $100,000 gross income allo-
cation. Therefore, AB allocates the country 
X taxes 50 percent to A ($20,000) and 50 per-
cent to B ($20,000). AB’s allocations of coun-
try X taxes are not deemed to be in accord-
ance with the partners’ interests in the part-
nership under paragraph (b)(4)(viii) of this 
section, because they are not in proportion 
to the allocations of the distributive shares 
of income to which the country X taxes re-
late. Accordingly, the country X taxes will 
be reallocated according to the partners’ in-
terests in the partnership. Assuming that 
the partners do not reasonably expect to 
claim a deduction for the CFTE in deter-
mining their U.S. tax liabilities, a realloca-
tion of the CFTEs under paragraph (b)(3) of 
this section would be 75 percent to A ($30,000) 
and 25 percent to B ($10,000). If the realloca-
tion of the CFTEs causes the partners’ cap-
ital accounts not to reflect their con-
templated economic arrangement, the part-
ners may need to reallocate other partner-
ship items to ensure that the tax con-
sequences of the partnership’s allocations 
are consistent with their contemplated eco-
nomic arrangement over the term of the 
partnership. The Commissioner will not re-

allocate other partnership items after the re-
allocation of the CFTEs. 

(iii) The facts are the same as in paragraph 
(i) of this Example 25, except that the $100,000 
allocation of gross income is deductible 
under country X law and that AB pays or ac-
crues $20,000 of foreign tax. Under paragraph 
(b)(4)(viii)(c)(3) of this section, the net in-
come in the single CFTE category is the 
$100,000 of net income, determined by dis-
regarding the $100,000 of gross income that is 
allocated to A and deductible in determining 
AB’s taxable income under the law of coun-
try X. See paragraph (b)(4)(viii)(c)(3)(ii) of 
this section. The $20,000 of country X tax is 
allocated to the single CFTE category, and, 
thus, related to the $100,000 of net income in 
the single CFTE category. See paragraphs 
(b)(4)(viii)(c)(1) and (d) of this section. No 
portion of the tax is related to the $100,000 of 
gross income allocated to A. Pursuant to the 
partnership agreement, AB allocates the 
country X taxes 50 percent to A ($10,000) and 
50 percent to B ($10,000). AB’s allocations of 
country X taxes are deemed to be in accord-
ance with the partners’ interests in the part-
nership under paragraph (b)(4)(viii) of this 
section. 

(iv) The results in (ii) and (iii) of this Ex-
ample 25 would be the same assuming all of 
the facts except that, rather than being a 
preferential gross income allocation, the 
$100,000 was a guaranteed payment to A with-
in the meaning of section 707(c). See para-
graph (b)(4)(viii)(c)(3) of this section. 

Example 26. (i) A and B form AB, an eligible 
entity (as defined in § 301.7701–3(a) of this 
chapter), treated as a partnership for U.S. 
tax purposes. AB operates business M in 
country X and business N in country Y. A, a 
U.S. corporation, contributes a building with 
a fair market value of $200,000 and an ad-
justed basis of $50,000 for both U.S. and coun-
try X purposes. The building contributed by 
A is used in business M. B, a country X cor-
poration, contributes $800,000 cash. The AB 
partnership agreement provides that AB will 
make allocations under section 704(c) using 
the traditional method under § 1.704–3(b) and 
that all other items, excluding creditable 
foreign taxes, will be allocated 20 percent to 
A and 80 percent to B. The partnership agree-
ment provides that creditable foreign taxes 
will be allocated in proportion to the part-
ners’ distributive shares of net income in 
each CFTE category, which shall be deter-
mined by taking into accounts items allo-
cated pursuant to section 704(c). Country X 
and Country Y impose tax at a rate of 20 per-
cent and 40 percent, respectively, and such 
taxes are CFTEs. In 2007, AB sells the build-
ing contributed by A for $200,000, thereby 
recognizing taxable income of $150,000 for 
U.S. and country X purposes, and recognizes 
$250,000 of other income from the operation 
of business M. AB pays or accrues $80,000 of 
country X tax on such income. Also in 2007, 
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business N recognizes $100,000 of taxable in-
come for U.S. and country Y purposes and 
pays or accrues $40,000 of country Y tax. Pur-
suant to the partnership agreement, A is al-
located $200,000 of business M income 
($150,000 of taxable income in accordance 
with section 704(c) and $50,000 of other busi-
ness M income) and $40,000 of country X tax, 
and 20 percent of both business N income 
($20,000) and country Y tax ($8,000). B is allo-
cated $200,000 of business M income and 
$40,000 of country X tax and 80 percent of 
both the business N income ($80,000) and 
country Y tax ($32,000). Assume that alloca-
tions of all items other than CFTEs are 
valid. 

(ii) The net income attributable to busi-
ness M ($400,000) is allocated 50 percent to A 
and 50 percent to B while the net income at-
tributable to business N ($100,000) is allo-
cated 20 percent to A and 80 percent to B. Be-
cause the partnership agreement provides for 
different allocations of the net income at-
tributable to businesses M and N, the net in-
come attributable to each activity is income 
in a separate CFTE category. See paragraph 
(b)(4)(viii)(c)(2) of this section. Under para-
graph (b)(4)(viii)(c)(3) of this section, the net 
income in the business M CFTE category is 
the $400,000 of net income attributable to 
business M and the net income in the busi-
ness N CFTE category is the $100,000 of net 
income attributable to business N. Under 
paragraph (b)(4)(viii)(d)(1) of this section, the 
$80,000 of country X tax is allocated to the 
business M CFTE category and the $40,000 of 
country Y tax is allocated to the business N 
CFTE category. Therefore, the $80,000 of 
country X tax relates to the $400,000 of net 
income in the business M CFTE category and 
the $40,000 of country Y tax relates to the 
$100,000 of net income in the business N 
CFTE category. See paragraph 
(b)(4)(viii)(c)(1) of this section. Because AB’s 
partnership agreement allocates the $80,000 
of country X taxes and $40,000 of country Y 
taxes in proportion to the distributive shares 
of income to which such taxes relate, the al-
locations are deemed to be in accordance 
with the partners’ interests in the partner-
ship under paragraph (b)(4)(viii) of this sec-
tion. 

Example 27. (i) A, a U.S. citizen, and B, a 
country X citizen, form AB, a country X eli-
gible entity (as defined in § 301.7701–3(a) of 
this chapter), treated as a partnership for 
U.S. tax purposes. AB’s only activity is busi-
ness M, which it operates in country X. 
Country X imposes a 40 percent tax on the 
portion of AB’s business M income that is 
the allocable share of AB’s owners that are 
not citizens of country X, which tax is a 
CFTE. The partnership agreement provides 
that all partnership items, excluding CFTEs, 
from business M are allocated 40 percent to 
A and 60 percent to B. CFTEs are allocated 
100 percent to A. In 2007, AB earns $100,000 of 

net income from business M and pays or ac-
crues $16,000 of country X taxes on A’s allo-
cable share of AB’s income ($40,000). Pursu-
ant to the partnership agreement, A is allo-
cated 40 percent of the business M income 
($40,000) and 100 percent of the country X 
taxes ($16,000), and B is allocated 60 percent 
of the business M income ($60,000) and no 
country X taxes. Assume that allocations of 
all items other than CFTEs are valid. 

(ii) AB has a single CFTE category because 
all of AB’s net income is allocated in the 
same ratio. See paragraph (b)(4)(viii)(c)(2). 
Under paragraph (b)(4)(viii)(c)(3) of this sec-
tion, the $40,000 of business M income that is 
allocated to A is included in the single CFTE 
category. Under paragraph (b)(4)(viii)(c)(3)(ii) 
of this section, no portion of the $60,000 allo-
cated to B is included in the single CFTE 
category. Under paragraph (b)(4)(viii)(d) of 
this section, the $16,000 of taxes is allocated 
to the single CFTE category. 

Therefore, the $16,000 of country X taxes is 
related to the $40,000 of net income in the 
single CFTE category that is allocated to A. 
See paragraph (b)(4)(viii)(c)(1) of this section. 
Because AB’s partnership agreement allo-
cates the country X taxes in proportion to 
the distributive share of income to which the 
taxes relate, AB satisfies the requirement of 
paragraph (b)(4)(viii) of this section, and the 
allocation of the country X taxes is deemed 
to be in accordance with the partners’ inter-
ests in the partnership. 

Example 28. (i) B, a domestic corporation, 
and C, a controlled foreign corporation, form 
BC, a partnership organized under the laws 
of country X. B and C each contribute 50 per-
cent of the capital of BC. B and C are wholly- 
owned subsidiaries of A, a domestic corpora-
tion. Substantially all of BC’s income would 
not be subpart F income if earned directly by 
C. The BC partnership agreement provides 
that, for the first fifteen years, BC’s gross in-
come will be allocated 10 percent to B and 90 
percent to C, and BC’s deductions and losses 
will be allocated 90 percent to B and 10 per-
cent to C. The partnership agreement also 
provides that, after the initial fifteen year 
period, BC’s gross income will be allocated 90 
percent to B and 10 percent to C, and BC’s de-
ductions and losses will be allocated 10 per-
cent to B and 90 percent to C. 

(ii) Apart from the application of section 
704(b), the Commissioner may reallocate or 
otherwise not respect the allocations under 
other sections. See paragraph (b)(1)(iii) of 
this section. For example, BC’s allocations of 
gross income, deductions, and losses may be 
evaluated and reallocated (or not respected), 
as appropriate, if it is determined that the 
allocations result in the evasion of tax or do 
not clearly reflect income under section 482. 

Example 29. PRS is a partnership with three 
equal partners, A, B, and C. A is a corpora-
tion that is a member of a consolidated 
group within the meaning of § 1.1502–1(h). B is 
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a subchapter S corporation that is wholly 
owned by D, an individual. C is a partnership 
with two partners, E, an individual, and F, a 
corporation that is a member of a consoli-
dated group within the meaning of § 1.1502– 
1(h). For purposes of paragraph (b)(2)(iii) of 
this section, in determining the after-tax 
economic benefit or detriment of an alloca-
tion to A, the tax consequences that result 
from the interaction of the allocation to A 
with the tax attributes of the consolidated 
group of which A is a member must be taken 
into account. In determining the after-tax 
economic benefit or detriment of an alloca-
tion to B, the tax consequences that result 
from the interaction of the allocation with 
the tax attributes of D must be taken into 
account. In determining the after-tax eco-
nomic benefit or detriment of an allocation 
to C, the tax consequences that result from 
the interaction of the allocation with the tax 
attributes of E and the consolidated group of 
which F is a member must be taken into ac-
count. 

Example 30. (i) A, a controlled foreign cor-
poration, and B, a foreign corporation that is 
not a controlled foreign corporation, form 
AB, a partnership organized under the laws 
of country X. The partnership agreement 
contains the provisions necessary to comply 
with the economic effect safe harbor of para-
graph (b)(2)(ii)(b) of this section. A is wholly- 
owned by C, a domestic corporation that is 
not a member of a consolidated group within 
the meaning of § 1.1502–1(h). B is wholly 
owned by an individual who is a citizen and 
resident of country X and is not related to A. 
Neither A, B, nor AB, is engaged in a trade 
or business in the United States. A and B 
each contribute 50 percent of the capital of 
AB. There is a strong likelihood that in each 
of the next several years AB will realize 
equal amounts of gross income that would 
constitute subpart F income if allocated to 
A, and gross income that would not con-
stitute subpart F income if allocated to A 
(‘‘non-subpart F income’’). A and B agree to 
share bottom-line net income from AB 
equally; however, rather than share all items 
of gross income equally, A and B agree that 
B will be allocated all of AB’s subpart F in-
come to the extent of its 50 percent share of 
bottom-line net income. In year 1, AB earns 
$60x of income, $30x of which is subpart F in-
come and is allocated to B, and $30x of which 
is non-subpart F income and is allocated to 
A. 

(ii) Although neither A nor B is subject to 
U.S. tax with respect to its distributive 
share of the income of AB, under paragraph 
(b)(2)(iii)(d) of this section, the tax at-
tributes of C must be taken into account 
with respect to A for purposes of applying 
the tests described in paragraphs 
(b)(2)(iii)(a), (b), and (c) of this section. The 
allocations in year 1 have economic effect. 
However, the economic effect of the alloca-

tions is not substantial under the test de-
scribed in paragraph (b)(2)(iii)(b) of this sec-
tion because there was a strong likelihood, 
at the time the allocations became part of 
the AB partnership agreement, that the net 
increases and decreases to A’s and B’s cap-
ital accounts in year 1 would not differ sub-
stantially when compared to the net in-
creases and decreases to A’s and B’s capital 
accounts for year 1 if the allocations were 
not contained in the partnership agreement, 
and the total tax liability from the income 
earned by AB in year 1 (taking into account 
the tax attributes of the allocations to C) 
would be reduced as a result of such alloca-
tions. Under paragraph (b)(3) of this section, 
the subpart F income and non-subpart F in-
come earned by AB in year 1 must each be 
reallocated 50 percent to A and 50 percent to 
B. 

(c) Contributed property; cross-ref-
erence. See § 1.704–3 for methods of mak-
ing allocations that take into account 
precontribution appreciation or dimi-
nution in value of property contributed 
by a partner to a partnership. 

(d) Limitation on allowance of losses. 
(1) A partner’s distributive share of 
partnership loss will be allowed only to 
the extent of the adjusted basis (before 
reduction by current year’s losses) of 
such partner’s interest in the partner-
ship at the end of the partnership tax-
able year in which such loss occurred. 
A partner’s share of loss in excess of 
his adjusted basis at the end of the 
partnership taxable year will not be al-
lowed for that year. However, any loss 
so disallowed shall be allowed as a de-
duction at the end of the first suc-
ceeding partnership taxable year, and 
subsequent partnership taxable years, 
to the extent that the partner’s ad-
justed basis for his partnership interest 
at the end of any such year exceeds 
zero (before reduction by such loss for 
such year). 

(2) In computing the adjusted basis of 
a partner’s interest for the purpose of 
ascertaining the extent to which a 
partner’s distributive share of partner-
ship loss shall be allowed as a deduc-
tion for the taxable year, the basis 
shall first be increased under section 
705(a)(1) and decreased under section 
705(a)(2), except for losses of the tax-
able year and losses previously dis-
allowed. If the partner’s distributive 
share of the aggregate of items of loss 
specified in section 702(a) (1), (2), (3), 
(8), and (9) exceeds the basis of the 
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partner’s interest computed under the 
preceding sentence, the limitation on 
losses under section 704(d) must be al-
located to his distributive share of 
each such loss. This allocation shall be 
determined by taking the proportion 
that each loss bears to the total of all 
such losses. For purposes of the pre-
ceding sentence, the total losses for the 
taxable year shall be the sum of his 
distributive share of losses for the cur-
rent year and his losses disallowed and 
carried forward from prior years. 

(3) For the treatment of certain li-
abilities of the partner or partnership, 
see section 752 and § 1.752–1. 

(4) The provisions of this paragraph 
may be illustrated by the following ex-
amples: 

Example 1. At the end of the partnership 
taxable year 1955, partnership AB has a loss 
of $20,000. Partner A’s distributive share of 
this loss is $10,000. At the end of such year, 
A’s adjusted basis for his interest in the 
partnership (not taking into account his dis-
tributive share of the loss) is $6,000. Under 
section 704(d), A’s distributive share of part-
nership loss is allowed to him (in his taxable 
year within or with which the partnership 
taxable year ends) only to the extent of his 
adjusted basis of $6,000. The $6,000 loss al-
lowed for 1955 decreases the adjusted basis of 
A’s interest to zero. Assume that, at the end 
of partnership taxable year 1956, A’s share of 
partnership income has increased the ad-
justed basis of A’s interest in the partnership 
to $3,000 (not taking into account the $4,000 
loss disallowed in 1955). Of the $4,000 loss dis-
allowed for the partnership taxable year 1955, 
$3,000 is allowed A for the partnership tax-
able year 1956, thus again decreasing the ad-
justed basis of his interest to zero. If, at the 
end of partnership taxable year 1957, A has 
an adjusted basis of his interest of at least 
$1,000 (not taking into account the dis-
allowed loss of $1,000), he will be allowed the 
$1,000 loss previously disallowed. 

Example 2. At the end of partnership tax-
able year 1955, partnership CD has a loss of 
$20,000. Partner C’s distributive share of this 
loss is $10,000. The adjusted basis of his inter-
est in the partnership (not taking into ac-
count his distributive share of such loss) is 
$6,000. Therefore, $4,000 of the loss is dis-
allowed. At the end of partnership taxable 
year 1956, the partnership has no taxable in-
come or loss, but owes $8,000 to a bank for 
money borrowed. Since C’s share of this li-
ability is $4,000, the basis of his partnership 
interest is increased from zero to $4,000. (See 
sections 752 and 722, and §§ 1.752–1 and 1.722– 
1.) C is allowed the $4,000 loss, disallowed for 
the preceding year under section 704(d), for 

his taxable year within or with which part-
nership taxable year 1956 ends. 

Example 3. At the end of partnership tax-
able year 1955, partner C has the following 
distributive share of partnership items de-
scribed in section 702(a): Long-term capital 
loss, $4,000; short-term capital loss, $2,000; in-
come as described in section 702(a)(9), $4,000. 
Partner C’s adjusted basis for his partnership 
interest at the end of 1955, before adjustment 
for any of the above items, is $1,000. As ad-
justed under section 705(a)(1)(A), C’s basis is 
increased from $1,000 to $5,000 at the end of 
the year. C’s total distributive share of part-
nership loss is $6,000. Since without regard to 
losses, C has a basis of only $5,000, C is al-
lowed only $5,000/$6,000 of each loss, that is, 
$3,333 of his long-term capital loss, and $1,667 
of his short-term capital loss. C must carry 
forward to succeeding taxable years $667 as a 
long-term capital loss and $333 as a short- 
term capital loss. 

(e) Family partnerships—(1) In gen-
eral—(i) Introduction. The production of 
income by a partnership is attributable 
to the capital or services, or both, con-
tributed by the partners. The provi-
sions of subchapter K, chapter 1 of the 
Code, are to be read in the light of 
their relationship to section 61, which 
requires, inter alia, that income be 
taxed to the person who earns it 
through his own labor and skill and the 
utilization of his own capital. 

(ii) Recognition of donee as partner. 
With respect to partnerships in which 
capital is a material income-producing 
factor, section 704(e)(1) provides that a 
person shall be recognized as a partner 
for income tax purposes if he owns a 
capital interest in such a partnership 
whether or not such interest is derived 
by purchase or gift from any other per-
son. If a capital interest in a partner-
ship in which capital is a material in-
come-producing factor is created by 
gift, section 704(e)(2) provides that the 
distributive share of the donee under 
the partnership agreement shall be in-
cludible in his gross income, except to 
the extent that such distributive share 
is determined without allowance of 
reasonable compensation for services 
rendered to the partnership by the 
donor, and except to the extent that 
the portion of such distributive share 
attributable to donated capital is pro-
portionately greater than the share of 
the donor attributable to the donor’s 
capital. For rules of allocation in such 
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cases, see subparagraph (3) of this para-
graph. 

(iii) Requirement of complete transfer to 
donee. A donee or purchaser of a capital 
interest in a partnership is not recog-
nized as a partner under the principles 
of section 704(e)(1) unless such interest 
is acquired in a bona fide transaction, 
not a mere sham for tax avoidance or 
evasion purposes, and the donee or pur-
chaser is the real owner of such inter-
est. To be recognized, a transfer must 
vest dominion and control of the part-
nership interest in the transferee. The 
existence of such dominion and control 
in the donee is to be determined from 
all the facts and circumstances. A 
transfer is not recognized if the trans-
feror retains such incidents of owner-
ship that the transferee has not ac-
quired full and complete ownership of 
the partnership interest. Transactions 
between members of a family will be 
closely scrutinized, and the cir-
cumstances, not only at the time of the 
purported transfer but also during the 
periods preceding and following it, will 
be taken into consideration in deter-
mining the bona fides or lack of bona 
fides of the purported gift or sale. A 
partnership may be recognized for in-
come tax purposes as to some partners 
but not as to others. 

(iv) Capital as a material income-pro-
ducing factor. For purposes of section 
704(e)(1), the determination as to 
whether capital is a material income- 
producing factor must be made by ref-
erence to all the facts of each case. 
Capital is a material income-producing 
factor if a substantial portion of the 
gross income of the business is attrib-
utable to the employment of capital in 
the business conducted by the partner-
ship. In general, capital is not a mate-
rial income-producing factor where the 
income of the business consists prin-
cipally of fees, commissions, or other 
compensation for personal services per-
formed by members or employees of 
the partnership. On the other hand, 
capital is ordinarily a material in-
come-producing factor if the operation 
of the business requires substantial in-
ventories or a substantial investment 
in plant, machinery, or other equip-
ment. 

(v) Capital interest in a partnership. 
For purposes of section 704(e), a capital 

interest in a partnership means an in-
terest in the assets of the partnership, 
which is distributable to the owner of 
the capital interest upon his with-
drawal from the partnership or upon 
liquidation of the partnership. The 
mere right to participate in the earn-
ings and profits of a partnership is not 
a capital interest in the partnership. 

(2) Basic tests as to ownership—(i) In 
general. Whether an alleged partner 
who is a donee of a capital interest in 
a partnership is the real owner of such 
capital interest, and whether the donee 
has dominion and control over such in-
terest, must be ascertained from all 
the facts and circumstances of the par-
ticular case. Isolated facts are not de-
terminative; the reality of the donee’s 
ownership is to be determined in the 
light of the transaction as a whole. The 
execution of legally sufficient and ir-
revocable deeds or other instruments of 
gift under State law is a factor to be 
taken into account but is not deter-
minative of ownership by the donee for 
the purposes of section 704(e). The re-
ality of the transfer and of the donee’s 
ownership of the property attributed to 
him are to be ascertained from the con-
duct of the parties with respect to the 
alleged gift and not by any mechanical 
or formal test. Some of the more im-
portant factors to be considered in de-
termining whether the donee has ac-
quired ownership of the capital interest 
in a partnership are indicated in sub-
divisions (ii) to (x), inclusive, of this 
subparagraph. 

(ii) Retained controls. The donor may 
have retained such controls of the in-
terest which he has purported to trans-
fer to the donee that the donor should 
be treated as remaining the substantial 
owner of the interest. Controls of par-
ticular significance include, for exam-
ple, the following: 

(a) Retention of control of the dis-
tribution of amounts of income or re-
strictions on the distributions of 
amounts of income (other than 
amounts retained in the partnership 
annually with the consent of the part-
ners, including the donee partner, for 
the reasonable needs of the business). If 
there is a partnership agreement pro-
viding for a managing partner or part-
ners, then amounts of income may be 
retained in the partnership without the 
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acquiescence of all the partners if such 
amounts are retained for the reason-
able needs of the business. 

(b) Limitation of the right of the 
donee to liquidate or sell his interest in 
the partnership at his discretion with-
out financial detriment. 

(c) Retention of control of assets es-
sential to the business (for example, 
through retention of assets leased to 
the alleged partnership). 

(d) Retention of management powers 
inconsistent with normal relationships 
among partners. Retention by the 
donor of control of business manage-
ment or of voting control, such as is 
common in ordinary business relation-
ships, is not by itself to be considered 
as inconsistent with normal relation-
ships among partners, provided the 
donee is free to liquidate his interest at 
his discretion without financial det-
riment. The donee shall not be consid-
ered free to liquidate his interest un-
less, considering all the facts, it is evi-
dent that the donee is independent of 
the donor and has such maturity and 
understanding of his rights as to be ca-
pable of deciding to exercise, and capa-
ble of exercising, his right to withdraw 
his capital interest from the partner-
ship. 
The existence of some of the indicated 
controls, though amounting to less 
than substantial ownership retained by 
the donor, may be considered along 
with other facts and circumstances as 
tending to show the lack of reality of 
the partnership interest of the donee. 

(iii) Indirect controls. Controls incon-
sistent with ownership by the donee 
may be exercised indirectly as well as 
directly, for example, through a sepa-
rate business organization, estate, 
trust, individual, or other partnership. 
Where such indirect controls exist, the 
reality of the donee’s interest will be 
determined as if such controls were ex-
ercisable directly. 

(iv) Participation in management. Sub-
stantial participation by the donee in 
the control and management of the 
business (including participation in the 
major policy decisions affecting the 
business) is strong evidence of a donee 
partner’s exercise of dominion and con-
trol over his interest. Such participa-
tion presupposes sufficient maturity 
and experience on the part of the donee 

to deal with the business problems of 
the partnership. 

(v) Income distributions. The actual 
distribution to a donee partner of the 
entire amount or a major portion of his 
distributive share of the business in-
come for the sole benefit and use of the 
donee is substantial evidence of the re-
ality of the donee’s interest, provided 
the donor has not retained controls in-
consistent with real ownership by the 
donee. Amounts distributed are not 
considered to be used for the donee’s 
sole benefit if, for example, they are 
deposited, loaned, or invested in such 
manner that the donor controls or can 
control the use or enjoyment of such 
funds. 

(vi) Conduct of partnership business. In 
determining the reality of the donee’s 
ownership of a capital interest in a 
partnership, consideration shall be 
given to whether the donee is actually 
treated as a partner in the operation of 
the business. Whether or not the donee 
has been held out publicly as a partner 
in the conduct of the business, in rela-
tions with customers, or with creditors 
or other sources of financing, is of pri-
mary significance. Other factors of sig-
nificance in this connection include: 

(a) Compliance with local partner-
ship, fictitious names, and business 
registration statutes. 

(b) Control of business bank ac-
counts. 

(c) Recognition of the donee’s rights 
in distributions of partnership property 
and profits. 

(d) Recognition of the donee’s inter-
est in insurance policies, leases, and 
other business contracts and in litiga-
tion affecting business. 

(e) The existence of written agree-
ments, records, or memoranda, con-
temporaneous with the taxable year or 
years concerned, establishing the na-
ture of the partnership agreement and 
the rights and liabilities of the respec-
tive partners. 

(f) Filing of partnership tax returns 
as required by law. 

However, despite formal compliance 
with the above factors, other cir-
cumstances may indicate that the 
donor has retained substantial owner-
ship of the interest purportedly trans-
ferred to the donee. 
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(vii) Trustees as partners. A trustee 
may be recognized as a partner for in-
come tax purposes under the principles 
relating to family partnerships gen-
erally as applied to the particular facts 
of the trust-partnership arrangement. 
A trustee who is unrelated to and inde-
pendent of the grantor, and who par-
ticipates as a partner and receives dis-
tribution of the income distributable 
to the trust, will ordinarily be recog-
nized as the legal owner of the partner-
ship interest which he holds in trust 
unless the grantor has retained con-
trols inconsistent with such ownership. 
However, if the grantor is the trustee, 
or if the trustee is amenable to the will 
of the grantor, the provisions of the 
trust instrument (particularly as to 
whether the trustee is subject to the 
responsibilities of a fiduciary), the pro-
visions of the partnership agreement, 
and the conduct of the parties must all 
be taken into account in determining 
whether the trustee in a fiduciary ca-
pacity has become the real owner of 
the partnership interest. Where the 
grantor (or person amenable to his 
will) is the trustee, the trust may be 
recognized as a partner only if the 
grantor (or such other person) in his 
participation in the affairs of the part-
nership actively represents and pro-
tects the interests of the beneficiaries 
in accordance with the obligations of a 
fiduciary and does not subordinate 
such interests to the interests of the 
grantor. Furthermore, if the grantor 
(or person amenable to his will) is the 
trustee, the following factors will be 
given particular consideration: 

(a) Whether the trust is recognized as 
a partner in business dealings with cus-
tomers and creditors, and 

(b) Whether, if any amount of the 
partnership income is not properly re-
tained for the reasonable needs of the 
business, the trust’s share of such 
amount is distributed to the trust an-
nually and paid to the beneficiaries or 
reinvested with regard solely to the in-
terests of the beneficiaries. 

(viii) Interests (not held in trust) of 
minor children. Except where a minor 
child is shown to be competent to man-
age his own property and participate in 
the partnership activities in accord-
ance with his interest in the property, 
a minor child generally will not be rec-

ognized as a member of a partnership 
unless control of the property is exer-
cised by another person as fiduciary for 
the sole benefit of the child, and unless 
there is such judicial supervision of the 
conduct of the fiduciary as is required 
by law. The use of the child’s property 
or income for support for which a par-
ent is legally responsible will be con-
sidered a use for the parent’s benefit. 
‘‘Judicial supervision of the conduct of 
the fiduciary’’ includes filing of such 
accountings and reports as are required 
by law of the fiduciary who partici-
pates in the affairs of the partnership 
on behalf of the minor. A minor child 
will be considered as competent to 
manage his own property if he actually 
has sufficient maturity and experience 
to be treated by disinterested persons 
as competent to enter business deal-
ings and otherwise to conduct his af-
fairs on a basis of equality with adult 
persons, notwithstanding legal disabil-
ities of the minor under State law. 

(ix) Donees as limited partners. The 
recognition of a donee’s interest in a 
limited partnership will depend, as in 
the case of other donated interests, on 
whether the transfer of property is real 
and on whether the donee has acquired 
dominion and control over the interest 
purportedly transferred to him. To be 
recognized for Federal income tax pur-
poses, a limited partnership must be 
organized and conducted in accordance 
with the requirements of the applicable 
State limited-partnership law. The ab-
sence of services and participation in 
management by a donee in a limited 
partnership is immaterial if the lim-
ited partnership meets all the other re-
quirements prescribed in this para-
graph. If the limited partner’s right to 
transfer or liquidate his interest is sub-
ject to substantial restrictions (for ex-
ample, where the interest of the lim-
ited partner is not assignable in a real 
sense or where such interest may be re-
quired to be left in the business for a 
long term of years), or if the general 
partner retains any other control 
which substantially limits any of the 
rights which would ordinarily be exer-
cisable by unrelated limited partners 
in normal business relationships, such 
restrictions on the right to transfer or 
liquidate, or retention of other control, 
will be considered strong evidence as to 
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the lack of reality of ownership by the 
donee. 

(x) Motive. If the reality of the trans-
fer of interest is satisfactorily estab-
lished, the motives for the transaction 
are generally immaterial. However, the 
presence or absence of a tax-avoidance 
motive is one of many factors to be 
considered in determining the reality 
of the ownership of a capital interest 
acquired by gift. 

(3) Allocation of family partnership in-
come—(i) In general. (a) Where a capital 
interest in a partnership in which cap-
ital is a material income-producing 
factor is created by gift, the donee’s 
distributive share shall be includible in 
his gross income, except to the extent 
that such share is determined without 
allowance of reasonable compensation 
for services rendered to the partnership 
by the donor, and except to the extent 
that the portion of such distributive 
share attributable to donated capital is 
proportionately greater than the dis-
tributive share attributable to the do-
nor’s capital. For the purpose of sec-
tion 704, a capital interest in a partner-
ship purchased by one member of a 
family from another shall be consid-
ered to be created by gift from the sell-
er, and the fair market value of the 
purchased interest shall be considered 
to be donated capital. The ‘‘family’’ of 
any individual, for the purpose of the 
preceding sentence, shall include only 
his spouse, ancestors, and lineal de-
scendants, and any trust for the pri-
mary benefit of such persons. 

(b) To the extent that the partner-
ship agreement does not allocate the 
partnership income in accordance with 
(a) of this subdivision, the distributive 
shares of the partnership income of the 
donor and donee shall be reallocated by 
making a reasonable allowance for the 
services of the donor and by attrib-
uting the balance of such income 
(other than a reasonable allowance for 
the services, if any, rendered by the 
donee) to the partnership capital of the 
donor and donee. The portion of in-
come, if any, thus attributable to part-
nership capital for the taxable year 
shall be allocated between the donor 
and donee in accordance with their re-
spective interests in partnership cap-
ital. 

(c) In determining a reasonable al-
lowance for services rendered by the 
partners, consideration shall be given 
to all the facts and circumstances of 
the business, including the fact that 
some of the partners may have greater 
managerial responsibility than others. 
There shall also be considered the 
amount that would ordinarily be paid 
in order to obtain comparable services 
from a person not having an interest in 
the partnership. 

(d) The distributive share of partner-
ship income, as determined under (b) of 
this subdivision, of a partner who ren-
dered services to the partnership before 
entering the Armed Forces of the 
United States shall not be diminished 
because of absence due to military 
service. Such distributive share shall 
be adjusted to reflect increases or de-
creases in the capital interest of the 
absent partner. However, the partners 
may by agreement allocate a smaller 
share to the absent partner due to his 
absence. 

(ii) Special rules. (a) The provisions of 
subdivision (i) of this subparagraph, re-
lating to allocation of family partner-
ship income, are applicable where the 
interest in the partnership is created 
by gift, indirectly or directly. Where 
the partnership interest is created indi-
rectly, the term donor may include per-
sons other than the nominal trans-
feror. This rule may be illustrated by 
the following examples: 

Example 1. A father gives property to his 
son who shortly thereafter conveys the prop-
erty to a partnership consisting of the father 
and the son. The partnership interest of the 
son may be considered created by gift and 
the father may be considered the donor of 
the son’s partnership interest. 

Example 2. A father, the owner of a business 
conducted as a sole proprietorship, transfers 
the business to a partnership consisting of 
his wife and himself. The wife subsequently 
conveys her interest to their son. In such 
case, the father, as well as the mother, may 
be considered the donor of the son’s partner-
ship interest. 

Example 3. A father makes a gift to his son 
of stock in the family corporation. The cor-
poration is subsequently liquidated. The son 
later contributes the property received in 
the liquidation of the corporation to a part-
nership consisting of his father and himself. 
In such case, for purposes of section 704, the 
son’s partnership interest may be considered 
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created by gift and the father may be consid-
ered the donor of his son’s partnership inter-
est. 

(b) The allocation rules set forth in 
section 704(e) and subdivision (i) of this 
subparagraph apply in any case in 
which the transfer or creation of the 
partnership interest has any of the sub-
stantial characteristics of a gift. Thus, 
allocation may be required where 
transfer of a partnership interest is 
made between members of a family (in-
cluding collaterals) under a purported 
purchase agreement, if the characteris-
tics of a gift are ascertained from the 
terms of the purchase agreement, the 
terms of any loan or credit arrange-
ments made to finance the purchase, or 
from other relevant data. 

(c) In the case of a limited partner-
ship, for the purpose of the allocation 
provisions of subdivision (i) of this sub-
paragraph, consideration shall be given 
to the fact that a general partner, un-
like a limited partner, risks his credit 
in the partnership business. 

(4) Purchased interest—(i) In general. If 
a purported purchase of a capital inter-
est in a partnership does not meet the 
requirements of subdivision (ii) of this 
subparagraph, the ownership by the 
transferee of such capital interest will 
be recognized only if it qualifies under 
the requirements applicable to a trans-
fer of a partnership interest by gifts. In 
a case not qualifying under subdivision 
(ii) of this subparagraph, if payment of 
any part of the purchase price is made 
out of partnership earnings, the trans-
action may be regarded in the same 
light as a purported gift subject to de-
ferred enjoyment of income. Such a 
transaction may be lacking in reality 
either as a gift or as a bona fide pur-
chase. 

(ii) Tests as to reality of purchased in-
terests. A purchase of a capital interest 
in a partnership, either directly or by 
means of a loan or credit extended by a 
member of the family, will be recog-
nized as bona fide if: 

(a) It can be shown that the purchase 
has the usual characteristics of an 
arm’s-length transaction, considering 
all relevant factors, including the 
terms of the purchase agreement (as to 
price, due date of payment, rate of in-
terest, and security, if any) and the 
terms of any loan or credit arrange-

ment collateral to the purchase agree-
ment; the credit standing of the pur-
chaser (apart from relationship to the 
seller) and the capacity of the pur-
chaser to incur a legally binding obli-
gation; or 

(b) It can be shown, in the absence of 
characteristics of an arm’s-length 
transaction, that the purchase was 
genuinely intended to promote the suc-
cess of the business by securing partici-
pation of the purchaser in the business 
or by adding his credit to that of the 
other participants. 
However, if the alleged purchase price 
or loan has not been paid or the obliga-
tion otherwise discharged, the factors 
indicated in (a) and (b) of this subdivi-
sion shall be taken into account only 
as an aid in determining whether a 
bona fide purchase or loan obligation 
existed. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960] 

EDITORIAL NOTE: For FEDERAL REGISTER ci-
tations affecting § 1.704–1, see the List of CFR 
Sections Affected, which appears in the 
Finding Aids section of the printed volume 
and on GPO Access. 

§ 1.704–1T [Reserved] 

§ 1.704–2 Allocations attributable to 
nonrecourse liabilities. 

(a) Table of contents. This paragraph 
contains a listing of the major head-
ings of this § 1.704–2. 

§ 1.704–2 Allocations attributable to 
nonrecourse liabilities. 
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to a minimum gain chargeback. 
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(1) Amount of partnership minimum gain. 
(2) Property subject to more than one li-

ability. 
(i) In general. 
(ii) Allocating liabilities. 
(3) Partnership minimum gain if there is a 

book/tax disparity. 
(4) Special rule for year of revaluation. 
(e) Requirements to be satisfied. 
(f) Minimum gain chargeback requirement. 
(1) In general. 
(2) Exception for certain conversions and 

refinancings. 
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(3) Exception for certain capital contribu-
tions. 

(4) Waiver for certain income allocations 
that fail to meet minimum gain chargeback 
requirement if minimum gain chargeback 
distorts economic arrangement. 

(5) Additional exceptions. 
(6) Partnership items subject to the min-

imum gain chargeback requirement. 
(7) Examples. 
(g) Shares of partnership minimum gain. 
(1) Partner’s share of partnership min-

imum gain. 
(2) Partner’s share of the net decrease in 

partnership minimum gain. 
(3) Conversions of recourse or partner non-

recourse debt into nonrecourse debt. 
(h) Distribution of nonrecourse liability 

proceeds allocable to an increase in partner-
ship minimum gain. 

(1) In general. 
(2) Distribution allocable to nonrecourse 

liability proceeds. 
(3) Option when there is an obligation to 

restore. 
(4) Carryover to immediately succeeding 

taxable year. 
(i) Partnership nonrecourse liabilities 

where a partner bears the economic risk of 
loss. 

(1) In general. 
(2) Definition of and determination of part-

ner nonrecourse deductions. 
(3) Determination of partner nonrecourse 

debt minimum gain. 
(4) Chargeback of partner nonrecourse debt 

minimum gain. 
(5) Partner’s share of partner nonrecourse 

debt minimum gain. 
(6) Distribution of partner nonrecourse 

debt proceeds allocable to an increase in 
partner nonrecourse debt minimum gain. 

(j) Ordering rules. 
(1) Treatment of partnership losses and de-

ductions. 
(i) Partner nonrecourse deductions. 
(ii) Partnership nonrecourse deductions. 
(iii) Carryover to succeeding taxable year. 
(2) Treatment of partnership income and 

gains. 
(i) Minimum gain chargeback. 
(ii) Chargeback attributable to decrease in 

partner nonrecourse debt minimum gain. 
(iii) Carryover to succeeding taxable year. 
(k) Tiered partnerships. 
(1) Increase in upper-tier partnership’s 

minimum gain. 
(2) Decrease in upper-tier partnership’s 

minimum gain. 
(3) Nonrecourse debt proceeds distributed 

from the lower-tier partnership to the upper- 
tier partnership. 

(4) Nonrecourse deductions of lower-tier 
partnership treated as depreciation by upper- 
tier partnership. 

(5) Coordination with partner nonrecourse 
debt rules. 

(l) Effective dates. 
(1) In general. 
(i) Prospective application. 
(ii) Partnerships subject to temporary reg-

ulations. 
(iii) Partnerships subject to former regula-

tions. 
(2) Special rule applicable to pre-January 

30, 1989, related party nonrecourse debt. 
(3) Transition rule for pre-March 1, 1984, 

partner nonrecourse debt. 
(4) Election. 
(m) Examples. 

(b) General principles and definitions— 
(1) Definition of and allocations of non-
recourse deductions. Allocations of 
losses, deductions, or section 
705(a)(2)(B) expenditures attributable 
to partnership nonrecourse liabilities 
(‘‘nonrecourse deductions’’) cannot 
have economic effect because the cred-
itor alone bears any economic burden 
that corresponds to those allocations. 
Thus, nonrecourse deductions must be 
allocated in accordance with the part-
ners’ interests in the partnership. 
Paragraph (e) of this section provides a 
test that deems allocations of non-
recourse deductions to be in accord-
ance with the partners’ interests in the 
partnership. If that test is not satis-
fied, the partners’ distributive shares 
of nonrecourse deductions are deter-
mined under § 1.704–1(b)(3), according to 
the partners’ overall economic inter-
ests in the partnership. See also para-
graph (i) of this section for special 
rules regarding the allocation of deduc-
tions attributable to nonrecourse li-
abilities for which a partner bears the 
economic risk of loss (as described in 
paragraph (b)(4) of this section). 

(2) Definition of and allocations pursu-
ant to a minimum gain chargeback. To 
the extent a nonrecourse liability ex-
ceeds the adjusted tax basis of the 
partnership property it encumbers, a 
disposition of that property will gen-
erate gain that at least equals that ex-
cess (‘‘partnership minimum gain’’). An 
increase in partnership minimum gain 
is created by a decrease in the adjusted 
tax basis of property encumbered by a 
nonrecourse liability below the amount 
of that liability and by a partnership 
nonrecourse borrowing that exceeds 
the adjusted tax basis of the property 
encumbered by the borrowing. Partner-
ship minimum gain decreases as reduc-
tions occur in the amount by which the 
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nonrecourse liability exceeds the ad-
justed tax basis of the property encum-
bered by the liability. Allocations of 
gain attributable to a decrease in part-
nership minimum gain (a ‘‘minimum 
gain chargeback,’’ as required under 
paragraph (f) of this section) cannot 
have economic effect because the gain 
merely offsets nonrecourse deductions 
previously claimed by the partnership. 
Thus, to avoid impairing the economic 
effect of other allocations, allocations 
pursuant to a minimum gain 
chargeback must be made to the part-
ners that either were allocated non-
recourse deductions or received dis-
tributions of proceeds attributable to a 
nonrecourse borrowing. Paragraph (e) 
of this section provides a test that, if 
met, deems allocations of partnership 
income pursuant to a minimum gain 
chargeback to be in accordance with 
the partners’ interests in the partner-
ship. If property encumbered by a non-
recourse liability is reflected on the 
partnership’s books at a value that dif-
fers from its adjusted tax basis, para-
graph (d)(3) of this section provides 
that minimum gain is determined with 
reference to the property’s book basis. 
See also paragraph (i)(4) of this section 
for special rules regarding the min-
imum gain chargeback requirement for 
partner nonrecourse debt. 

(3) Definition of nonrecourse liability. 
Nonrecourse liability means a non-
recourse liability as defined in § 1.752– 
1(a)(2) or a § 1.752–7 liability (as defined 
in § 1.752–7(b)(3)(i)) assumed by the 
partnership from a partner on or after 
June 24, 2003. 

(4) Definition of partner nonrecourse 
debt. Partner nonrecourse debt or partner 
nonrecourse liability means any partner-
ship liability to the extent the liability 
is nonrecourse for purposes of § 1.1001–2, 
and a partner or related person (within 
the meaning of § 1.752–4(b)) bears the 
economic risk of loss under § 1.752–2 be-
cause, for example, the partner or re-
lated person is the creditor or a guar-
antor. 

(c) Amount of nonrecourse deductions. 
The amount of nonrecourse deductions 
for a partnership taxable year equals 
the net increase in partnership min-
imum gain during the year (determined 
under paragraph (d) of this section), re-
duced (but not below zero) by the ag-

gregate distributions made during the 
year of proceeds of a nonrecourse li-
ability that are allocable to an in-
crease in partnership minimum gain 
(determined under paragraph (h) of this 
section). See paragraph (m), Examples 
(1)(i) and (vi), (2), and (3) of this sec-
tion. However, increases in partnership 
minimum gain resulting from conver-
sions, refinancings, or other changes to 
a debt instrument (as described in 
paragraph (g)(3)) do not generate non-
recourse deductions. Generally, non-
recourse deductions consist first of cer-
tain depreciation or cost recovery de-
ductions and then, if necessary, a pro 
rata portion of other partnership 
losses, deductions, and section 
705(a)(2)(B) expenditures for that year; 
excess nonrecourse deductions are car-
ried over. See paragraphs (j)(1) (ii) and 
(iii) of this section for more specific or-
dering rules. See also paragraph (m), 
Example (1)(iv) of this section. 

(d) Partnership minimum gain—(1) 
Amount of partnership minimum gain. 
The amount of partnership minimum 
gain is determined by first computing 
for each partnership nonrecourse li-
ability any gain the partnership would 
realize if it disposed of the property 
subject to that liability for no consid-
eration other than full satisfaction of 
the liability, and then aggregating the 
separately computed gains. The 
amount of partnership minimum gain 
includes minimum gain arising from a 
conversion, refinancing, or other 
change to a debt instrument, as de-
scribed in paragraph (g)(3) of this sec-
tion, only to the extent a partner is al-
located a share of that minimum gain. 
For any partnership taxable year, the 
net increase or decrease in partnership 
minimum gain is determined by com-
paring the partnership minimum gain 
on the last day of the immediately pre-
ceding taxable year with the partner-
ship minimum gain on the last day of 
the current taxable year. See para-
graph (m), Examples (1) (i) and (iv), (2), 
and (3) of this section. 

(2) Property subject to more than one li-
ability. (i) In general. If property is sub-
ject to more than one liability, only 
the portion of the property’s adjusted 
tax basis that is allocated to a non-
recourse liability under paragraph 
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(d)(2)(ii) of this section is used to com-
pute minimum gain with respect to 
that liability. 

(ii) Allocating liabilities. If property is 
subject to two or more liabilities of 
equal priority, the property’s adjusted 
tax basis is allocated among the liabil-
ities in proportion to their outstanding 
balances. If property is subject to two 
or more liabilities of unequal priority, 
the adjusted tax basis is allocated first 
to the liability of the highest priority 
to the extent of its outstanding bal-
ance and then to each liability in de-
scending order of priority to the extent 
of its outstanding balance, until fully 
allocated. See paragraph (m), Example 
(1) (v) and (vii) of this section. 

(3) Partnership minimum gain if there is 
a book/tax disparity. If partnership prop-
erty subject to one or more non-
recourse liabilities is, under § 1.704– 
1(b)(2)(iv) (d), (f), or (r), reflected on the 
partnership’s books at a value that dif-
fers from its adjusted tax basis, the de-
terminations under this section are 
made with reference to the property’s 
book value. See section 704(c) and 
§ 1.704–1(b)(4)(i) for principles that gov-
ern the treatment of a partner’s share 
of minimum gain that is eliminated by 
the revaluation. See also paragraph 
(m), Example (3) of this section. 

(4) Special rule for year of revaluation. 
If the partners’ capital accounts are in-
creased pursuant to § 1.704–1(b)(2)(iv) 
(d), (f), or (r) to reflect a revaluation of 
partnership property subject to a non-
recourse liability, the net increase or 
decrease in partnership minimum gain 
for the partnership taxable year of the 
revaluation is determined by: 

(i) First calculating the net decrease 
or increase in partnership minimum 
gain using the current year’s book val-
ues and the prior year’s partnership 
minimum gain amount; and 

(ii) Then adding back any decrease in 
minimum gain arising solely from the 
revaluation. 
See paragraph (m), Example (3)(iii) of 
this section. If the partners’ capital ac-
counts are decreased to reflect a reval-
uation, the net increases or decreases 
in partnership minimum gain are de-
termined in the same manner as in the 
year before the revaluation, but by 
using book values rather than adjusted 
tax bases. See section 7701(g) and 

§ 1.704–1(b)(2)(iv)(f)(1) (property being 
revalued cannot be booked down below 
the amount of any nonrecourse liabil-
ity to which the property is subject). 

(e) Requirements to be satisfied. Alloca-
tions of nonrecourse deductions are 
deemed to be in accordance with the 
partners’ interests in the partnership 
only if— 

(1) Throughout the full term of the 
partnership requirements (1) and (2) of 
§ 1.704–1(b)(2)(ii)(b) are satisfied (i.e., 
capital accounts are maintained in ac-
cordance with § 1.704–1(b)(2)(iv) and liq-
uidating distributions are required to 
be made in accordance with positive 
capital account balances), and require-
ment (3) of either § 1.704–1(b)(2)(ii)(b) or 
§ 1.704–1(b)(2)(ii)(d) is satisfied (i.e., 
partners with deficit capital accounts 
have an unconditional deficit restora-
tion obligation or agree to a qualified 
income offset); 

(2) Beginning in the first taxable year 
of the partnership in which there are 
nonrecourse deductions and thereafter 
throughout the full term of the part-
nership, the partnership agreement 
provides for allocations of nonrecourse 
deductions in a manner that is reason-
ably consistent with allocations that 
have substantial economic effect of 
some other significant partnership 
item attributable to the property se-
curing the nonrecourse liabilities; 

(3) Beginning in the first taxable year 
of the partnership that it has non-
recourse deductions or makes a dis-
tribution of proceeds of a nonrecourse 
liability that are allocable to an in-
crease in partnership minimum gain, 
and thereafter throughout the full 
term of the partnership, the partner-
ship agreement contains a provision 
that complies with the minimum gain 
chargeback requirement of paragraph 
(f) of this section; and 

(4) All other material allocations and 
capital account adjustments under the 
partnership agreement are recognized 
under § 1.704–1(b) (without regard to 
whether allocations of adjusted tax 
basis and amount realized under sec-
tion 613A(c)(7)(D) are recognized under 
§ 1.704–1(b)(4)(v)). 

(f) Minimum gain chargeback require-
ment—(1) In general. If there is a net de-
crease in partnership minimum gain 
for a partnership taxable year, the 
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minimum gain chargeback require-
ment applies and each partner must be 
allocated items of partnership income 
and gain for that year equal to that 
partner’s share of the net decrease in 
partnership minimum gain (within the 
meaning of paragraph (g)(2)). 

(2) Exception for certain conversions 
and refinancings. A partner is not sub-
ject to the minimum gain chargeback 
requirement to the extent the partner’s 
share of the net decrease in partnership 
minimum gain is caused by a re-
characterization of nonrecourse part-
nership debt as partially or wholly re-
course debt or partner nonrecourse 
debt, and the partner bears the eco-
nomic risk of loss (within the meaning 
of § 1.752–2) for the liability. 

(3) Exception for certain capital con-
tributions. A partner is not subject to 
the minimum gain chargeback require-
ment to the extent the partner contrib-
utes capital to the partnership that is 
used to repay the nonrecourse liability 
or is used to increase the basis of the 
property subject to the nonrecourse li-
ability, and the partner’s share of the 
net decrease in partnership minimum 
gain results from the repayment or the 
increase to the property’s basis. See 
paragraph (m), Example (1)(iv) of this 
section. 

(4) Waiver for certain income alloca-
tions that fail to meet minimum gain 
chargeback requirement if minimum gain 
chargeback distorts economic arrange-
ment. In any taxable year that a part-
nership has a net decrease in partner-
ship minimum gain, if the minimum 
gain chargeback requirement would 
cause a distortion in the economic ar-
rangement among the partners and it 
is not expected that the partnership 
will have sufficient other income to 
correct that distortion, the Commis-
sioner has the discretion, if requested 
by the partnership, to waive the min-
imum gain chargeback requirement. 
The following facts must be dem-
onstrated in order for a request for a 
waiver to be considered: 

(i) The partners have made capital 
contributions or received net income 
allocations that have restored the pre-
vious nonrecourse deductions and the 
distributions attributable to proceeds 
of a nonrecourse liability; and 

(ii) The minimum gain chargeback 
requirement would distort the part-
ners’ economic arrangement as re-
flected in the partnership agreement 
and as evidenced over the term of the 
partnership by the partnership’s allo-
cations and distributions and the part-
ners’ contributions. 

(5) Additional exceptions. The Commis-
sioner may, by revenue ruling, provide 
additional exceptions to the minimum 
gain chargeback requirement. 

(6) Partnership items subject to the min-
imum gain chargeback requirement. Any 
minimum gain chargeback required for 
a partnership taxable year consists 
first of certain gains recognized from 
the disposition of partnership property 
subject to one or more partnership 
nonrecourse liabilities and then if nec-
essary consists of a pro rata portion of 
the partnership’s other items of income 
and gain for that year. If the amount of 
the minimum gain chargeback require-
ment exceeds the partnership’s income 
and gains for the taxable year, the ex-
cess carries over. See paragraphs (j)(2) 
(i) and (iii) of this section for more spe-
cific ordering rules. 

(7) Examples. The following examples 
illustrate the provisions in § 1.704–2(f). 

Example. 1. Partnership AB consists of two 
partners, limited partner A and general part-
ner B. Partner A contributes $90 and Partner 
B contributes $10 to the partnership. The 
partnership agreement has a minimum gain 
chargeback provision and provides that, ex-
cept as otherwise required by section 704(c), 
all losses will be allocated 90 percent to A 
and 10 percent to B; and that all income will 
be allocated first to restore previous losses 
and thereafter 50 percent to A and 50 percent 
to B. Distributions are made first to return 
initial capital to the partners and then 50 
percent to A and 50 percent to B. Final dis-
tributions are made in accordance with cap-
ital account balances. The partnership bor-
rows $200 on a nonrecourse basis from an un-
related third party and purchases an asset 
for $300. The partnership’s only tax item for 
each of the first three years in $100 of depre-
ciation on the asset. A’s and B’s shares of 
minimum gain (under paragraph (g) of this 
section) and deficit capital account balances 
are $180 and $20 respectively at the end of the 
third year. In the fourth year, the partner-
ship earns $400 of net operating income and 
allocates the first $300 to restore the pre-
vious losses (i.e., $270 to A and $30 to B); the 
last $100 is allocated $50 each. The partner-
ship distributes $200 of the available cash 
that same year; the first $100 is distributed 
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$90 to A and $10 to B to return their capital 
contributions; the last $100 is distributed $50 
each to reflect their ratio for sharing profits. 

A B 

Capital account on formation .................... $90 $10 
Less: Net loss in years 1–3 ........ ($270 ) ($30 ) 

Capital account at end of year 3 ............... ($180 ) ($20 ) 
Allocation of operating income to restore 

nonrecourse deductions ......................... $180 $20 

Allocation of operating income to restore 
capital contributions ............................... $90 $10 

Allocation of operating income to reflect 
profits ..................................................... $50 $50 

Capital accounts after allocation of oper-
ating income .......................................... $140 $60 

Distribution reflecting capital contribution .. ($90 ) ($10 ) 
Distribution in profit-sharing ratio .............. ($50 ) ($50 ) 

Capital accounts following distribution ...... ($0 ) ($0 ) 

In the fifth year, the partnership sells the 
property for $300 and realizes $300 of gain. 
$200 of the proceeds are used to pay the non-
recourse lender. The partnership has $300 to 
distribute, and the partners expect to share 
that equally. Absent a waiver under para-
graph (f)(4) of this section, the minimum 
gain chargeback would require the partner-
ship to allocate the first $200 of the gain $180 
to A and $20 to B, which would distort their 
economic arrangement. This allocation, to-
gether with the allocation of the $100 profit 
$50 to each partner, would result in A having 
a positive capital account balance of $230 and 
B having a positive capital account balance 
of $70. The allocation of income in year 4 in 
effect anticipated the minimum gain 
chargeback that did not occur until year 5. 
Assuming the partnership would not have 
sufficient other income to correct the distor-
tion that would otherwise result, the part-
nership may request that the Commissioner 
exercise his or her discretion to waive the 
minimum gain chargeback requirement and 
recognize allocations that would allow A and 
B to share equally the gain on the sale of the 
property. These allocations would bring the 
partners’ capital accounts to $150 each, al-
lowing them to share the last $300 equally. 
The Commissioner may, in his or her discre-
tion, permit this allocation pursuant to 
paragraph (f)(4) of this section because the 
minimum gain chargeback would distort the 
partners’ economic arrangement over the 
term of the partnership as reflected in the 
partnership agreement and as evidenced by 
the partners’ contributions and the partner-
ship’s allocations and distributions. 

Example 2. A and B form a partnership, con-
tribute $25 each to the partnership’s capital, 
and agree to share all losses and profits 50 
percent each. Neither partner has an uncon-
ditional deficit restoration obligation and all 
the requirements in paragraph (e) of this sec-

tion are met. The partnership obtains a non-
recourse loan from an unrelated third party 
of $100 and purchases two assets, stock for 
$50 and depreciable property for $100. The 
nonrecourse loan is secured by the partner-
ship’s depreciable property. The partnership 
generates $20 of depreciation in each of the 
first five years as its only tax item. These 
deductions are properly treated as non-
recourse deductions and the allocation of 
these deductions 50 percent to A and 50 per-
cent to B is deemed to be in accordance with 
the partners’ interests in the partnership. At 
the end of year five, A and B each have a $25 
deficit capital account and a $50 share of 
partnership minimum gain. In the beginning 
of year six, (at the lender’s request), A guar-
antees the entire nonrecourse liability. Pur-
suant to paragraph (d)(1) of this section, the 
partnership has a net decrease in minimum 
gain of $100 and under paragraph (g)(2) of this 
section, A’s and B’s shares of that net de-
crease are $50 each. Under paragraph (f)(1) of 
this section (the minimum gain chargeback 
requirement), B is subject to a $50 minimum 
gain chargeback. Because the partnership 
has no gross income in year six, the entire 
$50 carries over as a minimum gain 
chargeback requirement to succeeding tax-
able years until their is enough income to 
cover the minimum gain chargeback require-
ment. Under the exception to the minimum 
gain chargeback in paragraph (f)(2) of this 
section, A is not subject to a minimum gain 
chargeback for A’s $50 share of the net de-
crease because A bears the economic risk of 
loss for the liability. Instead, A’s share of 
partner nonrecourse debt minimum gain is 
$50 pursuant to paragraph (i)(3) of this sec-
tion. In year seven, the partnership earns 
$100 of net operating income and uses the 
money to repay the entire $100 nonrecourse 
debt (that A has guaranteed). Under para-
graph (i)(3) of this section, the partnership 
has a net decrease in partner nonrecourse 
debt minimum gain of $50. B must be allo-
cated $50 of the operating income pursuant 
to the carried over minimum gain 
chargeback requirement; pursuant to para-
graph (i)(4) of this section, the other $50 of 
operating income must be allocated to A as 
a partner nonrecourse debt minimum gain 
chargeback. 

(g) Shares of partnership minimum 
gain—(1) Partner’s share of partnership 
minimum gain. Except as increased in 
paragraph (g) (3) of this section, a part-
ner’s share of partnership minimum 
gain at the end of any partnership tax-
able year equals: 

(i) The sum of nonrecourse deduc-
tions allocated to that partner (and to 
that partner’s predecessors in interest) 
up to that time and the distributions 
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made to that partner (and to that part-
ner’s predecessors’ in interest) up to 
that time of proceeds of a nonrecourse 
liability allocable to an increase in 
partnership minimum gain (see para-
graph (h)(1) of this section); minus 

(ii) The sum of that partner’s (and 
that partner’s predecessors’ in interest) 
aggregate share of the net decreases in 
partnership minimum gain plus their 
aggregate share of decreases resulting 
from revaluations of partnership prop-
erty subject to one or more partnership 
nonrecourse liabilities. 
For purposes of § 1.704–1(b)(2)(ii)(d), a 
partner’s share of partnership min-
imum gain is added to the limited dol-
lar amount, if any, of the deficit bal-
ance in the partner’s capital account 
that the partner is obligated to restore. 
See paragraph (m), Examples (1)(i) and 
(3)(i) of this section. 

(2) Partner’s share of the net decrease 
in partnership minimum gain. A part-
ner’s share of the net decrease in part-
nership minimum gain is the amount 
of the total net decrease multiplied by 
the partner’s percentage share of the 
partnership’s minimum gain at the end 
of the immediately preceding taxable 
year. A partner’s share of any decrease 
in partnership minimum gain resulting 
from a revaluation of partnership prop-
erty equals the increase in the part-
ner’s capital account attributable to 
the revaluation to the extent the re-
duction in minimum gain is caused by 
the revaluation. See paragraph (m), Ex-
ample (3)(ii) of this section. 

(3) Conversions of recourse or partner 
nonrecourse debt into nonrecourse debt. A 
partner’s share of partnership min-
imum gain is increased to the extent 
provided in this paragraph (g)(3) if a re-
course or partner nonrecourse liability 
becomes partially or wholly non-
recourse. If a recourse liability be-
comes a nonrecourse liability, a part-
ner has a share of the partnership’s 
minimum gain that results from the 
conversion equal to the partner’s def-
icit capital account (determined under 
§ 1.704–1(b)(2)(iv)) to the extent the 
partner no longer bears the economic 
burden for the entire deficit capital ac-
count as a result of the conversion. For 
purposes of the preceding sentence, the 
determination of the extent to which a 
partner bears the economic burden for 

a deficit capital account is made by de-
termining the consequences to the 
partner in the case of a complete liq-
uidation of the partnership imme-
diately after the conversion applying 
the rules described in § 1.704– 
1(b)(2)(iii)(c) that deem the value of 
partnership property to equal its basis, 
taking into account section 7701(g) in 
the case of property that secures non-
recourse indebtedness. If a partner non-
recourse debt becomes a nonrecourse 
liability, the partner’s share of part-
nership minimum gain is increased to 
the extent the partner is not subject to 
the minimum gain chargeback require-
ment under paragraph (i)(4) of this sec-
tion. 

(h) Distribution of nonrecourse liability 
proceeds allocable to an increase in part-
nership minimum gain—(1) In general. If 
during its taxable year a partnership 
makes a distribution to the partners 
allocable to the proceeds of a non-
recourse liability, the distribution is 
allocable to an increase in partnership 
minimum gain to the extent the in-
crease results from encumbering part-
nership property with aggregate non-
recourse liabilities that exceed the 
property’s adjusted tax basis. See para-
graph (m), Example (1)(vi) of this sec-
tion. If the net increase in partnership 
minimum gain for a partnership tax-
able year is allocable to more than one 
nonrecourse liability, the net increase 
is allocated among the liabilities in 
proportion to the amount each liability 
contributed to the increase in min-
imum gain. 

(2) Distribution allocable to nonrecourse 
liability proceeds. A partnership may 
use any reasonable method to deter-
mine whether a distribution by the 
partnership to one or more partners is 
allocable to proceeds of a nonrecourse 
liability. The rules prescribed under 
§ 1.163–8T for allocating debt proceeds 
among expenditures (applying those 
rules to the partnership as if it were an 
individual) constitute a reasonable 
method for determining whether the 
nonrecourse liability proceeds are dis-
tributed to the partners and the part-
ners to whom the proceeds are distrib-
uted. 

(3) Option when there is an obligation 
to restore. A partnership may treat any 
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distribution to a partner of the pro-
ceeds of a nonrecourse liability (that 
would otherwise be allocable to an in-
crease in partnership minimum gain) 
as a distribution that is not allocable 
to an increase in partnership minimum 
gain to the extent the distribution does 
not cause or increase a deficit balance 
in the partner’s capital account that 
exceeds the amount the partner is oth-
erwise obligated to restore (within the 
meaning of § 1.704–1(b)(2)(ii)(c)) as of the 
end of the partnership taxable year in 
which the distribution occurs. 

(4) Carryover to immediately succeeding 
taxable year. The carryover rule of this 
paragraph applies if the net increase in 
partnership minimum gain for a part-
nership taxable year that is allocable 
to a nonrecourse liability under para-
graph (h)(2) of this section exceeds the 
distributions allocable to the proceeds 
of the liability (‘‘excess allocable 
amount’’), and all or part of the net in-
crease in partnership minimum gain 
for the year is carried over as an in-
crease in partnership minimum gain 
for the immediately succeeding taxable 
year (pursuant to paragraph (j)(1)(iii) 
of this section). If the carryover rule of 
this paragraph applies, the excess allo-
cable amount (or the amount carried 
over under paragraph (j)(1)(iii) of this 
section, if less) is treated in the suc-
ceeding taxable year as an increase in 
partnership minimum gain that arose 
in that year as a result of incurring the 
nonrecourse liability to which the ex-
cess allocable amount is attributable. 
See paragraph (m), Example (1)(vi) of 
this section. If for a partnership tax-
able year there is an excess allocable 
amount with respect to more than one 
partnership nonrecourse liability, the 
excess allocable amount is allocated to 
each liability in proportion to the 
amount each liability contributed to 
the increase in minimum gain. 

(i) Partnership nonrecourse liabilities 
where a partner bears the economic risk of 
loss—(1) In general. Partnership losses, 
deductions, or section 705(a)(2)(B) ex-
penditures that are attributable to a 
particular partner nonrecourse liabil-
ity (‘‘partner nonrecourse deductions,’’ 
as defined in paragraph (i)(2) of this 
section) must be allocated to the part-
ner that bears the economic risk of loss 
for the liability. If more than one part-

ner bears the economic risk of loss for 
a partner nonrecourse liability, any 
partner nonrecourse deductions attrib-
utable to that liability must be allo-
cated among the partners according to 
the ratio in which they bear the eco-
nomic risk of loss. If partners bear the 
economic risk of loss for different por-
tions of a liability, each portion is 
treated as a separate partner non-
recourse liability. 

(2) Definition of and determination of 
partner nonrecourse deductions. For any 
partnership taxable year, the amount 
of partner nonrecourse deductions with 
respect to a partner nonrecourse debt 
equals the net increase during the year 
in minimum gain attributable to the 
partner nonrecourse debt (‘‘partner 
nonrecourse debt minimum gain’’), re-
duced (but not below zero) by proceeds 
of the liability distributed during the 
year to the partner bearing the eco-
nomic risk of loss for the liability that 
are both attributable to the liability 
and allocable to an increase in the 
partner nonrecourse debt minimum 
gain. See paragraph (m), Example (1) 
(viii) and (ix) of this section. The deter-
mination of which partnership items 
constitute the partner nonrecourse de-
ductions with respect to a partner non-
recourse debt must be made in a man-
ner consistent with the provisions of 
paragraphs (c) and (j)(1) (i) and (iii) of 
this section. 

(3) Determination of partner non-
recourse debt minimum gain. For any 
partnership taxable year, the deter-
mination of partner nonrecourse debt 
minimum gain and the net increase or 
decrease in partner nonrecourse debt 
minimum gain must be made in a man-
ner consistent with the provisions of 
paragraphs (d) and (g)(3) of this sec-
tion. 

(4) Chargeback of partner nonrecourse 
debt minimum gain. If during a partner-
ship taxable year there is a net de-
crease in partner nonrecourse debt 
minimum gain, any partner with a 
share of that partner nonrecourse debt 
minimum gain (determined under para-
graph (i)(5) of this section) as of the be-
ginning of the year must be allocated 
items of income and gain for the year 
(and, if necessary, for succeeding years) 
equal to that partner’s share of the net 
decrease in the partner nonrecourse 
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debt minimum gain. A partner’s share 
of the net decrease in partner non-
recourse debt minimum gain is deter-
mined in a manner consistent with the 
provisions of paragraph (g)(2) of this 
section. A partner is not subject to this 
minimum gain chargeback, however, to 
the extent the net decrease in partner 
nonrecourse debt minimum gain arises 
because a partner nonrecourse liability 
becomes partially or wholly a non-
recourse liability. The amount that 
would otherwise be subject to the part-
ner nonrecourse debt minimum gain 
chargeback is added to the partner’s 
share of partnership minimum gain 
under paragraph (g)(3) of this section. 
In addition, rules consistent with the 
provisions of paragraphs (f) (2), (3), (4), 
and (5) of this section apply with re-
spect to partner nonrecourse debt in 
appropriate circumstances. The deter-
mination of which items of partnership 
income and gain must be allocated pur-
suant to this paragraph (i)(4) is made 
in a manner that is consistent with the 
provisions of paragraph (f)(6) of this 
section. See paragraph (j)(2) (ii) and 
(iii) of this section for more specific 
rules. 

(5) Partner’s share of partner non-
recourse debt minimum gain. A partner’s 
share of partner nonrecourse debt min-
imum gain at the end of any partner-
ship taxable year is determined in a 
manner consistent with the provisions 
of paragraphs (g)(1) and (g)(3) of this 
section with respect to each particular 
partner nonrecourse debt for which the 
partner bears the economic risk of loss. 
For purposes of § 1.704–1(b)(2)(ii)(d), a 
partner’s share of partner nonrecourse 
debt minimum gain is added to the 
limited dollar amount, if any, of the 
deficit balance in the partner’s capital 
account that the partner is obligated 
to restore, and the partner is not other-
wise considered to have a deficit res-
toration obligation as a result of bear-
ing the economic risk of loss for any 
partner nonrecourse debt. See para-
graph (m), Example (1)(viii) of this sec-
tion. 

(6) Distribution of partner nonrecourse 
debt proceeds allocable to an increase in 
partner nonrecourse debt minimum gain. 
Rules consistent with the provisions of 
paragraph (h) of this section apply to 

distributions of the proceeds of partner 
nonrecourse debt. 

(j) Ordering rules. For purposes of this 
section, the following ordering rules 
apply to partnership items. Notwith-
standing any other provision in this 
section and § 1.704–1, allocations of 
partner nonrecourse deductions, non-
recourse deductions, and minimum 
gain chargebacks are made before any 
other allocations. 

(1) Treatment of partnership losses and 
deductions. (i) Partner nonrecourse de-
ductions. Partnership losses, deduc-
tions, and section 705(a)(2)(B) expendi-
tures are treated as partner non-
recourse deductions in the amount de-
termined under paragraph (i)(2) of this 
section (determining partner non-
recourse deductions) in the following 
order: 

(A) First, depreciation or cost recov-
ery deductions with respect to property 
that is subject to partner nonrecourse 
debt; 

(B) Then, if necessary, a pro rata por-
tion of the partnership’s other deduc-
tions, losses, and section 705(a)(2)(B) 
items. 
Depreciation or cost recovery deduc-
tions with respect to property that is 
subject to a partnership nonrecourse li-
ability is first treated as a partnership 
nonrecourse deduction and any excess 
is treated as a partner nonrecourse de-
duction under this paragraph (j)(1)(i). 

(ii) Partnership nonrecourse deduc-
tions. Partnership losses, deductions, 
and section 705(a)(2)(B) expenditures 
are treated as partnership nonrecourse 
deductions in the amount determined 
under paragraph (c) of this section (de-
termining nonrecourse deductions) in 
the following order: 

(A) First, depreciation or cost recov-
ery deductions with respect to property 
that is subject to partnership non-
recourse liabilities; 

(B) Then, if necessary, a pro rata por-
tion of the partnership’s other deduc-
tions, losses, and section 705(a)(2)(B) 
items. 
Depreciation or cost recovery deduc-
tions with respect to property that is 
subject to partner nonrecourse debt is 
first treated as a partner nonrecourse 
deduction and any excess is treated as 
a partnership nonrecourse deduction 
under this paragraph (j)(1)(ii). Any 
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other item that is treated as a partner 
nonrecourse deduction will in no event 
be treated as a partnership nonrecourse 
deduction. 

(iii) Carryover to succeeding taxable 
year. If the amount of partner non-
recourse deductions or nonrecourse de-
ductions exceeds the partnership’s 
losses, deductions, and section 
705(a)(2)(B) expenditures for the tax-
able year (determined under para-
graphs (j)(1) (i) and (ii) of this section), 
the excess is treated as an increase in 
partner nonrecourse debt minimum 
gain or partnership minimum gain in 
the immediately succeeding partner-
ship taxable year. See paragraph (m), 
Example (1)(vi) of this section. 

(2) Treatment of partnership income 
and gains. (i) Minimum gain chargeback. 
Items of partnership income and gain 
equal to the minimum gain chargeback 
requirement (determined under para-
graph (f) of this section) are allocated 
as a minimum gain chargeback in the 
following order: 

(A) First, gain from the disposition of 
property subject to partnership non-
recourse liabilities; 

(B) Then, if necessary, a pro rata por-
tion of the partnership’s other items of 
income and gain for that year. 
Gain from the disposition of property 
subject to partner nonrecourse debt is 
allocated to satisfy a minimum gain 
chargeback requirement for partner-
ship nonrecourse debt only to the ex-
tent not allocated under paragraph 
(j)(2)(ii) of this section. 

(ii) Chargeback attributable to decrease 
in partner nonrecourse debt minimum 
gain. Items of partnership income and 
gain equal to the partner nonrecourse 
debt minimum gain chargeback (deter-
mined under paragraph (i)(4) of this 
section) are allocated to satisfy a part-
ner nonrecourse debt minimum gain 
chargeback in the following order: 

(A) First, gain from the disposition of 
property subject to partner non-
recourse debt; 

(B) Then, if necessary, a pro rata por-
tion of the partnership’s other items of 
income and gain for that year. 
Gain from the disposition of property 
subject to a partnership nonrecourse li-
ability is allocated to satisfy a partner 
nonrecourse debt minimum gain 
chargeback only to the extent not allo-

cated under paragraph (j)(2)(i) of this 
section. An item of partnership income 
and gain that is allocated to satisfy a 
minimum gain chargeback under para-
graph (f) of this section is not allocated 
to satisfy a minimum gain chargeback 
under paragraph (i)(4). 

(iii) Carryover to succeeding taxable 
year. If a minimum gain chargeback re-
quirement (determined under para-
graphs (f) and (i)(4) of this section) ex-
ceeds the partnership’s income and 
gains for the taxable year, the excess is 
treated as a minimum gain chargeback 
requirement in the immediately suc-
ceeding partnership taxable years until 
fully charged back. 

(k) Tiered partnerships. For purposes 
of this section, the following rules de-
termine the effect on partnership min-
imum gain when a partnership (‘‘upper- 
tier partnership’’) is a partner in an-
other partnership (‘‘lower-tier partner-
ship’’). 

(1) Increase in upper-tier partnership’s 
minimum gain. The sum of the non-
recourse deductions that the lower-tier 
partnership allocates to the upper-tier 
partnership for any taxable year of the 
upper-tier partnership, and the dis-
tributions made during that taxable 
year from the lower-tier partnership to 
the upper-tier partnership of proceeds 
of nonrecourse debt that are allocable 
to an increase in the lower-tier part-
nership’s minimum gain, is treated as 
an increase in the upper-tier partner-
ship’s minimum gain. 

(2) Decrease in upper-tier partnership’s 
minimum gain. The upper-tier partner-
ship’s share for its taxable year of the 
lower-tier partnership’s net decrease in 
its minimum gain is treated as a de-
crease in the upper-tier partnership’s 
minimum gain for that taxable year. 

(3) Nonrecourse debt proceeds distrib-
uted from the lower-tier partnership to the 
upper-tier partnership. All distributions 
from the lower-tier partnership to the 
upper-tier partnership during the 
upper-tier partnership’s taxable year of 
proceeds of a nonrecourse liability al-
locable to an increase in the lower-tier 
partnership’s minimum gain are treat-
ed as proceeds of a nonrecourse liabil-
ity of the upper-tier partnership. The 
increase in the upper-tier partnership’s 
minimum gain (under paragraph (k)(1) 
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of this section) attributable to the re-
ceipt of those distributions is, for pur-
poses of paragraph (h) of this section, 
treated as an increase in the upper-tier 
partnership’s minimum gain arising 
from encumbering property of the 
upper-tier partnership with a non-
recourse liability of the upper-tier 
partnership. 

(4) Nonrecourse deductions of lower-tier 
partnership treated as depreciation by 
upper-tier partnership. For purposes of 
paragraph (c) of this section, all non-
recourse deductions allocated by the 
lower-tier partnership to the upper-tier 
partnership for the upper-tier partner-
ship’s taxable year are treated as de-
preciation or cost recovery deductions 
with respect to property owned by the 
upper-tier partnership and subject to a 
nonrecourse liability of the upper-tier 
partnership with respect to which min-
imum gain increased during the year 
by the amount of the nonrecourse de-
ductions. 

(5) Coordination with partner non-
recourse debt rules. The lower-tier part-
nership’s liabilities that are treated as 
the upper-tier partnership’s liabilities 
under § 1.752–4(a) are treated as the 
upper-tier partnership’s liabilities for 
purposes of applying paragraph (i) of 
this section. Rules consistent with the 
provisions of paragraphs (k)(1) through 
(k)(4) of this section apply to deter-
mine the allocations that the upper- 
tier partnership must make with re-
spect to any liability that constitutes 
a nonrecourse debt for which one or 
more partners of the upper-tier part-
nership bear the economic risk of loss. 

(l) Effective dates—(1) In general—(i) 
Prospective application. Except as other-
wise provided in this paragraph (l), this 
section applies for partnership taxable 
years beginning on or after December 
28, 1991. For the rules applicable to tax-
able years beginning after December 29, 
1988, and before December 28, 1991, see 
former § 1.704–1T(b)(4)(iv). For the rules 
applicable to taxable years beginning 
on or before December 29, 1988, see 
former § 1.704–1(b)(4)(iv). 

(ii) Partnerships subject to temporary 
regulations. If a partnership agreement 
entered into after December 29, 1988, 
and before December 28, 1991, or a part-
nership agreement entered into on or 
before December 29, 1988, that elected 

to apply former § 1.704–1T(b)(4)(iv) (as 
contained in the CFR edition revised as 
of April 1, 1991), complied with the pro-
visions of former § 1.704–1T(b)(4)(iv) be-
fore December 28, 1991— 

(A) The provisions of former § 1.704– 
1T(b)(4)(iv) continue to apply to the 
partnership for any taxable year begin-
ning on or after December 28, 1991, (un-
less the partnership makes an election 
under paragraph (l)(4) of this section) 
and ending before any subsequent ma-
terial modification to the partnership 
agreement; and 

(B) The provisions of this section do 
not apply to the partnership for any of 
those taxable years. 

(iii) Partnerships subject to former reg-
ulations. If a partnership agreement en-
tered into on or before December 29, 
1988, complied with the provisions of 
former § 1.704–1(b)(4)(iv)(d) on or before 
that date— 

(A) The provisions of former § 1.704– 
1(b)(4)(iv) (a) through (f) continue to 
apply to the partnership for any tax-
able year beginning after that date (un-
less the partnership made an election 
under § 1.704–1T(b)(4)(iv)(m)(4) in a part-
nership taxable year ending before De-
cember 28, 1991, or makes an election 
under paragraph (l)(4) of this section) 
and ending before any subsequent ma-
terial modification to the partnership 
agreement; and 

(B) The provisions of this section do 
not apply to the partnership for any of 
those taxable years. 

(iv) Paragraph (f)(2), the first sen-
tence of paragraph (g)(3), and the third 
sentence of paragraph (i)(4) of this sec-
tion apply to liabilities incurred or as-
sumed by a partnership on or after Oc-
tober 11, 2006 other than liabilities in-
curred or assumed by a partnership 
pursuant to a written binding contract 
in effect prior to October 11, 2006. The 
rules applicable to liabilities incurred 
or assumed (or subject to a binding 
contract in effect) prior to October 11, 
2006 are contained in this section in ef-
fect prior to October 11, 2006. (See 26 
CFR part 1 revised as of April 1, 2006.) 

(2) Special rule applicable to pre-Janu-
ary 30, 1989, related party nonrecourse 
debt. For purposes of this section and 
former § 1.704–1T(b)(4)(iv), if— 

(i) A partnership liability would, but 
for this paragraph (l)(2) of this section, 
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constitute a partner nonrecourse debt; 
and 

(ii) Sections 1.752–1 through 1.752–3 or 
former §§ 1.752–1T through –3T (which-
ever is applicable) do not apply to the 
liability; 
the liability is, notwithstanding para-
graphs (i) and (b)(4) of this section, 
treated as a nonrecourse liability of 
the partnership, and not as a partner 
nonrecourse debt, to the extent the li-
ability would be so treated under this 
section (or § 1.704–1T(b)(4)(iv)) if the de-
termination of the extent to which one 
or more partners bears the economic 
risk of loss for the liability under 
§ 1.752–1 or former § 1.752–1T were made 
without regard to the economic risk of 
loss that any partner would otherwise 
be considered to bear for the liability 
by reason of any obligation undertaken 
or interest as a creditor acquired prior 
to January 30, 1989, by a person related 
to the partner (within the meaning of 
§ 1.752–4(b) or former § 1.752–1T(h)). For 
purposes of the preceding sentence, if a 
related person undertakes an obliga-
tion or acquires an interest as a cred-
itor on or after January 30, 1989, pursu-
ant to a written binding contract in ef-
fect prior to January 30, 1989, and at all 
times thereafter, the obligation or in-
terest as a creditor is treated as if it 
were undertaken or acquired prior to 
January 30, 1989. However, for partner-
ship taxable years beginning on or 
after December 29, 1988, a pre-January 
30, 1989, liability, other than a liability 
subject to paragraph (l)(3) of this sec-
tion or former § 1.704–1T(b)(4)(iv)(m)(3) 
(whichever is applicable), that is treat-
ed as grandfathered under former 
§§ 1.752–1T through –3T (whichever is 
applicable) will be treated as a non-
recourse liability for purposes of this 
section provided that all partners in 
the partnership consistently treat the 
liability as nonrecourse for partnership 
taxable years beginning on or after De-
cember 29, 1988. 

(3) Transition rule for pre-March 1, 
1984, partner nonrecourse debt. If a part-
nership liability would, but for this 
paragraph (l)(3) or former § 1.704– 
1T(b)(4)(iv), constitute a partner non-
recourse debt and the liability con-
stitutes grandfathered partner non-
recourse debt that is appropriately 
treated as a nonrecourse liability of 

the partnership under § 1.752–1 (as in ef-
fect prior to December 29, 1988)— 

(i) The liability is, notwithstanding 
paragraphs (i) and (b)(4) of this section, 
former § 1.704–1T(b)(4)(iv), and former 
§ 1.704–1(b)(4)(iv), treated as a non-
recourse liability of the partnership for 
purposes of this section and for pur-
poses of former § 1.704–1T(b)(4)(iv) and 
former § 1.704–1(b)(4)(iv) to the extent of 
the amount, if any, by which the small-
est outstanding balance of the liability 
during the period beginning at the end 
of the first partnership taxable year 
ending on or after December 31, 1986, 
and ending at the time of any deter-
mination under this paragraph (l)(3)(i) 
or former § 1.704–1T(b)(4)(iv)(m)(3)(i) ex-
ceeds the aggregate amount of the ad-
justed basis (or book value) of partner-
ship property allocable to the liability 
(determined in accordance with former 
§ 1.704–1(b)(4)(iv)(c) (1) and (2) at the end 
of the first partnership taxable year 
ending on or after December 31, 1986); 
and 

(ii) In applying this section to the li-
ability, former § 1.704–1(b)(4)(iv)(c) (1) 
and (2) is applied as if all of the ad-
justed basis of partnership property al-
locable to the liability is allocable to 
the portion of the liability that is 
treated as a partner nonrecourse debt 
and as if none of the adjusted basis of 
partnership property that is allocable 
to the liability is allocable to the por-
tion of the liability that is treated as a 
nonrecourse liability under this para-
graph (l)(3) and former § 1.704–1T 
(b)(4)(iv)(m)(3)(i). 
For purposes of the preceding sentence, 
a grandfathered partner debt is any 
partnership liability that was not sub-
ject to former §§ 1.752–1T and –3T but 
that would have been subject to those 
sections under § 1.752–4T(b) if the liabil-
ity had arisen (other than pursuant to 
a written binding contract) on or after 
March 1, 1984. A partnership liability is 
not considered to have been subject to 
§§ 1.752–2T and –3T solely because a por-
tion of the liability was treated as a li-
ability to which those sections apply 
under § 1.752–4(e). 

(4) Election. A partnership may elect 
to apply the provisions of this section 
to the first taxable year of the partner-
ship ending on or after December 28, 
1991. An election under this paragraph 
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(l)(4) is made by attaching a written 
statement to the partnership return for 
the first taxable year of the partner-
ship ending on or after December 28, 
1991. The written statement must in-
clude the name, address, and taxpayer 
identification number of the partner-
ship making the statement and must 
declare that an election is made under 
this paragraph (l)(4). 

(m) Examples. The principles of this 
section are illustrated by the following 
examples: 

Example 1. Nonrecourse deductions and part-
nerships minimum gain. For Example 1, unless 
otherwise provided, the following facts are 
assumed. LP, the limited partner, and GP, 
the general partner, form a limited partner-
ship to acquire and operate a commercial of-
fice building. LP contributes $180,000, and GP 
contributes $20,000. The partnership obtains 
an $800,000 nonrecourse loan and purchases 
the building (on leased land) for $1,000,000. 
The nonrecourse loan is secured only by the 
building, and no principal payments are due 
for 5 years. The partnership agreement pro-
vides that GP will be required to restore any 
deficit balance in GP’s capital account fol-
lowing the liquidation of GP’s interest (as 
set forth in § 1.704–1 (b) (2)(ii)(b)(3)), and LP 
will not be required to restore any deficit 
balance in LP’s capital account following 
the liquidation of LP’s interest. The partner-
ship agreement contains the following provi-
sions required by paragraph (e) of this sec-
tion: a qualified income offset (as defined in 
§ 1.704–1(b)(2)(ii)(d)); a minimum gain 
chargeback (in accordance with paragraph (f) 
of this section); a provision that the part-
ners’ capital accounts will be determined 
and maintained in accordance with § 1.704– 
1(b)(2)(ii)(b)(1); and a provision that distribu-
tions will be made in accordance with part-
ners’ positive capital account balances (as 
set forth in § 1.704–1(b)(2)(ii)(b)(2)). In addi-
tion, as of the end of each partnership tax-
able year discussed herein, the items de-
scribed in § 1.704–1(b)(2)(ii)(d) (4), (5), and (6) 
are not reasonably expected to cause or in-
crease a deficit balance in LP’s capital ac-
count. The partnership agreement provides 
that, except as otherwise required by its 
qualified income offset and minimum gain 
chargeback provisions, all partnership items 
will be allocated 90 percent to LP and 10 per-
cent to GP until the first time when the 
partnership has recognized items of income 
and gain that exceed the items of loss and 
deduction it has recognized over its life, and 
all further partnership items will be allo-
cated equally between LP and GP. Finally, 
the partnership agreement provides that all 
distributions, other than distributions in liq-
uidation of the partnership or of a partner’s 

interest in the partnership, will be made 90 
percent to LP and 10 percent to GP until a 
total of $200,000 has been distributed, and 
thereafter all the distributions will be made 
equally to LP and GP. In each of the partner-
ship’s first 2 taxable years, it generates rent-
al income of $95,000, operating expenses (in-
cluding land lease payments) of $10,000, in-
terest expense of $80,000, and a depreciation 
deduction of $90,000, resulting in a net tax-
able loss of $85,000 in each of those years. The 
allocations of these losses 90 per percent to 
LP and 10 percent to GP have substantial 
economic effect. 

LP GP 

Capital account on formation .......... $180,000 $20,000 
Less: net loss in years 1 

and 2 ............................. (153,000 ) (17,000 ) 

Capital account at end of year 2 ..... $27,000 $3,000 

In the partnership’s third taxable year, it 
again generates rental income of $95,000, op-
erating expenses of $10,000, interest expense 
of $80,000, and a depreciation deduction of 
$90,000, resulting in net taxable loss of 
$85,000. The partnership makes no distribu-
tions. 

(i) Calculation of nonrecourse deductions and 
partnership minimum gain. If the partnership 
were to dispose of the building in full satis-
faction of the nonrecourse liability at the 
end of the third year, it would realize $70,000 
of gain ($800,000 amount realized less $730,000 
adjusted tax basis). Because the amount of 
partnership minimum gain at the end of the 
third year (and the net increase in partner-
ship minimum gain during the year) is 
$70,000, there are partnership nonrecourse de-
ductions for that year of $70,000, consisting 
of depreciation deductions allowable with re-
spect to the building of $70,000. Pursuant to 
the partnership agreement, all partnership 
items comprising the net taxable loss of 
$85,000, including the $70,000 nonrecourse de-
duction, are allocated 90 percent to LP and 
10 percent to GP. The allocation of these 
items, other than the nonrecourse deduc-
tions, has substantial economic effect. 

LP GP 

Capital account at end of year 2 ..... $27,000 $3,000 
Less: net loss in year 3 

(without nonrecourse de-
ductions) ........................ (13,500 ) (1,500 ) 

Less: nonrecourse deduc-
tions in year 3 ................ (63,000 ) (7,000 ) 

Capital account at end of year 3 ..... ($49,500 ) ($5,500 ) 

The allocation of the $70,000 nonrecourse de-
duction satisfies requirement (2) of para-
graph (e) of this section because it is con-
sistent with allocations having substantial 
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economic effect of other significant partner-
ship items attributable to the building. Be-
cause the remaining requirements of para-
graph (e) of this section are satisfied, the al-
location of nonrecourse deductions is deemed 
to be in accordance with the partners’ inter-
ests in the partnership. At the end of the 
partnership’s third taxable year, LP’s and 
GP’s shares of partnership minimum gain 
are $63,000 and $7,000, respectively. Therefore, 
pursuant to paragraph (g)(1) of this section, 
LP is treated as obligated to restore a deficit 
capital account balance of $63,000, so that in 
the succeeding year LP could be allocated up 
to an additional $13,500 of partnership deduc-
tions, losses, and section 705(a)(2)(B) items 
that are not nonrecourse deductions. Even 
though this allocation would increase a def-
icit capital account balance, it would be con-
sidered to have economic effect under the al-
ternate economic effect test contained in 
§ 1.704–1(b)(2)(ii)(d). If the partnership were to 
dispose of the building in full satisfaction of 
the nonrecourse liability at the beginning of 
the partnership’s fourth taxable year (and 
had no other economic activity in that year), 
the partnership minimum gain would be de-
creased from $70,000 to zero, and the min-
imum gain chargeback would require that 
LP and GP be allocated $63,000 and $7,000, re-
spectively, of the gain from that disposition. 

(ii) Illustration of reasonable consistency re-
quirement. Assume instead that the partner-
ship agreement provides that all nonrecourse 
deductions of the partnership will be allo-
cated equally between LP and GP. Further-
more, at the time the partnership agreement 
is entered into, there is a reasonable likeli-
hood that over the partnership’s life it will 
realize amounts of income and gain signifi-
cantly in excess of amounts of loss and de-
duction (other than nonrecourse deductions). 
The equal allocation of excess income and 
gain has substantial economic effect. 

LP GP 

Capital account on formation .......... $180,000 $20,000 
Less: net loss in years 1 

and 2 ............................. (153,000 ) (17,000 ) 
Less: net loss in year 

(without nonrecourse de-
ductions) ........................ (13,500 ) (1,500 ) 

Less: nonrecourse deduc-
tions in year 3 ................ (35,000 ) (35,000 ) 

Capital account at end of year 3 ..... ($21,500 ) ($33,500 ) 

The allocation of the $70,000 nonrecourse de-
duction equally between LP and GP satisfies 
requirement (2) of paragraph (e) of this sec-
tion because the allocation is consistent 
with allocations, which will have substantial 
economic effect, of other significant partner-
ship items attributable to the building. Be-
cause the remaining requirements of para-
graph (e) of this section are satisfied, the al-
location of nonrecourse deductions is deemed 

to be in accordance with the partners’ inter-
ests in the partnership. The allocation of the 
nonrecourse deductions 75 percent to LP and 
25 percent to GP (or in any other ratio be-
tween 90 percent to LP/10 percent to GP and 
50 percent to LP/50 percent to GP) also would 
satisfy requirement (2) of paragraph (e) of 
this section. 

(iii) Allocation of nonrecourse deductions 
that fails reasonable consistency requirement. 
Assume instead that the partnership agree-
ment provides that LP will be allocated 99 
percent, and GP 1 percent, of all nonrecourse 
deductions of the partnership. Allocating 
nonrecourse deductions this way does not 
satisfy requirement (2) of paragraph (e) of 
this section because the allocations are not 
reasonably consistent with allocations, hav-
ing substantial economic effect, of any other 
significant partnership item attributable to 
the building. Therefore, the allocation of 
nonrecourse deductions will be disregarded, 
and the nonrecourse deductions of the part-
nership will be reallocated according to the 
partners’ overall economic interests in the 
partnership, determined under § 1.704– 
1(b)(3)(ii). 

(iv) Capital contribution to pay down non-
recourse debt. At the beginning of the part-
nership’s fourth taxable year, LP contributes 
$144,000 and GP contributes $16,000 of addi-
tion capital to the partnership, which the 
partnership immediately uses to reduce the 
amount of its nonrecourse liability from 
$800,000 to $640,000. In addition, in the part-
nership’s fourth taxable year, it generates 
rental income of $95,000, operating expenses 
of $10,000, interest expense of $64,000 (con-
sistent with the debt reduction), and a depre-
ciation deduction of $90,000, resulting in a 
net taxable loss of $69,000. If the partnership 
were to dispose of the building in full satis-
faction of the nonrecourse liability at the 
end of that year, it would realize no gain 
($640,000 amount realized less $640,000 ad-
justed tax basis). Therefore, the amount of 
partnership minimum gain at the end of the 
year is zero, which represents a net decrease 
in partnership minimum gain of $70,000 dur-
ing the year. LP’s and GP’s shares of this net 
decrease are $63,000 and $7,000 respectively, 
so that at the end of the partnership’s fourth 
taxable year, LP’s and GP’s shares of part-
nership minimum gain are zero. Although 
there has been a net decrease in partnership 
minimum gain, pursuant to paragraph (f)(3) 
of this section LP and GP are not subject to 
a minimum gain chargeback. 

LP GP 

Capital account at end of year 3 ..... ($49,500 ) ($5,500 ) 
Plus: contribution .............. 144,000 16,000 
Less: net loss in year 4 .... (62,100 ) (6,900 ) 

Capital account at end of year 4 ..... $32,400 $3,600 
Minimum gain chargeback 

carryforward ................................. $0 $0 
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(v) Loans of unequal priority. Assume in-
stead that the building acquired by the part-
nership is secured by a $700,000 nonrecourse 
loan and a $100,000 recourse loan, subordinate 
in priority to the nonrecourse loan. Under 
paragraph (d)(2) of this section, $700,000 of 
the adjusted basis of the building at the end 
of the partnership’s third taxable year is al-
located to the nonrecourse liability (with the 
remaining $30,000 allocated to the recourse 
liability) so that if the partnership disposed 
of the building in full satisfaction of the non-
recourse liability at the end of that year, it 
would realize no gain ($700,000 amount real-
ized less $700,000 adjusted tax basis). There-
fore, there is no minimum gain (or increase 
in minimum gain) at the end of the partner-
ship’s third taxable year. If, however, the 
$700,000 nonrecourse loan were subordinate in 
priority to the $100,000 recourse loan, under 
paragraph (d)(2) of this section, the first 
$100,000 of adjusted tax basis in the building 
would be allocated to the recourse liability, 
leaving only $630,000 of the adjusted basis of 
the building to be allocated to the $700,000 
nonrecourse loan. In that case, the balance 
of the $700,000 nonrecourse liability would 
exceed the adjusted tax basis of the building 
by $70,000, so that there would be $70,000 of 
minimum gain (and a $70,000 increase in 
partnership minimum gain) in the partner-
ship’s third taxable year. 

(vi) Nonrecourse borrowing; distribution of 
proceeds in subsequent year. The partnership 
obtains an additional nonrecourse loan of 
$200,000 at the end of its fourth taxable year, 
secured by a second mortgage on the build-
ing, and distributes $180,000 of this cash to 
its partners at the beginning of its fifth tax-
able year. In addition, in its fourth and fifth 
taxable years, the partnership again gen-
erates rental income of $95,000, operating ex-
penses of $10,000, interest expense of $80,000 
($100,000 in the fifth taxable year reflecting 
the interest paid on both liabilities), and a 
depreciation deduction of $90,000, resulting in 
a net taxable loss of $85,000 ($105,000 in the 
fifth taxable year reflecting the interest paid 
on both liabilities). The partnership has dis-
tributed its $5,000 of operating cash flow in 
each year ($95,000 of rental income less 
$10,000 of operating expense and $80,000 of in-
terest expense) to LP and GP at the end of 
each year. If the partnership were to dispose 
of the building in full satisfaction of both 
nonrecourse liabilities at the end of its 
fourth taxable year, the partnership would 
realize $360,000 of gain ($1,000,000 amount re-
alized less $640,000 adjusted tax basis). Thus, 
the net increase in partnership minimum 
gain during the partnership’s fourth taxable 
year is $290,000 ($360,000 of minimum gain at 
the end of the fourth year less $70,000 of min-
imum gain at the end of the third year). Be-
cause the partnership did not distribute any 
of the proceeds of the loan it obtained in its 
fourth year during that year, the potential 

amount of partnership nonrecourse deduc-
tions for that year is $290,000. Under para-
graph (c) of this section, if the partnership 
had distributed the proceeds of that loan to 
its partners at the end of its fourth year, the 
partnership’s nonrecourse deductions for 
that year would have been reduced by the 
amount of that distribution because the pro-
ceeds of that loan are allocable to an in-
crease in partnership minimum gain under 
paragraph (h)(1) of this section. Because the 
nonrecourse deductions of $290,000 for the 
partnership’s fourth taxable year exceed its 
total deductions for that year, all $180,000 of 
the partnership’s deductions for that year 
are treated as nonrecourse deductions, and 
the $110,000 excess nonrecourse deductions 
are treated as an increase in partnership 
minimum gain in the partnership’s fifth tax-
able year under paragraph (c) of this section. 

LP GP 

Capital account at end of year 3 (in-
cluding cash flow distributions) .... ($63,000 ) ($7,000 ) 

Plus: rental income in year 4 .......... 85,500 9,500 
Less: nonrecourse deduc-

tions in year 4 ................ (162,000 ) (18,000 ) 
Less: cash flow distribu-

tions in year 4 ................ (4,500 ) (500 ) 

Capital account at end of year 4 ..... ($144,000 ) ($16,000 ) 

At the end of the partnership’s fourth tax-
able year, LP’s and GP’s shares of partner-
ship minimum gain are $225,000 and $25,000, 
respectively (because the $110,000 excess of 
nonrecourse deductions is carried forward to 
the next year). If the partnership were to dis-
pose of the building in full satisfaction of the 
nonrecourse liabilities at the end of its fifth 
taxable year, the partnership would realize 
$450,000 of gain ($1,000,000 amount realized 
less $550,000 adjusted tax basis). Therefore, 
the net increase in partnership minimum 
gain during the partnership’s fifth taxable 
year is $200,000 ($110,000 deemed increase plus 
the $90,000 by which minimum gain at the 
end of the fifth year exceeds minimum gain 
at the end of the fourth year ($450,000 less 
$360,000)). At the beginning of its fifth year, 
the partnership distributes $180,000 of the 
loan proceeds (retaining $20,000 to pay the 
additional interest expense). Under para-
graph (h) of this section, the first $110,000 of 
this distribution (an amount equal to the 
deemed increase in partnership minimum 
gain for the year) is considered allocable to 
an increase in partnership minimum gain for 
the year. As a result, the amount of non-
recourse deductions for the partnership’s 
fifth taxable year is $90,000 ($200,000 net in-
crease in minimum gain less $110,000 dis-
tribution of nonrecourse liability proceeds 
allocable to an increase in partnership min-
imum gain), and the nonrecourse deductions 
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consist solely of the $90,000 depreciation de-
duction allowable with respect to the build-
ing. As a result of the distributions during 
the partnership’s fifth taxable year, the total 
distributions to the partners over the part-
nership’s life equal $205,000. Therefore, the 
last $5,000 distributed to the partners during 
the fifth year will be divided equally between 
them under the partnership agreement. 
Thus, out of the $185,000 total distribution 
during the partnership’s fifth taxable year, 
the first $180,000 is distributed 90 percent to 
LP and 10 percent to GP, and the last $5,000 
is divided equally between them. 

LP GP 

Capital account at end of year 4 ($144,000 ) ($16,000 ) 
Less: net loss in year 5 

(without nonrecourse 
deductions) ................ (13,500 ) (1,500 ) 

Less: nonrecourse de-
ductions in year 5 ...... (81,000 ) (9,000 ) 

Less: distribution of loan 
proceeds .................... (162,000 ) (18,000 ) 

Less: cash flow distribu-
tion in year 5 ............. (2,500 ) (2,500 ) 

Capital account at end of year 5 ($403,000 ) ($47,000 ) 

At the end of the partnership’s fifth taxable 
year, LP’s share of partnership minimum 
gain is $405,000 ($225,000 share of minimum 
gain at the end of the fourth year plus $81,000 
of nonrecourse deductions for the fifth year 
and a $99,000 distribution of nonrecourse li-
ability proceeds that are allocable to an in-
crease in minimum gain) and GP’s share of 
partnership minimum gain is $45,000 ($25,000 
share of minimum gain at the end of the 
fourth year plus $9,000 of nonrecourse deduc-
tions for the fifth year and an $11,000 dis-
tribution of nonrecourse liability proceeds 
that are allocable to an increase in min-
imum gain). 

(vii) Partner guarantee of nonrecourse debt. 
LP and GP personally guarantee the ‘‘first’’ 
$100,000 of the $800,000 nonrecourse loan (i.e., 
only if the building is worth less than 
$100,000 will they be called upon to make up 
any deficiency). Under paragraph (d)(2) of 
this section, only $630,000 of the adjusted tax 
basis of the building is allocated to the 
$700,000 nonrecourse portion of the loan be-
cause the collateral will be applied first to 
satisfy the $100,000 guaranteed portion, mak-
ing it superior in priority to the remainder 
of the loan. On the other hand, if LP and GP 
were to guarantee the ‘‘last’’ $100,000 (i.e., if 
the building is worth less than $800,000, they 
will be called upon to make up the deficiency 
up to $100,000), $700,000 of the adjusted tax 
basis of the building would be allocated to 
the $700,000 nonrecourse portion of the loan 
because the guaranteed portion would be in-
ferior in priority to it. 

(viii) Partner nonrecourse debt. Assume in-
stead that the $800,000 loan is made by LP, 
the limited partner. Under paragraph (b)(4) 

of this section, the $800,000 obligation does 
not constitute a nonrecourse liability of the 
partnership for purposes of this section be-
cause LP, a partner, bears the economic risk 
of loss for that loan within the meaning of 
§ 1.752–2. Instead, the $800,000 loan constitutes 
a partner nonrecourse debt under paragraph 
(b)(4) of this section. In the partnership’s 
third taxable year, partnership minimum 
gain would have increased by $70,000 if the 
debt were a nonrecourse liability of the part-
nership. Thus, under paragraph (i)(3) of this 
section, there is a net increase of $70,000 in 
the minimum gain attributable to the 
$800,000 partner nonrecourse debt for the 
partnership’s third taxable year, and $70,000 
of the $90,000 depreciation deduction from 
the building for the partnership’s third tax-
able year constitutes a partner nonrecourse 
deduction with respect to the debt. See para-
graph (i)(4) of this section. Under paragraph 
(i)(2) of this section, this partner non-
recourse deduction must be allocated to LP, 
the partner that bears the economic risk of 
loss for that liability. 

(ix) Nonrecourse debt and partner non-
recourse debt of differing priorities. As in Exam-
ple 1 (viii) of this paragraph (m), the $800,000 
loan is made to the partnership by LP, the 
limited partner, but the loan is a purchase 
money loan that ‘‘wraps around’’ a $700,000 
underlying nonrecourse note (also secured by 
the building) issued by LP to an unrelated 
person in connection with LP’s acquisition 
of the building. Under these circumstances, 
LP bears the economic risk of loss with re-
spect to only $100,000 of the liability within 
the meaning of § 1.752–2. See § 1.752–2(f) 
(Example 6). Therefore, for purposes of para-
graph (d) of this section, the $800,000 liability 
is treated as a $700,000 nonrecourse liability 
of the partnership and a $100,000 partner non-
recourse debt (inferior in priority to the 
$700,000 liability) of the partnership for 
which LP bears the economic risk of loss. 
Under paragraph (i)(2) of this section, $70,000 
of the $90,000 depreciation deduction realized 
in the partnership’s third taxable year con-
stitutes a partner nonrecourse deduction 
that must be allocated to LP. 

Example. 2. Netting of increases and decreases 
in partnership minimum gain. For Example 2 
unless otherwise provided, the following 
facts are assumed. X and Y form a general 
partnership to acquire and operate residen-
tial real properties. Each partner contributes 
$150,000 to the partnership. The partnership 
obtains a $1,500,000 nonrecourse loan and pur-
chases 3 apartment buildings (on leased land) 
for $720,000 (‘‘Property A’’), $540,000 (‘‘Prop-
erty B’’), and $540,000 (‘‘Property C’’). The 
nonrecourse loan is secured only by the 3 
buildings, and no principal payments are due 
for 5 years. In each of the partnership’s first 
3 taxable years, it generates rental income of 
$225,000, operating expenses (including land 
lease payments) of $50,000, interest expense 
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of $175,000, and depreciation deductions on 
the 3 properties of $150,000 ($60,000 on Prop-
erty A and $45,000 on each of Property B and 
Property C), resulting in a net taxable loss of 
$150,000 in each of those years. The partner-
ship makes no distributions to X or Y. 

(i) Calculation of net increases and decreases 
in partnership minimum gain. If the partner-
ship were to dispose of the 3 apartment 
buildings in full satisfaction of its non-
recourse liability at the end of its third tax-
able year, it would realize $150,000 of gain 
($1,500,000 amount realized less $1,350,000 ad-
justed tax basis). Because the amount of 
partnership minimum gain at the end of that 
year (and the net increase in partnership 
minimum gain during that year) is $150,000, 
the amount of partnership nonrecourse de-
ductions for that year is $150,000, consisting 
of depreciation deductions allowable with re-
spect to the 3 apartment buildings of 
$150,000. The result would be the same if the 
partnership obtained 3 separate nonrecourse 
loans that were ‘‘cross-collateralized’’ (i.e., if 
each separate loan were secured by all 3 of 
the apartment buildings). 

(ii) Netting of increases and decreases in part-
nership minimum gain when there is a disposi-
tion. At the beginning of the partnership’s 
fourth taxable year, the partnership (with 
the permission of the nonrecourse lender) 
disposes of Property A for $835,000 and uses a 
portion of the proceeds to repay $600,000 of 
the nonrecourse liability (the principal 
amount attributable to Property A), reduc-
ing the balance to $900,000. As a result of the 
disposition, the partnership realizes gain of 
$295,000 ($835,000 amount realized less $540,000 
adjusted tax basis). If the disposition is 
viewed in isolation, the partnership has gen-
erated minimum gain of $60,000 on the sale of 
Property A ($600,000 of debt reduction less 
$540,000 adjusted tax basis). However, during 
the partnership’s fourth taxable year it also 
generates rental income of $135,000, oper-
ating expenses of $30,000, interest expense of 
$105,000, and depreciation deductions of 
$90,000 ($45,000 on each remaining building). 
If the partnership were to dispose of the re-
maining two buildings in full satisfaction of 
its nonrecourse liability at the end of the 
partnership’s fourth taxable year, it would 
realize gain of $180,000 ($900,000 amount real-
ized less $720,000 aggregate adjusted tax 
basis), which is the amount of partnership 
minimum gain at the end of the year. Be-
cause the partnership minimum gain in-
creased from $150,000 to $180,000 during the 
partnership’s fourth taxable year, the 
amount of partnership nonrecourse deduc-
tions for that year is $30,000, consisting of a 
ratable portion of depreciation deductions 
allowable with respect to the two remaining 
apartment buildings. No minimum gain 
chargeback is required for the taxable year, 
even though the partnership disposed of one 
of the properties subject to the nonrecourse 

liability during the year, because there is no 
net decrease in partnership minimum gain 
for the year. See paragraph (f)(1) of this sec-
tion. 

Example. 3. Nonrecourse deductions and part-
nership minimum gain before third partner is 
admitted. For purposes of Example 3, unless 
otherwise provided, the following facts are 
assumed. Additional facts are given in each 
of Examples 3 (ii), (iii), and (iv). A and B form 
a limited partnership to acquire and lease 
machinery that is 5-year recovery property. 
A, the limited partner, and B, the general 
partner, contribute $100,000 each to the part-
nership, which obtains an $800,000 non-
recourse loan and purchases the machinery 
for $1,000,000. The nonrecourse loan is se-
cured only by the machinery. The principal 
amount of the loan is to be repaid $50,000 per 
year during each of the partnership’s first 5 
taxable years, with the remaining $550,000 of 
unpaid principal due on the first day of the 
partnership’s sixth taxable year. The part-
nership agreement contains all of the provi-
sions required by paragraph (e) of this sec-
tion, and, as of the end of each partnership 
taxable year discussed herein, the items de-
scribed in § 1.704–1(b)(2)(ii)(d) (4), (5), and (6) 
are not reasonably expected to cause or in-
crease a deficit balance in A’s or B’s capital 
account. The partnership agreement provides 
that, except as otherwise required by its 
qualified income offset and minimum gain 
chargeback provisions, all partnership items 
will be allocated equally between A and B. 
Finally, the partnership agreement provides 
that all distributions, other than distribu-
tions in liquidation of the partnership or of 
a partner’s interest in the partnership, will 
be made equally between A and B. In the 
partnership’s first taxable year it generates 
rental income of $130,000, interest expense of 
$80,000, and a depreciation deduction of 
$150,000, resulting in a net taxable loss of 
$100,000. In addition, the partnership repays 
$50,000 of the nonrecourse liability, reducing 
that liability to $750,000. Allocations of these 
losses equally between A and B have sub-
stantial economic effect. 

A B 

Capital account on formation ........ $100,000 $100,000 
Less: net loss in year 1 .. (50,000 ) (50,000 ) 

Capital account at end of year 1 ... $50,000 $50,000 

In the partnership’s second taxable year, it 
generates rental income of $130,000, interest 
expense of $75,000, and a depreciation deduc-
tion of $220,000, resulting in a net taxable 
loss of $165,000. In addition, the partnership 
repays $50,000 of the nonrecourse liability, 
reducing that liability to $700,000, and dis-
tributes $2,500 of cash to each partner. If the 
partnership were to dispose of the machinery 
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in full satisfaction of the nonrecourse liabil-
ity at the end of that year, it would realize 
$70,000 of gain ($700,000 amount realized less 
$630,000 adjusted tax basis). Therefore, the 
amount of partnership minimum gain at the 
end of that year (and the net increase in 
partnership minimum gain during the year) 
is $70,000, and the amount of partnership 
nonrecourse deductions for the year is 
$70,000. The partnership nonrecourse deduc-
tions for its second taxable year consist of 
$70,000 of the depreciation deductions allow-
able with respect to the machinery. Pursu-
ant to the partnership agreement, all part-
nership items comprising the net taxable 
loss of $165,000, including the $70,000 non-
recourse deduction, are allocated equally be-
tween A and B. The allocation of these 
items, other than the nonrecourse deduc-
tions, has substantial economic effect. 

A B 

Capital account at end of year 1 ....... $50,000 $50,000 
Less: net loss in year 2 

(without nonrecourse de-
ductions) .......................... (47,500 ) (47,500 ) 

Less: nonrecourse deduc-
tions in year 2 .................. (35,000 ) (35,000 ) 

Less: distribution ................. (2,500 ) (2,500 ) 

Capital account at end of year 2 ....... ($35,000 ) ($35,000 ) 

(i) Calculation of nonrecourse deductions and 
partnership minimum gain. Because all of the 
requirements of paragraph (e) of this section 
are satisfied, the allocation of nonrecourse 
deductions is deemed to be made in accord-
ance with the partners’ interests in the part-
nership. At the end of the partnership’s sec-
ond taxable year, A’s and B’s shares of part-
nership minimum gain are $35,000 each. 
Therefore, pursuant to paragraph (g)(1) of 
this section, A and B are treated as obligated 
to restore deficit balances in their capital 
accounts of $35,000 each. If the partnership 
were to dispose of the machinery in full sat-
isfaction of the nonrecourse liability at the 
beginning of the partnership’s third taxable 
year (and had no other economic activity in 
that year), the partnership minimum gain 
would be decreased from $70,000 to zero. A’s 
and B’s shares of that net decrease would be 
$35,000 each. Upon that disposition, the min-
imum gain chargeback would require that A 
and B each be allocated $35,000 of that gain 
before any other allocation is made under 
section 704 (b) with respect to partnership 
items for the partnership’s third taxable 
year. 

(ii) Nonrecourse deductions and restatement 
of capital accounts. (a) Additional facts. C is 
admitted to the partnership at the beginning 
of the partnership’s third taxable year. At 
the time of C’s admission, the fair market 
value of the machinery is $900,000. C contrib-
utes $100,000 to the partnership (the partner-
ship invests $95,000 of this in undeveloped 

land and holds the other $5,000 in cash) in ex-
change for an interest in the partnership. In 
connection with C’s admission to the part-
nership, the partnership’s machinery is re-
valued on the partnership’s books to reflect 
its fair market value of $900,000. Pursuant to 
§ 1.704–1(b)(2)(iv)(f), the capital accounts of A 
and B are adjusted upwards to $100,000 each 
to reflect the revaluation of the partner-
ship’s machinery. This adjustment reflects 
the manner in which the partnership gain of 
$270,000 ($900,000 fair market value minus 
$630,000 adjusted tax basis) would be shared if 
the machinery were sold for its fair market 
value immediately prior to C’s admission to 
the partnership. 

A B 

Capital account before C’s admis-
sion ............................................ ($35,000 ) ($35,000 ) 

Deemed sale adjustment 135,000 135,000 

Capital account adjusted for C’s 
admission ................................... $100,000 $100,000 

The partnership agreement is modified to 
provide that, except as otherwise required by 
its qualified income offset and minimum 
gain chargeback provisions, partnership in-
come, gain, loss, and deduction, as computed 
for book purposes, are allocated equally 
among the partners, and those allocations 
are reflected in the partners’ capital ac-
counts. The partnership agreement also is 
modified to provide that depreciation and 
gain or loss, as computed for tax purposes, 
with respect to the machinery will be shared 
among the partners in a manner that takes 
account of the variation between the prop-
erty’s $630,000 adjusted tax basis and its 
$900,000 book value, in accordance with 
§ 1.704–1(b)(2)(iv)(f) and the special rule con-
tained in § 1.704–1(b)(4)(i). 

(b) Effect of revaluation. Because the re-
quirements of § 1.704–1(b)(2)(iv)(g) are satis-
fied, the capital accounts of the partners (as 
adjusted) continue to be maintained in ac-
cordance with § 1.704–1(b)(2)(iv). If the part-
nership were to dispose of the machinery in 
full satisfaction of the nonrecourse liability 
immediately following the revaluation of the 
machinery, it would realize no book gain 
($700,000 amount realized less $900,000 book 
value). As a result of the revaluation of the 
machinery upward by $270,000, under part (i) 
of paragraph (d)(4) of this section, the part-
nership minimum gain is reduced from 
$70,000 immediately prior to the revaluation 
to zero; but under part (ii) of paragraph (d)(4) 
of this section, the partnership minimum 
gain is increased by the $70,000 decrease aris-
ing solely from the revaluation. Accordingly, 
there is no net increase or decrease solely on 
account of the revaluation, and so no min-
imum gain chargeback is triggered. All fu-
ture nonrecourse deductions that occur will 
be the nonrecourse deductions as calculated 
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for book purposes, and will be charged to all 
3 partners in accordance with the partner-
ship agreement. For purposes of determining 
the partners’ shares of minimum gain under 
paragraph (g) of this section, A’s and B’s 
shares of the decrease resulting from the re-
valuation are $35,000 each. However, as illus-
trated below, under section 704(c) principles, 
the tax capital accounts of A and B will 
eventually be charged $35,000 each, reflecting 
their 50 percent shares of the decrease in 
partnership minimum gain that resulted 
from the revaluation. 

(iii) Allocation of nonrecourse deductions fol-
lowing restatement of capital accounts. (a) Ad-
ditional facts. During the partnership’s third 
taxable year, the partnership generates rent-
al income of $130,000, interest expense of 
$70,000 a tax depreciation deduction of 
$210,000, and a book depreciation deduction 
(attributable to the machinery) of $300,000. 
As a result, the partnership has a net taxable 
loss of $150,000 and a net book loss of $240,000. 
In addition, the partnership repays $50,000 of 
the nonrecourse liability (after the data of 
C’s admission), reducing the liability to 
$650,000 and distributes $5,000 of cash to each 
partner. 

(b) Allocations. If the partnership were to 
dispose of the machinery in full satisfaction 
of the nonrecourse liability at the end of the 
year, $50,000 of book gain would result 
($650,000 amount realized less $600,000 book 
basis). Therefore, the amount of partnership 
minimum gain at the end of the year is 

$50,000, which represents a net decrease in 
partnership minimum gain of $20,000 during 
the year. (This is so even though there would 
be an increase in partnership minimum gain 
in the partnership’s third taxable year if 
minimum gain were computed with reference 
to the adjusted tax basis of the machinery.) 
Nevertheless, pursuant to paragraph (d)(4) of 
this section, the amount of nonrecourse de-
ductions of the partnership for its third tax-
able year is $50,000 (the net increase in part-
nership minimum gain during the year deter-
mined by adding back the $70,000 decrease in 
partnership minimum gain attributable to 
the revaluation of the machinery to the 
$20,000 net decrease in partnership minimum 
gain during the year). The $50,000 of partner-
ship nonrecourse deductions for the year 
consist of book depreciation deductions al-
lowable with respect to the machinery of 
$50,000. Pursuant to the partnership agree-
ment, all partnership items comprising the 
net book loss of $240,000, including the $50,000 
nonrecourse deduction, are allocated equally 
among the partners. The allocation of these 
items, other than the nonrecourse deduc-
tions, has substantial economic effect. Con-
sistent with the special partners’ interests in 
the partnership rule contained in § 1.704– 
1(b)(4)(i), the partnership agreement provides 
that the depreciation deduction for tax pur-
poses of $210,000 for the partnership’s third 
taxable year is, in accordance with section 
704(c) principles, shared $55,000 to A, $55,000 
to B, and $100,000 to C. 

A B C 

Tax Book Tax Book Tax Book 

Capital account at beginning of year 3 ($35,000 ) $100,000 ($35,000 ) $100,0000 $100,000 $100,000 
Less: nonrecourse deductions .............. (9,166 ) (16,666 ) (9,166 ) (16,666 ) (16,666 ) (16,666 ) 
Less: items other than nonrecourse de-

ductions in year 3 .............................. (25,834 ) (63,334 ) (25,834 ) (63,334 ) (63,334 ) (63,334 ) 
Less: distribution ................................... (5,000 ) (5,000 ) (5,000 ) (5,000 ) (5,000 ) (5,000 ) 

Capital account at end of year 3 .......... ($75,000 ) $15,000 ($75,000 ) $15,000 $15,000 $15,000 

Because the requirements of paragraph (e) of 
this section are satisfied, the allocation of 
the nonrecourse deduction is deemed to be 
made in accordance with the partners’ inter-
ests in the partnership. At the end of the 
partnership’s third taxable year, A’s, B’s, 
and C’s shares of partnership minimum gain 
are $16,666 each. 

(iv) Subsequent allocation of nonrecourse de-
ductions following restatement of capital ac-
counts. (a) Additional facts. The partners’ cap-
ital accounts at the end of the second and 
third taxable years of the partnership are as 
stated in Example 3(iii) of this paragraph (m). 
In addition, during the partnership’s fourth 
taxable year the partnership generates rent-
al income of $130,000, interest expense of 
$65,000, a tax depreciation deduction of 

$210,000, and a book depreciation deduction 
(attributable to the machinery) of $300,000. 
As a result, the partnership has a net taxable 
loss of $145,000 and a net book loss of $235,000. 
In addition, the partnership repays $50,000 of 
the nonrecourse liability, reducing that li-
ability to $600,000, and distributes $5,000 of 
cash to each partner. 

(b) Allocations. If the partnership were to 
dispose of the machinery in full satisfaction 
of the nonrecourse liability at the end of the 
fourth year, $300,000 of book gain would re-
sult ($600,000 amount realized less $300,000 
book value). Therefore, the amount of part-
nership minimum gain as of the end of the 
year is $300,000, which represents a net in-
crease in partnership minimum gain during 
the year of $250,000. Thus, the amount of 
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partnership nonrecourse deductions for that 
year equals $250,000, consisting of book de-
preciation deductions of $250,000. Pursuant to 
the partnership agreement, all partnership 
items comprising the net book loss of 
$235,000, including the $250,000 nonrecourse 
deduction, are allocated equally among the 
partners. That allocation of all items, other 
than the nonrecourse deductions, has sub-

stantial economic effect. Consistent with the 
special partners’ interests in the partnership 
rule contained in § 1.704–1(b)(4)(i), the part-
nership agreement provides that the depre-
ciation deduction for tax purposes of $210,000 
in the partnership’s fourth taxable year is, in 
accordance with section 704(c) principles, al-
located $55,000 to A, $55,000 to B, and $100,000 
to C. 

A B C 

Tax Book Tax Book Tax Book 

Capital account at end year 3 .............. ($75,000 ) $15,000 ($75,000 ) $15,000 $15,000 $15,000 
Less: nonrecourse deductions .............. (45,833 ) (83,333 ) (45,833 ) (83,333 ) (83,333 ) (83,333 ) 
Plus: items other than nonrecourse de-

duction in year 4 ................................ 12,499 5,000 12,499 5,000 5,000 5,000 
Less: distribution ................................... (5,000 ) (5,000 ) (5,000 ) (5,000 ) (5,000 ) (5,000 ) 

Capital account at end of year 4 .......... ($113,334 ) ($68,333 ) ($113,333 ) ($68,333 ) ($68,333 ) ($68,333 ) 

The allocation of the $250,000 nonrecourse de-
duction equally among A, B, and C satisfies 
requirement (2) of paragraph (e) of this sec-
tion. Because all of the requirements of para-
graph (e) of this section are satisfied, the al-
location is deemed to be in accordance with 
the partners’ interests in the partnership. At 
the end of the partnership’s fourth taxable 
year, A’s, B’s, and C’s shares of partnership 
minimum gain are $100,000 each. 

(v) Disposition of partnership property fol-
lowing restatement of capital accounts. (a) Ad-
ditional facts. The partners’ capital accounts 
at the end of the fourth taxable year of the 
partnership are as stated above in (iv). In ad-
dition, at the beginning of the partnership’s 
fifth taxable year it sells the machinery for 
$650,000 (using $600,000 of the proceeds to 
repay the nonrecourse liability), resulting in 
a taxable gain of $440,000 ($650,000 amount re-
alized less $210,000 adjusted tax basis) and a 
book gain of $350,000 ($650,000 amount real-
ized less $300,000 book basis). The partnership 
has no other items of income, gain, loss, or 
deduction for the year. 

(b) Effect of disposition. As a result of the 
sale, partnership minimum gain is reduced 
from $300,000 to zero, reducing A’s, B’s, and 
C’s shares of partnership minimum gain to 
zero from $100,000 each. The minimum gain 
chargeback requires that A, B, and C each be 
allocated $100,000 of that gain (an amount 
equal to each partner’s share of the net de-
crease in partnership minimum gain result-
ing from the sale) before any allocation is 
made to them under section 704(b) with re-
spect to partnership items for the partner-
ship’s fifth taxable year. Thus, the allocation 
of the first $300,000 of book gain $100,000 to 
each of the partners is deemed to be in ac-
cordance with the partners’ interests in the 
partnership under paragraph (e) of this sec-
tion. The allocation of the remaining $50,000 
of book gain equally among the partners has 
substantial economic effect. Consistent with 
the special partners’ interests in the partner-
ship rule contained in § 1.704–1(b)(4)(i), the 
partnership agreement provides that the 
$440,000 taxable gain is, in accordance with 
section 704(c) principles, allocated $161,667 to 
A, $161,667 to B, and $116,666 to C. 

A B C 

Tax Book Tax Book Tax Book 

Capital account at end of year 4 .......... ($113,334 ) ($68,333 ) ($113,334 ) ($68,333 ) ($68,333 ) ($68,333 ) 
Plus: minimum gain chargeback ........... 138,573 100,000 138,573 100,000 100,000 100,000 
Plus: additional gain .............................. 23,094 16,666 23,094 16,666 16,666 16,666 

Capital account before liquidation ........ $48,333 $48,333 $48,333 $48,333 $48,333 $48,333 

Example. 4. Allocations of increase in partner-
ship minimum gain among partnership prop-
erties. For Example 4, unless otherwise pro-
vided, the following facts are assumed. A 
partnership owns 4 properties, each of which 
is subject to a nonrecourse liability of the 
partnership. During a taxable year of the 

partnership, the following events take place. 
First, the partnership generates a deprecia-
tion deduction (for both book and tax pur-
poses) with respect to Property W of $10,000 
and repays $5,000 of the nonrecourse liability 
secured only by that property, resulting in 
an increase in minimum gain with respect to 
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that liability of $5,000. Second, the partner-
ship generates a depreciation deduction (for 
both book and tax purposes) with respect to 
Property X of $10,000 and repays none of the 
nonrecourse liability secured by that prop-
erty, resulting in an increase in minimum 
gain with respect to that liability of $10,000. 
Third, the partnership generates a deprecia-
tion deduction (for both book and tax pur-
poses) of $2,000 with respect to Property Y 
and repays $11,000 of the nonrecourse liabil-
ity secured only by that property, resulting 
in a decrease in minimum gain with respect 
to that liability of $9,000 (although at the 
end of that year, there remains minimum 
gain with respect to that liability). Finally, 
the partnership borrows $5,000 on a non-
recourse basis, giving as the only security 
for that liability Property Z, a parcel of un-
developed land with an adjusted tax basis 
(and book value) of $2,000, resulting in a net 
increase in minimum gain with respect to 
that liability of $3,000. 

(i) Allocation of increase in partnership min-
imum gain. The net increase in partnership 
minimum gain during that partnership tax-
able year is $9,000, so that the amount of 
nonrecourse deductions of the partnership 
for that taxable year is $9,000. Those non-
recourse deductions consist of $3,000 of depre-
ciation deductions with respect to Property 
W and $6,000 of depreciation deductions with 
respect to Property X. See paragraph (c) of 
this section. The amount of nonrecourse de-
ductions consisting of depreciation deduc-
tions is determined as follows. With respect 
to the nonrecourse liability secured by Prop-
erty Z, for which there is no depreciation de-
duction, the amount of depreciation deduc-
tions that constitutes nonrecourse deduc-
tions is zero. Similarly, with respect to the 
nonrecourse liability secured by Property Y, 
for which there is no increase in minimum 
gain, the amount of depreciation deductions 
that constitutes nonrecourse deductions is 
zero. With respect to each of the nonrecourse 
liabilities secured by Properties W and X, 
which are secured by property for which 
there are depreciation deductions and for 
which there is an increase in minimum gain, 
the amount of depreciation deductions that 
constitutes nonrecourse deductions is deter-
mined by the following formula: 

net increase in the partnership minimum 
gain for that taxable year X total deprecia-
tion deductions for that taxable year on the 
specific property securing the nonrecourse 
liability to the extent minimum gain in-
creased on that liability (divided by) total 
depreciation deductions for that taxable year 
on all properties securing nonrecourse liabil-
ities to the extent of the aggregate increase 
in minimum gain on all those liabilities. 
Thus, for the liability secured by Property 
W, the amount is $9,000 times $5,000/$15,000, 
or $3,000. For the liability secured by Prop-

erty X, the amount is $9,000 times $10,000/ 
$15,000, or $6,000. (If one depreciable property 
secured two partnership nonrecourse liabil-
ities, the amount of depreciation or book de-
preciation with respect to that property 
would be allocated among those liabilities in 
accordance with the method by which ad-
justed basis is allocated under paragraph 
(d)(2) of this section). 

(ii) Alternative allocation of increase in part-
nership minimum gain among partnership prop-
erties. Assume instead that the loan secured 
by Property Z is $15,000 (rather than $5,000), 
resulting in a net increase in minimum gain 
with respect to that liability of $13,000. Thus, 
the net increase in partnership minimum 
gain is $19,000, and the amount of non-
recourse deductions of the partnership for 
that taxable year is $19,000. Those non-
recourse deductions consist of $5,000 of depre-
ciation deductions with respect to Property 
W, $10,000 of depreciation deductions with re-
spect to Property X, and a pro rata portion 
of the partnership’s other items of deduc-
tion, loss, and section 705(a)(2)(B) expendi-
ture for that year. The method for com-
puting the amounts of depreciation deduc-
tions that constitute nonrecourse deductions 
is the same as in (i) of this Example 4 for the 
liabilities secured by Properties Y and Z. 
With respect to each of the nonrecourse li-
abilities secured by Properties W and X, the 
amount of depreciation deductions that con-
stitutes nonrecourse deductions equals the 
total depreciation deductions with respect to 
the partnership property securing that par-
ticular liability to the extent of the increase 
in minimum gain with respect to that liabil-
ity. 

[T.D. 8385, 56 FR 66983, Dec. 27, 1991; 57 FR 
6073, Feb. 20, 1992; 57 FR 8961, 8962, Mar. 13, 
1992; 57 FR 11430, Apr. 3, 1992; 57 FR 28611, 
June 26, 1992; 57 FR 37189, Aug. 18, 1992; T.D. 
9207, 70 FR 30342, May 26, 2005; T.D. 9289, 71 
FR 59672, Oct. 11, 2006] 

§ 1.704–3 Contributed property. 
(a) In general—(1) General principles. 

The purpose of section 704(c) is to pre-
vent the shifting of tax consequences 
among partners with respect to 
precontribution gain or loss. Under sec-
tion 704(c), a partnership must allocate 
income, gain, loss, and deduction with 
respect to property contributed by a 
partner to the partnership so as to 
take into account any variation be-
tween the adjusted tax basis of the 
property and its fair market value at 
the time of contribution. Notwith-
standing any other provision of this 
section, the allocations must be made 
using a reasonable method that is con-
sistent with the purpose of section 
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704(c). For this purpose, an allocation 
method includes the application of all 
of the rules of this section (e.g., aggre-
gation rules). An allocation method is 
not necessarily unreasonable merely 
because another allocation method 
would result in a higher aggregate tax 
liability. Paragraphs (b), (c), and (d) of 
this section describe allocation meth-
ods that are generally reasonable. 
Other methods may be reasonable in 
appropriate circumstances. Neverthe-
less, in the absence of specific pub-
lished guidance, it is not reasonable to 
use an allocation method in which the 
basis of property contributed to the 
partnership is increased (or decreased) 
to reflect built-in gain (or loss), or a 
method under which the partnership 
creates tax allocations of income, gain, 
loss, or deduction independent of allo-
cations affecting book capital ac-
counts. See § 1.704–3(d). Paragraph (e) of 
this section contains special rules and 
exceptions. 

(2) Operating rules. Except as provided 
in paragraphs (e)(2) and (e)(3) of this 
section, section 704(c) and this section 
apply on a property-by-property basis. 
Therefore, in determining whether 
there is a disparity between adjusted 
tax basis and fair market value, the 
built-in gains and built-in losses on 
items of contributed property cannot 
be aggregated. A partnership may use 
different methods with respect to dif-
ferent items of contributed property, 
provided that the partnership and the 
partners consistently apply a single 
reasonable method for each item of 
contributed property and that the 
overall method or combination of 
methods are reasonable based on the 
facts and circumstances and consistent 
with the purpose of section 704(c). It 
may be unreasonable to use one meth-
od for appreciated property and an-
other method for depreciated property. 
Similarly, it may be unreasonable to 
use the traditional method for built-in 
gain property contributed by a partner 
with a high marginal tax rate while 
using curative allocations for built-in 
gain property contributed by a partner 
with a low marginal tax rate. A new 
partnership formed as the result of the 
termination of a partnership under sec-
tion 708(b)(1)(B) is not required to use 
the same method as the terminated 

partnership with respect to section 
704(c) property deemed contributed to 
the new partnership by the terminated 
partnership under § 1.708–1(b)(1)(iv). The 
previous sentence applies to termi-
nations of partnerships under section 
708(b)(1)(B) occurring on or after May 9, 
1997; however, the sentence may be ap-
plied to terminations occurring on or 
after May 9, 1996, provided that the 
partnership and its partners apply the 
sentence to the termination in a con-
sistent manner. 

(3) Definitions—(i) Section 704(c) prop-
erty. Property contributed to a partner-
ship is section 704(c) property if at the 
time of contribution its book value dif-
fers from the contributing partner’s ad-
justed tax basis. For purposes of this 
section, book value is determined as 
contemplated by § 1.704–1(b). Therefore, 
book value is equal to fair market 
value at the time of contribution and is 
subsequently adjusted for cost recovery 
and other events that affect the basis 
of the property. For a partnership that 
maintains capital accounts in accord-
ance with § 1.704–1(b)(2)(iv), the book 
value of property is initially the value 
used in determining the contributing 
partner’s capital account under § 1.704– 
1(b)(2)(iv)(d), and is appropriately ad-
justed thereafter (e.g., for book cost re-
covery under §§ 1.704–1(b)(2)(iv)(g)(3) and 
1.704–3(d)(2) and other events that af-
fect the basis of the property). A part-
nership that does not maintain capital 
accounts under § 1.704–1(b)(2)(iv) must 
comply with this section using a book 
capital account based on the same 
principles (i.e., a book capital account 
that reflects the fair market value of 
property at the time of contribution 
and that is subsequently adjusted for 
cost recovery and other events that af-
fect the basis of the property). Prop-
erty deemed contributed to a new part-
nership as the result of the termi-
nation of a partnership under section 
708(b)(1)(B) is treated as section 704(c) 
property in the hands of the new part-
nership only to the extent that the 
property was section 704(c) property in 
the hands of the terminated partner-
ship immediately prior to the termi-
nation. See § 1.708–1(b)(1)(iv) for an ex-
ample of the application of this rule. 
The previous two sentences apply to 
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terminations of partnerships under sec-
tion 708(b)(1)(B) occurring on or after 
May 9, 1997; however, the sentences 
may be applied to terminations occur-
ring on or after May 9, 1996, provided 
that the partnership and its partners 
apply the sentences to the termination 
in a consistent manner. 

(ii) Built-in gain and built-in loss. The 
built-in gain on section 704(c) property 
is the excess of the property’s book 
value over the contributing partner’s 
adjusted tax basis upon contribution. 
The built-in gain is thereafter reduced 
by decreases in the difference between 
the property’s book value and adjusted 
tax basis. The built-in loss on section 
704(c) property is the excess of the con-
tributing partner’s adjusted tax basis 
over the property’s book value upon 
contribution. The built-in loss is there-
after reduced by decreases in the dif-
ference between the property’s ad-
justed tax basis and book value. See 
§ 1.460–4(k)(3)(v)(A) for a rule relating 
to the amount of built-in income or 
built-in loss attributable to a contract 
accounted for under a long-term con-
tract method of accounting. 

(4) Accounts payable and other accrued 
but unpaid items. Accounts payable and 
other accrued but unpaid items con-
tributed by a partner using the cash re-
ceipts and disbursements method of ac-
counting are treated as section 704(c) 
property for purposes of applying the 
rules of this section. 

(5) Other provisions of the Internal Rev-
enue Code. Section 704(c) and this sec-
tion apply to a contribution of prop-
erty to the partnership only if the con-
tribution is governed by section 721, 
taking into account other provisions of 
the Internal Revenue Code. For exam-
ple, to the extent that a transfer of 
property to a partnership is a sale 
under section 707, the transfer is not a 
contribution of property to which sec-
tion 704(c) applies. 

(6) Other applications of section 704(c) 
principles—(i) Revaluations under section 
704(b). The principles of this section 
apply to allocations with respect to 
property for which differences between 
book value and adjusted tax basis are 
created when a partnership revalues 
partnership property pursuant to 
§ 1.704–1(b)(2)(iv)(f) (reverse section 
704(c) allocations). Partnerships are 

not required to use the same allocation 
method for reverse section 704(c) allo-
cations as for contributed property, 
even if at the time of revaluation the 
property is already subject to section 
704(c) and paragraph (a) of this section. 
In addition, partnerships are not re-
quired to use the same allocation 
method for reverse section 704(c) allo-
cations each time the partnership re-
values its property. A partnership that 
makes allocations with respect to re-
valued property must use a reasonable 
method that is consistent with the pur-
poses of section 704(b) and (c). 

(ii) Basis adjustments. A partnership 
making adjustments under § 1.743–1(b) 
or 1.751–1(a)(2) must account for built- 
in gain or loss under section 704(c) in 
accordance with the principles of this 
section. 

(7) Transfer of a partnership interest. If 
a contributing partner transfers a part-
nership interest, built-in gain or loss 
must be allocated to the transferee 
partner as it would have been allocated 
to the transferor partner. If the con-
tributing partner transfers a portion of 
the partnership interest, the share of 
built-in gain or loss proportionate to 
the interest transferred must be allo-
cated to the transferee partner. This 
rule does not apply to any person who 
acquired a partnership interest from a 
§ 1.752–7 liability partner in a trans-
action to which paragraph (e)(1) of 
§ 1.752–7 applies. See § 1.752–7(c)(1). 

(8) Special rules—(i) Disposition in a 
nonrecognition transaction. If a partner-
ship disposes of section 704(c) property 
in a nonrecognition transaction, the 
substituted basis property (within the 
meaning of section 7701(a)(42)) is treat-
ed as section 704(c) property with the 
same amount of built-in gain or loss as 
the section 704(c) property disposed of 
by the partnership. If gain or loss is 
recognized in such a transaction, ap-
propriate adjustments must be made. 
The allocation method for the sub-
stituted basis property must be con-
sistent with the allocation method cho-
sen for the original property. If a part-
nership transfers an item of section 
704(c) property together with other 
property to a corporation under section 
351, in order to preserve that item’s 
built-in gain or loss, the basis in the 
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stock received in exchange for the sec-
tion 704(c) property is determined as if 
each item of section 704(c) property had 
been the only property transferred to 
the corporation by the partnership. 

(ii) Disposition in an installment sale. If 
a partnership disposes of section 704(c) 
property in an installment sale as de-
fined in section 453(b), the installment 
obligation received by the partnership 
is treated as the section 704(c) property 
with the same amount of built-in gain 
as the section 704(c) property disposed 
of by the partnership (with appropriate 
adjustments for any gain recognized on 
the installment sale). The allocation 
method for the installment obligation 
must be consistent with the allocation 
method chosen for the original prop-
erty. 

(iii) Contributed contracts. If a partner 
contributes to a partnership a contract 
that is section 704(c) property, and the 
partnership subsequently acquires 
property pursuant to the contract in a 
transaction in which less than all of 
the gain or loss is recognized, then the 
acquired property is treated as the sec-
tion 704(c) property with the same 
amount of built-in gain or loss as the 
contract (with appropriate adjustments 
for any gain or loss recognized on the 
acquisition). For this purpose, the term 
contract includes, but is not limited to, 
options, forward contracts, and futures 
contracts. The allocation method for 
the acquired property must be con-
sistent with the allocation method cho-
sen for the contributed contract. 

(iv) Capitalized amounts. To the ex-
tent that a partnership properly cap-
italizes all or a portion of an item as 
described in paragraph (a)(12) of this 
section, then the item or items to 
which such cost is properly capitalized 
is treated as section 704(c) property 
with the same amount of built-in loss 
as corresponds to the amount capital-
ized. 

(9) Tiered partnerships. If a partner-
ship contributes section 704(c) property 
to a second partnership (the lower-tier 
partnership), or if a partner that has 
contributed section 704(c) property to a 
partnership contributes that partner-
ship interest to a second partnership 
(the upper-tier partnership), the upper- 
tier partnership must allocate its dis-
tributive share of lower-tier partner-

ship items with respect to that section 
704(c) property in a manner that takes 
into account the contributing partner’s 
remaining built-in gain or loss. Alloca-
tions made under this paragraph will 
be considered to be made in a manner 
that meets the requirements of § 1.704– 
1(b)(2)(iv)(q) (relating to capital ac-
count adjustments where guidance is 
lacking). 

(10) Anti-abuse rule. An allocation 
method (or combination of methods) is 
not reasonable if the contribution of 
property (or event that results in re-
verse section 704(c) allocations) and the 
corresponding allocation of tax items 
with respect to the property are made 
with a view to shifting the tax con-
sequences of built-in gain or loss 
among the partners in a manner that 
substantially reduces the present value 
of the partners’ aggregate tax liability. 

(11) Contributing and noncontributing 
partners’ recapture shares. For special 
rules applicable to the allocation of de-
preciation recapture with respect to 
property contributed by a partner to a 
partnership, see §§ 1.1245–1(e)(2) and 
1.1250–1(f). 

(12) § 1.752–7 liabilities. Except as oth-
erwise provided in § 1.752–7, § 1.752–7 li-
abilities (within the meaning of § 1.752– 
7(b)(2)) are section 704(c) property 
(built-in loss property that at the time 
of contribution has a book value that 
differs from the contributing partner’s 
adjusted tax basis) for purposes of ap-
plying the rules of this section. See 
§ 1.752–7(c). To the extent that the 
built-in loss associated with the § 1.752– 
7 liability exceeds the cost of satis-
fying the § 1.752–7 liability (as defined 
in § 1.752–7(b)(3)), the excess creates a 
‘‘ceiling rule’’ limitation, within the 
meaning of § 1.704–3(b)(1), subject to the 
methods of allocation set forth in 
§ 1.704–3(b), (c) and (d). 

(b) Traditional method—(1) In general. 
This paragraph (b) describes the tradi-
tional method of making section 704(c) 
allocations. In general, the traditional 
method requires that when the part-
nership has income, gain, loss, or de-
duction attributable to section 704(c) 
property, it must make appropriate al-
locations to the partners to avoid shift-
ing the tax consequences of the built-in 
gain or loss. Under this rule, if the 
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partnership sells section 704(c) prop-
erty and recognizes gain or loss, built- 
in gain or loss on the property is allo-
cated to the contributing partner. If 
the partnership sells a portion of, or an 
interest in, section 704(c) property, a 
proportionate part of the built-in gain 
or loss is allocated to the contributing 
partner. For section 704(c) property 
subject to amortization, depletion, de-
preciation, or other cost recovery, the 
allocation of deductions attributable 
to these items takes into account 
built-in gain or loss on the property. 
For example, tax allocations to the 
noncontributing partners of cost recov-
ery deductions with respect to section 
704(c) property generally must, to the 
extent possible, equal book allocations 
to those partners. However, the total 
income, gain, loss, or deduction allo-
cated to the partners for a taxable year 
with respect to a property cannot ex-
ceed the total partnership income, 
gain, loss, or deduction with respect to 
that property for the taxable year (the 
ceiling rule). If a partnership has no 
property the allocations from which 
are limited by the ceiling rule, the tra-
ditional method is reasonable when 
used for all contributed property. 

(2) Examples. The following examples 
illustrate the principles of the tradi-
tional method. 

Example 1. Operation of the traditional 
method—(i) Calculation of built-in gain on 
contribution. A and B form partnership AB 
and agree that each will be allocated a 50 
percent share of all partnership items and 
that AB will make allocations under section 
704(c) using the traditional method under 
paragraph (b) of this section. A contributes 
depreciable property with an adjusted tax 
basis of $4,000 and a book value of $10,000, and 
B contributes $10,000 cash. Under paragraph 
(a)(3) of this section, A has built-in gain of 
$6,000, the excess of the partnership’s book 
value for the property ($10,000) over A’s ad-
justed tax basis in the property at the time 
of contribution ($4,000). 

(ii) Allocation of tax depreciation. The prop-
erty is depreciated using the straight-line 
method over a 10-year recovery period. Be-
cause the property depreciates at an annual 
rate of 10 percent, B would have been enti-
tled to a depreciation deduction of $500 per 
year for both book and tax purposes if the 
adjusted tax basis of the property equalled 
its fair market value at the time of contribu-
tion. Although each partner is allocated $500 
of book depreciation per year, the partner-
ship is allowed a tax depreciation deduction 

of only $400 per year (10 percent of $4,000). 
The partnership can allocate only $400 of tax 
depreciation under the ceiling rule of para-
graph (b)(1) of this section, and it must be al-
located entirely to B. In AB’s first year, the 
proceeds generated by the equipment exactly 
equal AB’s operating expenses. At the end of 
that year, the book value of the property is 
$9,000 ($10,000 less the $1,000 book deprecia-
tion deduction), and the adjusted tax basis is 
$3,600 ($4,000 less the $400 tax depreciation de-
duction). A’s built-in gain with respect to 
the property decreases to $5,400 ($9,000 book 
value less $3,600 adjusted tax basis). Also, at 
the end of AB’s first year, A has a $9,500 book 
capital account and a $4,000 tax basis in A’s 
partnership interest. B has a $9,500 book cap-
ital account and a $9,600 adjusted tax basis in 
B’s partnership interest. 

(iii) Sale of the property. If AB sells the 
property at the beginning of AB’s second 
year for $9,000, AB realizes tax gain of $5,400 
($9,000, the amount realized, less the adjusted 
tax basis of $3,600). Under paragraph (b)(1) of 
this section, the entire $5,400 gain must be 
allocated to A because the property A con-
tributed has that much built-in gain remain-
ing. If AB sells the property at the beginning 
of AB’s second year for $10,000, AB realizes 
tax gain of $6,400 ($10,000, the amount real-
ized, less the adjusted tax basis of $3,600). 
Under paragraph (b)(1) of this section, only 
$5,400 of gain must be allocated to A to ac-
count for A’s built-in gain. The remaining 
$1,000 of gain is allocated equally between A 
and B in accordance with the partnership 
agreement. If AB sells the property for less 
than the $9,000 book value, AB realizes tax 
gain of less than $5,400, and the entire gain 
must be allocated to A. 

(iv) Termination and liquidation of partner-
ship. If AB sells the property at the begin-
ning of AB’s second year for $9,000, and AB 
engages in no other transactions that year, 
A will recognize a gain of $5,400, and B will 
recognize no income or loss. A’s adjusted tax 
basis for A’s interest in AB will then be 
$9,400 ($4,000, A’s original tax basis, increased 
by the gain of $5,400). B’s adjusted tax basis 
for B’s interest in AB will be $9,600 ($10,000, 
B’s original tax basis, less the $400 deprecia-
tion deduction in the first partnership year). 
If the partnership then terminates and dis-
tributes its assets ($19,000 in cash) to A and 
B in proportion to their capital account bal-
ances, A will recognize a capital gain of $100 
($9,500, the amount distributed to A, less 
$9,400, the adjusted tax basis of A’s interest). 
B will recognize a capital loss of $100 (the ex-
cess of B’s adjusted tax basis, $9,600, over the 
amount received, $9,500). 

Example 2. Unreasonable use of the tradi-
tional method. (i) Facts. C and D form partner-
ship CD and agree that each will be allocated 
a 50 percent share of all partnership items 
and that CD will make allocations under sec-
tion 704(c) using the traditional method 
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under paragraph (b) of this section. C con-
tributes equipment with an adjusted tax 
basis of $1,000 and a book value of $10,000, 
with a view to taking advantage of the fact 
that the equipment has only one year re-
maining on its cost recovery schedule al-
though its remaining economic life is signifi-
cantly longer. At the time of contribution, C 
has a built-in gain of $9,000 and the equip-
ment is section 704(c) property. D contrib-
utes $10,000 of cash, which CD uses to buy se-
curities. D has substantial net operating loss 
carryforwards that D anticipates will other-
wise expire unused. Under § 1.704– 
1(b)(2)(iv)(g)(3), the partnership must allo-
cate the $10,000 of book depreciation to the 
partners in the first year of the partnership. 
Thus, there is $10,000 of book depreciation 
and $1,000 of tax depreciation in the partner-
ship’s first year. CD sells the equipment dur-
ing the second year for $10,000 and recognizes 
a $10,000 gain ($10,000, the amount realized, 
less the adjusted tax basis of $0). 

(ii) Unreasonable use of method—(A) At the 
beginning of the second year, both the book 
value and adjusted tax basis of the equip-
ment are $0. Therefore, there is no remaining 
built-in gain. The $10,000 gain on the sale of 
the equipment in the second year is allo-
cated $5,000 each to C and D. The interaction 
of the partnership’s one-year write-off of the 
entire book value of the equipment and the 
use of the traditional method results in a 
shift of $4,000 of the precontribution gain in 
the equipment from C to D (D’s $5,000 share 
of CD’s $10,000 gain, less the $1,000 tax depre-
ciation deduction previously allocated to D). 

(B) The traditional method is not reason-
able under paragraph (a)(10) of this section 
because the contribution of property is 
made, and the traditional method is used, 
with a view to shifting a significant amount 
of taxable income to a partner with a low 
marginal tax rate and away from a partner 
with a high marginal tax rate. 

(C) Under these facts, if the partnership 
agreement in effect for the year of contribu-
tion had provided that tax gain from the sale 
of the property (if any) would always be allo-
cated first to C to offset the effect of the 
ceiling rule limitation, the allocation meth-
od would not violate the anti-abuse rule of 
paragraph (a)(10) of this section. See para-
graph (c)(3) of this section. Under other 
facts, (for example, if the partnership holds 
multiple section 704(c) properties and either 
uses multiple allocation methods or uses a 
single allocation method where one or more 
of the properties are subject to the ceiling 
rule) the allocation to C may not be reason-
able. 

(c) Traditional method with curative al-
locations—(1) In general. To correct dis-
tortions created by the ceiling rule, a 
partnership using the traditional meth-
od under paragraph (b) of this section 

may make reasonable curative alloca-
tions to reduce or eliminate disparities 
between book and tax items of non-
contributing partners. A curative allo-
cation is an allocation of income, gain, 
loss, or deduction for tax purposes that 
differs from the partnership’s alloca-
tion of the corresponding book item. 
For example, if a noncontributing part-
ner is allocated less tax depreciation 
than book depreciation with respect to 
an item of section 704(c) property, the 
partnership may make a curative allo-
cation to that partner of tax deprecia-
tion from another item of partnership 
property to make up the difference, 
notwithstanding that the cor-
responding book depreciation is allo-
cated to the contributing partner. A 
partnership may limit its curative al-
locations to allocations of one or more 
particular tax items (e.g., only depre-
ciation from a specific property or 
properties) even if the allocation of 
those available items does not offset 
fully the effect of the ceiling rule. 

(2) Consistency. A partnership must be 
consistent in its application of curative 
allocations with respect to each item 
of section 704(c) property from year to 
year. 

(3) Reasonable curative allocations—(i) 
Amount. A curative allocation is not 
reasonable to the extent it exceeds the 
amount necessary to offset the effect of 
the ceiling rule for the current taxable 
year or, in the case of a curative allo-
cation upon disposition of the prop-
erty, for prior taxable years. 

(ii) Timing. The period of time over 
which the curative allocations are 
made is a factor in determining wheth-
er the allocations are reasonable. Not-
withstanding paragraph (c)(3)(i) of this 
section, a partnership may make cura-
tive allocations in a taxable year to 
offset the effect of the ceiling rule for 
a prior taxable year if those allocations 
are made over a reasonable period of 
time, such as over the property’s eco-
nomic life, and are provided for under 
the partnership agreement in effect for 
the year of contribution. See paragraph 
(c)(4) Example 3 (ii)(C) of this section. 

(iii) Type—(A) In general. To be rea-
sonable, a curative allocation of in-
come, gain, loss, or deduction must be 
expected to have substantially the 

VerDate Nov<24>2008 10:34 May 27, 2009 Jkt 217091 PO 00000 Frm 00487 Fmt 8010 Sfmt 8010 Y:\SGML\217091.XXX 217091



478 

26 CFR Ch. I (4–1–09 Edition) § 1.704–3 

same effect on each partner’s tax li-
ability as the tax item limited by the 
ceiling rule. The expectation must 
exist at the time the section 704(c) 
property is obligated to be (or is) con-
tributed to the partnership and the al-
location with respect to that property 
becomes part of the partnership agree-
ment. However, the expectation is test-
ed at the time the allocation with re-
spect to that property is actually made 
if the partnership agreement is not suf-
ficiently specific as to the precise man-
ner in which allocations are to be made 
with respect to that property. Under 
this paragraph (c), if the item limited 
by the ceiling rule is loss from the sale 
of property, a curative allocation of 
gain must be expected to have substan-
tially the same effect as would an allo-
cation to that partner of gain with re-
spect to the sale of the property. If the 
item limited by the ceiling rule is de-
preciation or other cost recovery, a cu-
rative allocation of income to the con-
tributing partner must be expected to 
have substantially the same effect as 
would an allocation to that partner of 
partnership income with respect to the 
contributed property. For example, if 
depreciation deductions with respect to 
leased equipment contributed by a tax- 
exempt partner are limited by the ceil-
ing rule, a curative allocation of divi-
dend or interest income to that partner 
generally is not reasonable, although a 
curative allocation of depreciation de-
ductions from other leased equipment 
to the noncontributing partner is rea-
sonable. Similarly, under this rule, if 
depreciation deductions apportioned to 
foreign source income in a particular 
statutory grouping under section 904(d) 
are limited by the ceiling rule, a cura-
tive allocation of income from another 
statutory grouping to the contributing 
partner generally is not reasonable, al-
though a curative allocation of income 
from the same statutory grouping and 
of the same character is reasonable. 

(B) Exception for allocation from dis-
position of contributed property. If cost 
recovery has been limited by the ceil-

ing rule, the general limitation on 
character does not apply to income 
from the disposition of contributed 
property subject to the ceiling rule, 
but only if properly provided for in the 
partnership agreement in effect for the 
year of contribution or revaluation. 
For example, if allocations of deprecia-
tion deductions to a noncontributing 
partner have been limited by the ceil-
ing rule, a curative allocation to the 
contributing partner of gain from the 
sale of that property, if properly pro-
vided for in the partnership agreement, 
is reasonable for purposes of paragraph 
(c)(3)(iii)(A) of this section even if not 
of the same character. 

(4) Examples. The following examples 
illustrate the principles of this para-
graph (c). 

Example 1. Reasonable and unreasonable 
curative allocations—(i) Facts. E and F form 
partnership EF and agree that each will be 
allocated a 50 percent share of all partner-
ship items and that EF will make allocations 
under section 704(c) using the traditional 
method with curative allocations under 
paragraph (c) of this section. E contributes 
equipment with an adjusted tax basis of 
$4,000 and a book value of $10,000. The equip-
ment has 10 years remaining on its cost re-
covery schedule and is depreciable using the 
straight-line method. At the time of con-
tribution, E has a built-in gain of $6,000, and 
therefore, the equipment is section 704(c) 
property. F contributes $10,000 of cash, which 
EF uses to buy inventory for resale. In EF’s 
first year, the revenue generated by the 
equipment equals EF’s operating expenses. 
The equipment generates $1,000 of book de-
preciation and $400 of tax depreciation for 
each of 10 years. At the end of the first year 
EF sells all the inventory for $10,700, recog-
nizing $700 of income. The partners antici-
pate that the inventory income will have 
substantially the same effect on their tax li-
abilities as income from E’s contributed 
equipment. Under the traditional method of 
paragraph (b) of this section, E and F would 
each be allocated $350 of income from the 
sale of inventory for book and tax purposes 
and $500 of depreciation for book purposes. 
The $400 of tax depreciation would all be al-
located to F. Thus, at the end of the first 
year, E and F’s book and tax capital ac-
counts would be as follows: 

E F 

Book Tax Book Tax 

$10,000 $4,000 $10,000 $10,000 Initial contribution. 
<500> <0> <500> <400> Depreciation. 
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E F 

Book Tax Book Tax 

350 350 350 350 Sales income. 

9,850 4,350 9,850 9,950 

(ii) Reasonable curative allocation. Because 
the ceiling rule would cause a disparity of 
$100 between F’s book and tax capital ac-
counts, EF may properly allocate to E under 
paragraph (c) of this section an additional 

$100 of income from the sale of inventory for 
tax purposes. This allocation results in cap-
ital accounts at the end of EF’s first year as 
follows: 

E F 

Book Tax Book Tax 

$10,000 $4,000 $10,000 $10,000 Initial contribution. 
<500> <0> <500> <400> Depreciation. 

350 450 350 250 Sales income. 

9,850 4,450 9,850 9,850 

(iii) Unreasonable curative allocation. (A) 
The facts are the same as in paragraphs (i) 
and (ii) of this Example 1, except that E and 
F choose to allocate all the income from the 
sale of the inventory to E for tax purposes, 

although they share it equally for book pur-
poses. This allocation results in capital ac-
counts at the end of EF’s first year as fol-
lows: 

E F 

Book Tax Book Tax 

$10,000 $4,000 $10,000 $10,000 Initial contribution. 
<500> <0> <500> <400> Depreciation. 

350 700 350 0 Sales income. 

9,850 4,700 9,850 9,600 

(B) This curative allocation is not reason-
able under paragraph (c)(3)(i) of this section 
because the allocation exceeds the amount 
necessary to offset the disparity caused by 
the ceiling rule. 

Example 2. Curative allocations limited to de-
preciation. (i) Facts. G and H form partner-
ship GH and agree that each will be allocated 
a 50 percent share of all partnership items 
and that GH will make allocations under sec-
tion 704(c) using the traditional method with 
curative allocations under paragraph (c) of 
this section, but only to the extent that the 
partnership has sufficient tax depreciation 
deductions. G contributes property G1, with 
an adjusted tax basis of $3,000 and a fair mar-
ket value of $10,000, and H contributes prop-
erty H1, with an adjusted tax basis of $6,000 
and a fair market value of $10,000. Both prop-
erties have 5 years remaining on their cost 

recovery schedules and are depreciable using 
the straight-line method. At the time of con-
tribution, G1 has a built-in gain of $7,000 and 
H1 has a built-in gain of $4,000, and therefore, 
both properties are section 704(c) property. 
G1 generates $600 of tax depreciation and 
$2,000 of book depreciation for each of five 
years. H1 generates $1,200 of tax depreciation 
and $2,000 of book depreciation for each of 5 
years. In addition, the properties each gen-
erate $500 of operating income annually. G 
and H are each allocated $1,000 of book depre-
ciation for each property. Under the tradi-
tional method of paragraph (b) of this sec-
tion, G would be allocated $0 of tax deprecia-
tion for G1 and $1,000 for H1, and H would be 
allocated $600 of tax depreciation for G1 and 
$200 for H1. Thus, at the end of the first year, 
G and H’s book and tax capital accounts 
would be as follows: 

G H 

Book Tax Book Tax 

$10,000 $3,000 $10,000 $6,000 Initial contribution. 
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G H 

Book Tax Book Tax 

<1,000> <0> <1,000> <600> G1 depreciation. 
<1,000> <1,000> <1,000> <200> H1 depreciation. 

500 500 500 500 Operating income. 

8,500 2,500 8,500 5,700 

(ii) Curative allocations. Under the tradi-
tional method, G is allocated more deprecia-
tion deductions than H, even though H con-
tributed property with a smaller disparity 
reflected on GH’s book and tax capital ac-
counts. GH makes curative allocations to H 
of an additional $400 of tax depreciation each 

year, which reduces the disparities between 
G and H’s book and tax capital accounts rat-
ably each year. These allocations are reason-
able provided the allocations meet the other 
requirements of this section. As a result of 
their agreement, at the end of the first year, 
G and H’s capital accounts are as follows: 

G H 

Book Tax Book Tax 

$10,000 $3,000 $10,000 $6,000 Initial contribution. 
<1,000> <0> <1,000> <600> G1 depreciation. 
<1,000> <600> <1,000> <600> H1 depreciation. 

500 500 500 500 Operating income. 

8,500 2,900 8,500 5,300 

Example 3. Unreasonable use of curative allo-
cations. (i) Facts. J and K form partnership 
JK and agree that each will receive a 50 per-
cent share of all partnership items and that 
JK will make allocations under section 704(c) 
using the traditional method with curative 
allocations under paragraph (c) of this sec-
tion. J contributes equipment with an ad-
justed tax basis of $1,000 and a book value of 
$10,000, with a view to taking advantage of 
the fact that the equipment has only one 
year remaining on its cost recovery schedule 
although it has an estimated remaining eco-
nomic life of 10 years. J has substantial net 
operating loss carryforwards that J antici-
pates will otherwise expire unused. At the 
time of contribution, J has a built-in gain of 
$9,000, and therefore, the equipment is sec-
tion 704(c) property. K contributes $10,000 of 
cash, which JK uses to buy inventory for re-

sale. In JK’s first year, the revenues gen-
erated by the equipment exactly equal JK’s 
operating expenses. Under § 1.704– 
1(b)(2)(iv)(g)(3), the partnership must allo-
cate the $10,000 of book depreciation to the 
partners in the first year of the partnership. 
Thus, there is $10,000 of book depreciation 
and $1,000 of tax depreciation in the partner-
ship’s first year. In addition, at the end of 
the first year JK sells all of the inventory 
for $18,000, recognizing $8,000 of income. The 
partners anticipate that the inventory in-
come will have substantially the same effect 
on their tax liabilities as income from J’s 
contributed equipment. Under the tradi-
tional method of paragraph (b) of this sec-
tion, J and K’s book and tax capital accounts 
at the end of the first year would be as fol-
lows: 

J K 

Book Tax Book Tax 

$10,000 $1,000 $10,000 $10,000 Initial contribution. 
<5,000> <0> <5,000> <1,000> Depreciation. 

4,000 4,000 4,000 4,000 Sales income. 

9,000 5,000 9,000 13,000 

(ii) Unreasonable use of method. (A) The use 
of curative allocations under these facts to 
offset immediately the full effect of the ceil-
ing rule would result in the following book 

and tax capital accounts at the end of JK’s 
first year: 
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J K 

Book Tax Book Tax 

$10,000 $1,000 $10,000 $10,000 Initial contribution. 
<5,000> <0> <5,000> <1,000> Depreciation. 

4,000 8,000 4,000 0 Sales income. 

9,000 9,000 9,000 9,000 

(B) This curative allocation is not reason-
able under paragraph (a)(10) of this section 
because the contribution of property is made 
and the curative allocation method is used 
with a view to shifting a significant amount 
of partnership taxable income to a partner 
with a low marginal tax rate and away from 
a partner with a high marginal tax rate, 
within a period of time significantly shorter 
than the economic life of the property. 

(C) The property has only one year remain-
ing on its cost recovery schedule even 
though its economic life is considerably 

longer. Under these facts, if the partnership 
agreement had provided for curative alloca-
tions over a reasonable period of time, such 
as over the property’s economic life, rather 
than over its remaining cost recovery period, 
the allocations would have been reasonable. 
See paragraph (c)(3)(ii) of this section. Thus, 
in this example, JK would make a curative 
allocation of $400 of sales income to J in the 
partnership’s first year (10 percent of $4,000). 
J and K’s book and tax capital accounts at 
the end of the first year would be as follows: 

J K 

Book Tax Book Tax 

$10,000 $1,000 $10,000 $10,000 Initial contribution. 
<5,000> <0> <5,000> <1,000> Depreciation. 

4,000 4,400 4,000 3,600 Sales income. 

9,000 5,400 9,000 12,600 

(d) Remedial allocation method—(1) In 
general. A partnership may adopt the 
remedial allocation method described 
in this paragraph to eliminate distor-
tions caused by the ceiling rule. A 
partnership adopting the remedial allo-
cation method eliminates those distor-
tions by creating remedial items and 
allocating those items to its partners. 
Under the remedial allocation method, 
the partnership first determines the 
amount of book items under paragraph 
(d)(2) of this section and the partners’ 
distributive shares of these items 
under section 704(b). The partnership 
then allocates the corresponding tax 
items recognized by the partnership, if 
any, using the traditional method de-
scribed in paragraph (b)(1) of this sec-
tion. If the ceiling rule (as defined in 
paragraph (b)(1) of this section) causes 
the book allocation of an item to a 
noncontributing partner to differ from 
the tax allocation of the same item to 
the noncontributing partner, the part-
nership creates a remedial item of in-
come, gain, loss, or deduction equal to 
the full amount of the difference and 

allocates it to the noncontributing 
partner. The partnership simulta-
neously creates an offsetting remedial 
item in an identical amount and allo-
cates it to the contributing partner. 

(2) Determining the amount of book 
items. Under the remedial allocation 
method, a partnership determines the 
amount of book items attributable to 
contributed property in the following 
manner rather than under the rules of 
§ 1.704–1(b)(2)(iv)(g)(3). The portion of 
the partnership’s book basis in the 
property equal to the adjusted tax 
basis in the property at the time of 
contribution is recovered in the same 
manner as the adjusted tax basis in the 
property is recovered (generally, over 
the property’s remaining recovery pe-
riod under section 168(i)(7) or other ap-
plicable Internal Revenue Code sec-
tion). The remainder of the partner-
ship’s book basis in the property (the 
amount by which book basis exceeds 
adjusted tax basis) is recovered using 
any recovery period and depreciation 
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(or other cost recovery) method (in-
cluding first-year conventions) avail-
able to the partnership for newly pur-
chased property (of the same type as 
the contributed property) that is 
placed in service at the time of con-
tribution. 

(3) Type. Remedial allocations of in-
come, gain, loss, or deduction to the 
noncontributing partner have the same 
tax attributes as the tax item limited 
by the ceiling rule. The tax attributes 
of offsetting remedial allocations of in-
come, gain, loss, or deduction to the 
contributing partner are determined by 
reference to the item limited by the 
ceiling rule. Thus, for example, if the 
ceiling rule limited item is loss from 
the sale of contributed property, the 
offsetting remedial allocation to the 
contributing partner must be gain from 
the sale of that property. Conversely, if 
the ceiling rule limited item is gain 
from the sale of contributed property, 
the offsetting remedial allocation to 
the contributing partner must be loss 
from the sale of that property. If the 
ceiling rule limited item is deprecia-
tion or other cost recovery from the 
contributed property, the offsetting re-
medial allocation to the contributing 
partner must be income of the type 
produced (directly or indirectly) by 
that property. Any partner level tax 
attributes are determined at the part-
ner level. For example, if the ceiling 
rule limited item is depreciation from 
property used in a rental activity, the 
remedial allocation to the noncontrib-
uting partner is depreciation from 
property used in a rental activity and 
the offsetting remedial allocation to 
the contributing partner is ordinary in-
come from that rental activity. Each 
partner then applies section 469 to the 
allocations as appropriate. 

(4) Effect of remedial items—(i) Effect 
on partnership. Remedial items do not 
affect the partnership’s computation of 
its taxable income under section 703 
and do not affect the partnership’s ad-
justed tax basis in partnership prop-
erty. 

(ii) Effect on partners. Remedial items 
are notional tax items created by the 
partnership solely for tax purposes and 
do not affect the partners’ book capital 
accounts. Remedial items have the 
same effect as actual tax items on a 

partner’s tax liability and on the part-
ner’s adjusted tax basis in the partner-
ship interest. 

(5) Limitations on use of methods in-
volving remedial allocations—(i) Limita-
tion on taxpayers. In the absence of pub-
lished guidance, the remedial alloca-
tion method described in this para-
graph (d) is the only reasonable section 
704(c) method permitting the creation 
of notional tax items. 

(ii) Limitation on Internal Revenue 
Service. In exercising its authority 
under paragraph (a)(10) of this section 
to make adjustments if a partnership’s 
allocation method is not reasonable, 
the Internal Revenue Service will not 
require a partnership to use the reme-
dial allocation method described in 
this paragraph (d) or any other method 
involving the creation of notional tax 
items. 

(6) Adjustments to application of meth-
od. The Commissioner may, by pub-
lished guidance, prescribe adjustments 
to the remedial allocation method 
under this paragraph (d) as necessary 
or appropriate. This guidance may, for 
example, prescribe adjustments to the 
remedial allocation method to prevent 
the duplication or omission of items of 
income or deduction or to reflect more 
clearly the partners’ income or the in-
come of a transferee of a partner. 

(7) Examples. The following examples 
illustrate the principles of this para-
graph (d). 

Example 1. Remedial allocation method. (i) 
Facts. On January 1, L and M form partner-
ship LM and agree that each will be allo-
cated a 50 percent share of all partnership 
items. The partnership agreement provides 
that LM will make allocations under section 
704(c) using the remedial allocation method 
under this paragraph (d) and that the 
straight-line method will be used to recover 
excess book basis. L contributes depreciable 
property with an adjusted tax basis of $4,000 
and a fair market value of $10,000. The prop-
erty is depreciated using the straight-line 
method with a 10-year recovery period and 
has 4 years remaining on its recovery period. 
M contributes $10,000, which the partnership 
uses to purchase land. Except for the depre-
ciation deductions, LM’s expenses equal its 
income in each year of the 10 years com-
mencing with the year the partnership is 
formed. 

(ii) Years 1 through 4. Under the remedial 
allocation method of this paragraph (d), LM 
has book depreciation for each of its first 4 
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years of $1,600 [$1,000 ($4,000 adjusted tax 
basis divided by the 4-year remaining recov-
ery period) plus $600 ($6,000 excess of book 
value over tax basis, divided by the new 10- 
year recovery period)]. (For the purpose of 
simplifying the example, the partnership’s 
book depreciation is determined without re-
gard to any first-year depreciation conven-
tions.) Under the partnership agreement, L 
and M are each allocated 50 percent ($800) of 
the book depreciation. M is allocated $800 of 
tax depreciation and L is allocated the re-
maining $200 of tax depreciation ($1,000–$800). 
See paragraph (d)(1) of this section. No reme-
dial allocations are made because the ceiling 
rule does not result in a book allocation of 
depreciation to M different from the tax al-
location. The allocations result in capital 
accounts at the end of LM’s first 4 years as 
follows: 

L M 

Book Tax Book Tax 

Initial con-
tribution .. $10,000 $4,000 $10,000 $10,000

Depreciation <3,200> <800> <3,200> <3,200> 

$6,800 $3,200 $6,800 $6,800 

(iii) Subsequent years. (A) For each of years 
5 through 10, LM has $600 of book deprecia-
tion ($6,000 excess of initial book value over 
adjusted tax basis divided by the 10-year re-
covery period that commented in year 1), but 
no tax depreciation. Under the partnership 
agreement, the $600 of book depreciation is 
allocated equally to L and M. Because of the 
application of the ceiling rule in year 5, M 
would be allotted $300 of book depreciation, 
but no tax depreciation. Thus, at the end of 
LM’s fifth year L’s and M’s book and tax 
capital accounts would be as follows: 

L M 

Book Tax Book Tax 

End of year 
4 ............. $6,800 $3,200 $6,800 $6,800

Depreciation <300> ................ <300> ................

$6,500 $3,200 $6,500 $6,800 

(B) Because the ceiling rule would cause an 
annual disparity of $300 between M’s alloca-
tions of book and tax depreciation, LM must 
make remedial allocations of $300 of tax de-
preciation deductions to M under the reme-
dial allocation method for each of years 5 
through 10. LM must also make an offsetting 
remedial allocation to L of $300 of taxable in-
come, which must be of the same type as in-
come produced by the property. At the end of 
year 5, LM’s capital accounts are as follows: 

L M 

Book Tax Book Tax 

End of year 
4 ............. $6,800 $3,200 $6,800 $6,800

Depreciation <300> ................ <300> ................
Remedial 

alloca-
tions ....... ................ 300 ................ <300> 

$6,500 $3,500 $6,500 $6,500

(C) At the end of year 10, LM’s capital ac-
counts are as follows: 

L M 

Book Tax Book Tax 

End of year 
5 ............. $6,500 $3,500 $6,500 $6,500

Depreciation <1,500> ................ <1,500> ................
Remedial 

alloca-
tions ....... ................ 1,500 ................ <1,500> 

$5,000 $5,000 $5,000 $5,000

Example 2. Remedial allocations on sale. (i) 
Facts. N and P form partnership NP and 
agree that each will be allocated a 50 percent 
share of all partnership items. The partner-
ship agreement provides that NP will make 
allocations under section 704(c) using the re-
medial allocation method under this para-
graph (d). N contributes Blackacre (land) 
with an adjusted tax basis of $4,000 and a fair 
market value of $10,000. Because N has a 
built-in gain of $6,000, Blackacre is section 
704(c) property. P contributes Whiteacre 
(land) with an adjusted tax basis and fair 
market value of $10,000. At the end of NP’s 
first year, NP sells Blackacre to Q for $9,000 
and recognizes a capital gain of $5,000 ($9,000 
amount realized less $4,000 adjusted tax 
basis) and a book loss of $1,000 ($9,000 amount 
realized less $10,000 book basis). NP has no 
other items of income, gain, loss, or deduc-
tion. If the ceiling rule were applied, N would 
be allocated the entire $5,000 of tax gain and 
N and P would each be allocated $500 of book 
loss. Thus, at the end of NP’s first year N’s 
and P’s book and tax capital accounts would 
be as follows: 

N P 

Book Tax Book Tax 

Initial con-
tribution .. $10,000 $4,000 $10,000 $10,000 

Sale of 
Blackacre <500> 5,000 <500> ................

$9,500 $9,000 $9,500 $10,000 

(ii) Remedial allocation. Because the ceiling 
rule would cause a disparity of $500 between 
P’s allocation of book and tax loss, NP must 
make a remedial allocation of $500 of capital 
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loss to P and an offsetting remedial alloca-
tion to N of an additional $500 of capital 
gain. These allocations result in capital ac-
counts at the end of NP’s first year as fol-
lows: 

N P 

Book Tax Book Tax 

Initial con-
tribution .. $10,000 $4,000 $10,000 $10,000 

Sale of 
Blackacre <500> 5,000 <500> ................

Remedial 
alloca-
tions ....... ................ 500 ................ <500> 

$9,500 $9,500 $9,500 $9,500

Example 3. Remedial allocation where built-in 
gain property sold for book and tax loss. (i) 
Facts. The facts are the same as in Example 
2, except that at the end of NP’s first year, 
NP sells Blackacre to Q for $3,000 and recog-
nizes a capital loss of $1,000 ($3,000 amount 
realized less $4,000 adjusted tax basis) and a 
book loss of $7,000 ($3,000 amount realized 
less $10,000 book basis). If the ceiling rule 
were applied, P would be allocated the entire 
$1,000 of tax loss and N and P would each be 
allocated $3,500 of book loss. Thus, at the end 
of NP’s first year, N’s and P’s book and tax 
capital accounts would be as follows: 

N P 

Book Tax Book Tax 

Initial con-
tribution .. $10,000 $4,000 $10,000 $10,000

Sale of 
Blackacre <3,500> 0 <3,500> <1,000> 

$6,500 $4,000 $6,500 $9,000

(ii) Remedial allocation. Because the ceiling 
rule would cause a disparity of $2,500 be-
tween P’s allocation of book and tax loss on 
the sale of Blackacre, NP must make a reme-
dial allocation of $2,500 of capital loss to P 
and an offsetting remedial allocation to N of 
$2,500 of capital gain. These allocations re-
sult in capital accounts at the end of NP’s 
first year as follows: 

N P 

Book Tax Book Tax 

Initial con-
tribution .. $10,000 $4,000 $10,000 $10,000

Sale of 
Blackacre <3,500> 0 <3,500> <1,000> 

Remedial 
Alloca-
tions ....... ................ 2,500 ................ <2,500> 

$6,500 $6,500 $6,500 $6,500

(e) Exceptions and special rules—(1) 
Small disparities—(i) General rule. If a 

partner contributes one or more items 
of property to a partnership within a 
single taxable year of the partnership, 
and the disparity between the book 
value of the property and the contrib-
uting partner’s adjusted tax basis in 
the property is a small disparity, the 
partnership may— 

(A) Use a reasonable section 704(c) 
method; 

(B) Disregard the application of sec-
tion 704(c) to the property; or 

(C) Defer the application of section 
704(c) to the property until the disposi-
tion of the property. 

(ii) Definition of small disparity. A dis-
parity between book value and ad-
justed tax basis is a small disparity if 
the book value of all properties con-
tributed by one partner during the 
partnership taxable year does not differ 
from the adjusted tax basis by more 
than 15 percent of the adjusted tax 
basis, and the total gross disparity 
does not exceed $20,000. 

(2) Aggregation. Each of the following 
types of property may be aggregated 
for purposes of making allocations 
under section 704(c) and this section if 
contributed by one partner during the 
partnership taxable year. 

(i) Depreciable property. All property, 
other than real property, that is in-
cluded in the same general asset ac-
count of the contributing partner and 
the partnership under section 168. 

(ii) Zero-basis property. All property 
with a basis equal to zero, other than 
real property. 

(iii) Inventory. For partnerships that 
do not use a specific identification 
method of accounting, each item of in-
ventory, other than qualified financial 
assets (as defined in paragraph (e)(3)(ii) 
of this section). 

(3) Special aggregation rule for securi-
ties partnerships—(i) General rule. For 
purposes of making reverse section 
704(c) allocations, a securities partner-
ship may aggregate gains and losses 
from qualified financial assets using 
any reasonable approach that is con-
sistent with the purpose of section 
704(c). Notwithstanding paragraphs 
(a)(2) and (a)(6)(i) of this section, once 
a partnership adopts an aggregate ap-
proach, that partnership must apply 
the same aggregate approach to all of 
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its qualified financial assets for all tax-
able years in which the partnership 
qualifies as a securities partnership. 
Paragraphs (e)(3)(iv) and (e)(3)(v) of 
this section describe approaches for ag-
gregating reverse section 704(c) gains 
and losses that are generally reason-
able. Other approaches may be reason-
able in appropriate circumstances. See, 
however, paragraph (a)(10) of this sec-
tion, which describes the cir-
cumstances under which section 704(c) 
methods, including the aggregate ap-
proaches described in this paragraph 
(e)(3), are not reasonable. A partner-
ship using an aggregate approach must 
separately account for any built-in 
gain or loss from contributed property. 

(ii) Qualified financial assets—(A) In 
general. A qualified financial asset is 
any personal property (including stock) 
that is actively traded. Actively traded 
means actively traded as defined in 
§ 1.1092(d)–1 (defining actively traded 
property for purposes of the straddle 
rules). 

(B) Management companies. For a 
management company, qualified finan-
cial assets also include the following, 
even if not actively traded: shares of 
stock in a corporation; notes, bonds, 
debentures, or other evidences of in-
debtedness; interest rate, currency, or 
equity notional principal contracts; 
evidences of an interest in, or deriva-
tive financial instruments in, any secu-
rity, currency, or commodity, includ-
ing any option, forward or futures con-
tract, or short position; or any similar 
financial instrument. 

(C) Partnership interests. An interest 
in a partnership is not a qualified fi-
nancial asset for purposes of this para-
graph (e)(3)(ii). However, for purposes 
of this paragraph (e)(3), a partnership 
(upper-tier partnership) that holds an 
interest in a securities partnership 
(lower-tier partnership) must take into 
account the lower-tier partnership’s as-
sets and qualified financial assets as 
follows: 

(1) In determining whether the upper- 
tier partnership qualifies as an invest-
ment partnership, the upper-tier part-
nership must treat its proportionate 
share of the lower-tier securities part-
nership’s assets as assets of the upper- 
tier partnership; and 

(2) If the upper-tier partnership 
adopts an aggregate approach under 
this paragraph (e)(3), the upper-tier 
partnership must aggregate the gains 
and losses from its directly held quali-
fied financial assets with its distribu-
tive share of the gains and losses from 
the qualified financial assets of the 
lower-tier securities partnership. 

(iii) Securities partnership—(A) In gen-
eral. A partnership is a securities part-
nership if the partnership is either a 
management company or an invest-
ment partnership, and the partnership 
makes all of its book allocations in 
proportion to the partners’ relative 
book capital accounts (except for rea-
sonable special allocations to a partner 
that provides management services or 
investment advisory services to the 
partnership). 

(B) Definitions—(1) Management com-
pany. A partnership is a management 
company if it is registered with the Se-
curities and Exchange Commission as a 
management company under the In-
vestment Company Act of 1940, as 
amended (15 U.S.C. 80a). 

(2) Investment partnership. A partner-
ship is an investment partnership if: 

(i) On the date of each capital ac-
count restatement, the partnership 
holds qualified financial assets that 
constitute at least 90 percent of the 
fair market value of the partnership’s 
non-cash assets; and 

(ii) The partnership reasonably ex-
pects, as of the end of the first taxable 
year in which the partnership adopts 
an aggregate approach under this para-
graph (e)(3), to make revaluations at 
least annually. 

(iv) Partial netting approach. This 
paragraph (e)(3)(iv) describes the par-
tial netting approach of making re-
verse section 704(c) allocations. See Ex-
ample 1 of paragraph (e)(3)(ix) of this 
section for an illustration of the par-
tial netting approach. To use the par-
tial netting approach, the partnership 
must establish appropriate accounts 
for each partner for the purpose of tak-
ing into account each partner’s share 
of the book gains and losses and deter-
mining each partner’s share of the tax 
gains and losses. Under the partial net-
ting approach, on the date of each cap-
ital account restatement, the partner-
ship: 
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(A) Nets its book gains and book 
losses from qualified financial assets 
since the last capital account restate-
ment and allocates the net amount to 
its partners; 

(B) Separately aggregates all tax 
gains and all tax losses from qualified 
financial assets since the last capital 
account restatement; and 

(C) Separately allocates the aggre-
gate tax gain and aggregate tax loss to 
the partners in a manner that reduces 
the disparity between the book capital 
account balances and the tax capital 
account balances (book-tax disparities) 
of the individual partners. 

(v) Full netting approach. This para-
graph (e)(3)(v) describes the full net-
ting approach of making reverse sec-
tion 704(c) allocations on an aggregate 
basis. See Example 2 of paragraph 
(e)(3)(ix) of this section for an illustra-
tion of the full netting approach. To 
use the full netting approach, the part-
nership must establish appropriate ac-
counts for each partner for the purpose 
of taking into account each partner’s 
share of the book gains and losses and 
determining each partner’s share of the 
tax gains and losses. Under the full 
netting approach, on the date of each 
capital account restatement, the part-
nership: 

(A) Nets its book gains and book 
losses from qualified financial assets 
since the last capital account restate-
ment and allocates the net amount to 
its partners; 

(B) Nets tax gains and tax losses 
from qualified financial assets since 
the last capital account restatement; 
and 

(C) Allocates the net tax gain (or net 
tax loss) to the partners in a manner 
that reduces the book-tax disparities of 
the individual partners. 

(vi) Type of tax gain or loss. The char-
acter and other tax attributes of gain 
or loss allocated to the partners under 
this paragraph (e)(3) must: 

(A) Preserve the tax attributes of 
each item of gain or loss realized by 
the partnership; 

(B) Be determined under an approach 
that is consistently applied; and 

(C) Not be determined with a view to 
reducing substantially the present 
value of the partners’ aggregate tax li-
ability. 

(vii) Disqualified securities partner-
ships. A securities partnership that 
adopts an aggregate approach under 
this paragraph (e)(3) and subsequently 
fails to qualify as a securities partner-
ship must make reverse section 704(c) 
allocations on an asset-by-asset basis 
after the date of disqualification. The 
partnership, however, is not required 
to disaggregate the book gain or book 
loss from qualified asset revaluations 
before the date of disqualification 
when making reverse section 704(c) al-
locations on or after the date of dis-
qualification. 

(viii) Transitional rule for qualified fi-
nancial assets revalued after effective 
date. A securities partnership revaluing 
its qualified financial assets pursuant 
to § 1.704–1(b)(2)(iv)(f) on or after the ef-
fective date of this section may use 
any reasonable approach to coordinate 
with revaluations that occurred prior 
to the effective date of this section. 

(ix) Examples. The following examples 
illustrate the principles of this para-
graph (e)(3). 

Example 1. Operation of the partial netting 
approach. (i) Facts. Two regulated invest-
ment companies, X and Y, each contribute 
$150,000 in cash to form PRS, a partnership 
that registers as a management company. 
The partnership agreement provides that 
book items will be allocated in accordance 
with the partners’ relative book capital ac-
counts, that book capital accounts will be 
adjusted to reflect daily revaluations of 
property pursuant to § 1.704– 
1(b)(2)(iv)(f)(5)(iii), and that reverse section 
704(c) allocations will be made using the par-
tial netting approach described in paragraph 
(e)(3)(iv) of this section. X and Y each have 
an initial book capital account of $150,000. In 
addition, the partnership establishes for each 
of X and Y a revaluation account with a be-
ginning balance of $0. On Day 1, PRS buys 
Stock 1, Stock 2, and Stock 3 for $100,000 
each. On Day 2, Stock 1 increases in value 
from $100,000 to $102,000, Stock 2 increases in 
value from $100,000 to $105,000, and Stock 3 
declines in value from $100,000 to $98,000. At 
the end of Day 2, Z, a regulated investment 
company, joins PRS by contributing $152,500 
in cash for a one-third interest in the part-
nership [$152,500 divided by $300,000 (initial 
values of stock) +$5,000 (net gain at end of 
Day 2)+ $152,500]. PRS uses this cash to pur-
chase Stock 4. PRS establishes a revaluation 
account for Z with a $0 beginning balance. As 
of the close of Day 3, Stock 1 increases in 
value from $102,000 to $105,000, and Stocks 2, 
3, and 4 decrease in value from $105,000 to 
$102,000, from $98,000 to $96,000, and from 
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$152,500 to $151,500, respectively. At the end 
of Day 3, PRS sells Stocks 2 and 3. 

(ii) Book allocations—Day 2. At the end of 
Day 2, PRS revalues the partnership’s quali-
fied financial assets and increases X’s and 
Y’s book capital accounts by each partner’s 
50 percent share of the $5,000 ($2,000 + $5,000 
¥ $2,000) net increase in the value of the 
partnership’s assets during Day 2. PRS in-
creases X’s and Y’s respective revaluation 
account balances by $2,500 each to reflect the 
amount by which each partner’s book capital 
account increased on Day 2. Z’s capital ac-
count is not affected because Z did not join 
PRS until the end of Day 2. At the beginning 
of Day 3, the partnership’s accounts are as 
follows: 

Stock 1 Stock 2 Stock 3 Stock 4 

Opening 
Balance $100,000 $100,000 $100,000 

Day 2 Ad-
justment 2,000 5,000 (2,000) 

Total ......... $102,000 $105,000 $98,000 $152,500 

X 

Book Tax 
Revalu-
ation ac-

count 

Opening Balance ........... $150,000 $150,000 0 
Day 2 Adjustment .......... 2,500 0 $2,500 

Closing Balance ............ $152,500 $150,000 $2,500 

Y 

Book Tax 
Revalu-
ation ac-

count 

Opening Balance ........... $150,000 $150,000 0 
Day 2 Adjustment .......... 2,500 0 $2,500 

Closing balance ............. $152,500 $150,000 $2,500 

Z 

Book Tax 
Revalu-
ation ac-

count 

Opening Balance.
Day 2 Adjustment.
Closing Balance ............ $152,500 $152,500 $0 

(iii) Book and tax allocations—Day 3. At the 
end of Day 3, PRS decreases the book capital 
accounts of X, Y, and Z by $1,000 to reflect 
each partner’s share of the $3,000 ($3,000— 
$3,000—$2,000—$1,000) net decrease in the 
value of the partnership’s qualified financial 
assets. PRS also reduces each partner’s re-
valuation account balance by $1,000. Accord-
ingly, X’s and Y’s revaluation account bal-
ances are reduced to $1,500 each and Z’s 
revaulation account balance is ($1,000). PRS 
then separately allocates the tax gain from 
the sale of Stock 2 and the tax loss from the 

sale of Stock 3. The $2,000 of tax gain recog-
nized on the sale of Stock 2 ($102,000— 
$100,000) is allocated among the partners 
with positive revaluation account balances 
in accordance with the relative balances of 
those revaluation accounts. X’s and Y’s re-
valuation accounts have equal positive bal-
ances; thus, PRS allocates $1,000 of the gain 
from the sale of Stock 2 to X and $1,000 of 
that gain to Y. PRS allocates none of the 
gain from the sale to Z because Z’s revalu-
ation account balance is negative. The $4,000 
of tax loss recognized from the sale of Stock 
3 ($96,000—$100,000) is allocated first to the 
partners with negative revaluation account 
balances to the extent of those balances. Be-
cause Z is the only partner with a negative 
revaluation account balance, the tax loss is 
allocated first to Z to the extent of Z’s 
($1,000) balance. The remaining $3,000 of tax 
loss is allocated among the partners in ac-
cordance with their distributive shares of 
the loss. Accordingly, PRS allocates $1,000 of 
tax loss from the sale of Stock 3 to each of 
X and Y. PRS also allocates an additional 
$1,000 of the tax loss to Z, so that Z’s total 
share of the tax loss from the sale of Stock 
3 is $2,000. PRS then reduces each partner’s 
revaluation account balance by the amount 
of any tax gain allocated to that partner and 
increases each partner’s revaluation account 
balance by the amount of any tax loss allo-
cated to that partner. At the beginning of 
Day 4, the partnership’s accounts are as fol-
lows: 

Stock 1 Stock 2 Stock 3 Stock 4 

Opening 
Balance $100,000 $100,000 $100,000 $152,500 

Day 2 Ad-
justment 2,000 5,000 (2,000) 

Day 3 Ad-
justment $3,000 (3,000) (2,000) (1,000 ) 

Total ......... $105,000 $102,000 $96,000 $151,500 

X and Y 

Book Tax 
Revalu-
ation ac-

count 

Opening Balance ... $150,000 $150,000 0 
Day 2 Adjustment .. 2,500 0 $2,500 
Day 3 Adjustment .. (1,000 ) 0 ($1,000 ) 

Total ....................... $151,500 $150,000 $1,500 
Gain from Stock 2 0 $1,000 (1,000 ) 
Loss from Stock 3 0 ($1,000 ) 1,000 

Closing Balance .... $151,500 $150,000 $1,500 

Z 

Book Tax Revaluation 
account 

Opening Balance ... $152,500 $152,500 0 
Day 3 Adjustment .. (1,000 ) 0 ($1,000 ) 
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Z 

Book Tax Revaluation 
account 

Total ....................... $151,500 $152,500 ($1,000 ) 
Gain from Stock 2 0 0 0 
Loss from Stock 3 0 (2,000 ) 2,000 

Closing Balance .... $151,500 $150,500 $1,000 

Example 2. Operation of the full netting ap-
proach. (i) Facts. The facts are the same as in 
Example 1, except that the partnership 
agreement provides that PRS will make re-
verse section 704(c) allocations using the full 
netting approach described in paragraph 
(e)(3)(v) of this section. 

(ii) Book allocations—Days 2 and 3. PRS al-
locates its book gains and losses in the man-
ner described in paragraphs (ii) and (iii) of 
Example 1 (the partial netting approach). 
Thus, at the end of Day 2, PRS increases the 
book capital accounts of X and Y by $2,500 to 
reflect the appreciation in the parntership’s 
assets from the close of Day 1 to the close of 
Day 2 and records that increase in the reval-
uation account created for each partner. At 
the end of Day 3, PRS decreases the book 
capital accounts of X, Y, and Z by $1,000 to 
reflect each partner’s share of the decline in 

value of the partnership’s assets from Day 2 
to Day 3 and reduces each partner’s revalu-
ation account by a corresponding amount. 

(iii) Tax allocations—Day 3. After making 
the book adjustments described in the pre-
vious paragraph, PRS allocates its net tax 
gain (or net tax loss) from its sales of quali-
fied financial assets during Day 3. To do so, 
PRS first determines its net tax gain (or net 
tax loss) recognized from its sales of quali-
fied financial assets for the day. There is a 
$2,000 net tax loss ($2,000 gain from the sale 
of Stock 2 less $4,000 loss from the sale of 
Stock 3) on the sale of PRS’s qualified finan-
cial assets. Because Z is the only partner 
with a negative revaluation account balance, 
the partnership’s net tax loss is allocated 
first to Z to the extent of Z’s ($1,000) revalu-
ation account balance. The remaining net 
tax loss is allocated among the partners in 
accoradnce with their distributive shares of 
loss. Thus, PRS allocates $333.33 of the $2,000 
net tax loss to each of X and Y. PRS also al-
locates an additional $333.33 of the net tax 
loss to Z, so that the total net tax loss allo-
cation to Z is $1,333.33. PRS then increases 
each partner’s revaluation account balance 
by the amount of net tax loss allocated to 
that partner. At the beginning of Day 4, the 
partnership’s accounts are as follows: 

Stock 1 Stock 2 Stock 3 Stock 4 

Opening Balance ............................................................................................. $100,000 $100,000 $100,000 $152,500 
Day 2 Adjustment ............................................................................................ 2,000 5,000 (2,000 ) 
Day 3 Adjustment ............................................................................................ 3,000 (3,000 ) (2,000 ) ($1,000 ) 

Total ................................................................................................................ $105,000 $102,000 $96,000 $151,500 

X and Y 

Book Tax 
Revalu-
ation ac-

count 

Opening Balance ... $150,000 $150,000 0 
Day 2 Adjustment .. $2,500 0 $2,500 
Day 3 Adjustment .. (1,000 ) 0 (1,000 ) 

Total ....................... $151,500 $150,000 $1,500 
Net Tax Loss- 

Stocks 2 & 3 ...... 0 (333 ) 333 

Closing Balance .... $151,500 $149,667 $1,833 

Z 

Book Tax 
Revalu-
ation ac-

count 

Opening Balance ..... $152,500 $152,500 0 
Day 3 Adjustment .... (1,000 ) 0 ($1,000 ) 

Total ................. $151,500 $152,500 ($1,000 ) 
Net Tax Loss-Stocks 

2 & 3 .................... 0 (1,333 ) 1,333 

Closing Balance ...... $151,500 $151,167 $333 

(4) Aggregation as permitted by the 
Commissioner. The Commissioner may, 
by published guidance or by letter rul-
ing, permit: 

(i) Aggregation of properties other 
than those described in paragraphs 
(e)(2) and (e)(3) of this section; 

(ii) Partnerships and partners not de-
scribed in paragraph (e)(3) of this sec-
tion to aggregate gain and loss from 
qualified financial assets; and 

(iii) Aggregation of qualified finan-
cial assets for purposes of making sec-
tion 704(c) allocations in the same 
manner as that described in paragraph 
(e)(3) of this section. 

(f) Effective dates. With the exception 
of paragraphs (a)(8)(ii), (a)(8)(iii) and 
(a)(11) of this section, this section ap-
plies to properties contributed to a 
partnership and to restatements pursu-
ant to § 1.704–1(b)(2)(iv)(f) on or after 
December 21, 1993. Paragraph (a)(11) of 
this section applies to properties con-
tributed by a partner to a partnership 
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on or after August 20, 1997. However, 
partnerships may rely on paragraph 
(a)(11) of this section for properties 
contributed before August 20, 1997 and 
disposed of on or after August 20, 1997. 
Paragraph (a)(8)(ii) applies to install-
ment obligations received by a partner-
ship in exchange for section 704(c) prop-
erty on or after November 24, 2003. 
Paragraph (a)(8)(iii) applies to property 
acquired on or after November 24, 2003, 
by a partnership pursuant to a contract 
that is section 704(c) property. Except 
as otherwise provided in § 1.752–7(k), 
paragraphs (a)(8)(iv) and (a)(12) apply 
to § 1.752–7 liability transfers, as de-
fined in § 1.752–7(b)(4), occurring on or 
after June 24, 2003. See § 1.752–7(k). 

[T.D. 8500, 58 FR 67679, Dec. 22, 1993; 59 FR 
4140, Jan. 28, 1994, as amended by T.D. 8585, 59 
FR 66728, Dec. 28, 1994; 60 FR 11906, Mar. 3, 
1995; T.D. 8717, 62 FR 25500, May 9, 1997; T.D. 
8730, 62 FR 44215, Aug. 20, 1997; T.D. 9137, 69 
FR 42558, July 16, 2004; T.D. 9193, 70 FR 14394, 
Mar. 22, 2005; T.D. 9207, 70 FR 30342, May 26, 
2005; T.D. 9193, 70 FR 45531, Aug. 8, 2005] 

§ 1.704–4 Distribution of contributed 
property. 

(a) Determination of gain and loss—(1) 
In general. A partner that contributes 
section 704(c) property to a partnership 
must recognize gain or loss under sec-
tion 704(c)(1)(B) and this section on the 
distribution of such property to an-
other partner within five years of its 
contribution to the partnership in an 
amount equal to the gain or loss that 
would have been allocated to such part-
ner under section 704(c)(1)(A) and 
§ 1.704–3 if the distributed property had 
been sold by the partnership to the dis-
tributee partner for its fair market 
value at the time of the distribution. 
See § 1.704–3(a)(3)(i) for a definition of 
section 704(c) property. 

(2) Transactions to which section 
704(c)(1)(B) applies. Section 704(c)(1)(B) 
and this section apply only to the ex-
tent that a distribution by a partner-
ship is a distribution to a partner act-
ing in the capacity of a partner within 
the meaning of section 731. 

(3) Fair market value of property. The 
fair market value of the distributed 
section 704(c) property is the price at 
which the property would change hands 
between a willing buyer and a willing 
seller at the time of the distribution, 
neither being under any compulsion to 

buy or sell and both having reasonable 
knowledge of the relevant facts. The 
fair market value that a partnership 
assigns to distributed section 704(c) 
property will be regarded as correct, 
provided that the value is reasonably 
agreed to among the partners in an 
arm’s-length negotiation and the part-
ners have sufficiently adverse inter-
ests. 

(4) Determination of five-year period— 
(i) General rule. The five-year period 
specified in paragraph (a)(1) of this sec-
tion begins on and includes the date of 
contribution. 

(ii) Section 708(b)(1)(B) terminations. A 
termination of the partnership under 
section 708(b)(1)(B) does not begin a 
new five-year period for each partner 
with respect to the built-in gain and 
built-in loss property that the termi-
nated partnership is deemed to con-
tribute to the new partnership under 
§ 1.708–1(b)(1)(iv). See § 1.704–3(a)(3)(ii) 
for the definitions of built-in gain and 
built-in loss on section 704(c) property. 
This paragraph (a)(4)(ii) applies to ter-
minations of partnerships under sec-
tion 708(b)(1)(B) occurring on or after 
May 9, 1997; however, this paragraph 
(a)(4)(ii) may be applied to termi-
nations occurring on or after May 9, 
1996, provided that the partnership and 
its partners apply this paragraph 
(a)(4)(ii) to the termination in a con-
sistent manner. 

(5) Examples. The following examples 
illustrate the rules of this paragraph 
(a). Unless otherwise specified, partner-
ship income equals partnership ex-
penses (other than depreciation deduc-
tions for contributed property) for each 
year of the partnership, the fair mar-
ket value of partnership property does 
not change, all distributions by the 
partnership are subject to section 
704(c)(1)(B), and all partners are unre-
lated. 

Example 1. Recognition of gain. (i) On Jan-
uary 1, 1995, A, B, and C form partnership 
ABC as equal partners. A contributes $10,000 
cash and Property A, nondepreciable real 
property with a fair market value of $10,000 
and an adjusted tax basis of $4,000. Thus, 
there is a built-in gain of $6,000 on Property 
A at the time of contribution. B contributes 
$10,000 cash and Property B, nondepreciable 
real property with a fair market value and 
adjusted tax basis of $10,000. C contributes 
$20,000 cash. 
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(ii) On December 31, 1998, Property A and 
Property B are distributed to C in complete 
liquidation of C’s interest in the partnership. 

(iii) A would have recognized $6,000 of gain 
under section 704(c)(1)(A) and § 1.704–3 on the 
sale of Property A at the time of the dis-
tribution ($10,000 fair market value less 
$4,000 adjusted tax basis). As a result, A must 
recognize $6,000 of gain on the distribution of 
Property A to C. B would not have recog-
nized any gain or loss under section 
704(c)(1)(A) and § 1.704–3 on the sale of Prop-
erty B at the time of distribution because 
Property B was not section 704(c) property. 
As a result, B does not recognize any gain or 
loss on the distribution of Property B. 

Example 2. Effect of post-contribution depre-
ciation deductions. (i) On January 1, 1995, A, 
B, and C form partnership ABC as equal part-
ners. A contributes Property A, depreciable 
property with a fair market value of $30,000 
and an adjusted tax basis of $20,000. There-
fore, there is a built-in gain of $10,000 on 
Property A. B and C each contribute $30,000 
cash. ABC uses the traditional method of 
making section 704(c) allocations described 
in § 1.704–3(b) with respect to Property A. 

(ii) Property A is depreciated using the 
straight-line method over its remaining 10- 
year recovery period. The partnership has 
book depreciation of $3,000 per year (10 per-
cent of the $30,000 book basis), and each part-
ner is allocated $1,000 of book depreciation 
per year (one-third of the total annual book 
depreciation of $3,000). The partnership has a 
tax depreciation deduction of $2,000 per year 
(10 percent of the $20,000 tax basis in Prop-
erty A). This $2,000 tax depreciation deduc-
tion is allocated equally between B and C, 
the noncontributing partners with respect to 
Property A. 

(iii) At the end of the third year, the book 
value of Property A is $21,000 ($30,000 initial 
book value less $9,000 aggregate book depre-
ciation) and the adjusted tax basis is $14,000 
($20,000 initial tax basis less $6,000 aggregate 
tax depreciation). A’s remaining section 
704(c)(1)(A) built-in gain with respect to 
Property A is $7,000 ($21,000 book value less 
$14,000 adjusted tax basis). 

(iv) On December 31, 1997, Property A is 
distributed to B in complete liquidation of 
B’s interest in the partnership. If Property A 
had been sold for its fair market value at the 
time of the distribution, A would have recog-
nized $7,000 of gain under section 704(c)(1)(A) 
and § 1.704–3(b). Therefore, A recognizes $7,000 
of gain on the distribution of Property A to 
B. 

Example 3. Effect of remedial method. (i) On 
January 1, 1995, A, B, and C form partnership 
ABC as equal partners. A contributes Prop-
erty A1, nondepreciable real property with a 
fair market value of $10,000 and an adjusted 
tax basis of $5,000, and Property A2, non-
depreciable real property with a fair market 
value and adjusted tax basis of $10,000. B and 

C each contribute $20,000 cash. ABC uses the 
remedial method of making section 704(c) al-
locations described in § 1.704–3(d) with re-
spect to Property A1. 

(ii) On December 31, 1998, when the fair 
market value of Property A1 has decreased 
to $7,000, Property A1 is distributed to C in a 
current distribution. If Property A1 had been 
sold by the partnership at the time of the 
distribution, ABC would have recognized the 
$2,000 of remaining built-in gain under sec-
tion 704(c)(1)(A) on the sale (fair market 
value of $7,000 less $5,000 adjusted tax basis). 
All of this gain would have been allocated to 
A. ABC would also have recognized a book 
loss of $3,000 ($10,000 original book value less 
$7,000 current fair market value of the prop-
erty). Book loss in the amount of $2,000 
would have been allocated equally between B 
and C. Under the remedial method, $2,000 of 
tax loss would also have been allocated 
equally to B and C to match their share of 
the book loss. As a result, $2,000 of gain 
would also have been allocated to A as an 
offsetting remedial allocation. A would have 
recognized $4,000 of total gain under section 
704(c)(1)(A) on the sale of Property A1 ($2,000 
of section 704(c) recognized gain plus $2,000 
remedial gain). Therefore, A recognizes $4,000 
of gain on the distribution of Property A1 to 
C under this section. 

(b) Character of gain or loss—(1) Gen-
eral rule. Gain or loss recognized by the 
contributing partner under section 
704(c)(1)(B) and this section has the 
same character as the gain or loss that 
would have resulted if the distributed 
property had been sold by the partner-
ship to the distributee partner at the 
time of the distribution. 

(2) Example. The following example il-
lustrates the rule of this paragraph (b). 
Unless otherwise specified, partnership 
income equals partnership expenses 
(other than depreciation deductions for 
contributed property) for each year of 
the partnership, the fair market value 
of partnership property does not 
change, all distributions by the part-
nership are subject to section 
704(c)(1)(B), and all partners are unre-
lated. 

Example. Character of gain. (i) On January 
1, 1995, A and B form partnership AB. A con-
tributes $10,000 and Property A, nondepre-
ciable real property with a fair market value 
of $10,000 and an adjusted tax basis of $4,000, 
in exchange for a 25 percent interest in part-
nership capital and profits. B contributes 
$60,000 cash for a 75 percent interest in part-
nership capital and profits. 
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(ii) On December 31, 1998, Property A is dis-
tributed to B in a current distribution. Prop-
erty A is used in a trade or business of B. 

(iii) A would have recognized $6,000 of gain 
under section 704(c)(1)(A) on a sale of Prop-
erty A at the time of the distribution (the 
difference between the fair market value 
($10,000) and the adjusted tax basis ($4,000) of 
the property at that time). Because Property 
A is not a capital asset in the hands of Part-
ner B and B holds more than 50 percent of 
partnership capital and profits, the char-
acter of the gain on a sale of Property A to 
B would have been ordinary income under 
section 707(b)(2). Therefore, the character of 
the gain to A on the distribution of Property 
A to B is ordinary income. 

(c) Exceptions—(1) Property contributed 
on or before October 3, 1989. Section 
704(c)(1)(B) and this section do not 
apply to property contributed to the 
partnership on or before October 3, 
1989. 

(2) Certain liquidations. Section 
704(c)(1)(B) and this section do not 
apply to a distribution of an interest in 
section 704(c) property to a partner 
other than the contributing partner in 
a liquidation of the partnership if— 

(i) The contributing partner receives 
an interest in the section 704(c) prop-
erty contributed by that partner (and 
no other property); and 

(ii) The built-in gain or loss in the in-
terest distributed to the contributing 
partner, determined immediately after 
the distribution, is equal to or greater 
than the built-in gain or loss on the 
property that would have been allo-
cated to the contributing partner 
under section 704(c)(1)(A) and § 1.704–3 
on a sale of the contributed property to 
an unrelated party immediately before 
the distribution. 

(3) Section 708(b)(1)(B) terminations. 
Section 704(c)(1)(B) and this section do 
not apply to the deemed distribution of 
interests in a new partnership caused 
by the termination of a partnership 
under section 708(b)(1)(B). A subsequent 
distribution of section 704(c) property 
by the new partnership to a partner of 
the new partnership is subject to sec-
tion 704(c)(1)(B) to the same extent 
that a distribution by the terminated 
partnership would have been subject to 
section 704(c)(1)(B). See also § 1.737–2(a) 
for a similar rule in the context of sec-
tion 737. This paragraph (c)(3) applies 
to terminations of partnerships under 
section 708(b)(1)(B) occurring on or 

after May 9, 1997; however, this para-
graph (c)(3) may be applied to termi-
nations occurring on or after May 9, 
1996, provided that the partnership and 
its partners apply this paragraph (c)(3) 
to the termination in a consistent 
manner. 

(4) Complete transfer to another part-
nership. Section 704(c)(1)(B) and this 
section do not apply to a transfer by a 
partnership (transferor partnership) of 
all of its assets and liabilities to a sec-
ond partnership (transferee partner-
ship) in an exchange described in sec-
tion 721, followed by a distribution of 
the interest in the transferee partner-
ship in liquidation of the transferor 
partnership as part of the same plan or 
arrangement. A subsequent distribu-
tion of section 704(c) property by the 
transferee partnership to a partner of 
the transferee partnership is subject to 
section 704(c)(1)(B) to the same extent 
that a distribution by the transferor 
partnership would have been subject to 
section 704(c)(1)(B). See § 1.737–2(b) for a 
similar rule in the context of section 
737. 

(5) Incorporation of a partnership. Sec-
tion 704(c)(1)(B) and this section do not 
apply to an incorporation of a partner-
ship by any method of incorporation 
(other than a method involving an ac-
tual distribution of partnership prop-
erty to the partners followed by a con-
tribution of that property to a corpora-
tion), provided that the partnership is 
liquidated as part of the incorporation 
transaction. See § 1.737–2(c) for a simi-
lar rule in the context of section 737. 

(6) Undivided interests. Section 
704(c)(1)(B) and this section do not 
apply to a distribution of an undivided 
interest in property to the extent that 
the undivided interest does not exceed 
the undivided interest, if any, contrib-
uted by the distributee partner in the 
same property. See § 1.737–2(d)(4) for the 
application of section 737 in a similar 
context. The portion of the undivided 
interest in property retained by the 
partnership after the distribution, if 
any, that is treated as contributed by 
the distributee partner, is reduced to 
the extent of the undivided interest 
distributed to the distributee partner. 

(7) Example. The following example il-
lustrates the rule of paragraph (c)(2) of 
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this section. Unless otherwise speci-
fied, partnership income equals part-
nership expenses (other than deprecia-
tion deductions for contributed prop-
erty) for each year of the partnership, 
the fair market value of partnership 
property does not change, all distribu-
tions by the partnership are subject to 
section 704(c)(1)(B), and all partners are 
unrelated. 

Example. (i) On January 1, 1995, A and B 
form partnership AB, as equal partners. A 
contributes Property A, nondepreciable real 
property with a fair market value and ad-
justed tax basis of $20,000. B contributes 
Property B, nondepreciable real property 
with a fair market value of $20,000 and an ad-
justed tax basis of $10,000. Property B there-
fore has a built-in gain of $10,000 at the time 
of contribution. 

(ii) On December 31, 1998, the partnership 
liquidates when the fair market value of 
Property A has not changed, but the fair 
market value of Property B has increased to 
$40,000. 

(iii) In the liquidation, A receives Property 
A and a 25 percent interest in Property B. 
This interest in Property B has a fair market 
value of $10,000 to A, reflecting the fact that 
A was entitled to 50 percent of the $20,000 
post-contribution appreciation in Property 
B. The partnership distributes to B a 75 per-
cent interest in Property B with a fair mar-
ket value of $30,000. B’s basis in this portion 
of Property B is $10,000 under section 732(b). 
As a result, B has a built-in gain of $20,000 in 
this portion of Property B immediately after 
the distribution ($30,000 fair market value 
less $10,000 adjusted tax basis). This built-in 
gain is greater than the $10,000 of built-in 
gain in Property B at the time of contribu-
tion to the partnership. B therefore does not 
recognize any gain on the distribution of a 
portion of Property B to A under this sec-
tion. 

(d) Special rules—(1) Nonrecognition 
transactions, installment obligations, con-
tributed contracts, and capitalized costs— 
(i)Nonrecognition transactions. Property 
received by the partnership in ex-
change for section 704(c) property in a 
nonrecognition transaction is treated 
as the section 704(c) property for pur-
poses of section 704(c)(1)(B) and this 
section to the extent that the property 
received is treated as section 704(c) 
property under § 1.704–3(a)(8). See 
§ 1.737–2(d)(3) for a similar rule in the 
context of section 737. 

(ii)–(iii) [Reserved] 
(iv) Capitalized costs. Property to 

which the cost of section 704(c) prop-

erty is properly capitalized is treated 
as section 704(c) property for purposes 
of section 704(c)(1)(B) and this section 
to the extent that such property is 
treated as section 704(c) property under 
§ 1.704–3(a)(8)(iv). See § 1.737–2(d)(3) for a 
similar rule in the context of section 
737. 

(2) Transfers of a partnership interest. 
The transferee of all or a portion of the 
partnership interest of a contributing 
partner is treated as the contributing 
partner for purposes of section 
704(c)(1)(B) and this section to the ex-
tent of the share of built-in gain or loss 
allocated to the transferee partner. See 
§ 1.704–3(a)(7). 

(3) Distributions of like-kind property. 
If section 704(c) property is distributed 
to a partner other than the contrib-
uting partner and like-kind property 
(within the meaning of section 1031) is 
distributed to the contributing partner 
no later than the earlier of (i) 180 days 
following the date of the distribution 
to the non-contributing partner, or (ii) 
the due date (determined with regard 
to extensions) of the contributing part-
ner’s income tax return for the taxable 
year of the distribution to the non-
contributing partner, the amount of 
gain or loss, if any, that the contrib-
uting partner would otherwise have 
recognized under section 704(c)(1)(B) 
and this section is reduced by the 
amount of built-in gain or loss in the 
distributed like-kind property in the 
hands of the contributing partner im-
mediately after the distribution. The 
contributing partner’s basis in the dis-
tributed like-kind property is deter-
mined as if the like-kind property were 
distributed in an unrelated distribution 
prior to the distribution of any other 
property distributed as part of the 
same distribution and is determined 
without regard to the increase in the 
contributing partner’s adjusted tax 
basis in the partnership interest under 
section 704(c)(1)(B) and this section. 
See § 1.707–3 for provisions treating the 
distribution of the like-kind property 
to the contributing partner as a dis-
guised sale in certain situations. 

(4) Example. The following example il-
lustrates the rules of this paragraph 
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(d). Unless otherwise specified, partner-
ship income equals partnership ex-
penses (other than depreciation deduc-
tions for contributed property) for each 
year of the partnership, the fair mar-
ket value of partnership property does 
not change, all distributions by the 
partnership are subject to section 
704(c)(1)(B), and all partners are unre-
lated. 

Example. Distribution of like-kind prop-
erty. (i) On January 1, 1995, A, B, and C form 
partnership ABC as equal partners. A con-
tributes Property A, nondepreciable real 
property with a fair market value of $20,000 
and an adjusted tax basis of $10,000. B and C 
each contribute $20,000 cash. The partnership 
subsequently buys Property X, nondepre-
ciable real property of a like-kind to Prop-
erty A with a fair market value and adjusted 
tax basis of $8,000. The fair market value of 
Property X subsequently increases to $10,000. 

(ii) On December 31, 1998, Property A is dis-
tributed to B in a current distribution. At 
the same time, Property X is distributed to 
A in a current distribution. The distribution 
of Property X does not result in the con-
tribution of Property A being properly char-
acterized as a disguised sale to the partner-
ship under § 1.707–3. A’s basis in Property X is 
$8,000 under section 732(a)(1). A therefore has 
$2,000 of built-in gain in Property X ($10,000 
fair market value less $8,000 adjusted tax 
basis). 

(iii) A would generally recognize $10,000 of 
gain under section 704(c)(1)(B) on the dis-
tribution of Property A, the difference be-
tween the fair market value ($20,000) of the 
property and its adjusted tax basis ($10,000). 
This gain is reduced, however, by the 
amount of the built-in gain of Property X in 
the hands of A. As a result, A recognizes only 
$8,000 of gain on the distribution of Property 
A to B under section 704(c)(1)(B) and this sec-
tion. 

(e) Basis adjustments—(1) Contributing 
partner’s basis in the partnership interest. 
The basis of the contributing partner’s 
interest in the partnership is increased 
by the amount of the gain, or decreased 
by the amount of the loss, recognized 
by the partner under section 
704(c)(1)(B) and this section. This in-
crease or decrease is taken into ac-
count in determining (i) the contrib-
uting partner’s adjusted tax basis 
under section 732 for any property dis-
tributed to the partner in a distribu-
tion that is part of the same distribu-
tion as the distribution of the contrib-
uted property, other than like-kind 
property described in paragraph (d)(3) 

of this section (pertaining to the spe-
cial rule for distributions of like-kind 
property), and (ii) the amount of the 
gain recognized by the contributing 
partner under section 731 or section 
737, if any, on a distribution of money 
or property to the contributing partner 
that is part of the same distribution as 
the distribution of the contributed 
property. For a determination of basis 
in a distribution subject to section 737, 
see § 1.737–3(a). 

(2) Partnership’s basis in partnership 
property. The partnership’s adjusted 
tax basis in the distributed section 
704(c) property is increased or de-
creased immediately before the dis-
tribution by the amount of gain or loss 
recognized by the contributing partner 
under section 704(c)(1)(B) and this sec-
tion. Any increase or decrease in basis 
is therefore taken into account in de-
termining the distributee partner’s ad-
justed tax basis in the distributed prop-
erty under section 732. For a deter-
mination of basis in a distribution sub-
ject to section 737, see § 1.737–3(b). 

(3) Section 754 adjustments. The basis 
adjustments to partnership property 
made pursuant to paragraph (e)(2) of 
this section are not elective and must 
be made regardless of whether the part-
nership has an election in effect under 
section 754. Any adjustments to the 
bases of partnership property (includ-
ing the distributed section 704(c) prop-
erty) under section 734(b) pursuant to a 
section 754 election must be made after 
(and must take into account) the ad-
justments to basis made under para-
graph (e)(2) of this section. See § 1.737– 
3(c)(4) for a similar rule in the context 
of section 737. 

(4) Example. The following example il-
lustrates the rules of this paragraph 
(e). Unless otherwise specified, partner-
ship income equals partnership ex-
penses (other than depreciation deduc-
tions for contributed property) for each 
year of the partnership, the fair mar-
ket value of partnership property does 
not change, all distributions by the 
partnership are subject to section 
704(c)(1)(B), and all partners are unre-
lated. 

Example. Basis adjustment. On January 1, 
1995, A, B, and C form partnership ABC as 
equal partners. A contributes $10,000 cash 

VerDate Nov<24>2008 10:34 May 27, 2009 Jkt 217091 PO 00000 Frm 00503 Fmt 8010 Sfmt 8010 Y:\SGML\217091.XXX 217091



494 

26 CFR Ch. I (4–1–09 Edition) § 1.704–4 

and Property A, nondepreciable real prop-
erty with a fair market value of $10,000 and 
an adjusted tax basis of $4,000. B and C each 
contribute $20,000 cash. 

(ii) On December 31, 1998, Property A is dis-
tributed to B in a current distribution. 

(iii) Under paragraph (a) of this section, A 
recognizes $6,000 of gain on the distribution 
of Property A because that is the amount of 
gain that would have been allocated to A 
under section 704(c)(1)(A) and § 1.704–3 on a 
sale of Property A for its fair market value 
at the time of the distribution (fair market 
value of Property A ($10,000) less its adjusted 
tax basis at the time of distribution ($4,000)). 
The adjusted tax basis of A’s partnership in-
terest is increased from $14,000 to $20,000 to 
reflect this gain. The partnership’s adjusted 
tax basis in Property A is increased from 
$4,000 to $10,000 immediately prior to its dis-
tribution to B. B’s adjusted tax basis in 
Property A is therefore $10,000 under section 
732(a)(1). 

(f) Anti-abuse rule—(1) In general. The 
rules of section 704(c)(1)(B) and this 
section must be applied in a manner 
consistent with the purpose of section 
704(c)(1)(B). Accordingly, if a principal 
purpose of a transaction is to achieve a 
tax result that is inconsistent with the 
purpose of section 704(c)(1)(B), the 
Commissioner can recast the trans-
action for federal tax purposes as ap-
propriate to achieve tax results that 
are consistent with the purpose of sec-
tion 704(c)(1)(B) and this section. 
Whether a tax result is inconsistent 
with the purpose of section 704(c)(1)(B) 
and this section must be determined 
based on all the facts and cir-
cumstances. See § 1.737–4 for an anti- 
abuse rule and examples in the context 
of section 737. 

(2) Examples. The following examples 
illustrate the anti-abuse rule of this 
paragraph (f). The examples set forth 
below do not delineate the boundaries 
of either permissible or impermissible 
types of transactions. Further, the ad-
dition of any facts or circumstances 
that are not specifically set forth in an 
example (or the deletion of any facts or 
circumstances) may alter the outcome 
of the transaction described in the ex-
ample. Unless otherwise specified, 
partnership income equals partnership 
expenses (other than depreciation de-
ductions for contributed property) for 
each year of the partnership, the fair 
market value of partnership property 
does not change, all distributions by 

the partnership are subject to section 
704(c)(1)(B), and all partners are unre-
lated. 

Example 1. Distribution in substance made 
within five-year period; results inconsistent 
with the purpose of section 704(c)(1)(B). (i) On 
January 1, 1995, A, B, and C form partnership 
ABC as equal partners. A contributes Prop-
erty A, nondepreciable real property with a 
fair market value of $10,000 and an adjusted 
tax basis of $1,000. B and C each contributes 
$10,000 cash. 

(ii) On December 31, 1998, the partners de-
sire to distribute Property A to B in com-
plete liquidation of B’s interest in the part-
nership. If Property A were distributed at 
that time, however, A would recognize $9,000 
of gain under section 704(c)(1)(B), the dif-
ference between the $10,000 fair market value 
and the $1,000 adjusted tax basis of Property 
A, because Property A was contributed to 
the partnership less than five years before 
December 31, 1998. On becoming aware of this 
potential gain recognition, and with a prin-
cipal purpose of avoiding such gain, the part-
ners amend the partnership agreement on 
December 31, 1998, and take any other steps 
necessary to provide that substantially all of 
the economic risks and benefits of Property 
A are borne by B as of December 31, 1998, and 
that substantially all of the economic risks 
and benefits of all other partnership prop-
erty are borne by A and C. The partnership 
holds Property A until January 5, 2000, at 
which time it is distributed to B in complete 
liquidation of B’s interest in the partnership. 

(iii) The actual distribution of Property A 
occurred more than five years after the con-
tribution of the property to the partnership. 
The steps taken by the partnership on De-
cember 31, 1998, however, are the functional 
equivalent of an actual distribution of Prop-
erty A to B in complete liquidation of B’s in-
terest in the partnership as of that date. Sec-
tion 704(c)(1)(B) requires recognition of gain 
when contributed section 704(c) property is 
in substance distributed to another partner 
within five years of its contribution to the 
partnership. Allowing a contributing partner 
to avoid section 704(c)(1)(B) through arrange-
ments such as those in this Example 1 that 
have the effect of a distribution of property 
within five years of the date of its contribu-
tion to the partnership would effectively un-
dermine the purpose of section 704(c)(1)(B) 
and this section. As a result, the steps taken 
by the partnership on December 31, 1998, are 
treated as causing a distribution of Property 
A to B for purposes of section 704(c)(1)(B) on 
that date, and A recognizes gain of $9,000 
under section 704(c)(1)(B) and this section at 
that time. 

(iv) Alternatively, if on becoming aware of 
the potential gain recognition to A on a dis-
tribution of Property A on December 31, 1998, 
the partners had instead agreed that B would 
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continue as a partner with no changes to the 
partnership agreement or to B’s economic in-
terest in partnership operations, the dis-
tribution of Property A to B on January 5, 
2000, would not have been inconsistent with 
the purpose of section 704(c)(1)(B) and this 
section. In that situation, Property A would 
not have been distributed until after the ex-
piration of the five-year period specified in 
section 704(c)(1)(B) and this section. Defer-
ring the distribution of Property A until the 
end of the five-year period for a principal 
purpose of avoiding the recognition of gain 
under section 704(c)(1)(B) and this section is 
not inconsistent with the purpose of section 
704(c)(1)(B). Therefore, A would not have rec-
ognized gain on the distribution of Property 
A in that case. 

Example 2. Suspension of five-year period in 
manner consistent with the purpose of section 
704(c)(1)(B). (i) A, B, and C form partnership 
ABC on January 1, 1995, to conduct bona fide 
business activities. A contributes Property 
A, nondepreciable real property with a fair 
market value of $10,000 and an adjusted tax 
basis of $1,000, in exchange for a 49.5 percent 
interest in partnership capital and profits. B 
contributes $10,000 in cash for a 49.5 percent 
interest in partnership capital and profits. C 
contributes cash for a 1 percent interest in 
partnership capital and profits. A and B are 
wholly owned subsidiaries of the same affili-
ated group and continue to control the man-
agement of Property A by virtue of their 
controlling interests in the partnership. The 
partnership is formed pursuant to a plan a 
principal purpose of which is to minimize the 
period of time that A would have to remain 
a partner with a potential acquiror of Prop-
erty A. 

(ii) On December 31, 1997, D is admitted as 
a partner to the partnership in exchange for 
$10,000 cash. 

(iii) On January 5, 2000, Property A is dis-
tributed to D in complete liquidation of D’s 
interest in the partnership. 

(iv) The distribution of Property A to D oc-
curred more than five years after the con-
tribution of the property to the partnership. 
On these facts, however, a principal purpose 
of the transaction was to minimize the pe-
riod of time that A would have to remain 
partners with a potential acquiror of Prop-
erty A, and treating the five-year period of 
section 704(c)(1)(B) as running during a time 
when Property A was still effectively owned 
through the partnership by members of the 
contributing affiliated group of which A is a 
member is inconsistent with the purpose of 
section 704(c)(1)(B). Prior to the admission of 
D as a partner, the pooling of assets between 
A and B, on the one hand, and C, on the 
other hand, although sufficient to constitute 
ABC as a valid partnership for federal in-
come tax purposes, is not a sufficient pooling 
of assets for purposes of running the five- 
year period with respect to the distribution 

of Property A to D. Allowing a contributing 
partner to avoid section 704(c)(1)(B) through 
arrangements such as those in this Example 2 
would have the effect of substantially nul-
lifying the five-year requirement of section 
704(c)(1)(B) and this section and elevating 
the form of the transaction over its sub-
stance. As a result, with respect to the dis-
tribution of Property A to D, the five-year 
period of section 704(c)(1)(B) is tolled until 
the admission of D as a partner on December 
31, 1997. Therefore, the distribution of Prop-
erty A occurred before the end of the five- 
year period of section 704(c)(1)(B), and A rec-
ognizes gain of $9,000 under section 
704(c)(1)(B) on the distribution. 

(g) Effective dates. This section ap-
plies to distributions by a partnership 
to a partner on or after January 9, 1995, 
except that paragraph (d)(1)(iv) applies 
to distributions by a partnership to a 
partner on or after June 24, 2003. 

[T.D. 8642, 60 FR 66730, Dec. 26, 1995, as 
amended by T.D. 8717, 62 FR 25500, May 9, 
1997; T.D. 9193, 70 FR 14395, Mar. 22, 2005; T.D. 
9207, 70 FR 30342, May 26, 2005] 

§ 1.705–1 Determination of basis of 
partner’s interest. 

(a) General rule. (1) Section 705 and 
this section provide rules for deter-
mining the adjusted basis of a partner’s 
interest in a partnership. A partner is 
required to determine the adjusted 
basis of his interest in a partnership 
only when necessary for the determina-
tion of his tax liability or that of any 
other person. The determination of the 
adjusted basis of a partnership interest 
is ordinarily made as of the end of a 
partnership taxable year. Thus, for ex-
ample, such year-end determination is 
necessary in ascertaining the extent to 
which a partner’s distributive share of 
partnership losses may be allowed. See 
section 704(d). However, where there 
has been a sale or exchange of all or a 
part of a partnership interest or a liq-
uidation of a partner’s entire interest 
in a partnership, the adjusted basis of 
the partner’s interest should be deter-
mined as of the date of sale or ex-
change or liquidation. The adjusted 
basis of a partner’s interest in a part-
nership is determined without regard 
to any amount shown in the partner-
ship books as the partner’s ‘‘capital’’, 
‘‘equity’’, or similar account. For ex-
ample, A contributes property with an 
adjusted basis to him of $400 (and a 
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value of $1,000) to a partnership. B con-
tributes $1,000 cash. While under their 
agreement each may have a ‘‘capital 
account’’ in the partnership of $1,000, 
the adjusted basis of A’s interest is 
only $400 and B’s interest $1,000. 

(2) The original basis of a partner’s 
interest in a partnership shall be deter-
mined under section 722 (relating to 
contributions to a partnership) or sec-
tion 742 (relating to transfers of part-
nership interests). Such basis shall be 
increased under section 722 by any fur-
ther contributions to the partnership 
and by the sum of the partner’s dis-
tributive share for the taxable year and 
prior taxable years of: 

(i) Taxable income of the partnership 
as determined under section 703(a), 

(ii) Tax-exempt receipts of the part-
nership, and 

(iii) The excess of the deductions for 
depletion over the basis of the deplet-
able property, unless the property is an 
oil or gas property the basis of which 
has been allocated to partners under 
section 613A(c)(7)(D). 

(3) The basis shall be decreased (but 
not below zero) by distributions from 
the partnership as provided in section 
733 and by the sum of the partner’s dis-
tributive share for the taxable year and 
prior taxable years of: 

(i) Partnership losses (including cap-
ital losses), and 

(ii) Partnership expenditures which 
are not deductible in computing part-
nership taxable income or loss and 
which are not capital expenditures. 

(4) The basis shall be decreased (but 
not below zero) by the amount of the 
partner’s deduction for depletion al-
lowable under section 611 for any part-
nership oil and gas property to the ex-
tent the deduction does not exceed the 
proportionate share of the adjusted 
basis of the property allocated to the 
partner under section 613A(c)(7)(D). 

(5) The basis shall be adjusted (but 
not below zero) to reflect any gain or 
loss to the partner resulting from a dis-
position by the partnership of a domes-
tic oil or gas property after December 
31, 1974. 

(6) For the effect of liabilities in de-
termining the amount of contributions 
made by a partner to a partnership or 
the amount of distributions made by a 
partnership to a partner, see section 

752 and § 1.752–1, relating to the treat-
ment of certain liabilities. In deter-
mining the basis of a partnership inter-
est on the effective date of subchapter 
K, chapter 1 of the Code, or any of the 
sections thereof, the partner’s share of 
partnership liabilities on that date 
shall be included. 

(7) For basis adjustments necessary 
to coordinate sections 705 and 1032 in 
certain situations in which a partner-
ship disposes of stock or any position 
in stock to which section 1032 applies 
of a corporation that holds a direct or 
indirect interest in the partnership, see 
§ 1.705–2. 

(8) For basis adjustments necessary 
to coordinate sections 705 and 358(h), 
see § 1.358–7(b). For certain basis adjust-
ments with respect to a § 1.752–7 liabil-
ity assumed by a partnership from a 
partner, see § 1.752–7. 

(b) Alternative rule. In certain cases, 
the adjusted basis of a partner’s inter-
est in a partnership may be determined 
by reference to the partner’s share of 
the adjusted basis of partnership prop-
erty which would be distributable upon 
termination of the partnership. The al-
ternative rule may be used to deter-
mine the adjusted basis of a partner’s 
interest where circumstances are such 
that the partner cannot practicably 
apply the general rule set forth in sec-
tion 705(a) and paragraph (a) of this 
section, or where, from a consideration 
of all the facts, it is, in the opinion of 
the Commissioner, reasonable to con-
clude that the result produced will not 
vary substantially from the result ob-
tainable under the general rule. Where 
the alternative rule is used, adjust-
ments may be necessary in deter-
mining the adjusted basis of a partner’s 
interest in a partnership. Adjustments 
would be required, for example, in 
order to reflect in a partner’s share of 
the adjusted basis of partnership prop-
erty any significant discrepancies aris-
ing as a result of contributed property, 
transfers of partnership interests, or 
distributions of property to the part-
ners. The operation of the alternative 
rules may be illustrated by the fol-
lowing examples: 

Example 1. The ABC partnership, in which 
A, B, and C are equal partners, owns various 
properties with a total adjusted basis of 
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$1,500 and has earned and retained an addi-
tional $1,500. The total adjusted basis of 
partnership property is thus $3,000. Each 
partner’s share in the adjusted basis of part-
nership property is one-third of this amount, 
or $1,000. Under the alternative rule, this 
amount represents each partner’s adjusted 
basis for his partnership interest. 

Example 2. Assume that partner A in exam-
ple 1 of this paragraph sells his partnership 
interest to D for $1,250 at a time when the 
partnership property with an adjusted basis 
of $1,500 had appreciated in value to $3,000, 
and when the partnership also had $750 in 
cash. The total adjusted basis of all partner-
ship property is $2,250 and the value of such 
property is $3,750. D’s basis for his partner-
ship interest is his cost, $1,250. However, his 
one-third share of the adjusted basis of part-
nership property is only $750. Therefore, for 
the purposes of the alternative rule, D has an 
adjustment of $500 in determining the basis 
of his interest. This amount represents the 
difference between the cost of his partner-
ship interest and his share of partnership 
basis at the time of his purchase. If the part-
nership subsequently earns and retains an 
additional $1,500, its property will have an 
adjusted basis of $3,750. D’s adjusted basis for 
his interest under the alternative rule is 
$1,750, determined by adding $500, his basis 
adjustment to $1,250 (his one-third share of 
the $3,750 adjusted basis of partnership prop-
erty). If the partnership distributes $250 to 
each partner in a current distribution, D’s 
adjusted basis for his interest will be $1,500 
($1,000, his one-third share of the remaining 
basis of partnership property, $3,000, plus his 
basis adjustment of $500). 

Example 3. Assume that BCD partnership in 
example 2 of this paragraph continues to op-
erate. In 1960, D proposes to sell his partner-
ship interest and wishes to evaluate the tax 
consequences of such sale. It is necessary, 
therefore, to determine the adjusted basis of 
his interest in the partnership. Assume fur-
ther that D cannot determine the adjusted 
basis of his interest under the general rule. 
The balance sheet of the BCD partnership is 
as follows: 

Assets 
Adjusted 
basis per 

books 

Market 
value 

Cash .............................................. $3,000 $3,000 
Receivables ................................... 4,000 4,000 
Depreciable property ..................... 5,000 5,000 
Land held for investment ............... 18,000 30,000 

Total ................................ 30,000 42,000 

Liabilities and capital Per books 

Liabilities .............................................................. $6,000 
Capital accounts: 

B ................................................................... 4,500 
C ................................................................... 4,500 

Liabilities and capital Per books 

D ................................................................... 15,000 

Total ...................................................... 30,000 

The $15,000 representing the amount of D’s 
capital account does not reflect the $500 
basis adjustment arising from D’s purchase 
of his interest. See example 2 of this para-
graph. The adjusted basis of D’s partnership 
interest determined under the alternative 
rule is as follows: 
D’s share of the adjusted basis of partnership 

property (reduced by the amount of liabilities) 
at time of proposed sale .................................. $15,000 

D’s share of partnership liabilities (under the 
partnership agreement liabilities are shared 
equally) ............................................................. 2,000 

D’s basis adjustment from example 2 ................. 500 

Adjusted basis of D’s interest at the 
time of proposed sale, as determined 
under alternative rule ......................... 17,500 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8437, 
57 FR 43903, Sept. 23, 1992; T.D. 8986, 67 FR 
15114, Mar. 29, 2002; T.D. 9049, 68 FR 12816, 
Mar. 18, 2003; T.D. 9207, 70 FR 30342, May 26, 
2005] 

§ 1.705–2 Basis adjustments coordi-
nating sections 705 and 1032. 

(a) Purpose. This section coordinates 
the application of sections 705 and 1032 
and is intended to prevent inappro-
priate increases or decreases in the ad-
justed basis of a corporate partner’s in-
terest in a partnership resulting from 
the partnership’s disposition of the cor-
porate partner’s stock. The rules under 
section 705 generally are intended to 
preserve equality between the adjusted 
basis of a partner’s interest in a part-
nership (outside basis) and such part-
ner’s share of the adjusted basis in 
partnership assets (inside basis). How-
ever, in situations where a section 754 
election was not in effect for the year 
in which a partner acquired its inter-
est, the partner’s inside basis and out-
side basis may not be equal. Similarly, 
in situations where a section 754 elec-
tion was not in effect for the year in 
which a partnership distributes money 
or other property to another partner 
and that partner recognizes gain or 
loss on the distribution or the basis of 
the property distributed to that part-
ner is adjusted, the remaining part-
ners’ inside basis and outside basis may 
not be equal. In these situations, gain 
or loss allocated to the partner upon 
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disposition of the partnership assets 
that is attributable to the difference 
between the adjusted basis of the part-
nership assets absent the section 754 
election and the adjusted basis of the 
partnership assets had a section 754 
election been in effect generally will 
result in an adjustment to the basis of 
the partner’s interest in the partner-
ship under section 705(a). Such gain (or 
loss) therefore generally will be offset 
by a corresponding decrease in the gain 
or increase in the loss (or increase in 
the gain or decrease in the loss) upon 
the subsequent disposition by the part-
ner of its interest in the partnership. 
Where such a difference exists with re-
spect to stock of a corporate partner 
that is held by the partnership, gain or 
loss from the disposition of corporate 
partner stock attributable to the dif-
ference is not recognized by the cor-
porate partner under section 1032. To 
adjust the basis of the corporate part-
ner’s interest in the partnership for 
this unrecognized gain or loss would 
not be appropriate because it would 
create an opportunity for the recogni-
tion of taxable gain or loss on a subse-
quent disposition of the partnership in-
terest where no economic gain or loss 
has been incurred by the corporate 
partner and no corresponding taxable 
gain or loss had previously been allo-
cated to the corporate partner by the 
partnership. 

(b) Single partnership—(1) Required ad-
justments relating to acquisitions of part-
nership interest. (i) This paragraph (b)(1) 
applies in situations where a corpora-
tion acquires an interest in a partner-
ship that holds stock in that corpora-
tion (or the partnership subsequently 
acquires stock in that corporation in 
an exchanged basis transaction), the 
partnership does not have an election 
under section 754 in effect for the year 
in which the corporation acquires the 
interest, and the partnership later sells 
or exchanges the stock. In these situa-
tions, the increase (or decrease) in the 
corporation’s adjusted basis in its part-
nership interest resulting from the sale 
or exchange of the stock equals the 
amount of gain (or loss) that the cor-
porate partner would have recognized 
(absent the application of section 1032) 
if, for the year in which the corpora-

tion acquired the interest, a section 754 
election had been in effect. 

(ii) The provisions of this paragraph 
(b)(1) are illustrated by the following 
example: 

Example. (i) A, B, and C form equal partner-
ship PRS. Each partner contributes $30,000 in 
exchange for its partnership interest. PRS 
has no liabilities. PRS purchases stock in 
corporation X for $30,000, which appreciates 
in value to $120,000. PRS also purchases in-
ventory for $60,000, which appreciates in 
value to $150,000. A sells its interest in PRS 
to corporation X for $90,000 in a year for 
which an election under section 754 is not in 
effect. PRS later sells the X stock for 
$150,000. PRS realizes a gain of $120,000 on the 
sale of the X stock. X’s share of the gain is 
$40,000. Under section 1032, X does not recog-
nize its share of the gain. 

(ii) Normally, X would be entitled to a 
$40,000 increase in the basis of its PRS inter-
est for its allocable share of PRS’s gain from 
the sale of the X stock, but a special rule ap-
plies in this situation. If a section 754 elec-
tion had been in effect for the year in which 
X acquired its interest in PRS, X would have 
been entitled to a basis adjustment under 
section 743(b) of $60,000 (the excess of X’s 
basis for the transferred partnership interest 
over X’s share of the adjusted basis to PRS 
of PRS’s property). See § 1.743–1(b). Under 
§ 1.755–1(b), the basis adjustment under sec-
tion 743(b) would have been allocated $30,000 
to the X stock (the amount of the gain that 
would have been allocated to X from the hy-
pothetical sale of the stock), and $30,000 to 
the inventory (the amount of the gain that 
would have been allocated to X from the hy-
pothetical sale of the inventory). 

(iii) If a section 754 election had been in ef-
fect for the year in which X acquired its in-
terest in PRS, the amount of gain that X 
would have recognized upon PRS’s disposi-
tion of X stock (absent the application of 
section 1032) would be $10,000 (X’s share of 
PRS’s gain from the stock sale, $40,000, 
minus the amount of X’s basis adjustment 
under section 743(b), $30,000). See § 1.743–1(j). 
Accordingly, the increase in the basis of X’s 
interest in PRS is $10,000. 

(2) Required adjustments relating to dis-
tributions. (i) This paragraph (b)(2) ap-
plies in situations where a corporation 
owns a direct or indirect interest in a 
partnership that owns stock in that 
corporation, the partnership distrib-
utes money or other property to an-
other partner and that partner recog-
nizes gain or loss on the distribution or 
the basis of the property distributed to 
that partner is adjusted during a year 
in which the partnership does not have 
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an election under section 754 in effect, 
and the partnership subsequently sells 
or exchanges the stock. In these situa-
tions, the increase (or decrease) in the 
corporation’s adjusted basis in its part-
nership interest resulting from the sale 
or exchange of the stock equals the 
amount of gain (or loss) that the cor-
porate partner would have recognized 
(absent the application of section 1032) 
if, for the year in which the partner-
ship made the distribution, a section 
754 election had been in effect. 

(ii) The provisions of this paragraph 
(b)(2) are illustrated by the following 
example: 

Example. (i) A, B, and corporation C form 
partnership PRS. A and B each contribute 
$10,000 and C contributes $20,000 in exchange 
for a partnership interest. PRS has no liabil-
ities. PRS purchases stock in corporation C 
for $10,000, which appreciates in value to 
$70,000. PRS distributes $25,000 to A in com-
plete liquidation of A’s interest in PRS in a 
year for which an election under section 754 
is not in effect. PRS later sells the C stock 
for $70,000. PRS realizes a gain of $60,000 on 
the sale of the C stock. C’s share of the gain 
is $40,000. Under section 1032, C does not rec-
ognize its share of the gain. 

(ii) Normally, C would be entitled to a 
$40,000 increase in the basis of its PRS inter-
est for its allocable share of PRS’s gain from 
the sale of the C stock, but a special rule ap-
plies in this situation. If a section 754 elec-
tion had been in effect for the year in which 
PRS made the distribution to A, PRS would 
have been entitled to adjust the basis of 
partnership property under section 
734(b)(1)(A) by $15,000 (the amount of gain 
recognized by A with respect to the distribu-
tion to A under section 731(a)(1)). See § 1.734– 
1(b). Under § 1.755–1(c)(1)(ii), the basis adjust-
ment under section 734(b) would have been 
allocated to the C stock, increasing its basis 
to $25,000 (where there is a distribution re-
sulting in an adjustment under section 
734(b)(1)(A) to the basis of undistributed 
partnership property, the adjustment is allo-
cated only to capital gain property). 

(iii) If a section 754 election had been in ef-
fect for the year in which PRS made the dis-
tribution to A, the amount of gain that PRS 
would have recognized upon PRS’s disposi-
tion of C stock would be $45,000 ($70,000 
minus $25,000 basis in the C stock), and the 
amount of gain C would have recognized 
upon PRS’s disposition of the C stock (ab-
sent the application of section 1032) would be 
$30,000 (C’s share of PRS’s gain of $45,000 
from the stock sale). Accordingly, upon 
PRS’s sale of the C stock, the increase in the 
basis of C’s interest in PRS is $30,000. 

(c) Tiered partnerships and other ar-
rangements—(1) Required adjustments. 
The purpose of these regulations as set 
forth in paragraph (a) of this section 
cannot be avoided through the use of 
tiered partnerships or other arrange-
ments. For example, if a corporation 
acquires an indirect interest in its own 
stock through a chain of two or more 
partnerships (either where the corpora-
tion acquires a direct interest in a 
partnership or where one of the part-
nerships in the chain acquires an inter-
est in another partnership), and gain or 
loss from the sale or exchange of the 
stock is subsequently allocated to the 
corporation, then the bases of the in-
terests in the partnerships included in 
the chain shall be adjusted in a manner 
that is consistent with the purpose of 
this section. Similarly, if a corporation 
owns an indirect interest in its own 
stock through a chain of two or more 
partnerships, and a partnership in the 
chain distributes money or other prop-
erty to another partner and that part-
ner recognizes gain or loss on the dis-
tribution or the basis of the property 
distributed to that partner is adjusted 
during a year in which the partnership 
does not have an election under section 
754 in effect, then upon any subsequent 
sale or exchange of the stock, the bases 
of the interests in the partnerships in-
cluded in the chain shall be adjusted in 
a manner that is consistent with the 
purpose of this section. 

(2) Examples. The provisions of this 
paragraph (c) are illustrated by the fol-
lowing examples: 

Example 1. Acquisition of upper-tier partner-
ship interest by corporation. (i) A, B, and C 
form a partnership (UTP), with each partner 
contributing $25,000. UTP and D form a part-
nership (LTP). UTP contributes $75,000 in ex-
change for its interest in LTP, and D con-
tributes $25,000 in exchange for D’s interest 
in LTP. Neither UTP nor LTP has any liabil-
ities. LTP purchases stock in corporation E 
for $100,000, which appreciates in value to 
$1,000,000. C sells its interest in UTP to cor-
poration E for $250,000 in a year for which an 
election under section 754 is not in effect for 
UTP or LTP. LTP later sells the E stock for 
$2,000,000. LTP realizes a $1,900,000 gain on 
the sale of the E stock. UTP’s share of the 
gain is $1,425,000, and E’s share of the gain is 
$475,000. Under section 1032, E does not recog-
nize its share of the gain. 

(ii) With respect to the basis of UTP’s in-
terest in LTP, if all of the gain from the sale 
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of the E stock (including E’s share) were to 
increase the basis of UTP’s interest in LTP, 
UTP’s basis in such interest would be 
$1,500,000 ($75,000 + $1,425,000). The fair mar-
ket value of UTP’s interest in LTP is 
$1,500,000. Because UTP did not have a sec-
tion 754 election in effect for the taxable 
year in which E acquired its interest in UTP, 
UTP’s basis in the LTP interest does not re-
flect the purchase price paid by E for its in-
terest. Increasing the basis of UTP’s interest 
in LTP by the full amount of the gain that 
would be recognized (in the absence of sec-
tion 1032) on the sale of the E stock preserves 
the conformity between UTP’s inside basis 
and outside basis with respect to LTP (i.e., 
UTP’s share of LTP’s cash is equal to 
$1,500,000, and UTP’s basis in the LTP inter-
est is $1,500,000) and appropriately would 
cause UTP to recognize no gain or loss on 
the sale of UTP’s interest in LTP imme-
diately after the sale of the E stock. Accord-
ingly, increasing the basis of UTP’s interest 
in LTP by the entire amount of gain allo-
cated to UTP (including E’s share) from 
LTP’s sale of the E stock is consistent with 
the purpose of this section. The $1,425,000 of 
gain allocated by LTP to UTP will increase 
the adjusted basis of UTP’s interest in LTP 
under section 705(a)(1). The basis of UTP’s in-
terest in LTP immediately after the sale of 
the E stock is $1,500,000. 

(iii) With respect to the basis of E’s inter-
est in UTP, if E’s share of the gain allocated 
to UTP and then to E were to increase the 
basis of E’s interest in UTP, E’s basis in such 
interest would be $725,000 ($250,000 + $475,000) 
and the fair market value of such interest 
would be $500,000, so that E would recognize 
a loss of $225,000 if E sold its interest in UTP 
immediately after LTP’s disposition of the E 
stock. It would be inappropriate for E to rec-
ognize a taxable loss of $225,000 upon a dis-
position of its interest in UTP because E 
would not incur an economic loss in the 
transaction, and E did not recognize a tax-
able gain upon LTP’s disposition of the E 
stock that appropriately would be offset by a 
taxable loss on the disposition of its interest 
in UTP. Accordingly, increasing E’s basis in 
its UTP interest by the entire amount of 
gain allocated to E from the sale of the E 
stock is not consistent with the purpose of 
this section. (Conversely, because A and B 
were allocated taxable gain on the disposi-
tion of the E stock, it would be appropriate 
to increase A’s and B’s bases in their respec-
tive interests in UTP by the full amount of 
the gain allocated to them.) 

(iv) The appropriate basis adjustment for 
E’s interest in UTP upon the disposition of 
the E stock by LTP can be determined as the 
amount of gain that E would have recognized 
(in the absence of section 1032) upon the sale 
by LTP of the E stock if both UTP and LTP 
had made section 754 elections for the tax-
able year in which E acquired the interest in 

UTP. If section 754 elections had been in ef-
fect for UTP and LTP for the year in which 
E acquired E’s interest in UTP, the following 
would occur. E would be entitled to a $225,000 
positive basis adjustment under section 
743(b) with respect to the property of UTP. 
The entire basis adjustment would be allo-
cated to UTP’s only asset, its interest in 
LTP. In addition, the sale of C’s interest in 
UTP would be treated as a deemed sale of E’s 
share of UTP’s interest in LTP for purposes 
of sections 754 and 743. The deemed selling 
price of E’s share of UTP’s interest in LTP 
would be $250,000 (E’s share of UTP’s adjusted 
basis in LTP, $25,000, plus E’s basis adjust-
ment under section 743(b) with respect to the 
assets of UTP, $225,000). The deemed sale of 
E’s share of UTP’s interest in LTP would 
trigger a basis adjustment under section 
743(b) of $225,000 with respect to the assets of 
LTP (the excess of E’s share of UTP’s ad-
justed basis in LTP, including E’s basis ad-
justment ($225,000), $250,000, over E’s share of 
the adjusted basis of LTP’s property, $25,000). 
This $225,000 adjustment by LTP would be al-
located to LTP’s only asset, the E stock, and 
would be segregated and allocated solely to 
E. The amount of LTP’s gain from the sale of 
the E stock (before considering section 
743(b)) would be $1,900,000. E’s share of this 
gain, $475,000, would be offset in part by the 
$225,000 basis adjustment under section 
743(b), so that E would recognize gain equal 
to $250,000 in the absence of section 1032. 

(v) If the basis of E’s interest in UTP were 
increased by $250,000, the total basis of E’s 
interest would equal $500,000. This would 
conform to E’s share of UTP’s basis in the 
LTP interest ($1,500,000×1/3=$500,000) as well 
as E’s indirect share of the cash held by LTP 
((1/3×3/4)×$2,000,000=$500,000). Such a basis ad-
justment does not create the opportunity for 
the recognition of an inappropriate loss by E 
on a subsequent disposition of E’s interest in 
UTP and is consistent with the purpose of 
this section. Accordingly, under this para-
graph (c), of the $475,000 gain allocated to E, 
only $250,000 will apply to increase the ad-
justed basis of E in UTP under section 
705(a)(1). E’s adjusted basis in its UTP inter-
est following the sale of the E stock is 
$500,000. 

Example 2. Acquisition of lower-tier partner-
ship interest by upper-tier partnership. (i) A, 
corporation B, and C form an equal partner-
ship (UTP), with each partner contributing 
$100,000. D, E, and F also form an equal part-
nership (LTP), with each partner contrib-
uting $30,000. LTP purchases stock in cor-
poration B for $90,000, which appreciates in 
value to $900,000. LTP has no liabilities. UTP 
purchases D’s interest in LTP for $300,000. 
LTP does not have an election under section 
754 in effect for the taxable year of UTP’s 
purchase. LTP later sells the B stock for 
$900,000. UTP’s share of the gain is $270,000, 
and B’s share of that gain is $90,000. Under 
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section 1032, B does not recognize its share of 
the gain. 

(ii) With respect to the basis of UTP’s in-
terest in LTP, if all of the gain from the sale 
of the B stock (including B’s share) were to 
increase the basis of UTP’s interest in LTP, 
UTP’s basis in the LTP interest would be 
$570,000 ($300,000 + $270,000), and the fair mar-
ket value of such interest would be $300,000, 
so that B would be allocated a loss of $90,000 
(($570,000¥$300,000)×1/3) if UTP sold its inter-
est in LTP immediately after LTP’s disposi-
tion of the B stock. It would be inappro-
priate for B to recognize a taxable loss of 
$90,000 upon a disposition of UTP’s interest 
in LTP. B would not incur an economic loss 
in the transaction, and B was not allocated a 
taxable gain upon LTP’s disposition of the B 
stock that appropriately would be offset by a 
taxable loss on the disposition of UTP’s in-
terest in LTP. Accordingly, increasing UTP’s 
basis in its LTP interest by the gain allo-
cated to B from the sale of the B stock is not 
consistent with the purpose of this section. 
(Conversely, because E and F were allocated 
taxable gain on the disposition of the B 
stock, it would be appropriate to increase E’s 
and F’s bases in their respective interests in 
LTP by the full amount of such gain.) 

(iii) The appropriate basis adjustment for 
UTP’s interest in LTP upon the disposition 
of the B stock by LTP can be determined as 
the amount of gain that UTP would have 
recognized (in the absence of section 1032) 
upon the sale by LTP of the B stock if the 
portion of the gain allocated to UTP that 
subsequently is allocated to B were deter-
mined as if LTP had made an election under 
section 754 for the taxable year in which 
UTP acquired its interest in LTP. If a sec-
tion 754 election had been in effect for LTP 
for the year in which UTP acquired its inter-
est in LTP, then with respect to B, the fol-
lowing would occur. UTP would be entitled 
to a $90,000 positive basis adjustment under 
section 743(b), allocable to B, in the property 
of LTP. The entire basis adjustment would 
be allocated to LTP’s only asset, its B stock. 
The amount of LTP’s gain from the sale of 
the B stock (before considering section 
743(b)) would be $810,000. UTP’s share of this 
gain, $270,000, would be offset, in part, by the 
basis adjustment under section 743(b), so 
that UTP would recognize gain equal to 
$180,000. 

(iv) If the basis of UTP’s interest in LTP 
were increased by $180,000, the total basis of 
UTP’s partnership interest would equal 
$480,000. This would conform to the sum of 
UTP’s share of the cash held by LTP ((1/ 
3×$900,000=$300,000) and the taxable gain rec-
ognized by A and C on the disposition of the 
B stock that appropriately may be offset on 
the disposition of their interests in UTP 
($90,000+$90,000=$180,000). Such a basis adjust-
ment does not inappropriately create the op-
portunity for the allocation of a loss to B on 

a subsequent disposition of UTP’s interest in 
LTP and is consistent with the purpose of 
this section. Accordingly, of the $270,000 gain 
allocated to UTP, only $180,000 will apply to 
increase the adjusted basis of UTP in LTP 
under section 705(a)(1). Such $180,000 basis in-
crease must be segregated and allocated 
$90,000 each to solely A and C. UTP’s ad-
justed basis in its LTP interest following the 
sale of the B stock is $480,000. 

(v) With respect to B’s interest in UTP, if 
B’s share of the gain allocated to UTP and 
then to B were to increase the basis of B’s in-
terest in UTP, B would have a UTP partner-
ship interest with an adjusted basis of 
$190,000 ($100,000 + $90,000) and a value of 
$100,000, so that B would recognize a loss of 
$90,000 if B sold its interest in UTP imme-
diately after LTP’s disposition of the B 
stock. It would be inappropriate for B to rec-
ognize a taxable loss of $90,000 upon a dis-
position of its interest in UTP because B 
would not incur an economic loss in the 
transaction, and B did not recognize a tax-
able gain upon LTP’s disposition of the B 
stock that appropriately would be offset by a 
taxable loss on the disposition of its interest 
in UTP. Accordingly, increasing B’s basis in 
its UTP interest by the gain allocated to B 
from the sale of the B stock is not consistent 
with the purpose of this section. (Conversely, 
because A and C were allocated taxable gain 
on the disposition of the B stock that is a re-
sult of LTP not having a section 754 election 
in effect, it would be appropriate for A and C 
to recognize an offsetting taxable loss on the 
disposition of A’s and C’s interests in UTP. 
Accordingly, it would be appropriate to in-
crease A’s and C’s bases in their respective 
interests in UTP by the amount of gain rec-
ognized by A and C.) 

(vi) The appropriate basis adjustment for 
B’s interest in UTP upon the disposition of 
the B stock by LTP can be determined as the 
amount of gain that B would have recognized 
(in the absence of section 1032) upon the sale 
by LTP of the B stock if the portion of the 
gain allocated to UTP that is subsequently 
allocated to B were determined as if LTP had 
made an election under section 754 for the 
taxable year in which UTP acquired its in-
terest in LTP. If a section 754 election had 
been in effect for LTP for the year in which 
UTP acquired its interest in LTP, then with 
respect to B, the following would occur. UTP 
would be entitled to a basis adjustment 
under section 743(b) in the property of LTP 
of $90,000 with respect to B. The entire basis 
adjustment would be allocated to LTP’s only 
asset, its B stock. The amount of LTP’s gain 
from the sale of the B stock (before consid-
ering section 743(b)) would be $810,000. UTP’s 
share of this gain, $270,000, would be offset, 
in part, by the $90,000 basis adjustment under 
section 743(b), so that UTP would recognize 
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gain equal to $180,000. The $90,000 basis ad-
justment would completely offset the gain 
that otherwise would be allocated to B. 

(vii) If no gain were allocated to B so that 
the basis of B’s interest in UTP was not in-
creased, the total basis of B’s interest would 
equal $100,000. This would conform to B’s 
share of UTP’s basis in the LTP interest 
(($480,000¥$180,000 (i.e., A’s and C’s share of 
the basis that should offset taxable gain rec-
ognized as a result of LTP’s failure to have 
a section 754 election))×1/3=$100,000) as well 
as B’s indirect share of the cash held by LTP 
((1/3×1/3)×$900,000=$100,000). Such a basis ad-
justment does not create the opportunity for 
the recognition of an inappropriate loss by B 
on a subsequent disposition of B’s interest in 
UTP and is consistent with the purpose of 
this section. Accordingly, under this para-
graph (c), of the $90,000 gain allocated to B, 
none will apply to increase the adjusted 
basis of B in UTP under section 705(a)(1). B’s 
adjusted basis in its UTP interest following 
the sale of the B stock is $100,000. 

(viii) Immediately after LTP’s disposition 
of the B stock, UTP sells its interest in LTP 
for $300,000. UTP’s adjusted basis in its LTP 
interest is $480,000, $180,000 of which must be 
allocated $90,000 each to A and C. Accord-
ingly, upon UTP’s sale of its interest in LTP, 
UTP realizes $180,000 of loss, and A and C in 
turn each realize $90,000 of loss. 

(d) Positions in Stock. For purposes of 
this section, stock includes any posi-
tion in stock to which section 1032 ap-
plies. 

(e) Effective date. This section applies 
to gain or loss allocated with respect 
to sales or exchanges of stock occur-
ring after December 6, 1999, except that 
paragraph (d) of this section is applica-
ble with respect to sales or exchanges 
of stock occurring on or after March 29, 
2002, and the fourth sentence of para-
graph (a), paragraph (b)(2), and the 
third sentence of paragraph (c)(1) of 
this section are applicable with respect 
to sales or exchanges of stock occur-
ring on or after March 18, 2003. 

[T.D. 8986, 67 FR 15114, Mar. 29, 2002, as 
amended by T.D. 9049, 68 FR 12816, Mar. 18, 
2003] 

§ 1.706–1 Taxable years of partner and 
partnership. 

(a) Year in which partnership income is 
includible. (1) In computing taxable in-
come for a taxable year, a partner is 
required to include the partner’s dis-
tributive share of partnership items set 
forth in section 702 and the regulations 
thereunder for any partnership taxable 

year ending within or with the part-
ner’s taxable year. A partner must also 
include in taxable income for a taxable 
year guaranteed payments under sec-
tion 707(c) that are deductible by the 
partnership under its method of ac-
counting in the partnership taxable 
year ending within or with the part-
ner’s taxable year. 

(2) The rules of this paragraph (a)(1) 
may be illustrated by the following ex-
ample: 

Example. Partner A reports income using a 
calendar year, while the partnership of 
which A is a member reports its income 
using a fiscal year ending May 31. The part-
nership reports its income and deductions 
under the cash method of accounting. During 
the partnership taxable year ending May 31, 
2002, the partnership makes guaranteed pay-
ments of $120,000 to A for services and for the 
use of capital. Of this amount, $70,000 was 
paid to A between June 1 and December 31, 
2001, and the remaining $50,000 was paid to A 
between January 1 and May 31, 2002. The en-
tire $120,000 paid to A is includible in A’s tax-
able income for the calendar year 2002 (to-
gether with A’s distributive share of partner-
ship items set forth in section 702 for the 
partnership taxable year ending May 31, 
2002). 

(3) If a partner receives distributions 
under section 731 or sells or exchanges 
all or part of a partnership interest, 
any gain or loss arising therefrom does 
not constitute partnership income. 

(b) Taxable year—(1) Partnership treat-
ed as a taxpayer. The taxable year of a 
partnership must be determined as 
though the partnership were a tax-
payer. 

(2) Partnership’s taxable year—(i) Re-
quired taxable year. Except as provided 
in paragraph (b)(2)(ii) of this section, 
the taxable year of a partnership must 
be— 

(A) The majority interest taxable 
year, as defined in section 706(b)(4); 

(B) If there is no majority interest 
taxable year, the taxable year of all of 
the principal partners of the partner-
ship, as defined in 706(b)(3) (the prin-
cipal partners’ taxable year); or 

(C) If there is no majority interest 
taxable year or principal partners’ tax-
able year, the taxable year that pro-
duces the least aggregate deferral of 
income as determined under paragraph 
(b)(3) of this section. 
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(ii) Exceptions. A partnership may 
have a taxable year other than its re-
quired taxable year if it makes an elec-
tion under section 444, elects to use a 
52–53-week taxable year that ends with 
reference to its required taxable year 
or a taxable year elected under section 
444, or establishes a business purpose 
for such taxable year and obtains ap-
proval of the Commissioner under sec-
tion 442. 

(3) Least aggregate deferral—(i) Tax-
able year that results in the least aggre-
gate deferral of income. The taxable year 
that results in the least aggregate de-
ferral of income will be the taxable 
year of one or more of the partners in 
the partnership which will result in the 
least aggregate deferral of income to 
the partners. The aggregate deferral 
for a particular year is equal to the 
sum of the products determined by 
multiplying the month(s) of deferral 
for each partner that would be gen-
erated by that year and each partner’s 
interest in partnership profits for that 
year. The partner’s taxable year that 
produces the lowest sum when com-
pared to the other partner’s taxable 
years is the taxable year that results 
in the least aggregate deferral of in-
come to the partners. If the calculation 
results in more than one taxable year 
qualifying as the taxable year with the 
least aggregate deferral, the partner-
ship may select any one of those tax-
able years as its taxable year. However, 
if one of the qualifying taxable years is 
also the partnership’s existing taxable 
year, the partnership must maintain 
its existing taxable year. The deter-
mination of the taxable year that re-
sults in the least aggregate deferral of 
income generally must be made as of 
the beginning of the partnership’s cur-
rent taxable year. The director, how-
ever, may determine that the first day 
of the current taxable year is not the 
appropriate testing day and require the 
use of some other day or period that 
will more accurately reflect the owner-
ship of the partnership and thereby the 
actual aggregate deferral to the part-

ners where the partners engage in a 
transaction that has as its principal 
purpose the avoidance of the principles 
of this section. Thus, for example the 
preceding sentence would apply where 
there is a transfer of an interest in the 
partnership that results in a temporary 
transfer of that interest principally for 
purposes of qualifying for a specific 
taxable year under the principles of 
this section. For purposes of this sec-
tion, deferral to each partner is meas-
ured in terms of months from the end 
of the partnership’s taxable year for-
ward to the end of the partner’s tax-
able year. 

(ii) Determination of the taxable year of 
a partner or partnership that uses a 52– 
53-week taxable year. For purposes of 
the calculation described in paragraph 
(b)(3)(i) of this section, the taxable 
year of a partner or partnership that 
uses a 52–53-week taxable year must be 
the same year determined under the 
rules of section 441(f) and the regula-
tions thereunder with respect to the in-
clusion of income by the partner or 
partnership. 

(iii) Special de minimis rule. If the tax-
able year that results in the least ag-
gregate deferral produces an aggregate 
deferral that is less than .5 when com-
pared to the aggregate deferral of the 
current taxable year, the partnership’s 
current taxable year will be treated as 
the taxable year with the least aggre-
gate deferral. Thus, the partnership 
will not be permitted to change its tax-
able year. 

(iv) Examples. The principles of this 
section may be illustrated by the fol-
lowing examples: 

Example 1. Partnership P is on a fiscal year 
ending June 30. Partner A reports income on 
the fiscal year ending June 30 and Partner B 
reports income on the fiscal year ending 
July 31. A and B each have a 50 percent inter-
est in partnership profits. For its taxable 
year beginning July 1, 1987, the partnership 
will be required to retain its taxable year 
since the fiscal year ending June 30 results 
in the least aggregate deferral of income to 
the partners. This determination is made as 
follows: 

Test 6/30 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 6/30 

year end 

Interest× 
deferral 

Partner A ........................................................................... 6/30 .5 0 0 
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Test 6/30 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 6/30 

year end 

Interest× 
deferral 

Partner B ........................................................................... 7/31 .5 1 .5 

Aggregate deferral .............................................. ........................ .......................... ........................ .5 

Test 7/31 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 7/31 

year end 

Interest× 
deferral 

Partner A ........................................................................... 6/30 .5 11 5 .5 
Partner B ........................................................................... 7/31 .5 0 0 

Aggregate deferral .............................................. ........................ .......................... ........................ 5 .5 

Example 2. The facts are the same as in Ex-
ample 1 except that A reports income on the 
calendar year and B reports on the fiscal 
year ending November 30. For the partner-
ship’s taxable year beginning July 1, 1987, 

the partnership is required to change its tax-
able year to a fiscal year ending November 30 
because such year results in the least aggre-
gate deferral of income to the partners. This 
determination is made as follows: 

Test 12/31 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 12/31 

year end 

Interest× 
deferral 

Partner A ........................................................................... 12/31 .5 0 0 
Partner B ........................................................................... 11/30 .5 11 5 .5 

Aggregate deferral .............................................. ........................ .......................... ........................ 5 .5 

Test 11/30 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 11/30 

year end 

Interest× 
deferral 

Partner A ........................................................................... 12/31 .5 1 .5 
Partner B ........................................................................... 11/30 .5 0 0 

Aggregate deferral .............................................. ........................ .......................... ........................ .5 

Example 3. The facts are the same as in Ex-
ample 2 except that B reports income on the 
fiscal year ending June 30. For the partner-
ship’s taxable year beginning July 1, 1987, 
each partner’s taxable year will result in 
identical aggregate deferral of income. If the 
partnership’s current taxable year was nei-
ther a fiscal year ending June 30 nor the cal-

endar year, the partnership would select ei-
ther the fiscal year ending June 30 or the 
calendar year as its taxable year. However, 
since the partnership’s current taxable year 
ends June 30, it must retain its current tax-
able year. The determination is made as fol-
lows: 

Test 12/31 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 12/31 

year end 

Interest× 
deferral 

Partner A ........................................................................... 12/31 .5 0 0 
Partner B ........................................................................... 6/30 .5 6 3 .0 

Aggregate deferral .............................................. ........................ .......................... ........................ 3 .0 

Test 6/30 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 6/30 

year end 

Interest× 
deferral 

Partner A ........................................................................... 12/31 .5 6 3 .0 
Partner B ........................................................................... 6/30 .5 0 0 

Aggregate deferral .............................................. ........................ .......................... ........................ 3 .0 
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Example 4. The facts are the same as in Ex-
ample 1 except that on December 31, 1987, 
partner A sells a 4 percent interest in the 
partnership to Partner C, who reports in-
come on the fiscal year ending June 30, and 
a 40 percent interest in the partnership to 
Partner D, who also reports income on the 
fiscal year ending June 30. The taxable year 
beginning July 1, 1987, is unaffected by the 
sale. However, for the taxable year beginning 
July 31, 1988, the partnership must determine 
the taxable year resulting in the least aggre-
gate deferral as of July 1, 1988. In this case, 
the partnership will be required to retain its 

taxable year since the fiscal year ending 
June 30 continues to be the taxable year that 
results in the least aggregate deferral of in-
come to the partners. 

Example 5. The facts are the same as in Ex-
ample 4 except that Partner D reports income 
on the fiscal year ending April 30. As in Ex-
ample 4, the taxable year during which the 
sale took place is unaffected by the shifts in 
interests. However, for its taxable year be-
ginning July 1, 1988, the partnership will be 
required to change its taxable year to the 
fiscal year ending April 30. This determina-
tion is made as follows: 

Test 7/31 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 7/31 

year end 

Interest× 
deferral 

Partner A ........................................................................... 6/30 .06 11 .66 
Partner B ........................................................................... 7/31 .5 0 0 
Partner C ........................................................................... 6/30 .04 11 .44 
Partner D ........................................................................... 4/30 .4 9 3 .60 

Aggregate deferral .............................................. ........................ .......................... ........................ 4 .70 

Test 6/30 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 6/30 

year end 

Interest× 
deferral 

Partner A ........................................................................... 6/30 .06 0 0 
Partner B ........................................................................... 7/31 .5 1 .5 
Partner C ........................................................................... 6/30 .04 0 0 
Partner D ........................................................................... 4/30 .4 10 4 .0 

Aggregate deferral .............................................. ........................ .......................... ........................ 4 .5 

Test 4/30 Year end 
Interest in 

partnership 
profits 

Months of de-
ferral for 4/30 

year end 

Interest× 
deferral 

Partner A ........................................................................... 6/30 .06 2 .12 
Partner B ........................................................................... 7/31 .5 3 1 .50 
Partner C ........................................................................... 6/30 .04 2 .08 
Partner D ........................................................................... 4/30 .4 0 0 

Aggregate deferral .............................................. ........................ .......................... ........................ 1 .70 

§ 1.706–1(b)(3) Test 

Current taxable year (June 30) ............................................................................................................................... 4 .5 
Less: Taxable year producing the least aggregate deferral (April 30) ................................................................... 1 .7 

Additional aggregate deferral (greater than .5) ....................................................................................................... 2 .8 

Example 6. (i) Partnership P has two part-
ners, A who reports income on the fiscal year 
ending March 31, and B who reports income 
on the fiscal year ending July 31. A and B 

share profits equally. P has determined its 
taxable year under paragraph (b)(3) of this 
section to be the fiscal year ending March 31 
as follows: 

Test 3/31 Year end 
Interest in 

partnership 
profits 

Deferral for 
3/31 year end 

Interest× 
deferral 

Partner A ........................................................................... 3/31 .5 0 0 
Partner B ........................................................................... 7/31 .5 4 2 

Aggregate deferral .............................................. ........................ .......................... ........................ 2 
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Test 7/31 Year end 
Interest in 

partnership 
profits 

Deferral for 
7/31 year end 

Interest× 
deferral 

Partner A ........................................................................... 3/31 .5 8 4 
Partner B ........................................................................... 7/31 .5 0 0 

Aggregate deferral .............................................. ........................ .......................... ........................ 4 

(ii) In May 1988, Partner A sells a 45 per-
cent interest in the partnership to C, who re-
ports income on the fiscal year ending April 
30. For the taxable period beginning April 1, 
1989, the fiscal year ending April 30 is the 
taxable year that produces the least aggre-

gate deferral of income to the partners. How-
ever, under paragraph (b)(3)(iii) of this sec-
tion the partnership is required to retain its 
fiscal year ending March 31. This determina-
tion is made as follows: 

Test 3/31 Year end 
Interest in 

partnership 
profits 

Deferral for 
3/31 year end 

Interest× 
deferral 

Partner A ........................................................................... 3/31 .05 0 0 
Partner B ........................................................................... 7/31 .5 4 2 .0 
Partner C ........................................................................... 4/30 .45 1 .45 

Aggregate deferral .............................................. ........................ .......................... ........................ 2 .45 

Test 7/31 Year end 
Interest in 

partnership 
profits 

Deferral for 
7/31 year end 

Interest× 
deferral 

Partner A ........................................................................... 3/31 .05 8 .40 
Partner B ........................................................................... 7/31 .5 0 0 
Partner C ........................................................................... 4/30 .45 9 4 .05 

Aggregate deferral .............................................. ........................ .......................... ........................ 4 .45 

Test 4/30 Year end 
Interest in 

partnership 
profits 

Deferral for 
4/30 year end 

Interest× 
deferral 

Partner A ........................................................................... 3/31 .05 11 .55 
Partner B ........................................................................... 7/31 .5 3 1 .50 
Partner C ........................................................................... 4/30 .45 0 0 

Aggregate deferral .............................................. ........................ .......................... ........................ 2 .05 

§ 1.706–1(b)(3) Test 

Current taxable year (3/31) ..................................................................................................................................... 2 .45 
Less: Taxable year producing the least aggregate deferral (4/30) ........................................................................ 2 .05 

Additional aggregate deferral (less than .5) ............................................................................................................ .40 

(4) Measurement of partner’s profits 
and capital interest— 

(i) In general. The rules of this para-
graph (b)(4) apply in determining the 
majority interest taxable year, the 
principal partners’ taxable year, and 
the least aggregate deferral taxable 
year. 

(ii) Profits interest—(A) In general. For 
purposes of section 706(b), a partner’s 
interest in partnership profits is gen-
erally the partner’s percentage share of 
partnership profits for the current 
partnership taxable year. If the part-

nership does not expect to have net in-
come for the current partnership tax-
able year, then a partner’s interest in 
partnership profits instead must be the 
partner’s percentage share of partner-
ship net income for the first taxable 
year in which the partnership expects 
to have net income. 

(B) Percentage share of partnership net 
income. The partner’s percentage share 
of partnership net income for a part-
nership taxable year is the ratio of: the 
partner’s distributive share of partner-
ship net income for the taxable year, to 
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the partnership’s net income for the 
year. If a partner’s percentage share of 
partnership net income for the taxable 
year depends on the amount or nature 
of partnership income for that year 
(due to, for example, preferred returns 
or special allocations of specific part-
nership items), then the partnership 
must make a reasonable estimate of 
the amount and nature of its income 
for the taxable year. This estimate 
must be based on all facts and cir-
cumstances known to the partnership 
as of the first day of the current part-
nership taxable year. The partnership 
must then use this estimate in deter-
mining the partners’ interests in part-
nership profits for the taxable year. 

(C) Distributive share. For purposes of 
this paragraph (b)(4)(ii), a partner’s dis-
tributive share of partnership net in-
come is determined by taking into ac-
count all rules and regulations affect-
ing that determination, including, 
without limitation, sections 704(b), (c), 
and (e), 736, and 743. 

(iii) Capital interest. Generally, a 
partner’s interest in partnership cap-
ital is determined by reference to the 
assets of the partnership that the part-
ner would be entitled to upon with-
drawal from the partnership or upon 
liquidation of the partnership. If the 
partnership maintains capital accounts 
in accordance with § 1.704–1(b)(2)(iv), 
then for purposes of section 706(b), the 
partnership may assume that a part-
ner’s interest in partnership capital is 
the ratio of the partner’s capital ac-
count to all partners’ capital accounts 
as of the first day of the partnership 
taxable year. 

(5) Taxable year of a partnership with 
tax-exempt partners—(i) Certain tax-ex-
empt partners disregarded. In deter-
mining the taxable year (the current 
year) of a partnership under section 
706(b) and the regulations thereunder, a 
partner that is tax-exempt under sec-
tion 501(a) shall be disregarded if such 
partner was not subject to tax, under 
chapter 1 of the Internal Revenue Code, 
on any income attributable to its in-
vestment in the partnership during the 
partnership’s taxable year immediately 
preceding the current year. However, if 
a partner that is tax-exempt under sec-
tion 501(a) was not a partner during the 
partnership’s immediately preceding 

taxable year, such partner will be dis-
regarded for the current year if the 
partnership reasonably believes that 
the partner will not be subject to tax, 
under chapter 1 of the Internal Rev-
enue Code, on any income attributable 
to such partner’s investment in the 
partnership during the current year. 

(ii) Example. The provisions of para-
graph (b)(5)(i) of this section may be il-
lustrated by the following example: 

Example. Assume that partnership A has 
historically used the calendar year as its 
taxable year. In addition, assume that A is 
owned by 5 partners, 4 calendar year individ-
uals (each owning 10 percent of A’s profits 
and capital) and a tax-exempt organization 
(owning 60 percent of A’s profits and capital). 
The tax-exempt organization has never had 
unrelated business taxable income with re-
spect to A and has historically used a June 
30 fiscal year. Finally, assume that A desires 
to retain the calendar year for its taxable 
year beginning January 1, 2003. Under these 
facts and but for the special rule in para-
graph (b)(5)(i) of this section, A would be re-
quired under section 706(b)(1)(B)(i) to change 
to a year ending June 30, for its taxable year 
beginning January 1, 2003. However, under 
the special rule provided in paragraph 
(b)(5)(i) of this section the partner that is 
tax-exempt is disregarded, and A must retain 
the calendar year, under section 
706(b)(1)(B)(i), for its taxable year beginning 
January 1. 

(iii) Effective date. The provisions of 
this paragraph (b)(5) are applicable for 
taxable years beginning on or after 
July 23, 2002. For taxable years begin-
ning before July 23, 2002, see § 1.706–3T 
as contained in 26 CFR part 1 revised 
April 1, 2002. 

(6) Certain foreign partners dis-
regarded—(i) Interests of disregarded for-
eign partners not taken into account. In 
determining the taxable year (the cur-
rent taxable year) of a partnership 
under section 706(b) and the regula-
tions thereunder, any interest held by 
a disregarded foreign partner is not 
taken into account. A foreign partner 
is a disregarded foreign partner unless 
such partner is allocated any gross in-
come of the partnership that was effec-
tively connected (or treated as effec-
tively connected) with the conduct of a 
trade or business within the United 
States during the partnership’s taxable 
year immediately preceding the cur-
rent taxable year (or, if such partner 
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was not a partner during the partner-
ship’s immediately preceding taxable 
year, the partnership reasonably be-
lieves that the partner will be allo-
cated any such income during the cur-
rent taxable year) and taxation of that 
income is not otherwise precluded 
under any U.S. income tax treaty. 

(ii) Definition of foreign partner. For 
purposes of this paragraph (b)(6), a for-
eign partner is any partner that is not 
a U.S. person (as defined in section 
7701(a)(30)), except that a partner that 
is a controlled foreign corporation (as 
defined in section 957(a)) or a foreign 
personal holding company (as defined 
in section 552) shall not be treated as a 
foreign partner. 

(iii) Minority interest rule. If each 
partner that is not a disregarded for-
eign partner under paragraph (b)(6)(i) 
of this section (regarded partner) holds 
less than a 10-percent interest, and the 
regarded partners, in the aggregate, 
hold less than a 20-percent interest in 
the capital or profits of the partner-
ship, then paragraph (b)(6)(i) of this 
section does not apply. In determining 
ownership in a partnership for purposes 
of this paragraph (b)(6)(iii), each re-
garded partner is treated as owning 
any interest in the partnership owned 
by a related partner. For this purpose, 
partners are treated as related if they 
are related within the meaning of sec-
tions 267(b) or 707(b) (using the lan-
guage ‘‘10 percent’’ instead of ‘‘50 per-
cent’’ each place it appears). However, 
for purposes of determining if partners 
hold less than a 20-percent interest in 
the aggregate, the same interests will 
not be considered as being owned by 
more than one regarded partner. 

(iv) Example. The provisions of para-
graph (b)(6) of this section may be il-
lustrated by the following example: 

Example. Partnership B is owned by two 
partners, F, a foreign corporation that owns 
a 95-percent interest in the capital and prof-
its of partnership B, and D, a domestic cor-
poration that owns the remaining 5-percent 
interest in the capital and profits of partner-
ship B. Partnership B is not engaged in the 
conduct of a trade or business within the 
United States, and, accordingly, partnership 
B does not earn any income that is effec-
tively connected with a U.S. trade or busi-
ness. F uses a March 31 fiscal year, and 
causes partnership B to maintain its books 
and records on a March 31 fiscal year as well. 

D is a calendar year taxpayer. Under para-
graph (b)(6)(i) of this section, F would be dis-
regarded and partnership B’s taxable year 
would be determined by reference to D. How-
ever, because D owns less than a 10-percent 
interest in the capital and profits of partner-
ship B, the minority interest rule of para-
graph (b)(6)(iii) of this section applies, and 
partnership B must adopt the March 31 fiscal 
year for Federal tax purposes. 

(v) Effective date—(A) Generally. The 
provisions of this paragraph (b)(6) are 
applicable for the first taxable year of 
a partnership other than an existing 
partnership that begins on or after 
July 23, 2002. For this purpose, an exist-
ing partnership is a partnership that 
was formed prior to September 23, 2002. 

(B) Voluntary change in taxable year. 
An existing partnership may change its 
taxable year to a year determined in 
accordance with this section. An exist-
ing partnership that makes such a 
change will cease to be exempted from 
the requirements of paragraph (b)(6) of 
this section. 

(C) Subsequent sale or exchange of in-
terests. If an existing partnership termi-
nates under section 708(b)(1)(B), the re-
sulting partnership is not an existing 
partnership for purposes of paragraph 
(b)(6)(v)(A) of this section. 

(D) Transition rule. If, in the first tax-
able year beginning on or after July 23, 
2002, an existing partnership volun-
tarily changes its taxable year to a 
year determined in accordance with 
this paragraph (b)(6), then the partners 
of that partnership may apply the pro-
visions of § 1.702–3T to take into ac-
count all items of income, gain, loss, 
deduction, and credit attributable to 
the partnership year of change ratably 
over a four-year period. 

(7) Adoption of taxable year. A newly- 
formed partnership may adopt, in ac-
cordance with § 1.441–1(c), its required 
taxable year, a taxable year elected 
under section 444, or a 52–53-week tax-
able year ending with reference to its 
required taxable year or a taxable year 
elected under section 444 without se-
curing the approval of the Commis-
sioner. If a newly-formed partnership 
wants to adopt any other taxable year, 
it must establish a business purpose 
and secure the approval of the Commis-
sioner under section 442. 

(8) Change in taxable year—(i) Partner-
ships-(A) Approval required. An existing 
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partnership may change its taxable 
year only by securing the approval of 
the Commissioner under section 442 or 
making an election under section 444. 
However, a partnership may obtain 
automatic approval for certain 
changes, including a change to its re-
quired taxable year, pursuant to ad-
ministrative procedures published by 
the Commissioner. 

(B) Short period tax return. A partner-
ship that changes its taxable year must 
make its return for a short period in 
accordance with section 443, but must 
not annualize the partnership taxable 
income. 

(C) Change in required taxable year. If 
a partnership is required to change to 
its majority interest taxable year, then 
no further change in the partnership’s 
required taxable year is required for ei-
ther of the two years following the 
year of the change. This limitation 
against a second change within a three- 
year period applies only if the first 
change was to the majority interest 
taxable year and does not apply fol-
lowing a change in the partnership’s 
taxable year to the principal partners’ 
taxable year or the least aggregate de-
ferral taxable year. 

(ii) Partners. Except as otherwise pro-
vided in the Internal Revenue Code or 
the regulations thereunder (e.g., sec-
tion 859 regarding real estate invest-
ment trusts or § 1.442–2(c) regarding a 
subsidiary changing to its consolidated 
parent’s taxable year), a partner may 
not change its taxable year without se-
curing the approval of the Commis-
sioner under section 442. However, cer-
tain partners may be eligible to obtain 
automatic approval to change their 
taxable years pursuant to the regula-
tions or administrative procedures pub-
lished by the Commissioner. A partner 
that changes its taxable year must 
make its return for a short period in 
accordance with section 443. 

(9) Retention of taxable year. In cer-
tain cases, a partnership will be re-
quired to change its taxable year un-
less it obtains the approval of the Com-
missioner under section 442, or makes 
an election under section 444, to retain 
its current taxable year. For example, 
a partnership using a taxable year that 
corresponds to its required taxable 
year must obtain the approval of the 

Commissioner to retain such taxable 
year if its required taxable year 
changes as a result of a change in own-
ership, unless the partnership pre-
viously obtained approval for its cur-
rent taxable year or, if appropriate, 
makes an election under section 444. 

(10) Procedures for obtaining approval 
or making a section 444 election. See 
§ 1.442–1(b) for procedures to obtain the 
approval of the Commissioner (auto-
matically or otherwise) to adopt, 
change, or retain a taxable year. See 
§§ 1.444–1T and 1.444–2T for qualifica-
tions, and § 1.444–3T for procedures, for 
making an election under section 444. 

(11) Effect of partner elections under 
section 444—(i) Election taken into ac-
count. For purposes of section 
706(b)(1)(B), any section 444 election by 
a partner in a partnership shall be 
taken into account in determining the 
taxable year of the partnership. See 
§ 1.7519–1T(d), Example (4). 

(ii) Effective date. The provisions of 
this paragraph (b)(11) are applicable for 
taxable years beginning on or after 
July 23, 2002. For taxable years begin-
ning before July 23, 2002, see § 1.706–3T 
as contained in 26 CFR part 1 revised 
April 1, 2002. 

(c) Closing of partnership year—(1) 
General rule. Section 706(c) and this 
paragraph provide rules governing the 
closing of partnership years. The clos-
ing of a partnership taxable year or a 
termination of a partnership for Fed-
eral income tax purposes is not nec-
essarily governed by the ‘‘dissolution’’, 
‘‘liquidation’’, etc., of a partnership 
under State or local law. The taxable 
year of a partnership shall not close as 
the result of the death of a partner, the 
entry of a new partner, the liquidation 
of a partner’s entire interest in the 
partnership (as defined in section 
761(d)), or the sale or exchange of a 
partner’s interest in the partnership, 
except in the case of a termination of a 
partnership and except as provided in 
subparagraph (2) of this paragraph. In 
the case of termination, the partner-
ship taxable year closes for all partners 
as of the date of termination. See sec-
tion 708(b) and paragraph (b) of § 1.708– 
1. 

(2) Partner who retires or sells interest 
in partnership—(i) Disposition of entire 
interest. A partnership taxable year 
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shall close with respect to a partner 
who sells or exchanges his entire inter-
est in a partnership, and with respect 
to a partner whose entire interest is 
liquidated. However, a partnership tax-
able year with respect to a partner who 
dies shall not close prior to the end of 
such partnership taxable year, or the 
time when such partner’s interest (held 
by his estate or other successor) is liq-
uidated or sold or exchanged, which-
ever is earlier. See subparagraph (3) of 
this paragraph. 

(ii) Inclusions in taxable income. In the 
case of a sale, exchange, or liquidation 
of a partner’s entire interest in a part-
nership, the partner shall include in his 
taxable income for his taxable year 
within or with which his membership 
in the partnership ends, his distribu-
tive share of items described in section 
702(a), and any guaranteed payments 
under section 707(c), for his partnership 
taxable year ending with the date of 
such sale, exchange, or liquidation. In 
order to avoid an interim closing of the 
partnership books, such partner’s dis-
tributive share of items described in 
section 702(a) may, by agreement 
among the partners, be estimated by 
taking his pro rata part of the amount 
of such items he would have included 
in his taxable income had he remained 
a partner until the end of the partner-
ship taxable year. The proration may 
be based on the portion of the taxable 
year that has elapsed prior to the sale, 
exchange, or liquidation, or may be de-
termined under any other method that 
is reasonable. Any partner who is the 
transferee of such partner’s interest 
shall include in his taxable income, as 
his distributive share of items de-
scribed in section 702(a) with respect to 
the acquired interest, the pro rata part 
(determined by the method used by the 
transferor partner) of the amount of 
such items he would have included had 
he been a partner from the beginning of 
the taxable year of the partnership. 
The application of this subdivision may 
be illustrated by the following exam-
ple: 

Example. Assume that a partner selling his 
partnership interest on June 30, 1955, has an 
adjusted basis for his interest of $5,000 on 
that date; that his pro rata share of partner-
ship income up to June 30 is $15,000; and that 
he sells his interest for $20,000. Under the 

provisions of section 706(c)(2), the partner-
ship year with respect to him closes at the 
time of the sale. The $15,000 is includible in 
his income as his distributive share and, 
under section 705, it increases the basis of his 
partnership interest to $20,000, which is also 
the selling price of his interest. Therefore, 
no gain is realized on the sale of his partner-
ship interest. The purchaser of this partner-
ship interest shall include in his income as 
his distributive share his pro rata part of 
partnership income for the remainder of the 
partnership taxable year. 

(3) Partner who dies. (i) When a part-
ner dies, the partnership taxable year 
shall not close with respect to such 
partner prior to the end of the partner-
ship taxable year. The partnership tax-
able year shall continue both for the 
remaining partners and the decedent 
partner. Where the death of a partner 
results in the termination of the part-
nership, the partnership taxable year 
shall close for all partners on the date 
of such termination under section 
708(b)(1)(A). See also paragraph 
(b)(1)(i)(b) of § 1.708–1 for the continu-
ation of a 2-member partnership under 
certain circumstances after the death 
of a partner. However, if the decedent 
partner’s estate or other successor sells 
or exchanges its entire interest in the 
partnership, or if its entire interest is 
liquidated, the partnership taxable 
year with respect to the estate or other 
successor in interest shall close on the 
date of such sale or exchange, or the 
date of completion of the liquidation. 

(ii) The last return of a decedent 
partner shall include only his share of 
partnership taxable income for any 
partnership taxable year or years end-
ing within or with the last taxable year 
for such decedent partner (i. e., the 
year ending with the date of his death). 
The distributive share of partnership 
taxable income for a partnership tax-
able year ending after the decedent’s 
last taxable year is includible in the re-
turn of his estate or other successor in 
interest. If the estate or other suc-
cessor in interest of a partner con-
tinues to share in the profits or losses 
of the partnership business, the 
distributives share thereof is includible 
in the taxable year of the estate or 
other successor in interest within or 
with which the taxable year of the 
partnership ends. See also paragraph 
(a)(1)(ii) of § 1.736–1. Where the estate or 
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other successor in interest receives dis-
tributions, any gain or loss on such dis-
tributions is includible in its gross in-
come for its taxable year in which the 
distribution is made. 

(iii) If a partner (or a retiring part-
ner), in accordance with the terms of 
the partnership agreement, designates 
a person to succeed to his interest in 
the partnership after his death, such 
designated person shall be regarded as 
a successor in interest of the deceased 
for purposes of this chapter. Thus, 
where a partner designates his widow 
as the successor in interest, her dis-
tributive share of income for the tax-
able year of the partnership ending 
within or with her taxable year may be 
included in a joint return in accord-
ance with the provisions of sections 2 
and 6013(a) (2) and (3). 

(iv) If, under the terms of an agree-
ment existing at the date of death of a 
partner, a sale or exchange of the dece-
dent partner’s interest in the partner-
ship occurs upon that date, then the 
taxable year of the partnership with re-
spect to such decedent partner shall 
close upon the date of death. See sec-
tion 706(c)(2)(A)(i). The sale or ex-
change of a partnership interest does 
not, for the purpose of this rule, in-
clude any transfer of a partnership in-
terest which occurs at death as a result 
of inheritance or any testamentary dis-
position. 

(v) To the extent that any part of a 
distributive share of partnership in-
come of the estate or other successor 
in interest of a deceased partner is at-
tributable to the decedent for the pe-
riod ending with the date of his death, 
such part of the distributive share is 
income in respect of the decedent 
under section 691. See section 691 and 
the regulations thereunder. 

(vi) The provisions of this subpara-
graph may be illustrated by the fol-
lowing examples: 

Example 1. B has a taxable year ending De-
cember 31 and is a member of partnership 
ABC, the taxable year of which ends on June 
30. B dies on October 31, 1955. His estate 
(which as a new taxpayer may, under section 
441 and the regulations thereunder, adopt 
any taxable year) adopts a taxable year end-
ing October 31. The return of the decedent 
for the period January 1 to October 31, 1955, 
will include only his distributive share of 
taxable income of the partnership for its tax-

able year ending June 30, 1955. The distribu-
tive share of taxable income of the partner-
ship for its taxable year ending June 30, 1956, 
arising from the interest of the decedent, 
will be includible in the return of the estate 
for its taxable year ending October 31, 1956. 
That part of the distributive share attrib-
utable to the decedent for the period ending 
with the date of his death (July 1 through 
October 31, 1955) is income in respect of a de-
cedent under section 691. 

Example 2. Assume the same facts as in ex-
ample 1 of this subdivision, except that, 
prior to B’s death, B and D had agreed that, 
upon B’s death, D would purchase B’s inter-
est for $10,000. When B dies on October 31, 
1955, the partnership taxable year beginning 
July 1, 1955, closes with respect to him. 
Therefore, the return for B’s last taxable 
year (January 1 to October 31, 1955) will in-
clude his distributive share of taxable in-
come of the partnership for its taxable year 
ending June 30, 1955, plus his distributive 
share of partnership taxable income for the 
period July 1 to October 31, 1955. See subdivi-
sion (iv) of this subparagraph. 

Example 3. H is a member of a partnership 
having a taxable year ending December 31. 
Both H and his wife W are on a calendar year 
and file joint returns. H dies on March 31, 
1955. Administration of the estate is com-
pleted and the estate, including the partner-
ship interest, is distributed to W as legatee 
on November 30, 1955. Such distribution by 
the estate is not a sale or exchange of H’s 
partnership interest. No part of the taxable 
income of the partnership for the taxable 
year ending December 31, 1955, which is allo-
cable to H, will be included in H’s taxable in-
come for his last taxable year (January 1 
through March 31, 1955) or in the taxable in-
come of H’s estate for the taxable year April 
1 through November 30, 1955. The distributive 
share of partnership taxable income for the 
full calendar year that is allocable to H will 
be includible in the taxable income of W for 
her taxable year ending December 31, 1955, 
and she may file a joint return under sec-
tions 2 and 6013(a)(3). That part of the dis-
tributive share attributable to the decedent 
for the period ending with the date of his 
death (January 1 through March 31, 1955) is 
income in respect of a decedent under sec-
tion 691. 

Example 4. M is a member of partnership 
JKM which operates on a calendar year. M 
and his wife S file joint returns for calendar 
years. In accordance with the partnership 
agreement, M designated S to succeed to his 
interest in the partnership upon his death. 
M, who had withdrawn $10,000 from the part-
nership before his death, dies on October 20, 
1955. S’s distributive share of income for the 
taxable year 1955 is $15,000 ($10,000 of which 
represents the amount withdrawn by M). S 
shall include $15,000 in her income, even 
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though M received $10,000 of this amount be-
fore his death. S may file a joint return with 
M for the year 1955 under sections 2 and 
6013(a). That part of the $15,000 distributive 
share attributable to the decedent for the pe-
riod ending with the date of his death (Janu-
ary 1 through October 20, 1955) is income in 
respect of a decedent under section 691. 

(4) Disposition of less than entire inter-
est. If a partner sells or exchanges a 
part of his interest in a partnership, or 
if the interest of a partner is reduced, 
the partnership taxable year shall con-
tinue to its normal end. In such case, 
the partner’s distributive share of 
items which he is required to include in 
his taxable income under the provi-
sions of section 702(a) shall be deter-
mined by taking into account his vary-
ing interests in the partnership during 
the partnership taxable year in which 
such sale, exchange, or reduction of in-
terest occurred. 

(5) Transfer of interest by gift. The 
transfer of a partnership interest by 
gift does not close the partnership tax-
able year with respect to the donor. 
However, the income up to the date of 
gift attributable to the donor’s interest 
shall be allocated to him under section 
704(e)(2). 

(d) Effective date. The rules of this 
section are applicable for taxable years 
ending on or after May 17, 2002, except 
for paragraph (c), which applies for tax-
able years beginning after December 31, 
1953. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 7286, 
38 FR 26912, Sept. 27, 1973; T.D. 8123, 52 FR 
3623, Feb. 5, 1987; T.D. 8996, 67 FR 35020, May 
17, 2002; T.D. 9009, 67 FR 48019, July 23, 2002] 

§ 1.706–2T Temporary regulations; 
question and answer under the Tax 
Reform Act of 1984. 

Question 1: For purposes of section 
706(d), how is an otherwise deductible 
amount that is deferred under section 
267(a)(2) treated? 

Answer 1: In the year the deduction is 
allowed, the deduction will constitute 

an allocable cash basis item under sec-
tion 706(d)(2)(B)(iv). 

(Secs. 267(f)(2)(B), 706(d)(2)(B)(iv), 1502, and 
7805, Internal Revenue Code of 1954 (98 Stat. 
704, 26 U.S.C. 267; 98 Stat. 589, 26 U.S.C. 706; 
68A Stat. 367, 26 U.S.C. 1502; 68A Stat. 917, 26 
U.S.C. 7805)) 

[T.D. 7991, 49 FR 47001, Nov. 30, 1984] 

§ 1.707–0 Table of contents. 
This section lists the captions that 

appear in §§ 1.707–1 through 1.707–9. 

§ 1.707–1 Transactions Between Partner and 
Partnership 

(a) Partner not acting in capacity as part-
ner. 

(b) Certain sales or exchanges of property 
with respect to controlled partnerships. 

(1) Losses disallowed. 
(2) Gains treated as ordinary income. 
(3) Ownership of a capital or profits inter-

est. 
(c) Guaranteed payments. 

§ 1.707–2 Disguised Payments for Services. 
[Reserved] 

§ 1.707–3 Disguised Sales of Property to 
Partnership; General Rule. 

(a) Treatment of transfers as a sale. 
(1) In general. 
(2) Definition and timing of sale. 
(3) Application of disguised sale rules. 
(4) Deemed terminations under section 708. 
(b) Transfers treated as a sale. 
(1) In general. 
(2) Facts and circumstances. 
(c) Transfers made within two years pre-

sumed to be a sale. 
(1) In general. 
(2) Disclosure of transfers made within two 

years. 
(d) Transfers made more than two years 

apart presumed not to be a sale. 
(e) Scope. 
(f) Examples. 

§ 1.707–4 Disguised Sales of Property to Part-
nership; Special Rules Applicable to Guaran-
teed Payments, Preferred Returns, Operating 
Cash Flow Distributions, and Reimbursements 
of Preformation Expenditures 

(a) Guaranteed payments and preferred re-
turns. 

(1) Guaranteed payment not treated as 
part of a sale. 

(i) In general. 
(ii) Reasonable guaranteed payments. 
(iii) Unreasonable guaranteed payments. 
(2) Presumption regarding reasonable pre-

ferred returns. 
(3) Definition of reasonable preferred re-

turns and guaranteed payments. 
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(i) In general. 
(ii) Reasonable amount. 
(4) Examples. 
(b) Presumption regarding operating cash 

flow distributions. 
(1) In general. 
(2) Operating cash flow distributions. 
(i) In general. 
(ii) Operating cash flow safe harbor. 
(iii) Tiered partnerships. 
(c) Accumulation of guaranteed payments, 

preferred returns, and operating cash flow 
distributions. 

(d) Exception for reimbursements of pre-
formation expenditures. 

(e) Other exceptions. 

§ 1.707–5 Disguised Sales of Property to Part-
nership; Special Rules Relating to Liabilities 

(a) Liability assumed or taken subject to 
by partnership. 

(1) In general. 
(2) Partner’s share of liability. 
(i) Recourse liability. 
(ii) Nonrecourse liability. 
(3) Reduction of partner’s share of liabil-

ity. 
(4) Special rule applicable to transfers of 

encumbered property to a partnership by 
more than one partner pursuant to a plan. 

(5) Special rule applicable to qualified li-
abilities. 

(6) Qualified liability of a partner defined. 
(7) Liability incurred within two years of 

transfer presumed to be in anticipation of 
the transfer. 

(i) In general. 
(ii) Disclosure of transfers of property sub-

ject to liabilities incurred within two years 
of the transfer. 

(b) Treatment of debt-financed transfers of 
consideration by partnerships. 

(1) In general. 
(2) Partner’s allocable share of liability. 
(i) In general. 
(ii) Debt-financed transfers made pursuant 

to a plan. 
(A) In general. 
(B) Special rule. 
(iii) Reduction of partner’s share of liabil-

ity. 
(c) Refinancings. 
(d) Share of liability where assumption ac-

companied by transfer of money. 
(e) Tiered partnerships and other related 

persons. 
(f) Examples. 

§ 1.707–6 Disguised Sales of Property by 
Partnership to Partner; General Rules 

(a) In general. 
(b) Special rules relating to liabilities. 
(1) In general. 
(2) Qualified liabilities. 
(c) Disclosure rules. 
(d) Examples. 

§ 1.707–7 Disguised Sales of Partnership 
Interests. [Reserved] 

§ 1.707–8 Disclosure of Certain Information 

(a) In general. 
(b) Method of providing disclosure. 
(c) Disclosure by certain partnerships. 

§ 1.707–9 Effective Dates and Transitional 
Rules 

(a) Sections 1.707–3 through 1.707–6. 
(1) In general. 
(2) Transfers occurring on or before April 

24, 1991. 
(3) Effective date of section 73 of the Tax 

Reform Act of 1984. 
(b) Section 1.707–8 disclosure of certain in-

formation. 

[T.D. 8439, 57 FR 44978, Sept. 30, 1992] 

§ 1.707–1 Transactions between part-
ner and partnership. 

(a) Partner not acting in capacity as 
partner. A partner who engages in a 
transaction with a partnership other 
than in his capacity as a partner shall 
be treated as if he were not a member 
of the partnership with respect to such 
transaction. Such transactions include, 
for example, loans of money or prop-
erty by the partnership to the partner 
or by the partner to the partnership, 
the sale of property by the partner to 
the partnership, the purchase of prop-
erty by the partner from the partner-
ship, and the rendering of services by 
the partnership to the partner or by 
the partner to the partnership. Where a 
partner retains the ownership of prop-
erty but allows the partnership to use 
such separately owned property for 
partnership purposes (for example, to 
obtain credit or to secure firm credi-
tors by guaranty, pledge, or other 
agreement) the transaction is treated 
as one between a partnership and a 
partner not acting in his capacity as a 
partner. However, transfers of money 
or property by a partner to a partner-
ship as contributions, or transfers of 
money or property by a partnership to 
a partner as distributions, are not 
transactions included within the provi-
sions of this section. In all cases, the 
substance of the transaction will gov-
ern rather than its form. See para-
graph(c)(3) of § 1.731–1. 

(b) Certain sales or exchanges of prop-
erty with respect to controlled partner-
ships—(1) Losses disallowed. (i) No de-
duction shall be allowed for a loss on a 
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sale or exchange of property (other 
than an interest in the partnership, di-
rectly or indirectly, between a partner-
ship and a partner who owns, directly 
or indirectly, more than 50 percent of 
the capital interest or profits interest 
in such partnership. A loss on a sale or 
exchange of property, directly or indi-
rectly, between two partnerships in 
which the same persons own, directly 
or indirectly, more than 50 percent of 
the capital interest or profits interest 
in each partnership shall not be al-
lowed. 

(ii) If a gain is realized upon the sub-
sequent sale or exchange by a trans-
feree of property with respect to which 
a loss was disallowed under the provi-
sions of subdivision (i) of this subpara-
graph, section 267(d) (relating to 
amount of gain where loss previously 
disallowed) shall apply as though the 
loss were disallowed under section 
267(a)(1). 

(2) Gains treated as ordinary income. 
Any gain recognized upon the sale or 
exchange, directly or indirectly, of 
property which, in the hands of the 
transferee immediately after the trans-
fer, is property other than a capital 
asset, as defined in section 1221, shall 
be ordinary income if the transaction 
is between a partnership and a partner 
who owns, directly or indirectly, more 
than 80 percent of the capital interest 
or profits interest in the partnership. 
This rule also applies where such a 
transaction is between partnerships in 
which the same persons own, directly 
or indirectly, more than 80 percent of 
the capital interest or profits interest 
in each partnership. The term property 
other than a capital asset includes (but 
is not limited to) trade accounts re-
ceivable, inventory, stock in trade, and 
depreciable or real property used in the 
trade or business. 

(3) Ownership of a capital or profits in-
terest. In determining the extent of the 
ownership by a partner, as defined in 
section 761(b), of his capital interest or 
profits interest in a partnership, the 
rules for constructive ownership of 
stock provided in section 267(c) (1), (2), 
(4), and (5) shall be applied for the pur-
pose of section 707(b) and this para-
graph. Under these rules, ownership of 
a capital or profits interest in a part-
nership may be attributed to a person 

who is not a partner as defined in sec-
tion 761(b) in order that another part-
ner may be considered the constructive 
owner of such interest under section 
267(c). However, section 707(b)(1)(A) 
does not apply to a constructive owner 
of a partnership interest since he is not 
a partner as defined in section 761(b). 
For example, where trust T is a partner 
in the partnership ABT, and AW, A’s 
wife, is the sole beneficiary of the 
trust, the ownership of a capital and 
profits interest in the partnership by T 
will be attributed to AW only for the 
purpose of further attributing the own-
ership of such interest to A. See sec-
tion 267(c) (1) and (5). If A, B, and T are 
equal partners, then A will be consid-
ered as owning more than 50 percent of 
the capital and profits interest in the 
partnership, and losses on transactions 
between him and the partnership will 
be disallowed by section 707(b)(1)(A). 
However, a loss sustained by AW on a 
sale or exchange of property with the 
partnership would not be disallowed by 
section 707, but will be disallowed to 
the extent provided in paragraph (b) of 
§ 1.267(b)–1. See section 267 (a) and (b), 
and the regulations thereunder. 

(c) Guaranteed payments. Payments 
made by a partnership to a partner for 
services or for the use of capital are 
considered as made to a person who is 
not a partner, to the extent such pay-
ments are determined without regard 
to the income of the partnership. How-
ever, a partner must include such pay-
ments as ordinary income for his tax-
able year within or with which ends 
the partnership taxable year in which 
the partnership deducted such pay-
ments as paid or accrued under its 
method of accounting. See section 
706(a) and paragraph (a) of § 1.706–1. 
Guaranteed payments are considered as 
made to one who is not a member of 
the partnership only for the purposes 
of section 61(a) (relating to gross in-
come) and section 162(a) (relating to 
trade or business expenses). For a guar-
anteed payment to be a partnership de-
duction, it must meet the same tests 
under section 162(a) as it would if the 
payment had been made to a person 
who is not a member of the partner-
ship, and the rules of section 263 (relat-
ing to capital expenditures) must be 
taken into account. This rule does not 
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affect the deductibility to the partner-
ship of a payment described in section 
736(a)(2) to a retiring partner or to a 
deceased partner’s successor in inter-
est. Guaranteed payments do not con-
stitute an interest in partnership prof-
its for purposes of sections 706(b)(3), 
707(b), and 708(b). For the purposes of 
other provisions of the internal rev-
enue laws, guaranteed payments are re-
garded as a partner’s distributive share 
of ordinary income. Thus, a partner 
who receives guaranteed payments for 
a period during which he is absent from 
work because of personal injuries or 
sickness is not entitled to exclude such 
payments from his gross income under 
section 105(d). Similarly, a partner who 
receives guaranteed payments is not 
regarded as an employee of the part-
nership for the purposes of withholding 
of tax at source, deferred compensation 
plans, etc. The provisions of this para-
graph may be illustrated by the fol-
lowing examples: 

Example 1. Under the ABC partnership 
agreement, partner A is entitled to a fixed 
annual payment of $10,000 for services, with-
out regard to the income of the partnership. 
His distributive share is 10 percent. After de-
ducting the guaranteed payment, the part-
nership has $50,000 ordinary income. A must 
include $15,000 as ordinary income for his 
taxable year within or with which the part-
nership taxable year ends ($10,000 guaranteed 
payment plus $5,000 distributive share). 

Example 2. Partner C in the CD partnership 
is to receive 30 percent of partnership income 
as determined before taking into account 
any guaranteed payments, but not less than 
$10,000. The income of the partnership is 
$60,000, and C is entitled to $18,000 (30 percent 
of $60,000) as his distributive share. No part 
of this amount is a guaranteed payment. 
However, if the partnership had income of 
$20,000 instead of $60,000, $6,000 (30 percent of 
$20,000) would be partner C’s distributive 
share, and the remaining $4,000 payable to C 
would be a guaranteed payment. 

Example 3. Partner X in the XY partnership 
is to receive a payment of $10,000 for serv-
ices, plus 30 percent of the taxable income or 
loss of the partnership. After deducting the 
payment of $10,000 to partner X, the XY part-
nership has a loss of $9,000. Of this amount, 
$2,700 (30 percent of the loss) is X’s distribu-
tive share of partnership loss and, subject to 
section 704(d), is to be taken into account by 
him in his return. In addition, he must re-
port as ordinary income the guaranteed pay-
ment of $10,000 made to him by the partner-
ship. 

Example 4. Assume the same facts as in ex-
ample 3 of this paragraph, except that, in-
stead of a $9,000 loss, the partnership has 
$30,000 in capital gains and no other items of 
income or deduction except the $10,000 paid X 
as a guaranteed payment. Since the items of 
partnership income or loss must be seg-
regated under section 702(a), the partnership 
has a $10,000 ordinary loss and $30,000 in cap-
ital gains. X’s 30 percent distributive shares 
of these amounts are $3,000 ordinary loss and 
$9,000 capital gain. In addition, X has re-
ceived a $10,000 guaranteed payment which is 
ordinary income to him. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as 
amended by T.D. 7891, 48 FR 20049, May 4, 
1983] 

§ 1.707–2 Disguised payments for serv-
ices. [Reserved] 

§ 1.707–3 Disguised sales of property to 
partnership; general rules. 

(a) Treatment of transfers as a sale—(1) 
In general. Except as otherwise pro-
vided in this section, if a transfer of 
property by a partner to a partnership 
and one or more transfers of money or 
other consideration by the partnership 
to that partner are described in para-
graph (b)(1) of this section, the trans-
fers are treated as a sale of property, in 
whole or in part, to the partnership. 

(2) Definition and timing of sale. For 
purposes of §§ 1.707–3 through 1.707–5, 
the use of the term sale (or any vari-
ation of that word) to refer to a trans-
fer of property by a partner to a part-
nership and a transfer of consideration 
by a partnership to a partner means a 
sale or exchange of that property, in 
whole or in part, to the partnership by 
the partner acting in a capacity other 
than as a member of the partnership, 
rather than a contribution and dis-
tribution to which sections 721 and 731, 
respectively, apply. A transfer that is 
treated as a sale under paragraph (a)(1) 
this section is treated as a sale for all 
purposes of the Internal Revenue Code 
(e.g., sections 453, 483, 1001, 1012, 1031 
and 1274). The sale is considered to 
take place on the date that, under gen-
eral principles of Federal tax law, the 
partnership is considered the owner of 
the property. If the transfer of money 
or other consideration from the part-
nership to the partner occurs after the 
transfer of property to the partnership; 
the partner and the partnership are 
treated as if, on the date of the sale, 
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the partnership transferred to the part-
ner an obligation to transfer to the 
partner money or other consideration. 

(3) Application of disguised sale rules. If 
a person purports to transfer property 
to a partnership in a capacity as a 
partner, the rules of this section apply 
for purposes of determining whether 
the property was transferred in a dis-
guised sale, even if it is determined 
after the application of the rules of 
this section that such person is not a 
partner. If after the application of the 
rules of this section to a purported 
transfer of property to a partnership, it 
is determined that no partnership ex-
ists because the property was actually 
sold, or it is otherwise determined that 
the contributed property is not owned 
by the partnership for tax purposes, 
the transferor of the property is treat-
ed as having sold the property to the 
person (or persons) that acquired own-
ership of the property for tax purposes. 

(4) Deemed terminations under section 
708. In applying the rules of this sec-
tion, transfers resulting from a termi-
nation of a partnership under section 
708(b)(1)(B) are disregarded. 

(b) Transfers treated as a sale—(1) In 
general. A transfer of property (exclud-
ing money or an obligation to con-
tribute money) by a partner to a part-
nership and a transfer of money or 
other consideration (including the as-
sumption of or the taking subject to a 
liability) by the partnership to the 
partner constitute a sale of property, 
in whole or in part, by the partner to 
the partnership only if based on all the 
facts and circumstances— 

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

(ii) In cases in which the transfers 
are not made simultaneously, the sub-
sequent transfer is not dependent on 
the entrepreneurial risks of partner-
ship operations. 

(2) Facts and circumstances. The deter-
mination of whether a transfer of prop-
erty by a partner to the partnership 
and a transfer of money or other con-
sideration by the partnership to the 
partner constitute a sale, in whole or 
in part, under paragraph (b)(1) of this 
section is made based on all the facts 
and circumstances in each case. The 

weight to be given each of the facts and 
circumstances will depend on the par-
ticular case. Generally, the facts and 
circumstances existing on the date of 
the earliest of such transfers are the 
ones considered in determining wheth-
er a sale exists under paragraph (b)(1) 
of this section. Among the facts and 
circumstances that may tend to prove 
the existence of a sale under paragraph 
(b)(1) of this section are the following: 

(i) That the timing and amount of a 
subsequent transfer are determinable 
with reasonable certainty at the time 
of an earlier transfer; 

(ii) That the transferor has a legally 
enforceable right to the subsequent 
transfer; 

(iii) That the partner’s right to re-
ceive the transfer of money or other 
consideration is secured in any man-
ner, taking into account the period 
during which it is secured; 

(iv) That any person has made or is 
legally obligated to make contribu-
tions to the partnership in order to 
permit the partnership to make the 
transfer of money or other consider-
ation; 

(v) That any person has loaned or has 
agreed to loan the partnership the 
money or other consideration required 
to enable the partnership to make the 
transfer, taking into account whether 
any such lending obligation is subject 
to contingencies related to the results 
of partnership operations; 

(vi) That a partnership has incurred 
or is obligated to incur debt to acquire 
the money or other consideration nec-
essary to permit it to make the trans-
fer, taking into account the likelihood 
that the partnership will be able to 
incur that debt (considering such fac-
tors as whether any person has agreed 
to guarantee or otherwise assume per-
sonal liability for that debt); 

(vii) That the partnership holds 
money or other liquid assets, beyond 
the reasonable needs of the business, 
that are expected to be available to 
make the transfer (taking into account 
the income that will be earned from 
those assets); 

(viii) That partnership distributions, 
allocation or control of partnership op-
erations is designed to effect an ex-
change of the burdens and benefits of 
ownership of property; 
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(ix) That the transfer of money or 
other consideration by the partnership 
to the partner is disproportionately 
large in relationship to the partner’s 
general and continuing interest in 
partnership profits; and 

(x) That the partner has no obliga-
tion to return or repay the money or 
other consideration to the partnership, 
or has such an obligation but it is like-
ly to become due at such a distant 
point in the future that the present 
value of that obligation is small in re-
lation to the amount of money or other 
consideration transferred by the part-
nership to the partner. 

(c) Transfers made within two years 
presumed to be a sale—(1) In general. For 
purposes of this section, if within a 
two-year period a partner transfers 
property to a partnership and the part-
nership transfers money or other con-
sideration to the partner (without re-
gard to the order of the transfers), the 
transfers are presumed to be a sale of 
the property to the partnership unless 
the facts and circumstances clearly es-
tablish that the transfers do not con-
stitute a sale. 

(2) Disclosure of transfers made within 
two years. Disclosure to the Internal 
Revenue Service in accordance with 
§ 1.707–8 is required if— 

(i) A partner transfers property to a 
partnership and the partnership trans-
fers money or other consideration to 
the partner with a two-year period 
(without regard to the order of the 
transfers); 

(ii) The partner treats the transfers 
other than as a sale for tax purposes; 
and 

(iii) The transfer of money or other 
consideration to the partner is not pre-
sumed to be a guaranteed payment for 
capital under § 1.707–4(a)(1)(ii), is not a 
reasonable preferred return within the 
meaning of § 1.707–4(a)(3), and is not an 
operating cash flow distribution within 
the meaning of § 1.707–4(b)(2). 

(d) Transfers made more than two years 
apart presumed not to be a sale. For pur-
poses of this section, if a transfer of 
money or other consideration to a 
partner by a partnership and the trans-
fer of property to the partnership by 
that partner are more than two years 
apart, the transfers are presumed not 
to be a sale of the property to the part-

nership unless the facts and cir-
cumstances clearly establish that the 
transfers constitute a sale. 

(e) Scope. This section and §§ 1.707–4 
through 1.707–9 apply to contributions 
and distributions of property described 
in section 707(a)(2)(A) and transfers de-
scribed in section 707(a)(2)(B) of the In-
ternal Revenue Code. 

(f) Examples. The following examples 
illustrate the application of this sec-
tion. 

Example 1. Treatment of simultaneous trans-
fers as a sale. A transfers property X to partner-
ship AB on April 9, 1992, in exchange for an in-
terest in the partnership. At the time of the 
transfer, property X has a fair market value 
of $4,000,000 and an adjusted tax basis of 
$1,200,000. Immediately after the transfer, 
the partnership transfers $3,000,000 in cash to 
A. Assume that, under this section, the part-
nership’s transfer of cash to A is treated as 
part of a sale of property X to the partner-
ship. Because the amount of cash A receives 
on April 9, 1992, does not equal the fair mar-
ket value of the property, A is considered to 
have sold a portion of property X with a 
value of $3,000,000 to the partnership in ex-
change for the cash. Accordingly, A must 
recognize $2,100,000 of gain ($3,000,000 amount 
realized less $900,000 adjusted tax basis 
($1,200,000 multiplied by $3,000,000/$4,000,000)). 
Assuming A receives no other transfers that 
are treated as consideration for the sale of 
the property under this section, A is consid-
ered to have contributed to the partnership, 
in A’s capacity as a partner, $1,000,000 of the 
fair market value of the property with an ad-
justed tax basis of $300,000. 

Example 2. Treatment of transfers at different 
times as a sale. (i) The facts are the same as 
in Example 1, except that the $3,000,000 is 
transferred to A one year after A’s transfer 
of property X to the partnership. Assume 
that under this section the partnership’s 
transfer of cash to A is treated as part of a 
sale of property X to the partnership. As-
sume also that the applicable Federal short- 
term rate for April, 1992, is 10 percent, com-
pounded semiannually. 

(ii) Under paragraph (a)(2) of this section, 
A and the partnership are treated as if, on 
April 9, 1992, A sold a portion of property X 
to the partnership in exchange for an obliga-
tion to transfer $3,000,000 to A one year later. 
Section 1274 applies to this obligation be-
cause it does not bear interest and is payable 
more than six months after the date of the 
sale. As a result, A’s amount realized from 
the receipt of the partnership’s obligation 
will be the imputed principal amount of the 
partnership’s obligation to transfer $3,000,000 
to A, which equals $2,721,088 (the present 
value on April 9, 1992, of a $3,000,000 payment 
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due one year later, determined using a dis-
count rate of 10 percent, compounded semi-
annually). Therefore, A’s amount realized 
from the receipt of the partnership’s obliga-
tion is $2,721,088 (without regard to whether 
the sale is reported under the installment 
method). A is therefore considered to have 
sold only $2,721,088 of the fair market value 
of property X. The remainder of the $3,000,000 
payment ($278,912) is characterized in accord-
ance with the provisions of section 1272. Ac-
cordingly, A must recognize $1,904,761 of gain 
($2,721,088 amount realized less $816,327 ad-
justed tax basis ($1,200,000 multiplied by 
$2,721,088/$4,000,000)) on the sale of property X 
to the partnership. The gain is reportable 
under the installment method of section 453 
if the sale is otherwise eligible. Assuming A 
receives no other transfers that are treated 
as consideration for the sale of property 
under this section, A is considered to have 
contributed to the partnership, in A’s capac-
ity as a partner, $1,278,912 of the fair market 
value of property X with an adjusted tax 
basis of $383,673. 

Example 3. Operation of presumption for 
transfers within two years. (i) C transfers un-
developed land to the CD partnership in ex-
change for an interest in the partnership. 
The partnership intends to construct a build-
ing on the land. At the time the land is 
transferred to the partnership, it is 
unencumbered and has an adjusted tax basis 
of $500,000 and a fair market value of 
$1,000,000. The partnership agreement pro-
vides that upon completing construction of 
the building the partnership will distribute 
$900,000 to C. 

(ii) If, within two years of C’s transfer of 
land to the partnership, a transfer is made to 
C pursuant to the provision requiring a dis-
tribution upon completion of the building, 
the transfer is presumed to be, under para-
graph (c) of this section, part of a sale of the 
land to the partnership. C may rebut the pre-
sumption that the transfer is part of a sale if 
the facts and circumstances clearly establish 
that— 

(A) The transfer to C would have been 
made without regard to C’s transfer of land 
to the partnership; or 

(B) The partnership’s obligation or ability 
to make this transfer to C depends, at the 
time of the transfer to the partnership, on 
the entrepreneurial risks of partnership op-
erations. 

(iii) For example, if the partnership will be 
able to fund the transfer of cash to C only to 
the extent that permanent loan proceeds ex-
ceed the cost of constructing the building, 
the fact that excess permanent loan proceeds 
will be available only if the cost to complete 
the building is significantly less than the 
amount projected by a reasonable budget 
would be evidence that the transfer to C is 
not part of a sale. Similarly, a condition 
that limits the amount of the permanent 

loan to the cost of constructing the building 
(and thereby limits the partnership’s ability 
to make a transfer to C) unless all or a sub-
stantial portion of the building is leased 
would be evidence that the transfer to C is 
not part of a sale, if a significant risk exists 
that the partnership may not be able to lease 
the building to that extent. Another factor 
that may prove that the transfer of cash to 
C is not part of a sale would be that, at the 
time the land is transferred to the partner-
ship, no lender has committed to make a per-
manent loan to fund the transfer of cash to 
C. 

(iv) Facts indicating that the transfer of 
cash to C is not part of a sale, however, may 
be offset by other factors. An offsetting fac-
tor to restrictions on the permanent loan 
proceeds may be that the permanent loan is 
to be a recourse loan and certain conditions 
to the loan are likely to be waived by the 
lender because of the creditworthiness of the 
partners or the value of the partnership’s 
other assets. Similarly, the factor that no 
lender has committed to fund the transfer of 
cash to C may be offset by facts establishing 
that the partnership is obligated to attempt 
to obtain such a loan and that its ability to 
obtain such a loan is not significantly de-
pendent on the value that will be added by 
successful completion of the building, or 
that the partnership reasonably anticipates 
that it will have (and will utilize) an alter-
native source to fund the transfer of cash to 
C if the permanent loan proceeds are inad-
equate. 

Example 4. Operation of presumption for 
transfers within two years. E is a partner in 
the equal EF partnership. The partnership 
owns two parcels of unimproved real prop-
erty (parcels 1 and 2). Parcels 1 and 2 are 
unencumbered. Parcel 1 has a fair market 
value of $500,000, and parcel 2 has a fair mar-
ket value of $1,500,000. E transfers additional 
unencumbered, unimproved real property 
(parcel 3) with a fair market value of 
$1,000,000 to the partnership in exchange for 
an increased interest in partnership profits 
of 662⁄3 percent. Immediately after this trans-
fer, the partnership sells parcel 1 for $500,000 
in a transaction not in the ordinary course 
of business. The partnership transfers the 
proceeds of the sale $333,333 to E and $166,667 
to F in accordance with their respective 
partnership interests. The transfer of $333,333 
to E is presumed to be, in accordance with 
paragraph (c) of this section, a sale, in part, 
of parcel 3 to the partnership. However, the 
facts of this example clearly establish that 
$250,000 of the transfer to E is not part of a 
sale of parcel 3 to the partnership because E 
would have been distributed $250,000 from the 
sale of parcel 1 whether or not E had trans-
ferred parcel 3 to the partnership. The trans-
fer to E exceeds by $83,333 ($333,333 minus 
$250,000) the amount of the distribution that 
would have been made to E if E had not 
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transferred parcel 3 to the partnership. 
Therefore, $83,333 of the transfer is presumed 
to be part of a sale of a portion of parcel 3 to 
the partnership by E. 

Example 5. Operation of presumption for 
transfers more than two years apart. (i) G 
transfers undeveloped land to the GH part-
nership in exchange for an interest in the 
partnership. At the time the land is trans-
ferred to the partnership, it is unencumbered 
and has an adjusted tax basis of $500,000 and 
a fair market value of $1,000,000. H contrib-
utes $1,000,000 in cash in exchange for an in-
terest in the partnership. Under the partner-
ship agreement, the partnership is obligated 
to construct a building on the land. The pro-
jected construction cost is $5,000,000, which 
the partnership plans to fund with its 
$1,000,000 in cash and the proceeds of a con-
struction loan secured by the land and im-
provements. 

(ii) Shortly before G’s transfer of the land 
to the partnership, the partnership secures 
commitments from lending institutions for 
construction and permanent financing. To 
obtain the construction loan, H guarantees 
completion of the building for a cost of 
$5,000,000. The partnership is not obligated to 
reimburse or indemnify H if H must make 
payment on the completion guarantee. The 
permanent loan will be funded upon comple-
tion of the building, which is expected to 
occur two years after G’s transfer of the 
land. The amount of the permanent loan is 
to equal the lesser of $5,000,000 or 80 percent 
of the appraised value of the improved prop-
erty at the time the permanent loan is 
closed. Under the partnership agreement, the 
partnership is obligated to apply the pro-
ceeds of the permanent loan to retire the 
construction loan and to hold any excess 
proceeds for transfer to G 25 months after 
G’s transfer of the land to the partnership. 
The appraised value of the improved prop-
erty at the time the permanent loan is 
closed is expected to exceed $5,000,000 only if 
the partnership is able to lease a substantial 
portion of the improvements by that time, 
and there is a significant risk that the part-
nership will not be able to achieve a satisfac-
tory occupancy level. The partnership com-
pletes construction of the building for the 
projected cost of $5,000,000 approximately 
two years after G’s transfer of the land. 
Shortly thereafter, the permanent loan is 
funded in the amount of $5,000,000. At the 
time of funding the land and building have 
an appraised value of $7,000,000. The partner-
ship transfers the $1,000,000 excess permanent 
loan proceeds to G 25 months after G’s trans-
fer of the land to the partnership. 

(iii) G’s transfer of the land to the partner-
ship and the partnership’s transfer of 
$1,000,000 to G occurred more than two years 
apart. In accordance with paragraph (d) of 
this section, those transfers are presumed 
not to be a sale unless the facts and cir-

cumstances clearly establish that the trans-
fers constitute a sale of the property, in 
whole or part, to the partnership. The trans-
fer of $1,000,000 to G would not have been 
made but for G’s transfer of the land to the 
partnership. In addition, at the time G trans-
ferred the land to the partnership, G had a 
legally enforceable right to receive a trans-
fer from the partnership at a specified time 
an amount that equals the excess of the per-
manent loan proceeds over $4,000,000. In this 
case, however, there was a significant risk 
that the appraised value of the property 
would be insufficient to support a permanent 
loan in excess of $4,000,000 because of the risk 
that the partnership would not be able to 
achieve a sufficient occupancy level. There-
fore, the facts of this example indicate that 
at the time G transferred the land to the 
partnership the subsequent transfer of 
$1,000,000 to G depended on the entrepre-
neurial risks of partnership operations. Ac-
cordingly, G’s transfer of the land to the 
partnership is not treated as part of a sale. 

Example 6. Rebuttal of presumption for trans-
fers more than two years apart. The facts are 
the same as in Example 5, except that the 
partnership is able to secure a commitment 
for a permanent loan in the amount of 
$5,000,000 without regard to the appraised 
value of the improved property at the time 
the permanent loan is funded. Under these 
facts, at the time that G transferred the land 
to the partnership the subsequent transfer of 
$1,000,000 to G was not dependent on the en-
trepreneurial risks of partnership oper-
ations, because during the period before the 
permanent loan is funded, the permanent 
lender’s obligation to make a loan in the 
amount necessary to fund the transfer is not 
subject to the contingencies related to the 
risks of partnership operations, and after the 
permanent loan is funded, the partnership 
holds liquid assets sufficient to make the 
transfer. Therefore, the facts and cir-
cumstances clearly establish that G’s trans-
fer of the land to the partnership is part of 
a sale. 

Example 7. Operation of presumption for 
transfers more than two years apart. The facts 
are the same as in Example 6, except that H 
does not guarantee either that the improve-
ments will be completed or that the cost to 
the partnership of completing the improve-
ments will not exceed $5,000,000. Under these 
facts, if there is a significant risk that the 
improvements will not be completed, G’s 
transfer of the land to the partnership will 
not be treated as part of a sale because the 
lender is required to make the permanent 
loan if the improvements are not completed. 
Similarly, the transfers will not be treated 
as a sale to the extent that there is a signifi-
cant risk that the cost of constructing the 
improvements will exceed $5,000,000, because, 
in the absence of a guarantee of the cost of 
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the improvements by H, the $5,000,000 pro-
ceeds of the permanent loan might not be 
sufficient to retire the construction loan and 
fund the transfer to G. In either case, the 
transfer of cash to G would be dependent on 
the entrepreneurial risks of partnership op-
erations. 

Example 8. Rebuttal of presumption for trans-
fers more than two years apart. (i) On Feb-
ruary 1, 1992, I, J, and K form partnership 
IJK. On formation of the partnership, I 
transfers an unencumbered office building 
with a fair market value of $50,000,000 and an 
adjusted tax basis of $20,000,000 to the part-
nership, and J and K each transfer United 
States government securities with a fair 
market value and an adjusted tax basis of 
$25,000,000 to the partnership. Substantially 
all of the rentable space in the office build-
ing is leased on a long-term basis. The part-
nership agreement provides that all items of 
income, gain, loss, and deduction from the 
office building are to be allocated 45 percent 
to J, 45 percent to K, and 10 percent to I. The 
partnership agreement also provides that all 
items of income, gain, loss, and deduction 
from the government securities are to be al-
located 90 percent to I, 5 percent to J, and 5 
percent to K. The partnership agreement re-
quires that cash flow from the office building 
and government securities be allocated be-
tween partners in the same manner as the 
items of income, gain, loss, and deduction 
from those properties are allocated between 
them. The partnership agreement complies 
with the requirements of § 1.704–1(b)(2)(ii)(b). 
It is not expected that the partnership will 
need to resort to the government securities 
or the cash flow therefrom to operate the of-
fice building. At the time the partnership is 
formed, I, J, and K contemplated that I’s in-
terest in the partnership would be liquidated 
sometime after January 31, 1994, in exchange 
for a transfer of the government securities 
and cash (if necessary). On March 1, 1995, the 
partnership transfers cash and the govern-
ment securities to I in liquidation of I’s in-
terest in the partnership. The cash trans-
ferred to I represents the excess of I’s share 
of the appreciation in the office building 
since the formation of the partnership over 
J’s and K’s share of the appreciation in the 
government securities since they are ac-
quired by the partnership. 

(ii) I’s transfer of the office building to the 
partnership and the partnership’s transfer of 
the government securities and cash to I oc-
curred more than two years apart. Therefore, 
those transfers are presumed not to be a sale 
unless the facts and circumstances clearly 
establish that the transfers constitute a sale. 
Absent I’s transfer of the office building to 
the partnership, I would not have received 
the government securities from the partner-
ship. The facts including the amount and na-
ture of partnership assets) indicate that, at 
the time that I transferred the office build-

ing to the partnership, the timing of the 
transfer of the government securities to I 
was anticipated and was not dependent on 
the entrepreneurial risks of partnership op-
erations. Moreover, the facts indicate that 
the partnership allocations were designed to 
effect an exchange of the burdens and bene-
fits of ownership of the government securi-
ties in anticipation of the transfer of those 
securities to I and those burdens and benefits 
were effectively shifted to I on formation of 
the partnership. Accordingly, the facts and 
circumstances clearly establish that I sold 
the office building to the partnership on Feb-
ruary 1, 1992, in exchange for the partner-
ship’s obligation to transfer the government 
securities to I and to make certain other 
cash transfers to I. 

[T.D. 8439, 57 FR 44978, Sept. 30, 1992] 

§ 1.707–4 Disguised sales of property to 
partnership; special rules applica-
ble to guaranteed payments, pre-
ferred returns, operating cash flow 
distributions, and reimbursements 
of preformation expenditures. 

(a) Guaranteed payments and preferred 
returns—(1) Guaranteed payment not 
treated as part of a sale—(i) In general. A 
guaranteed payment for capital made 
to a partner is not treated as part of a 
sale of property under § 1.707–3(a) (re-
lating to treatment of transfers as a 
sale). A party’s characterization of a 
payment as a guaranteed payment for 
capital will not control in determining 
whether a payment is, in fact, a guar-
anteed payment for capital. The term 
guaranteed payment for capital means 
any payment to a partner by a partner-
ship that is determined without regard 
to partnership income and is for the 
use of that partner’s capital. See sec-
tion 707(c). For this purpose, one or 
more payments are not made for the 
use of a partner’s capital if the pay-
ments are designed to liquidate all or 
part of the partner’s interest in prop-
erty contributed to the partnership 
rather than to provide the partner with 
a return on an investment in the part-
nership. 

(ii) Reasonable guaranteed payments. 
Notwithstanding the presumption set 
forth in § 1.707–3(c) (relating to trans-
fers made within two years of each 
other), for purposes of section 707(a)(2) 
and the regulations thereunder a trans-
fer of money to a partner that is char-
acterized by the parties as a guaran-
teed payment for capital, is determined 

VerDate Nov<24>2008 10:34 May 27, 2009 Jkt 217091 PO 00000 Frm 00530 Fmt 8010 Sfmt 8010 Y:\SGML\217091.XXX 217091



521 

Internal Revenue Service, Treasury § 1.707–4 

without regard to the income of the 
partnership and is reasonable (within 
the meaning of paragraph (a)(3) of this 
section) is presumed to be a guaranteed 
payment for capital unless the facts 
and circumstances clearly establish 
that the transfer is not a guaranteed 
payment for capital and is part of a 
sale. 

(iii) Unreasonable guaranteed pay-
ments. A transfer of money to a partner 
that is characterized by the parties as 
a guaranteed payment for capital but 
that is not reasonable (within the 
meaning of paragraph (a)(3) of this sec-
tion) is presumed not to be a guaran-
teed payment for capital unless the 
facts and circumstances clearly estab-
lish that the transfer is a guaranteed 
payment for capital. A transfer that is 
not a guaranteed payment for capital 
is subject to the rules of § 1.707–3. 

(2) Presumption regarding reasonable 
preferred returns. Notwithstanding the 
presumption set forth in § 1.707–3(c) (re-
lating to transfers made within two 
years of each other), a transfer of 
money to a partner that is character-
ized by the parties as a preferred re-
turn and that is reasonable (within the 
meaning of paragraph (a)(3) of this sec-
tion) is presumed not to be part of a 
sale of property to the partnership un-
less the facts and circumstances (in-
cluding the likelihood and expected 
timing of the subsequent allocation of 
income or gain to support the preferred 
return) clearly establish that the 
transfer is part of a sale. The term pre-
ferred return means a preferential dis-
tribution of partnership cash flow to a 
partner with respect to capital contrib-
uted to the partnership by the partner 
that will be matched, to the extent 
available, by an allocation of income 
or gain. 

(3) Definition of reasonable preferred re-
turns and guaranteed payments—(i) In 
general. A transfer of money to a part-
ner that is characterized as a preferred 
return or guaranteed payment for cap-
ital is reasonable only to the extent 
that the transfer is made to the part-
ner pursuant to a written provision of 
a partnership agreement that provides 
for payment for the use of capital in a 
reasonable amount, and only to the ex-
tent that the payment is made for the 
use of capital after the date on which 

that provision is added to the partner-
ship agreement. 

(ii) Reasonable amount. A transfer of 
money that is made to a partner during 
any partnership taxable year and is 
characterized as a preferred return or 
guaranteed payment for capital is rea-
sonable in amount if the sum of any 
preferred return and any guaranteed 
payment for capital that is payable for 
that year does not exceed the amount 
determined by multiplying either the 
partner’s unreturned capital at the be-
ginning of the year or, at the partner’s 
option, the partner’s weighted average 
capital balance for the year (with ei-
ther amount appropriately adjusted, 
taking into account the relevant 
compounding periods, to reflect any 
unpaid preferred return or guaranteed 
payment for capital that is payable to 
the partner) by the safe harbor interest 
rate for that year. The safe harbor in-
terest rate for a partnership’s taxable 
year equals 150 percent of the highest 
applicable Federal rate, at the appro-
priate compounding period or periods, 
in effect at any time from the time 
that the right to the preferred return 
or guaranteed payment for capital is 
first established pursuant to a binding, 
written agreement among the partners 
through the end of the taxable year. A 
partner’s unreturned capital equals the 
excess of the aggregate amount of 
money and the fair market value of 
other consideration (net of liabilities) 
contributed by the partner to the part-
nership over the aggregate amount of 
money and the fair market value of 
other consideration (net of liabilities) 
distributed by the partnership to the 
partner other than transfers of money 
that are presumed to be guaranteed 
payments for capital under paragraph 
(a)(1)(ii) of this section, transfers of 
money that are reasonable preferred 
returns within the meaning of this 
paragraph (a)(3), and operating cash 
flow distributions within the meaning 
of paragraph (b)(2) of this section. 

(4) Examples. The following examples 
illustrate the application of paragraph 
(a) of this section: 

Example 1. Transfer presumed to be a guaran-
teed payment. (i) A transfers property with a 
fair market value of $100,000 to partnership 
AB. At the time of A’s transfer, the partner-
ship agreement is amended to provide that A 
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is to receive a guaranteed payment for the 
use of A’s capital of 10 percent (compounded 
annually) of the fair market value of the 
transferred property in each of the three 
years following the transfer. The partnership 
agreement provides that partnership net tax-
able income and loss will be allocated equal-
ly between partners A and B, and that part-
nership cash flow will be distributed in ac-
cordance with the allocation of partnership 
net taxable income and loss. The partnership 
would be allowed a deduction in the year 
paid if the transfers made to A are treated as 
guaranteed payments under section 707(c). 
Under the partnership agreement, that de-
duction would be allocated in the same man-
ner as any other item of partnership deduc-
tion. The partnership agreement complies 
with the requirements of § 1.704–1(b)(2)(ii)(b). 
The partnership agreement does not provide 
for the payment of a preferred return and, 
other than the guaranteed payment to be 
paid to A, no transfer is expected to be made 
during the three year period following A’s 
transfer that is not an operating cash flow 
distribution (within the meaning of para-
graph (b)(2) of this section). Assume that the 
highest applicable Federal rate in effect at 
the time of A’s transfer is eight percent com-
pounded annually. 

(ii) The transfer of money to be made to A 
under the partnership agreement is charac-
terized by the parties as a guaranteed pay-
ment for capital and is determined without 
regard to the income of the partnership. The 
transfer is also reasonable within the mean-
ing of § 1.707–4(a)(3). The transfer, therefore, 
is presumed to be a guaranteed payment for 
capital. The presumption set forth in § 1.707– 
3(c) (relating to transfers made within two 
years of each other) thus does not apply to 
this transfer. The transfer will not be treat-
ed as part of a sale of property to the part-
nership unless the facts and circumstances 
clearly establish that the transfer is not a 
guaranteed payment for capital but is part of 
a sale. 

(iii) The presumption that the transfer is a 
guaranteed payment for capital is not rebut-
ted, because there are no facts indicating 
that the transfer is not a guaranteed pay-
ment for the use of capital. 

Example 2. Transfers characterized as guar-
anteed payments treated as part of a sale. (i) C 
and D form partnership CD. C transfers prop-
erty with a fair market value of $100,000 and 
an adjusted tax basis of $20,000 in exchange 
for a partnership interest. D is responsible 
for managing the day-to-day operations of 
the partnership and makes no capital con-
tribution to the partnership upon its forma-
tion. The partnership agreement provides 
that C is to receive payments characterized 
as guaranteed payments and determined 
without regard to partnership income of 
$8,333 per year for the first four years of part-
nership operations for the use of C’s capital. 

In addition, the partnership agreement pro-
vides that— 

(A) Partnership net taxable income and 
loss will be allocated 75 percent to C and 25 
percent to D; and 

(B) All partnership cash flow (determined 
prior to consideration of the guaranteed pay-
ment) will be distributed 75 percent to C and 
25 percent to D except that guaranteed pay-
ments that the partnership is obligated to 
make to C are payable solely out of D’s share 
of the partnership’s cash flow. 

(ii) If D’s share of the partnership’s cash 
flow is not sufficient to make the guaranteed 
payment to C, then D is obligated to con-
tribute any shortfall to the partnership, even 
in the event the partnership is liquidated. 
Thus, the effect of the guaranteed payment 
arrangement is that the guaranteed payment 
to C is funded entirely by D. The partnership 
agreement complies with the requirements 
of § 1.704–1(b)(2)(ii)(b). Assume that, at the 
time the partnership is formed, the partner-
ship or D could borrow $25,000 pursuant to a 
loan requiring equal payments of principal 
and interest over a four-year term at the 
current market interest rate of approxi-
mately 12 percent (compounded annually). 
Assume that the highest applicable Federal 
rate in effect at the time the partnership is 
formed is 10 percent compounded annually. 

(iii) The transfer of money to be made to C 
under the partnership agreement is charac-
terized by the parties as a guaranteed pay-
ment for capital and is determined without 
regard to the income of the partnership. The 
transfer is also reasonable within the mean-
ing of § 1.707–4(a)(3). The transfer, therefore, 
is presumed to be a guaranteed payment for 
capital. The presumption set forth in § 1.707– 
3(c) (relating to transfers made within two 
years of each other) thus does not apply to 
this transfer. The transfer will not be treat-
ed as part of a sale of property to the part-
nership unless the facts and circumstances 
clearly establish that the transfer is not a 
guaranteed payment for capital and is part 
of a sale. 

(iv) For the first four years of partnership 
operations, the total guaranteed payments 
made to C under the partnership agreement 
will equal $33,332. If the characterization of 
those payments as guaranteed payments for 
capital within the meaning of section 707(c) 
were respected, C would be allocated $24,999 
of the deductions that would be claimed by 
the partnership for those payments, thereby 
leaving the balance in C’s capital account 
approximately $25,000 less than it would have 
been if the guaranteed payments had not 
been made. The guaranteed payments thus 
have the effect of offsetting approximately 
$25,000 of the credit made to C’s capital ac-
count for the property transferred to the 
partnership by C. C’s resulting capital ac-
count is approximately equivalent to the 
capital account C would have had if C had 
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only contributed 75 percent of the property 
to the partnership. Furthermore, the effect 
of D’s funding the guaranteed payment to C 
(either through reduced distributions of cash 
flow to D or additional contributions) is that 
D’s capital account is approximately equiva-
lent to the capital account D would have had 
if D had contributed 25 percent of the prop-
erty (or contributed cash so that the part-
nership could purchase the 25 percent). More-
over, a $25,000 loan requiring equal payments 
of principal and interest over a four-year 
term at the current market interest rate of 
12 percent (compounded annually), would 
have resulted in annual payments of prin-
cipal and interest of $8,230.86. Consequently, 
the guaranteed payments effectively place 
the partners in the same economic position 
that they would have been in had D pur-
chased a one-quarter interest in the property 
from C financed at the current market rate 
of interest, and then C and D each contrib-
uted their share of the property to the part-
nership. In view of the burden the guaran-
teed payments place on D’s right to transfers 
of partnership cash flow and D’s legal obliga-
tion to make contributions to the partner-
ship to the extent necessary to fund the 
guaranteed payments, D has effectively pur-
chased through the partnership a one-quar-
ter interest in the property from C. 

(v) Under these facts, the presumption that 
the transfers to C are guaranteed payments 
for capital is rebutted, because the facts and 
circumstances clearly establish that the 
transfers are part of a sale and not guaran-
teed payments for capital. Under § 1.707–3(a), 
C and the partnership are treated as if C sold 
a one-quarter interest in the property to the 
partnership in exchange for a promissory 
note evidencing the partnership’s obligation 
to make the guaranteed payments. 

(b) Presumption regarding operating 
cash flow distributions—(1) In general. 
Notwithstanding the presumption set 
forth in § 1.707–3(c) (relating to trans-
fers made within two years of each 
other), an operating cash flow distribu-
tion is presumed not to be part of a 
sale of property to the partnership un-
less the facts and circumstances clear-
ly establish that the transfer is part of 
a sale. 

(2) Operating cash flow distributions— 
(i) In general. One or more transfers of 
money by the partnership to a partner 
during a taxable year of the partner-
ship are operating cash flow distribu-
tions for purposes of paragraph (b)(1) of 
this section to the extent that those 
transfers are not presumed to be guar-
anteed payments for capital under 
paragraph (a)(1)(ii) of this section, are 

not reasonable preferred returns within 
the meaning of paragraph (a)(3) of this 
section, are not characterized by the 
parties as distributions to the partner 
acting in a capacity other than as a 
partner, and to the extent they do not 
exceed the product of the net cash flow 
of the partnership from operations for 
the year multiplied by the lesser of the 
partner’s percentage interest in overall 
partnership profits for that year or the 
partner’s percentage interest in overall 
partnership profits for the life of the 
partnership. For purposes of the pre-
ceding sentence, the net cash flow of 
the partnership from operations for a 
taxable year is an amount equal to the 
taxable income or loss of the partner-
ship arising in the ordinary course of 
the partnership’s business and invest-
ment activities, increased by tax ex-
empt interest, depreciation, amortiza-
tion, cost recovery allowances and 
other noncash charges deducted in de-
termining such taxable income and de-
creased by— 

(A) Principal payments made on any 
partnership indebtedness; 

(B) Property replacement or contin-
gency reserves actually established by 
the partnership; 

(C) Capital expenditures when made 
other than from reserves or from bor-
rowings the proceeds of which are not 
included in operating cash flow; and 

(D) Any other cash expenditures (in-
cluding preferred returns) not deducted 
in determining such taxable income or 
loss. 

(ii) Operating cash flow safe harbor. 
For any taxable year, in determining a 
partner’s operating cash flow distribu-
tions for the year, the partner may use 
the partner’s smallest percentage in-
terest under the terms of the partner-
ship agreement in any material item of 
partnership income or gain that may 
be realized by the partnership in the 
three-year period beginning with such 
taxable year. This provision is merely 
intended to provide taxpayers with a 
safe harbor and is not intended to pre-
clude a taxpayer from using a different 
percentage under the rules of para-
graph (b)(2)(i) of this section. 

(iii) Tiered partnerships. In the case of 
tiered partnerships, the upper-tier 
partnership must take into account its 
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share of the net cash flow from oper-
ations of the lower-tier partnership ap-
plying principles similar to those de-
scribed in paragraph (b)(2)(i) of this 
section, so that the amount of the 
upper-tier partnership’s operating cash 
flow distributions is neither overstated 
nor understated. 

(c) Accumulation of guaranteed pay-
ments, preferred returns, and operating 
cash flow distributions. Guaranteed pay-
ments for capital, preferred returns, 
and operating cash flow distributions 
presumed not to be part of a sale under 
the rules of paragraphs (a) and (b) of 
this section do not lose the benefit of 
the presumption by reason of being re-
tained for distribution in a later year. 

(d) Exception for reimbursements of pre-
formation expenditures. A transfer of 
money or other consideration by the 
partnership to a partner is not treated 
as part of a sale of property by the 
partner to the partnership under 
§ 1.707–3(a) (relating to treatment of 
transfers as a sale) to the extent that 
the transfer to the partner by the part-
nership is made to reimburse the part-
ner for, and does not exceed the 
amount of, capital expenditures that— 

(1) Are incurred during the two-year 
period preceding the transfer by the 
partner to the partnership; and 

(2) Are incurred by the partner with 
respect to— 

(i) Partnership organization and syn-
dication costs described in section 709; 
or 

(ii) Property contributed to the part-
nership by the partner, but only to the 
extent the reimbursed capital expendi-
tures do not exceed 20 percent of the 
fair market value of such property at 
the time of the contribution. However, 
the 20 percent of fair market value lim-
itation of this paragraph (d)(2)(ii) does 
not apply if the fair market value of 
the contributed property does not ex-
ceed 120 percent of the partner’s ad-
justed basis in the contributed prop-
erty at the time of contribution. 

(e) Other exceptions. The Commis-
sioner may provide by guidance pub-
lished in the Internal Revenue Bulletin 
that other payments or transfers to a 
partner are not treated as part of a sale 

for purposes of section 707(a)(2) and the 
regulations thereunder. 

[T.D. 8439, 57 FR 44981, Sept. 30, 1992; 57 FR 
56444, Nov. 30, 1992] 

§ 1.707–5 Disguised sales of property to 
partnership; special rules relating 
to liabilities. 

(a) Liability assumed or taken subject to 
by partnership—(1) In general. For pur-
poses of this section and §§ 1.707–3 and 
1.707–4, if a partnership assumes or 
takes property subject to a qualified li-
ability (as defined in paragraph (a)(6) 
of this section) of a partner, the part-
nership is treated as transferring con-
sideration to the partner only to the 
extent provided in paragraph (a)(5) of 
this section. By contrast, if the part-
nership assumes or takes property sub-
ject to a liability of the partner other 
than a qualified liability, the partner-
ship is treated as transferring consider-
ation to the partner to the extent that 
the amount of the liability exceeds the 
partner’s share of that liability imme-
diately after the partnership assumes 
or takes subject to the liability as pro-
vided in paragraphs (a) (2), (3) and (4) of 
this section. 

(2) Partner’s share of liability. A part-
ner’s share of any liability of the part-
nership is determined under the fol-
lowing rules: 

(i) Recourse liability. A partner’s share 
of a recourse liability of the partner-
ship equals the partner’s share of the 
liability under the rules of section 752 
and the regulations thereunder. A part-
nership liability is a recourse liability 
to the extent that the obligation is a 
recourse liability under § 1.752–1(a)(1) or 
would be treated as a recourse liability 
under that section if it were treated as 
a partnership liability for purposes of 
that section. 

(ii) Nonrecourse liability. A partner’s 
share of a nonrecourse liability of the 
partnership is determined by applying 
the same percentage used to determine 
the partner’s share of the excess non-
recourse liability under § 1.752–3(a)(3). A 
partnership liability is a nonrecourse 
liability of the partnership to the ex-
tent that the obligation is a non-
recourse liability under § 1.752–1(a)(2) or 
would be a nonrecourse liability of the 
partnership under § 1.752–1(a)(2) if it 
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were treated as a partnership liability 
for purposes of that section. 

(3) Reduction of partner’s share of li-
ability. For purposes of this section, a 
partner’s share of a liability, imme-
diately after a partnership assumes or 
takes subject to the liability, is deter-
mined by taking into account a subse-
quent reduction in the partner’s share 
if— 

(i) At the time that the partnership 
assumes or takes subject to a liability, 
it is anticipated that the transferring 
partner’s share of the liability will be 
subsequently reduced; and 

(ii) The reduction of the partner’s 
share of the liability is part of a plan 
that has as one of its principal pur-
poses minimizing the extent to which 
the assumption of or taking subject to 
the liability is treated as part of a sale 
under § 1.707–3. 

(4) Special rule applicable to transfers 
of encumbered property to a partnership 
by more than one partner pursuant to a 
plan. For purposes of paragraph (a)(1) 
of this section, if the partnership as-
sumes or takes property or properties 
subject to the liabilities of more than 
one partner pursuant to a plan, a part-
ner’s share of the liabilities assumed or 
taken subject to by the partnership 
pursuant to that plan immediately 
after the transfers equals the sum of 
that partner’s shares of the liabilities 
(other than that partner’s qualified li-
abilities, as defined in paragraph (a)(6) 
of this section) assumed or taken sub-
ject to by the partnership pursuant to 
the plan. This paragraph (a)(4) does not 
apply to any liability assumed or taken 
subject to by the partnership with a 
principal purpose of reducing the ex-
tent to which any other liability as-
sumed or taken subject to by the part-
nership is treated as a transfer of con-
sideration under paragraph (a)(1) of 
this section. 

(5) Special rule applicable to qualified 
liabilities. (i) If a transfer of property by 
a partner to a partnership is not other-
wise treated as part of a sale, the part-
nership’s assumption of or taking sub-
ject to a qualified liability in connec-
tion with a transfer of property is not 
treated as part of a sale. If a transfer of 
property by a partner to the partner-
ship is treated as part of a sale without 
regard to the partnership’s assumption 

of or taking subject to a qualified li-
ability (as defined in paragraph (a)(6) 
of this section) in connection with the 
transfer of property, the partnership’s 
assumption of or taking subject to that 
liability is treated as a transfer of con-
sideration made pursuant to a sale of 
such property to the partnership only 
to the extent of the lesser of— 

(A) The amount of consideration that 
the partnership would be treated as 
transferring to the partner under para-
graph (a)(1) of this section if the liabil-
ity were not a qualified liability; or 

(B) The amount obtained by multi-
plying the amount of the qualified li-
ability by the partner’s net equity per-
centage with respect to that property. 

(ii) A partner’s net equity percentage 
with respect to an item of property 
equals the percentage determined by 
dividing— 

(A) The aggregate transfers of money 
or other consideration to the partner 
by the partnership (other than any 
transfer described in this paragraph 
(a)(5)) that are treated as proceeds re-
alized from the sale of the transferred 
property; by 

(B) The excess of the fair market 
value of the property at the time it is 
transferred to the partnership over any 
qualified liability encumbering the 
property or, in the case of any qualified 
liability described in paragraph (a)(6)(i) 
(C) or (D) of this section, that is prop-
erly allocable to the property. 

(6) Qualified liability of a partner de-
fined. A liability assumed or taken sub-
ject to by a partnership in connection 
with a transfer of property to the part-
nership by a partner is qualified liabil-
ity of the partner only to the extend— 

(i) The liability is— 
(A) A liability that was incurred by 

the partner more than two years prior 
to the earlier of the date the partner 
agrees in writing to transfers the prop-
erty or the date the partner transfers 
the property to the partnership and 
that has encumbered the transferred 
property throughout that two-year pe-
riod; 

(B) A liability that was not incurred 
in anticipation of the transfer of the 
property to a partnership, buy that was 
incurred by the partner within the two- 
year period prior to the earlier of the 
date the partner agrees in writing to 
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transfer the property or the date the 
partner transfers the property to the 
partnership and that has encumbered 
the transferred property since it was 
incurred (see paragraph (a)(7) of this 
section for further rules regarding a li-
ability incurred within two years of a 
property transfer or of a written agree-
ment to transfer); 

(C) A liability that is allocable under 
the rules of § 1.163–8T to capital expend-
itures with respect to the property; or 

(D) A liability that was incurred in 
the ordinary course of the trade or 
business in which property transferred 
to the partnership was used or held but 
only if all the assets related to that 
trade or business are transferred other 
than assets that are not material to a 
continuation of the trade or business; 
and 

(ii) If the liability is a recourse li-
ability, the amount of the liability 
does not exceed the fair market value 
of the transferred property (less the 
amount of any other liabilities that are 
senior in priority and that either en-
cumber such property or are liabilities 
described in paragraph (a)(6)(i) (C) or 
(D) of this section) at the time of the 
transfer. 

(7) Liability incurred within two years 
of transfer presumed to be in anticipation 
of the transfer—(i) In general. For pur-
poses of this section, if within a two- 
year period a partner incurs a liability 
(other than a liability described in 
paragraph (a)(6)(i) (C) or (D) of this sec-
tion) and transfers property to a part-
nership or agrees in writing to transfer 
the property, and in connection with 
the transfer the partnership assumes or 
takes the property subject to the li-
ability, the liability is presumed to be 
incurred in anticipation of the transfer 
unless the facts and circumstances 
clearly establish that the liability was 
not incurred in anticipation of the 
transfer. 

(ii) Disclosure of transfers of property 
subject to liabilities incurred within two 
years of the transfer. If a partner treats 
a liability assumed or taken subject to 
by a partnership as a qualified liability 
under paragraph (a)(6)(i)(B) of this sec-
tion, such treatment is to be disclosed 
to the Internal Revenue Service in ac-
cordance with § 1.707–8. 

(b) Treatment of debt-financed transfers 
of consideration by partnerships—(1) In 
general. For purposes of § 1.707–3, if a 
partner transfers property to a part-
nership, and the partnership incurs a 
liability and all or a portion of the pro-
ceeds of that liability are allocable 
under § 1.163–8T to a transfer of money 
or other consideration to the partner 
made within 90 days of incurring the li-
ability, the transfer of money or other 
consideration to the partner is taken 
into account only to the extent that 
the amount of money or the fair mar-
ket value of the other consideration 
transferred exceeds that partner’s allo-
cable share of the partnership liability. 

(2) Partner’s allocable share of liabil-
ity—(i) In general. A partner’s allocable 
share of a partnership liability for pur-
poses of paragraph (b)(1) of this section 
equals the amount obtained by multi-
plying the partner’s share of the liabil-
ity as described in paragraph (a)(2) of 
this section by the fraction determined 
by dividing— 

(A) The portion of the liability that 
is allocable under § 1.163–8T to the 
money or other property transferred to 
the partner; by 

(B) The total amount of the liability. 
(ii) Debt-financed transfers made pur-

suant to a plan—(A) In general. Except 
as provided in paragraph (b)(2)(iii) of 
this section, if a partnership transfers 
to more than one partner pursuant to a 
plan all or a portion of the proceeds of 
one or more partnership liabilities, 
paragraph (b)(1) of this section is ap-
plied by treating all of the liabilities 
incurred pursuant to the plan as one li-
ability, and each partner’s allocable 
share of those liabilities equals the 
amount obtained by multiplying the 
sum of the partner’s shares of each of 
the respective liabilities (as defined in 
paragraph (a)(2) of this section) by the 
fraction obtained by dividing— 

(1) The portion of those liabilities 
that is allocable under § 1.163–8T to the 
money or other consideration trans-
ferred to the partners pursuant to the 
plan; by 

(2) The total amount of those liabil-
ities. 

(B) Special rule. Paragraph 
(b)(2)(ii)(A) of this section does not 
apply to any transfer of money or 
other property to a partner that is 
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made with a principal purpose of reduc-
ing the extent to which any transfer is 
taken into account under paragraph 
(b)(1) of this section. 

(iii) Reduction of partner’s share of li-
ability. For purposes of paragraph (b)(2) 
of this section, a partner’s share of a li-
ability, immediately after the partner-
ship assumes or takes subject to the li-
ability, is determined by taking into 
account a subsequent reduction in the 
partner’s share if— 

(A) It is anticipated that the part-
ner’s share of the liability that is allo-
cable to a transfer of money or other 
consideration to the partner will be re-
duced subsequent to the transfer; and 

(B) The reduction of the partner’s 
share of the liability is part of a plan 
that has as one of its principal pur-
poses minimizing the extent to which 
the partnership’s distribution of the 
proceeds of the borrowing is treated as 
part of a sale. 

(c) Refinancings. To the extent that 
the proceeds of a partner or partner-
ship liability (the refinancing debt) are 
allocable under the rules of § 1.163–8T to 
payments discharging all or part of any 
other liability of that partner or of the 
partnership, as the case may be, the re-
financing debt is treated as the other 
liability for purposes of applying the 
rules of this section. 

(d) Share of liability where assumption 
accompanied by transfer of money. For 
purposes of §§ 1.707–3 through 1.707–5, if 
pursuant to a plan a partner pays or 
contributes money to the partnership 
and the partnership assumes or takes 
subject to one or more liabilities (other 
than qualified liabilities) of the part-
ner, the amount of those liabilities 
that the partnership is treated as as-
suming or taking subject to is reduced 
(but not below zero) by the money 
transferred. 

(e) Tiered partnerships and other re-
lated persons. If a lower-tier partnership 
succeeds to a liability of an upper-tier 
partnership, the liability in the lower- 
tier partnership retains the character-
ization as qualified or nonqualified 
that it had under these rules in the 
upper-tier partnership. A similar rule 
applies to other related party trans-
actions involving liabilities to the ex-
tent provided by guidance published in 
the Internal Revenue Bulletin. 

(f) Examples. The following examples 
illustrate the application of this sec-
tion. 

Example 1. Partnership’s assumption of 
nonrecourse liability encumbering trans-
ferred property. (i) A and B form partnership 
AB, which will engage in renting office 
space. A transfers $500,000 in cash to the 
partnership, and B transfers an office build-
ing to the partnership. At the time it is 
transferred to the partnership, the office 
building has a fair market value of $1,000,000, 
an adjusted basis of $400,000, and is encum-
bered by a $500,000 liability, which B incurred 
12 months earlier to finance the acquisition 
of other property. No facts rebut the pre-
sumption that the liability was incurred in 
anticipation of the transfer of the property 
to the partnership. Assume that this liabil-
ity is a nonrecourse liability of the partner-
ship within the meaning of section 752 and 
the regulations thereunder. The partnership 
agreement provides that partnership items 
will be allocated equally between A and B, 
including excess nonrecourse deductions 
under § 1.752–3(a)(3). The partnership agree-
ment complies with the requirements of 
§ 1.704–1(b)(2)(ii)(b). 

(ii) The nonrecourse liability secured by 
the office building is not a qualified liability 
within the meaning of paragraph (a)(6) of 
this section. B would be allocated 50 percent 
of the excess nonrecourse liability under the 
partnership agreement. Accordingly, imme-
diately after the partnership’s assumption of 
that liability, B’s share of the liability 
equals $250,000, which is equal to B’s 50 per-
cent share of the excess nonrecourse liability 
of the partnership as determined in accord-
ance with B’s share of partnership profits 
under § 1.752–3(a)(3). 

(iii) The partnership’s taking subject to 
the liability encumbering the office building 
is treated as a transfer of $250,000 of consid-
eration to B (the amount by which the liabil-
ity ($500,000) exceeds B’s share of that liabil-
ity immediately after taking subject to 
$250,000)). B is treated as having sold $250,000 
of the fair market value of the office build-
ing to the partnership in exchange for the 
partnership’s taking subject to a $250,000 li-
ability. This results in a gain of $150,000 
($250,000 minus ($250,000/$1,000,000 multiplied 
by $400,000)). 

Example 2. Partnership’s assumption of re-
course liability encumbering transferred prop-
erty. (i) C transfers property Y to a partner-
ship. At the time of its transfer to the part-
nership, property Y has a fair market value 
of $10,000,000 and is subject to an $8,000,000 li-
ability that C incurred, immediately before 
transferring property Y to the partnership, 
in order to finance other expenditures. Upon 
the transfer of property Y to the partnership, 
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the partnership assumed the liability encum-
bering that property. The partnership as-
sumed this liability solely to acquire prop-
erty Y. Under section 752 and the regulations 
thereunder, immediately after the partner-
ship’s assumption of the liability encum-
bering property Y, the liability is a recourse 
liability of the partnership and C’s share of 
that liability is $7,000,000. 

(ii) Under the facts of this example, the li-
ability encumbering property Y is not a 
qualified liability. 

Accordingly, the partnership’s assumption 
of the liability results in a transfer of con-
sideration to C in connection with C’s trans-
fer of property Y to the partnership in the 
amount of $1,000,000 (the excess of the liabil-
ity assumed by the partnership ($8,000,000) 
over C’s share of the liability immediately 
after the assumption ($7,000,000)). See para-
graphs (a) (1) and (2) of this section. 

Example 3. Subsequent reduction of transfer-
ring partner’s share of liability. (i) The facts 
are the same as in Example 2. In addition, 
property Y is a fully leased office building, 
the rental income from property Y is suffi-
cient to meet debt service, and the remain-
ing term of the liability is ten years. It is an-
ticipated that, three years after the partner-
ship’s assumption of the liability, C’s share 
of the liability under section 752 will be re-
duced to zero because of a shift in the alloca-
tion of partnership losses pursuant to the 
terms of the partnership agreement. Under 
the partnership agreement, this shift in the 
allocation of partnership losses is dependent 
solely on the passage of time. 

(ii) Under paragraph (a)(3) of this section, 
if the reduction in C’s share of the liability 
was anticipated at the time of C’s transfer, 
and the reduction was part of a plan that has 
as one of its principal purposes minimizing 
the extent of sale treatment under § 1.707–3 
(i.e., a principal purpose of allocating a large 
percentage of losses to C in the first three 
years when losses were not likely to be real-
ized was to minimize the extent to which C’s 
transfer would be treated as part of a sale), 
C’s share of the liability immediately after 
the assumption is treated as equal to C’s re-
duced share. 

Example 4. Trade payables as qualified liabil-
ities. (i) D and E form partnership DE which 
will engage in a consulting business that re-
quires no overhead and minimal cash on 
hand for daily operating expenses. Pre-
viously, D and E, as individual sole propri-
etors, operated separate consulting busi-
nesses. D and E each transfer to the partner-
ship sufficient cash to cover daily operating 
expenses together with the goodwill and 
trade payables related to each sole propri-
etorship. Due to uncertainty over the collec-
tion rate on the trade receivables related to 
their sole proprietorships, D and E agree 
that none of the trade receivables will be 
transferred to the partnership. 

(ii) Under the facts of this example, all the 
assets related to the consulting business 
(other than the trade receivables) together 
with the trade payables were transferred to 
partnership DE. The trade receivables re-
tained by D and E are not material to a con-
tinuation of the trade or business by the 
partnership because D and E contributed suf-
ficient cash to cover daily operating ex-
penses. Accordingly, the trade payables 
transferred to the partnership constitute 
qualified liability under paragraph (a)(6) of 
this section. 

Example 5. Partnership’s assumption of a 
qualified liability as sole consideration. (i) F 
transfers property Z to a partnership. At the 
time of its transfer to the partnership, prop-
erty Z has a fair market value of $165,000 and 
an adjusted tax basis of $75,000. Also, at the 
time of the transfer, property Z is subject to 
a $75,000 liability that F incurred more than 
two years before transferring property Z to 
the partnership. The liability has been se-
cured by property Z since it was incurred by 
F. Upon the transfer of property Z to the 
partnership, the partnership assumed the li-
ability encumbering that property. The part-
nership made no other transfers to F in con-
sideration for the transfer of property Z to 
the partnership. Assume that, under section 
752 and the regulations thereunder, imme-
diately after the partnership’s assumption of 
the liability encumbering property Z, the li-
ability is a recourse liability of the partner-
ship and F’s share of that liability is $25,000. 

(ii) The $75,000 liability secured by prop-
erty Z is a qualified liability of F because F 
incurred the liability more than two years 
prior to the assumption of the liability by 
the partnership and the liability has encum-
bered property Z for more than two years 
prior to that assumption. See paragraph 
(a)(6) of this section. Therefore, since no 
other transfer to F was made as consider-
ation for the transfer of property Z, under 
paragraph (a)(5) of this section, the partner-
ship’s assumption of the qualified liability of 
F encumbering property Z is not treated as 
part of a sale. 

Example 6. Partnership’s assumption of a 
qualified liability in addition to other consider-
ation. (i) The facts are the same as in Exam-
ple 5, except that the partnership makes a 
transfer to D of $30,000 in money that is con-
sideration for F’s transfer of property Z to 
the partnership under § 1.707–3. 

(ii) As in Example 5, the $75,000 liability se-
cured by property Z is a qualified liability of 
F. Since the partnership transferred $30,000 
to F in addition to assuming the qualified li-
ability under paragraph (a)(5) of this section, 
the partnership’s assumption of this quali-
fied liability is treated as a transfer of addi-
tional consideration to F to the extent of the 
lesser of— 

(A) The amount that the partnership would 
be treated as transferring to F if the liability 
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were not a qualified liability ($50,000 (i.e., the 
excess of the $75,000 qualified liability over 
F’s $25,000 share of that liability)); or 

(B) The amount obtained by multiplying 
the qualified liability ($75,000) by F’s net eq-
uity percentage with respect to property Z 
(one-third). 

(iii) F’s net equity percentage with respect 
to property Z equals the fraction determined 
by dividing— 

(A) The aggregate amount of money or 
other consideration (other than the qualified 
liability) transferred to F and treated as part 
of a sale of property Z under § 1.707–3(a) 
($30,000 transfer of money); by 

(B) F’s net equity in property Z ($90,000 
(i.e., the excess of the $165,000 fair market 
value over the $75,000 qualified liability)). 

(iv) Accordingly, the partnership’s assump-
tion of the qualified liability of F encum-
bering property Z is treated as a transfer of 
$25,000 (one-third of $75,000) of consideration 
to F pursuant to a sale. Therefore, F is treat-
ed as having sold $55,000 of the fair market 
value of property Z to the partnership in ex-
change for $30,000 in money and the partner-
ship’s assumption of $25,000 of the qualified 
liability. Accordingly, F must recognize 
$30,000 of gain on the sale (the excess of the 
$55,000 amount realized over $25,000 of F’s ad-
justed basis for property, Z (i.e., one-third of 
F’s adjusted basis for the property, because 
F is treated as having sold one-third of the 
property to the partnership)). 

Example 7. Partnership’s assumptions of li-
abilities encumbering properties transferred pur-
suant to a plan. (i) Pursuant to a plan, G and 
H transfer property 1 and property 2, respec-
tively, to an existing partnership in ex-
change for interests in the partnership. At 
the time the properties are transferred to 
the partnership, property 1 has a fair market 
value of $10,000 and an adjusted tax basis of 
$6,000, and property 2 has a fair market value 
of $10,000 and an adjusted tax basis of $4,000. 
At the time properties 1 and 2 are trans-
ferred to the partnership, a $6,000 non-
recourse liability (liability 1) is secured by 
property 1 and a $7,000 recourse liability of F 
(liability 2) is secured by property 2. Prop-
erties 1 and 2 are transferred to the partner-
ship, and the partnership takes subject to li-
ability 1 and assumes liability 2. G and H in-
curred liabilities 1 and 2 immediately prior 
to transferring properties 1 and 2 to the part-
nership and used the proceeds for personal 
expenditures. The liabilities are not quali-
fied liabilities. Assume that G and H are 
each allocated $2,000 of liability 1 in accord-
ance with § 1.707–5(a)(2)(ii) (which determines 
a partner’s share of a nonrecourse liability). 
Assume further that G’s share of liability 2 
is $3,500 and H’s share is $0 in accordance 
with § 1.707–5(a)(2)(i) (which determines a 
partner’s share of a recourse liability). 

(ii) G and H transferred properties 1 and 2 
to the partnership pursuant to a plan. Ac-

cordingly, the partnership’s taking subject 
to liability 1 is treated as a transfer of only 
$500 of consideration to G, (the amount by 
which liability 1 ($6,000) exceeds G’s share of 
liabilities 1 and 2 ($5,500)), and the partner-
ship’s assumption of liability 2 is treated as 
a transfer of only $5,000 of consideration to H 
(the amount by which liability 2 ($7,000) ex-
ceeds H’s share of liabilities 1 and 2 ($2,000)). 
G is treated under the rule in § 1.707–3 as hav-
ing sold $500 of the fair market value of prop-
erty 1 in exchange for the partnership’s tak-
ing subject to liability 1 and H is treated as 
having sold $5,000 of the fair market value of 
property 2 in exchange for the assumption of 
liability 2. 

Example 8. Partnership’s assumption of liabil-
ity pursuant to a plan to avoid sale treatment of 
partnership assumption of another liability. (i) 
The facts are the same as in Example 7, ex-
cept that— 

(A) H transferred the proceeds of liability 2 
to the partnership; and 

(B) H incurred liability 2 in an attempt to 
reduce the extent to which the partnership’s 
taking subject to liability 1 would be treated 
as a transfer of consideration to G (and 
thereby reduce the portion of G’s transfer of 
property 1 to the partnership that would be 
treated as part of a sale). 

(ii) Because the partnership assumed li-
ability 2 with a principal purpose of reducing 
the extent to which the partnership’s taking 
subject to liability 1 would be treated as a 
transfer of consideration to G, liability 2 is 
ignored in applying paragraph (a)(3) of this 
section. Accordingly, the partnership’s tak-
ing subject to liability 1 is treated as a 
transfer of $4,000 of consideration to G (the 
amount by which liability 1 ($6,000) exceeds 
G’s share of liability 1 ($2,000)). On the other 
hand, the partnership’s assumption of liabil-
ity 2 is not treated as a transfer of any con-
sideration to H because H’s share of that li-
ability equals $7,000 as a result of H’s trans-
fer of $7,000 in money to the partnership. 

Example 9. Partnership’s assumptions of 
qualified liabilities encumbering properties 
transferred pursuant to a plan in addition to 
other consideration. (i) Pursuant to a plan, I 
transfers property 1 and J transfers property 
2 plus $10,000 in cash to partnership IJ in ex-
change for equal interests in the partnership. 
At the time the properties are transferred to 
the partnership, property 1 has a fair market 
value of $100,000, an adjusted tax basis of 
$5,000, and is encumbered by a qualified li-
ability of $50,000 (liability 1). Property 2 has a 
fair market value of $100,000, an adjusted tax 
basis of $5,000, and is encumbered by a quali-
fied liability of $70,000 (liability 2). Pursuant 
to the plan, the partnership transferred to I 
$10,000 in cash. That amount is consideration 
for I’s transfer of property 1 to the partner-
ship under § 1.707–3. In accordance with 
§ 1.707–5(a)(2), I and J are each allocated 
$25,000 of liability 1 and $35,000 of liability 2. 
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(ii) Because the partnership transferred 
$10,000 to I as consideration for the transfer 
of property, under § 1.707–5(a)(5), the partner-
ship’s assumption of liability 1 is treated as 
a transfer of additional consideration to I, 
even though liability 1 is a qualified liabil-
ity, to the extent of the lesser of— 

(A) The amount that the partnership would 
be treated as transferring to I if the liability 
were not a qualified liability; or 

(B) The amount obtained by multiplying 
the qualified liability by I’s net equity per-
centage with respect to property 1. 

(iii) Because I and J transferred properties 
1 and 2 to the partnership pursuant to a plan, 
treating I’s qualified liability as a non-
qualified liability under § 1.707–5(a)(5)(i)(A) 
enables I to apply the special rule applicable 
to transfers of encumbered property to a 
partnership by more than one partner pursu-
ant to a plan under § 1.707–5(a)(4). Under this 
alternative test, the partnership’s assump-
tion of liability 1 encumbering property 1 is 
treated as a transfer of zero ($0) additional 
consideration to I pursuant to a sale. This is 
because the amount of liability 1 ($50,000) 
does not exceed the sum of I’s share of liabil-
ity 1 treated as a nonqualified liability 
($25,000) and I’s share of liability 2 ($35,000)). 

(iv) The alternative under § 1.707– 
5(a)(5)(i)(B) is the amount obtained by multi-
plying the qualified liability ($50,000) by I’s 
net equity percentage with respect to prop-
erty 1. I’s net equity percentage with respect 
to property 1 equals one-fifth, the fraction 
determined by dividing— 

(A) The aggregate amount of money or 
other consideration (other than the qualified 
liability) transferred to I and treated as part 
of a sale of property 1 under § 1.707–3(a) (the 
$10,000 transfer of money; by 

(B) I’s net equity in property 1 ($50,000 i.e., 
the excess of the $100,000 fair market value 
over the $50,000 qualified liability). 

(v) Under this alternative test, the part-
nership’s assumption of the qualified liabil-
ity encumbering property 1 is treated as a 
transfer of $10,000 (one-fifth of the $50,000 
qualified liability) of additional consider-
ation to I pursuant to a sale. 

(vi) Applying § 1.707–5(a)(5) to these facts, 
the partnership’s assumption of liability 1 is 
treated as a transfer of additional consider-
ation to I to the extent of the lesser of— 

(A) zero; or 
(B) $10,000. 
(vii) Therefore, the partnership’s assump-

tion of I’s qualified liability encumbering 
property 1 is not treated as a transfer of any 
additional consideration to I pursuant to a 
sale, and I is treated as having only received 
$10,000 of the fair market value of property 1 
to the partnership in exchange for $10,000 in 
cash. Accordingly, I must recognize $9,500 of 
gain on the sale, that is, the excess of the 
$10,000 amount realized over $500 of I’s ad-
justed tax basis for property 1 (one-tenth of 

I’s adjusted tax basis for the property, be-
cause I is treated as having sold one-tenth of 
the property to the partnership). Since no 
other transfer to J was made as consider-
ation for the transfer of property 2, the part-
nership’s assumption of the qualified liabil-
ity of J encumbering property 2 is not treat-
ed as part of a sale. 

Example 10. Treatment of debt-financed trans-
fers of consideration by partnership. (i) K 
transfers property Z to partnership KL in ex-
change for an interest therein on April 9, 
1992. On September 13, 1992, the partnership 
incurs a liability of $20,000. On November 17, 
1992, the partnership transfers $20,000 to K, 
and $10,000 of this transfer is allocable under 
the rules of § 1.163–8T to proceeds of the part-
nership liability incurred on September 13, 
1992. The remaining $10,000 is paid from other 
partnership funds. Assume that, under sec-
tion 752 and the corresponding regulations, 
the $20,000 liability incurred on September 
13, 1992, is a recourse liability of the partner-
ship and K’s share of that liability is $10,000 
on November 17, 1992. 

(ii) Because a portion of the transfer made 
to K on November 17, 1992, is allocable under 
§ 1.163–8T to proceeds of a partnership liabil-
ity that was incurred by the partnership 
within 90 days of that transfer, K is required 
to take the transfer into account in applying 
the rules of this section and § 1.707–3 only to 
the extent that the amount of the transfer 
exceeds K’s allocable share of the liability 
used to fund the transfer. K’s allocable share 
of the $20,000 liability used to fund $10,000 of 
the transfer to K is $5,000 (K’s share of the li-
ability ($10,000) multiplied by the fraction 
obtained by dividing— 

(A) The amount of the liability that is al-
locable to the distribution to K ($10,000); by 

(B) The total amount of such liability 
($20,000)). 

(iii) Therefore, K is required to take into 
account only $15,000 of the $20,000 partner-
ship transfer to K for purposes of this section 
and § 1.707–3. Under these facts, assuming the 
within-two-year presumption is not rebut-
ted, this $15,000 transfer will be treated 
under the rule in § 1.707–3 as part of a sale by 
K of property Z to the partnership. 

Example 11. Borrowing against pool of receiv-
ables. (i) M generates receivables which have 
an adjusted basis of zero in the ordinary 
course of its business. For M to use receiv-
ables as security for a loan, a commercial 
lender requires M to transfer the receivables 
to a partnership in which M has a 90 percent 
interest. In January, 1992, M transfers to the 
partnership receivables with a face value of 
$100,000. N (who is not related to M) transfers 
$10,000 cash to the partnership in exchange 
for a 10 percent interest. The partnership 
borrows $80,000, secured by the receivables, 
and makes a distribution of $72,000 of the 
proceeds to M and $8,000 of the proceeds to N 
within 90 days of incurring the liability. M’s 
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share of the liability under § 1.707–5(a)(2) is 
$72,000 (90 percent×$80,000). 

(ii) Because the transfer of the loan pro-
ceeds to M is allocable under § 1.163–8T to 
proceeds of a partnership loan that was in-
curred by the partnership within 90 days of 
that transfer, M is required to take the 
transfer into account in applying the rules of 
this section and § 1.707–3 only to the extent 
that the amount of the transfer ($72,000) ex-
ceeds M’s allocable share of the liability 
used to fund the transfer. Because the dis-
tribution was a debt-financed transfer pursu-
ant to a plan, M’s allocable share of the li-
ability is $72,000 ($72,000×$80,000/80,000) under 
§ 1.707–5(b)(2)(ii). Therefore, M is not required 
to take into account any of the loan pro-
ceeds for purposes of this section and § 1.707– 
3. 

(iii) When the receivables are collected, M 
must be allocated the gain on the contrib-
uted receivables under section 704(c). How-
ever, the lender permits the partnership to 
distribute cash to the partners only to the 
extent of the value of new receivables con-
tributed to the partnership. In 1993, M con-
tributes additional receivables and receives a 
distribution of cash. The taxable income rec-
ognized by the partnership on the receivables 
is taxable income of the partnership arising 
in the ordinary course of the partnership’s 
activities. To the extent the distribution 
does not exceed 90 percent (M’s percentage 
interest in overall partnership profits) of the 
partnership’s operating cash flow under 
§ 1.707–4(b), the distribution to M is presumed 
not to be a part of a sale of receivables by M 
to the partnership, and the presumption is 
not rebutted under these facts. 

[T.D. 8439, 57 FR 44983, Sept. 30, 1992] 

§ 1.707–6 Disguised sales of property 
by partnership to partner; general 
rules. 

(a) In general. Rules similar to those 
provided in § 1.707–3 apply in deter-
mining whether a transfer of property 
by a partnership to a partner and one 
or more transfers of money or other 
consideration by that partner to the 
partnership are treated as a sale of 
property, in whole or in part, to the 
partner. 

(b) Special rules relating to liabilities— 
(1) In general. Rules similar to those 
provided in § 1.707–5 apply to determine 
the extent to which an assumption of 
or taking subject to a liability by a 
partner, in connection with a transfer 
of property by a partnership, is consid-
ered part of a sale. Accordingly, if a 
partner assumes or takes property sub-
ject to a qualified liability (as defined 

in paragraph (b)(2) of this section) of a 
partnership, the partner is treated as 
transferring consideration to the part-
nership only to the extent provided in 
paragraph (b). If the partner assumes 
or takes subject to a liability that is 
not a qualified liability, the amount 
treated as consideration transferred to 
the partnership is the amount that the 
liability assumed or taken subject to 
by the partner exceeds the partner’s 
share of that liability (determined 
under the rules of § 1.707–5(a)(2)) imme-
diately before the transfer. Similar to 
the rules provided in § 1.707–5(a)(4), if 
more than one partner assumes or 
takes subject to a liability pursuant to 
a plan, the amount that is treated as a 
transfer of consideration by each part-
ner is the amount by which all of the 
liabilities (other than qualified liabil-
ities) assumed or taken subject to by 
the partner pursuant to the plan ex-
ceed the partner’s share of all of those 
liabilities immediately before the as-
sumption or taking subject to. This 
paragraph (b)(1) does not apply to any 
liability assumed or taken subject to 
by a partner with a principal purpose 
of reducing the extent to which any 
other liability assumed or taken sub-
ject to by a partner is treated as a 
transfer of consideration under this 
paragraph (b). 

(2) Qualified liabilities. (i) If a transfer 
of property by a partnership to a part-
ner is not otherwise treated as part of 
a sale, the partner’s assumption of or 
taking subject to a qualified liability is 
not treated as part of a sale. If a trans-
fer of property by a partnership to the 
partner is treated as part of a sale 
without regard to the partner’s as-
sumption of or taking subject to a 
qualified liability, the partner’s as-
sumption of or taking subject to that 
liability is treated as a transfer of con-
sideration made pursuant to a sale of 
such property to the partner only to 
the extent of the lesser of— 

(A) The amount of consideration that 
the partner would be treated as trans-
ferring to the partnership under para-
graph (b) of this section if the liability 
were not a qualified liability; or 

(B) The amount obtained by multi-
plying the amount of the liability at 
the time of its assumption or taking 
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subject to by the partnership’s net eq-
uity percentage with respect to that 
property. 

(ii) A partnership’s net equity per-
centage with respect to an item of 
property encumbered by a qualified li-
ability equals the percentage deter-
mined by dividing— 

(A) The aggregate transfers to the 
partnership from the partner (other 
than any transfer described in this 
paragraph (b)(2)) that are treated as 
the proceeds realized from the sale of 
the transferred property to the part-
ner; by 

(B) The excess of the fair market 
value of the property at the time it is 
transferred to the partner over any 
qualified liabilities of the partnership 
that are assumed or taken subject to 
by the partner at that time. 

(iii) For purposes of this section, the 
definition of a qualified liability is 
that provided in § 1.707–5(a)(6) with the 
following exceptions— 

(A) In applying the definition, the 
qualified liability is one that is origi-
nally an obligation of the partnership 
and is assumed or taken subject to by 
the partner in connection with a trans-
fer of property to the partner; and 

(B) If the liability was incurred by 
the partnership more than two years 
prior to the earlier of the date the 
partnership agrees in writing to trans-
fer the property or the date the part-
nership transfers the property to the 
partner, that liability is a qualified li-
ability whether or not it has encum-
bered the transferred property 
throughout the two-year period. 

(c) Disclosure rules. Similar to the 
rules provided in §§ 1.707–3(c)(2) and 
1.707–5(a)(7)(ii), a partnership is to dis-
close to the Internal Revenue Service, 
in accordance with § 1.707–8, the facts in 
the following circumstances: 

(1) When a partnership transfers 
property to a partner and the partner 
transfers money or other consideration 
to the partnership within a two-year 
period (without regard to the order of 
the transfers) and the partnership 
treats the transfers as other than a 
sale for tax purposes; and 

(2) When a partner assumes or takes 
subject to a liability of a partnership 
in connection with a transfer of prop-
erty by the partnership to the partner, 

and the partnership incurred the liabil-
ity within the two-year period prior to 
the earlier of the date the partnership 
agrees in writing to the transfer of 
property or the date the partnership 
transfers the property, and the part-
nership treats the liability as a quali-
fied liability under rules similar to 
§ 1.707–5(a)(6)(i)(B). 

(d) Examples. The following examples 
illustrate the rules of this section. 

Example 1. Sale of property by partnership 
to partner. (i) A is a member of a partner-
ship. The partnership transfers property X to 
A. At the time of the transfer, property X 
has a fair market value of $1,000,000. One 
year after the transfer, A transfers $1,100,000 
to the partnership. Assume that under the 
rules of section 1274 the imputed principal 
amount of an obligation to transfer $1,100,000 
one year after the transfer of property X is 
$1,000,000 on the date of the transfer. 

(ii) Since the transfer of $1,100,000 to the 
partnership by A is made within two years of 
the transfer of property X to A, under rules 
similar to those provided in § 1.707–3(c), the 
transfers are presumed to be a sale unless 
the facts and circumstances clearly establish 
otherwise. If no facts exist that would rebut 
this presumption, on the date that the part-
nership transfers property X to A, the part-
nership is treated as having sold property X 
to A in exchange for A’s obligation to trans-
fer $1,100,000 to the partnership one year 
later. 

Example 2. Assumption of liability by partner. 
(i) B is a member of an existing partnership. 
The partnership transfers property Y to B. 
On the date of the transfer, property Y has a 
fair market value of $1,000,000 and is encum-
bered by a nonrecourse liability of $600,000. B 
takes the property subject to the liability. 
The partnership incurred the nonrecourse li-
ability six months prior to the transfer of 
property Y to B and used the proceeds to 
purchase an unrelated asset. Assume that, 
under rule of § 1.707–5(a)(2)(ii) (which deter-
mines a partner’s share of a nonrecourse li-
ability), B’s share of the nonrecourse liabil-
ity immediately before the transfer of prop-
erty Y was $100,000. 

(ii) The liability is not allocable under the 
rules of § 1.163–8T to capital expenditures 
with respect to the property transferred to B 
and was not incurred in the ordinary course 
of the trade or business in which the prop-
erty transferred to the partner was used or 
held. Since the partnership incurred the non-
recourse liability within two years of the 
transfer to B, under rules similar to those 
provided in § 1.707–5(a)(5), the liability is pre-
sumed to be incurred in anticipation of the 
transfer unless the facts and circumstances 
clearly establish the contrary. Assuming no 
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facts exist to rebut this presumption, the li-
ability taken subject to by B is not a quali-
fied liability. The partnership is treated as 
having received, on the date of the transfer 
of property Y to B, $500,000 ($600,000 liability 
assumed by B less B’s share of the $100,000 li-
ability immediately prior to the transfer) as 
consideration for the sale of one-half 
($500,000/$1,000,000) of property Y to B. The 
partnership is also treated as having distrib-
uted to B, in B’s capacity as a partner, the 
other one-half of property Y. 

[T.D. 8439, 57 FR 44987, Sept. 30, 1992] 

§ 1.707–7 Disguised sales of partner-
ship interests. [Reserved] 

§ 1.707–8 Disclosure of certain infor-
mation. 

(a) In general. The disclosure referred 
to in § 1.707–3(c)(2) (regarding certain 
transfers made within two years of 
each other), § 1.707–5(a)(7)(ii) (regarding 
a liability incurred within two years 
prior to a transfer of property), and 
§ 1.707–6(c) (relating to transfers of 
property from a partnership to a part-
ner in situations analogous to those 
listed above) is to be made in accord-
ance with paragraph (b) of this section. 

(b) Method of providing disclosure. Dis-
closure is to be made on a completed 
Form 8275 or on a statement attached 
to the return of the transferor of prop-
erty for the taxable year of the trans-
fer that includes the following: 

(1) A caption identifying the state-
ment as disclosure under section 707; 

(2) An identification of the item (or 
group of items) with respect to which 
disclosure is made; 

(3) The amount of each item; and 
(4) The facts affecting the potential 

tax treatment of the item (or items) 
under section 707. 

(c) Disclosure by certain partnerships. 
If more than one partner transfers 
property to a partnership pursuant to a 
plan, the disclosure required by this 
section may be made by the partner-
ship on behalf of all the transferors 
rather than by each transferor sepa-
rately. 

[T.D. 8439, 57 FR 44988, Sept. 30, 1992] 

§ 1.707–9 Effective dates and transi-
tional rules. 

(a) Sections 1.707–3 through 1.707–6—(1) 
In general. Except as provided in para-
graph (a)(3) of this section, §§ 1.707–3 

through 1.707–6 apply to any trans-
action with respect to which all trans-
fers that are part of a sale of an item 
of property occur after April 24, 1991. 

(2) Transfers occurring on or before 
April 24, 1991. Except as otherwise pro-
vided in paragraph (a)(3) of this sec-
tion, in the case of any transaction 
with respect to which one or more of 
the transfers occurs on or before April 
24, 1991, the determination of whether 
the transaction is a disguised sale of 
property (including a partnership in-
terest) under section 707(a)(2) is to be 
made on the basis of the statute and 
the guidance provided regarding that 
provision in the legislative history of 
section 73 of the Tax Reform Act of 
1984 (Pub. L. 98–369, 98 Stat. 494). See 
H.R. Rep. No. 861, 98th Cong., 2d Sess. 
859–62 (1984); S. Prt. No. 169 (Vol. I), 
98th Cong., 2d Sess. 223–32 (1984); H.R. 
Rep. No. 432 (Pt. 2), 98th Cong., 2d Sess. 
1216–21 (1984). 

(3) Effective date of section 73 of the 
Tax Reform Act of 1984. Sections 1.707–3 
through 1.707–6 do not apply to any 
transfer of money or other consider-
ation to which section 73(a) of the Tax 
Reform Act of 1984 (Pub. L. 98–369, 98 
Stat. 494) does not apply pursuant to 
section 73(b) of that Act. 

(b) Section 1.707–8 disclosure of certain 
information. The disclosure provisions 
described in § 1.707–8 apply to trans-
actions with respect to which all trans-
fers that are part of a sale of property 
occur after September 30, 1992. 

[T.D. 8439, 57 FR 44989, Sept. 30, 1992] 

§ 1.708–1 Continuation of partnership. 
(a) General rule. For purposes of sub-

chapter K, chapter 1 of the Code, an ex-
isting partnership shall be considered 
as continuing if it is not terminated. 

(b) Termination—(1) General rule. A 
partnership shall terminate when the 
operations of the partnership are dis-
continued and no part of any business, 
financial operation, or venture of the 
partnership continues to be carried on 
by any of its partners in a partnership. 
For example, on November 20, 1956, A 
and B, each of whom is a 20-percent 
partner in partnership ABC, sell their 
interests to C, who is a 60-percent part-
ner. Since the business is no longer 
carried on by any of its partners in a 
partnership, the ABC partnership is 
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terminated as of November 20, 1956. 
However, where partners DEF agree on 
April 30, 1957, to dissolve their partner-
ship, but carry on the business through 
a winding up period ending September 
30, 1957, when all remaining assets, con-
sisting only of cash, are distributed to 
the partners, the partnership does not 
terminate because of cessation of busi-
ness until September 30, 1957. 

(i) Upon the death of one partner in a 
2-member partnership, the partnership 
shall not be considered as terminated if 
the estate or other successor in inter-
est of the deceased partner continues 
to share in the profits or losses of the 
partnership business. 

(ii) For the continuation of a part-
nership where payments are being 
made under section 736 (relating to 
payments to a retiring partner or a de-
ceased partner’s successor in interest), 
see paragraph (a)(6) of § 1.736–1. 

(2) A partnership shall terminate 
when 50 percent or more of the total in-
terest in partnership capital and prof-
its is sold or exchanged within a period 
of 12 consecutive months. Such sale or 
exchange includes a sale or exchange to 
another member of the partnership. 
However, a disposition of a partnership 
interest by gift (including assignment 
to a successor in interest), bequest, or 
inheritance, or the liquidation of a 
partnership interest, is not a sale or 
exchange for purposes of this subpara-
graph. Moreover, if the sale or ex-
change of an interest in a partnership 
(upper-tier partnership) that holds an 
interest in another partnership (lower- 
tier partnership) results in a termi-
nation of the upper-tier partnership, 
the upper-tier partnership is treated as 
exchanging its entire interest in the 
capital and profits of the lower-tier 
partnership. If the sale or exchange of 
an interest in an upper-tier partnership 
does not terminate the upper-tier part-
nership, the sale or exchange of an in-
terest in the upper-tier partnership is 
not treated as a sale or exchange of a 
proportionate share of the upper-tier 
partnership’s interest in the capital 
and profits of the lower-tier partner-
ship. The previous two sentences apply 
to terminations of partnerships under 
section 708(b)(1)(B) occurring on or 
after May 9, 1997; however, the sen-
tences may be applied to terminations 

occurring on or after May 9, 1996, pro-
vided that the partnership and its part-
ners apply the sentences to the termi-
nation in a consistent manner. Fur-
thermore, the contribution of property 
to a partnership does not constitute 
such a sale or exchange. See, however, 
paragraph (c)(3) of § 1.731–1. Fifty per-
cent or more of the total interest in 
partnership capital and profits means 
50 percent or more of the total interest 
in partnership capital plus 50 percent 
or more of the total interest in part-
nership profits. Thus, the sale of a 30- 
percent interest in partnership capital 
and a 60-percent interest in partnership 
profits is not the sale or exchange of 50 
percent or more of the total interest in 
partnership capital and profits. If one 
or more partners sell or exchange in-
terests aggregating 50 percent or more 
of the total interest in partnership cap-
ital and 50 percent or more of the total 
interest in partnership profits within a 
period of 12 consecutive months, such 
sale or exchange is considered as being 
within the provisions of this subpara-
graph. When interests are sold or ex-
changed on different dates, the per-
centages to be added are determined as 
of the date of each sale. For example, 
with respect to the ABC partnership, 
the sale by A on May 12, 1956, of a 30- 
percent interest in capital and profits 
to D, and the sale by B on March 27, 
1957, of a 30-percent interest in capital 
and profits to E, is a sale of a 50-per-
cent or more interest. Accordingly, the 
partnership is terminated as of March 
27, 1957. However, if, on March 27, 1957, 
D instead of B, sold his 30-percent in-
terest in capital and profits to E, there 
would be no termination since only one 
30-percent interest would have been 
sold or exchanged within a 12-month 
period. 

(3) For purposes of subchapter K, 
chapter 1 of the Code, a partnership 
taxable year closes with respect to all 
partners on the date on which the part-
nership terminates. See section 
706(c)(1) and paragraph (c)(1) of § 1.706–1. 
The date of termination is: 

(i) For purposes of section 
708(b)(1)(A), the date on which the 
winding up of the partnership affairs is 
completed. 
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(ii) For purposes of section 
708(b)(1)(B), the date of the sale or ex-
change of a partnership interest which, 
of itself or together with sales or ex-
changes in the preceding 12 months, 
transfers an interest of 50 percent or 
more in both partnership capital and 
profits. 

(4) If a partnership is terminated by a 
sale or exchange of an interest, the fol-
lowing is deemed to occur: The part-
nership contributes all of its assets and 
liabilities to a new partnership in ex-
change for an interest in the new part-
nership; and, immediately thereafter, 
the terminated partnership distributes 
interests in the new partnership to the 
purchasing partner and the other re-
maining partners in proportion to their 
respective interests in the terminated 
partnership in liquidation of the termi-
nated partnership, either for the con-
tinuation of the business by the new 
partnership or for its dissolution and 
winding up. In the latter case, the new 
partnership terminates in accordance 
with (b)(1) of this section. This para-
graph (b)(4) applies to terminations of 
partnerships under section 708(b)(1)(B) 
occurring on or after May 9, 1997; how-
ever, this paragraph (b)(4) may be ap-
plied to terminations occurring on or 
after May 9, 1996, provided that the 
partnership and its partners apply this 
paragraph (b)(4) to the termination in a 
consistent manner. The provisions of 
this paragraph (b)(4) are illustrated by 
the following example: 

Example. (i) A and B each contribute $10,000 
cash to form AB, a general partnership, as 
equal partners. AB purchases depreciable 
Property X for $20,000. Property X increases 
in value to $30,000, at which time A sells its 
entire 50 percent interest to C for $15,000 in 
a transfer that terminates the partnership 
under section 708(b)(1)(B). At the time of the 
sale, Property X had an adjusted tax basis of 
$16,000 and a book value of $16,000 (original 
$20,000 tax basis and book value reduced by 
$4,000 of depreciation). In addition, A and B 
each had a capital account balance of $8,000 
(original $10,000 capital account reduced by 
$2,000 of depreciation allocations with re-
spect to Property X). 

(ii) Following the deemed contribution of 
assets and liabilities by the terminated AB 
partnership to a new partnership (new AB) 
and the liquidation of the terminated AB 
partnership, the adjusted tax basis of Prop-
erty X in the hands of new AB is $16,000. See 
Section 723. The book value of Property X in 

the hands of new partnership AB is also 
$16,000 (the book value of Property X imme-
diately before the termination) and B and C 
each have a capital account of $8,000 in new 
AB (the balance of their capital accounts in 
AB prior to the termination). See § 1.704– 
1(b)(2)(iv)(l) (providing that the deemed con-
tribution and liquidation with regard to the 
terminated partnership are disregarded in 
determining the capital accounts of the part-
ners and the books of the new partnership). 
Additionally, under § 301.6109–1(d)(2)(iii) of 
this chapter, new AB retains the taxpayer 
identification number of the terminated AB 
partnership. 

(iii) Property X was not section 704(c) prop-
erty in the hands of terminated AB and is 
therefore not treated as section 704(c) prop-
erty in the hands of new AB, even though 
Property X is deemed contributed to new AB 
at a time when the fair market value of 
Property X ($30,000) was different from its 
adjusted tax basis ($16,000). See § 1.704– 
3(a)(3)(i) (providing that property contrib-
uted to a new partnership under § 1.708–1(b)(4) 
is treated as section 704(c) property only to 
the extent that the property was section 
704(c) property in the hands of the termi-
nated partnership immediately prior to the 
termination). 

(5) If a partnership is terminated by a 
sale or exchange of an interest in the 
partnership, a section 754 election (in-
cluding a section 754 election made by 
the terminated partnership on its final 
return) that is in effect for the taxable 
year of the terminated partnership in 
which the sale occurs, applies with re-
spect to the incoming partner. There-
fore, the bases of partnership assets are 
adjusted pursuant to sections 743 and 
755 prior to their deemed contribution 
to the new partnership. This paragraph 
(b)(5) applies to terminations of part-
nerships under section 708(b)(1)(B) oc-
curring on or after May 9, 1997; how-
ever, this paragraph (b)(5) may be ap-
plied to terminations occurring on or 
after May 9, 1996, provided that the 
partnership and its partners apply this 
paragraph (b)(5) to the termination in a 
consistent manner. 

(c) Merger or consolidation—(1) General 
rule. If two or more partnerships merge 
or consolidate into one partnership, 
the resulting partnership shall be con-
sidered a continuation of the merging 
or consolidating partnership the mem-
bers of which own an interest of more 
than 50 percent in the capital and prof-
its of the resulting partnership. If the 
resulting partnership can, under the 
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preceding sentence, be considered a 
continuation of more than one of the 
merging or consolidating partnerships, 
it shall, unless the Commissioner per-
mits otherwise, be considered the con-
tinuation solely of that partnership 
which is credited with the contribution 
of assets having the greatest fair mar-
ket value (net of liabilities) to the re-
sulting partnership. Any other merging 
or consolidating partnerships shall be 
considered as terminated. If the mem-
bers of none of the merging or consoli-
dating partnerships have an interest of 
more than 50 percent in the capital and 
profits of the resulting partnership, all 
of the merged or consolidated partner-
ships are terminated, and a new part-
nership results. 

(2) Tax returns. The taxable years of 
any merging or consolidating partner-
ships which are considered terminated 
shall be closed in accordance with the 
provisions of section 706(c) and the reg-
ulations thereunder, and such partner-
ships shall file their returns for a tax-
able year ending upon the date of ter-
mination, i.e., the date of merger or 
consolidation. The resulting partner-
ship shall file a return for the taxable 
year of the merging or consolidating 
partnership that is considered as con-
tinuing. The return shall state that the 
resulting partnership is a continuation 
of such merging or consolidating part-
nership, shall retain the employer iden-
tification number (EIN) of the partner-
ship that is continuing, and shall in-
clude the names, addresses, and EINs of 
the other merged or consolidated part-
nerships. The respective distributive 
shares of the partners for the periods 
prior to and including the date of the 
merger or consolidation and subse-
quent to the date of merger or consoli-
dation shall be shown as a part of the 
return. 

(3) Form of a merger or consolidation— 
(i) Assets-over form. When two or more 
partnerships merge or consolidate into 
one partnership under the applicable 
jurisdictional law without undertaking 
a form for the merger or consolidation, 
or undertake a form for the merger or 
consolidation that is not described in 
paragraph (c)(3)(ii) of this section, any 
merged or consolidated partnership 
that is considered terminated under 
paragraph (c)(1) of this section is treat-

ed as undertaking the assets-over form 
for Federal income tax purposes. Under 
the assets-over form, the merged or 
consolidated partnership that is con-
sidered terminated under paragraph 
(c)(1) of this section contributes all of 
its assets and liabilities to the result-
ing partnership in exchange for an in-
terest in the resulting partnership, and 
immediately thereafter, the termi-
nated partnership distributes interests 
in the resulting partnership to its part-
ners in liquidation of the terminated 
partnership. 

(ii) Assets-up form. Despite the part-
ners’ transitory ownership of the ter-
minated partnership’s assets, the form 
of a partnership merger or consolida-
tion will be respected for Federal in-
come tax purposes if the merged or 
consolidated partnership that is con-
sidered terminated under paragraph 
(c)(1) of this section distributes all of 
its assets to its partners (in a manner 
that causes the partners to be treated, 
under the laws of the applicable juris-
diction, as the owners of such assets) in 
liquidation of the partners’ interests in 
the terminated partnership, and imme-
diately thereafter, the partners in the 
terminated partnership contribute the 
distributed assets to the resulting part-
nership in exchange for interests in the 
resulting partnership. 

(4) Sale of an interest in the merging or 
consolidating partnership. In a trans-
action characterized under the assets- 
over form, a sale of all or part of a 
partner’s interest in the terminated 
partnership to the resulting partner-
ship that occurs as part of a merger or 
consolidation under section 
708(b)(2)(A), as described in paragraph 
(c)(3)(i) of this section, will be re-
spected as a sale of a partnership inter-
est if the merger agreement (or an-
other document) specifies that the re-
sulting partnership is purchasing inter-
ests from a particular partner in the 
merging or consolidating partnership 
and the consideration that is trans-
ferred for each interest sold, and if the 
selling partner in the terminated part-
nership, either prior to or contempora-
neous with the transaction, consents to 
treat the transaction as a sale of the 
partnership interest. See section 741 
and § 1.741–1 for determining the selling 
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partner’s gain or loss on the sale or ex-
change of the partnership interest. 

(5) Examples. The following examples 
illustrate the rules in paragraphs (c)(1) 
through (4) of this section: 

Example 1. Partnership AB, in whose cap-
ital and profits A and B each own a 50-per-
cent interest, and partnership CD, in whose 
capital and profits C and D each own a 50- 
percent interest, merge on September 30, 
1999, and form partnership ABCD. Partners 
A, B, C, and D are on a calendar year, and 
partnership AB and partnership CD also are 
on a calendar year. After the merger, the 
partners have capital and profits interests as 
follows: A, 30 percent; B, 30 percent; C, 20 
percent; and D, 20 percent. Since A and B to-
gether own an interest of more than 50 per-
cent in the capital and profits of partnership 
ABCD, such partnership shall be considered a 
continuation of partnership AB and shall 
continue to file returns on a calendar year 
basis. Since C and D own an interest of less 
than 50 percent in the capital and profits of 
partnership ABCD, the taxable year of part-
nership CD closes as of September 30, 1999, 
the date of the merger, and partnership CD is 
terminated as of that date. Partnership 
ABCD is required to file a return for the tax-
able year January 1 to December 31, 1999, in-
dicating thereon that, until September 30, 
1999, it was partnership AB. Partnership CD 
is required to file a return for its final tax-
able year, January 1 through September 30, 
1999. 

Example 2. (i) Partnership X, in whose cap-
ital and profits A owns a 40-percent interest 
and B owns a 60-percent interest, and part-
nership Y, in whose capital and profits B 
owns a 60-percent interest and C owns a 40- 
percent interest, merge on September 30, 
1999. The fair market value of the partner-
ship X assets (net of liabilities) is $100X, and 
the fair market value of the partnership Y 
assets (net of liabilities) is $200X. The merger 
is accomplished under state law by partner-
ship Y contributing its assets and liabilities 
to partnership X in exchange for interests in 
partnership X, with partnership Y then liqui-
dating, distributing interests in partnership 
X to B and C. 

(ii) B, a partner in both partnerships prior 
to the merger, owns a greater than 50-per-
cent interest in the resulting partnership fol-
lowing the merger. Accordingly, because the 
fair market value of partnership Y’s assets 
(net of liabilities) was greater than that of 
partnership X’s, under paragraph (c)(1) of 
this section, partnership X will be considered 
to terminate in the merger. As a result, even 
though, for state law purposes, the trans-
action was undertaken with partnership Y 
contributing its assets and liabilities to 
partnership X and distributing interests in 
partnership X to its partners, pursuant to 

paragraph (c)(3)(i) of this section, for Federal 
income tax purposes, the transaction will be 
treated as if partnership X contributed its 
assets to partnership Y in exchange for in-
terests in partnership Y and then liquidated, 
distributing interests in partnership Y to A 
and B. 

Example 3. (i) The facts are the same as in 
Example 2, except that partnership X is en-
gaged in a trade or business and has, as one 
of its assets, goodwill. In addition, the merg-
er is accomplished under state law by having 
partnership X convey an undivided 40-per-
cent interest in each of its assets to A and an 
undivided 60-percent interest in each of its 
assets to B, with A and B then contributing 
their interests in such assets to partnership 
Y. Partnership Y also assumes all of the li-
abilities of partnership X. 

(ii) Under paragraph (c)(3)(ii) of this sec-
tion, the form of the partnership merger will 
be respected so that partnership X will be 
treated as following the assets-up form for 
Federal income tax purposes. 

Example 4. (i) Partnership X and partner-
ship Y merge when the partners of partner-
ship X transfer their partnership X interests 
to partnership Y in exchange for partnership 
Y interests. Immediately thereafter, part-
nership X liquidates into partnership Y. The 
resulting partnership is considered a con-
tinuation of partnership Y, and partnership 
X is considered terminated. 

(ii) The partnerships are treated as under-
taking the assets-over form described in 
paragraph (c)(3)(i) of this section because the 
partnerships undertook a form that is not 
the assets-up form described in paragraph 
(c)(3)(ii) of this section. Accordingly, for 
Federal income tax purposes, partnership X 
is deemed to contribute its assets and liabil-
ities to partnership Y in exchange for inter-
ests in partnership Y, and, immediately 
thereafter, partnership X is deemed to have 
distributed the interests in partnership Y to 
its partners in liquidation of their interests 
in partnership X. 

Example 5. (i) A, B, and C are partners in 
partnership X. D, E, and F are partners in 
Partnership Y. Partnership X and partner-
ship Y merge, and the resulting partnership 
is considered a continuation of partnership 
Y. Partnership X is considered terminated. 
Under state law, partnerships X and Y under-
take the assets-over form of paragraph 
(c)(3)(i) of this section to accomplish the 
partnership merger. C does not want to be-
come a partner in partnership Y, and part-
nership X does not have the resources to buy 
C’s interest before the merger. C, partnership 
X, and partnership Y enter into an agree-
ment specifying that partnership Y will pur-
chase C’s interest in partnership X for $150 
before the merger, and as part of the agree-
ment, C consents to treat the transaction in 
a manner that is consistent with the agree-
ment. As part of the merger, partnership X 
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receives from partnership Y $150 that will be 
distributed to C immediately before the 
merger, and interests in partnership Y in ex-
change for partnership X’s assets and liabil-
ities. 

(ii) Because the merger agreement satisfies 
the requirements of paragraph (c)(4) of this 
section and C provides the necessary con-
sent, C will be treated as selling its interest 
in partnership X to partnership Y for $150 be-
fore the merger. See section 741 and § 1.741–1 
to determine the amount and character of 
C’s gain or loss on the sale or exchange of its 
interest in partnership X. 

(iii) Because the merger agreement satis-
fies the requirements of paragraph (c)(4) of 
this section, partnership Y is considered to 
have purchased C’s interest in partnership X 
for $150 immediately before the merger. See 
§ 1.704–1(b)(2)(iv)(l) for determining partner-
ship Y’s capital account in partnership X. 
Partnership Y’s adjusted basis of its interest 
in partnership X is determined under section 
742 and § 1.742–1. To the extent any built-in 
gain or loss on section 704(c) property in 
partnership X would have been allocated to C 
(including any allocations with respect to 
property revaluations under section 704(b) 
(reverse section 704(c) allocations)), see sec-
tion 704 and § 1.704–3(a)(7) for determining the 
built-in gain or loss or reverse section 704(c) 
allocations apportionable to partnership Y. 
Similarly, after the merger is completed, the 
built-in gain or loss and reverse section 
704(c) allocations attributable to C’s interest 
are apportioned to D, E, and F under section 
704(c) and § 1.704–3(a)(7). 

(iv) Under paragraph (c)(3)(i) of this sec-
tion, partnership X contributes its assets and 
liabilities attributable to the interests of A 
and B to partnership Y in exchange for inter-
ests in partnership Y; and, immediately 
thereafter, partnership X distributes the in-
terests in partnership Y to A and B in liq-
uidation of their interests in partnership X. 
At the same time, partnership X distributes 
assets to partnership Y in liquidation of 
partnership Y’s interest in partnership X. 
Partnership Y’s bases in the distributed as-
sets are determined under section 732(b). 

(6) Prescribed form not followed in cer-
tain circumstances. (i) If any trans-
actions described in paragraph (c)(3) or 
(4) of this section are part of a larger 
series of transactions, and the sub-
stance of the larger series of trans-
actions is inconsistent with following 
the form prescribed in such paragraph, 
the Commissioner may disregard such 
form, and may recast the larger series 
of transactions in accordance with 
their substance. 

(ii) Example. The following example 
illustrates the rules in paragraph (c)(6) 
of this section: 

Example. A, B, and C are equal partners in 
partnership ABC. ABC holds no section 704(c) 
property. D and E are equal partners in part-
nership DE. B and C want to exchange their 
interests in ABC for all of the interests in 
DE. However, rather than exchanging part-
nership interests, DE merges with ABC by 
undertaking the assets-up form described in 
paragraph (c)(3)(ii) of this section, with D 
and E receiving title to the DE assets and 
then contributing the assets to ABC in ex-
change for interests in ABC. As part of a pre-
arranged transaction, the assets acquired 
from DE are contributed to a new partner-
ship, and the interests in the new partner-
ship are distributed to B and C in complete 
liquidation of their interests in ABC. The 
merger and division in this example rep-
resent a series of transactions that in sub-
stance are an exchange of interests in ABC 
for interests in DE. Even though paragraph 
(c)(3)(ii) of this section provides that the 
form of a merger will be respected for Fed-
eral income tax purposes if the steps pre-
scribed under the assets-up form are fol-
lowed, and paragraph (d)(3)(i) of this section 
provides a form that will be followed for Fed-
eral income tax purposes in the case of part-
nership divisions, these forms will not be re-
spected for Federal income tax purposes 
under these facts, and the transactions will 
be recast in accordance with their substance 
as a taxable exchange of interests in ABC for 
interests in DE. 

(7) Effective date. This paragraph (c) is 
applicable to partnership mergers oc-
curring on or after January 4, 2001. 
However, a partnership may apply 
paragraph (c) of this section to part-
nership mergers occurring on or after 
January 11, 2000. 

(d) Division of a partnership—(1) Gen-
eral rule. Upon the division of a part-
nership into two or more partnerships, 
any resulting partnership (as defined in 
paragraph (d)(4)(iv) of this section) or 
resulting partnerships shall be consid-
ered a continuation of the prior part-
nership (as defined in paragraph 
(d)(4)(ii) of this section) if the members 
of the resulting partnership or partner-
ships had an interest of more than 50 
percent in the capital and profits of the 
prior partnership. Any other resulting 
partnership will not be considered a 
continuation of the prior partnership 
but will be considered a new partner-
ship. If the members of none of the re-
sulting partnerships owned an interest 
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of more than 50 percent in the capital 
and profits of the prior partnership, 
none of the resulting partnerships will 
be considered a continuation of the 
prior partnership, and the prior part-
nership will be considered to have ter-
minated. Where members of a partner-
ship which has been divided into two or 
more partnerships do not become mem-
bers of a resulting partnership which is 
considered a continuation of the prior 
partnership, such members’ interests 
shall be considered liquidated as of the 
date of the division. 

(2) Tax consequences—(i) Tax returns. 
The resulting partnership that is treat-
ed as the divided partnership (as de-
fined in paragraph (d)(4)(i) of this sec-
tion) shall file a return for the taxable 
year of the partnership that has been 
divided and retain the employer identi-
fication number (EIN) of the prior part-
nership. The return shall include the 
names, addresses, and EINs of all re-
sulting partnerships that are regarded 
as continuing. The return shall also 
state that the partnership is a continu-
ation of the prior partnership and shall 
set forth separately the respective dis-
tributive shares of the partners for the 
periods prior to and including the date 
of the division and subsequent to the 
date of division. All other resulting 
partnerships that are regarded as con-
tinuing and new partnerships shall file 
separate returns for the taxable year 
beginning on the day after the date of 
the division with new EINs for each 
partnership. The return for a resulting 
partnership that is regarded as con-
tinuing and that is not the divided 
partnership shall include the name, ad-
dress, and EIN of the prior partnership. 

(ii) Elections. All resulting partner-
ships that are regarded as continuing 
are subject to preexisting elections 
that were made by the prior partner-
ship. A subsequent election that is 
made by a resulting partnership does 
not affect the other resulting partner-
ships. 

(3) Form of a division—(i) Assets-over 
form. When a partnership divides into 
two or more partnerships under appli-
cable jurisdictional law without under-
taking a form for the division, or un-
dertakes a form that is not described in 
paragraph (d)(3)(ii) of this section, the 
transaction will be characterized under 

the assets-over form for Federal in-
come tax purposes. 

(A) Assets-over form where at least one 
resulting partnership is a continuation of 
the prior partnership. In a division under 
the assets-over form where at least one 
resulting partnership is a continuation 
of the prior partnership, the divided 
partnership (as defined in paragraph 
(d)(4)(i) of this section) contributes cer-
tain assets and liabilities to a recipient 
partnership (as defined in paragraph 
(d)(4)(iii) of this section) or recipient 
partnerships in exchange for interests 
in such recipient partnership or part-
nerships; and, immediately thereafter, 
the divided partnership distributes the 
interests in such recipient partnership 
or partnerships to some or all of its 
partners in partial or complete liquida-
tion of the partners’ interests in the di-
vided partnership. 

(B) Assets-over form where none of the 
resulting partnerships is a continuation of 
the prior partnership. In a division under 
the assets-over form where none of the 
resulting partnerships is a continu-
ation of the prior partnership, the prior 
partnership will be treated as contrib-
uting all of its assets and liabilities to 
new resulting partnerships in exchange 
for interests in the resulting partner-
ships; and, immediately thereafter, the 
prior partnership will be treated as liq-
uidating by distributing the interests 
in the new resulting partnerships to 
the prior partnership’s partners. 

(ii) Assets-up form—(A) Assets-up form 
where the partnership distributing assets 
is a continuation of the prior partnership. 
Despite the partners’ transitory owner-
ship of some of the prior partnership’s 
assets, the form of a partnership divi-
sion will be respected for Federal in-
come tax purposes if the divided part-
nership (which, pursuant to § 1.708– 
1(d)(4)(i), must be a continuing partner-
ship) distributes certain assets (in a 
manner that causes the partners to be 
treated, under the laws of the applica-
ble jurisdiction, as the owners of such 
assets) to some or all of its partners in 
partial or complete liquidation of the 
partners’ interests in the divided part-
nership, and immediately thereafter, 
such partners contribute the distrib-
uted assets to a recipient partnership 
or partnerships in exchange for inter-
ests in such recipient partnership or 
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partnerships. In order for such form to 
be respected for transfers to a par-
ticular recipient partnership, all assets 
held by the prior partnership that are 
transferred to the recipient partnership 
must be distributed to, and then con-
tributed by, the partners of the recipi-
ent partnership. 

(B) Assets-up form where none of the 
resulting partnerships are a continuation 
of the prior partnership. If none of the 
resulting partnerships are a continu-
ation of the prior partnership, then de-
spite the partners’ transitory owner-
ship of some or all of the prior partner-
ship’s assets, the form of a partnership 
division will be respected for Federal 
income tax purposes if the prior part-
nership distributes certain assets (in a 
manner that causes the partners to be 
treated, under the laws of the applica-
ble jurisdiction, as the owners of such 
assets) to some or all of its partners in 
partial or complete liquidation of the 
partners’ interests in the prior partner-
ship, and immediately thereafter, such 
partners contribute the distributed as-
sets to a resulting partnership or part-
nerships in exchange for interests in 
such resulting partnership or partner-
ships. In order for such form to be re-
spected for transfers to a particular re-
sulting partnership, all assets held by 
the prior partnership that are trans-
ferred to the resulting partnership 
must be distributed to, and then con-
tributed by, the partners of the result-
ing partnership. If the prior partner-
ship does not liquidate under the appli-
cable jurisdictional law, then with re-
spect to the assets and liabilities that, 
in form, are not transferred to a new 
resulting partnership, the prior part-
nership will be treated as transferring 
these assets and liabilities to a new re-
sulting partnership under the assets- 
over form described in paragraph 
(d)(3)(i)(B) of this section. 

(4) Definitions—(i) Divided partnership. 
For purposes of paragraph (d) of this 
section, the divided partnership is the 
continuing partnership which is treat-
ed, for Federal income tax purposes, as 
transferring the assets and liabilities 
to the recipient partnership or partner-
ships, either directly (under the assets- 
over form) or indirectly (under the as-
sets-up form). If the resulting partner-
ship that, in form, transferred the as-

sets and liabilities in connection with 
the division is a continuation of the 
prior partnership, then such resulting 
partnership will be treated as the di-
vided partnership. If a partnership di-
vides into two or more partnerships 
and only one of the resulting partner-
ships is a continuation of the prior 
partnership, then the resulting part-
nership that is a continuation of the 
prior partnership will be treated as the 
divided partnership. If a partnership di-
vides into two or more partnerships 
without undertaking a form for the di-
vision that is recognized under para-
graph (d)(3) of this section, or if the re-
sulting partnership that had, in form, 
transferred assets and liabilities is not 
considered a continuation of the prior 
partnership, and more than one result-
ing partnership is considered a con-
tinuation of the prior partnership, the 
continuing resulting partnership with 
the assets having the greatest fair mar-
ket value (net of liabilities) will be 
treated as the divided partnership. 

(ii) Prior partnership. For purposes of 
paragraph (d) of this section, the prior 
partnership is the partnership subject 
to division that exists under applicable 
jurisdictional law before the division. 

(iii) Recipient partnership. For pur-
poses of paragraph (d) of this section, a 
recipient partnership is a partnership 
that is treated as receiving, for Federal 
income tax purposes, assets and liabil-
ities from a divided partnership, either 
directly (under the assets-over form) or 
indirectly (under the assets-up form). 

(iv) Resulting partnership. For pur-
poses of paragraph (d) of this section, a 
resulting partnership is a partnership 
resulting from the division that exists 
under applicable jurisdictional law 
after the division and that has at least 
two partners who were partners in the 
prior partnership. For example, where 
a prior partnership divides into two 
partnerships, both partnerships exist-
ing after the division are resulting 
partnerships. 

(5) Examples. The following examples 
illustrate the rules in paragraphs (d)(1), 
(2), (3), and (4) of this section: 

Example 1. Partnership ABCD is in the real 
estate and insurance businesses. A owns a 40- 
percent interest, and B, C, and D each owns 
a 20-percent interest, in the capital and prof-
its of the partnership. The partnership and 
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the partners report their income on a cal-
endar year. On November 1, 1999, they sepa-
rate the real estate and insurance businesses 
and form two partnerships. Partnership AB 
takes over the real estate business, and part-
nership CD takes over the insurance busi-
ness. Because members of resulting partner-
ship AB owned more than a 50-percent inter-
est in the capital and profits of partnership 
ABCD (A, 40 percent, and B, 20 percent), part-
nership AB shall be considered a continu-
ation of partnership ABCD. Partnership AB 
is required to file a return for the taxable 
year January 1 to December 31, 1999, indi-
cating thereon that until November 1, 1999, 
it was partnership ABCD. Partnership CD is 
considered a new partnership formed at the 
beginning of the day on November 2, 1999, 
and is required to file a return for the tax-
able year it adopts pursuant to section 706(b) 
and the applicable regulations. 

Example 2. (i) Partnership ABCD owns 
properties W, X, Y, and Z, and divides into 
partnership AB and partnership CD. Under 
paragraph (d)(1) of this section, partnership 
AB is considered a continuation of partner-
ship ABCD and partnership CD is considered 
a new partnership. Partnership ABCD dis-
tributes property Y to C and titles property 
Y in C’s name. Partnership ABCD distributes 
property Z to D and titles property Z in D’s 
name. C and D then contribute properties Y 
and Z, respectively, to partnership CD in ex-
change for interests in partnership CD. Prop-
erties W and X remain in partnership AB. 

(ii) Under paragraph (d)(3)(ii) of this sec-
tion, partnership ABCD will be treated as 
following the assets-up form for Federal in-
come tax purposes. 

Example 3. (i) The facts are the same as in 
Example 2, except partnership ABCD distrib-
utes property Y to C and titles property Y in 
C’s name. C then contributes property Y to 
partnership CD. Simultaneously, partnership 
ABCD contributes property Z to partnership 
CD in exchange for an interest in partnership 
CD. Immediately thereafter, partnership 
ABCD distributes the interest in partnership 
CD to D in liquidation of D’s interest in part-
nership ABCD. 

(ii) Under paragraph (d)(3)(i) of this sec-
tion, because partnership ABCD did not un-
dertake the assets-up form with respect to 
all of the assets transferred to partnership 
CD, partnership ABCD will be treated as un-
dertaking the assets-over form in transfer-
ring the assets to partnership CD. Accord-
ingly, for Federal income tax purposes, part-
nership ABCD is deemed to contribute prop-
erty Y and property Z to partnership CD in 
exchange for interests in partnership CD, 
and immediately thereafter, partnership 
ABCD is deemed to distribute the interests 
in partnership CD to partner C and partner D 
in liquidation of their interests in partner-
ship ABCD. 

Example 4. (i) Partnership ABCD owns 
three parcels of property: property X, with a 
value of $500; property Y, with a value of 
$300; and property Z, with a value of $200. A 
and B each own a 40-percent interest in the 
capital and profits of partnership ABCD, and 
C and D each own a 10 percent interest in the 
capital and profits of partnership ABCD. On 
November 1, 1999, partnership ABCD divides 
into three partnerships (AB1, AB2, and CD) 
by contributing property X to a newly 
formed partnership (AB1) and distributing 
all interests in such partnership to A and B 
as equal partners, and by contributing prop-
erty Z to a newly formed partnership (CD) 
and distributing all interests in such part-
nership to C and D as equal partners in ex-
change for all of their interests in partner-
ship ABCD. While partnership ABCD does 
not transfer property Y, C and D cease to be 
partners in the partnership. Accordingly, 
after the division, the partnership holding 
property Y is referred to as partnership AB2. 

(ii) Partnerships AB1 and AB2 both are 
considered a continuation of partnership 
ABCD, while partnership CD is considered a 
new partnership formed at the beginning of 
the day on November 2, 1999. Under para-
graph (d)(3)(i)(A) of this section, partnership 
ABCD will be treated as following the assets- 
over form, with partnership ABCD contrib-
uting property X to partnership AB1 and 
property Z to partnership CD, and distrib-
uting the interests in such partnerships to 
the designated partners. 

Example 5. (i) The facts are the same as in 
Example 4, except that partnership ABCD di-
vides into three partnerships by operation of 
state law, without undertaking a form. 

(ii) Under the last sentence of paragraph 
(d)(4)(i) of this section, partnership AB1 will 
be treated as the resulting partnership that 
is the divided partnership. Under paragraph 
(d)(3)(i)(A) of this section, partnership ABCD 
will be treated as following the assets-over 
form, with partnership ABCD contributing 
property Y to partnership AB2 and property 
Z to partnership CD, and distributing the in-
terests in such partnerships to the des-
ignated partners. 

Example 6. (i) The facts are the same as in 
Example 4, except that partnership ABCD di-
vides into three partnerships by contributing 
property X to newly-formed partnership AB1 
and property Y to newly-formed partnership 
AB2 and distributing all interests in each 
partnership to A and B in exchange for all of 
their interests in partnership ABCD. 

(ii) Because resulting partnership CD is not 
a continuation of the prior partnership (part-
nership ABCD), partnership CD cannot be 
treated, for Federal income tax purposes, as 
the partnership that transferred assets (i.e., 
the divided partnership), but instead must be 
treated as a recipient partnership. Under the 
last sentence of paragraph (d)(4)(i) of this 
section, partnership AB1 will be treated as 
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the resulting partnership that is the divided 
partnership. Under paragraph (d)(3)(i)(A) of 
this section, partnership ABCD will be treat-
ed as following the assets-over form, with 
partnership ABCD contributing property Y 
to partnership AB2 and property Z to part-
nership CD, and distributing the interests in 
such partnerships to the designated partners. 

Example 7. (i) Partnership ABCDE owns 
Blackacre, Whiteacre, and Redacre, and di-
vides into partnership AB, partnership CD, 
and partnership DE. Under paragraph (d)(1) 
of this section, partnership ABCDE is consid-
ered terminated (and, hence, none of the re-
sulting partnerships are a continuation of 
the prior partnership) because none of the 
members of the new partnerships (partner-
ship AB, partnership CD, and partnership 
DE) owned an interest of more than 50 per-
cent in the capital and profits of partnership 
ABCDE. 

(ii) Partnership ABCDE distributes 
Blackacre to A and B and titles Blackacre in 
the names of A and B. A and B then con-
tribute Blackacre to partnership AB in ex-
change for interests in partnership AB. Part-
nership ABCDE will be treated as following 
the assets-up form described in paragraph 
(d)(3)(ii)(B) of this section for Federal in-
come tax purposes. 

(iii) Partnership ABCDE distributes 
Whiteacre to C and D and titles Whiteacre in 
the names of C and D. C and D then con-
tribute Whiteacre to partnership CD in ex-
change for interests in partnership CD. Part-
nership ABCDE will be treated as following 
the assets-up form described in paragraph 
(d)(3)(ii)(B) of this section for Federal in-
come tax purposes. 

(iv) Partnership ABCDE does not liquidate 
under state law so that, in form, the assets 
in new partnership DE are not considered to 
have been transferred under state law. Part-
nership ABCDE will be treated as under-
taking the assets-over form described in 
paragraph (d)(3)(i)(B) of this section for Fed-
eral income tax purposes with respect to the 
assets of partnership DE. Thus, partnership 
ABCDE will be treated as contributing 
Redacre to partnership DE in exchange for 
interests in partnership DE; and, imme-
diately thereafter, partnership ABCDE will 
be treated as distributing interests in part-
nership DE to D and E in liquidation of their 
interests in partnership ABCDE. Partnership 
ABCDE then terminates. 

(6) Prescribed form not followed in cer-
tain circumstances. If any transactions 
described in paragraph (d)(3) of this 
section are part of a larger series of 
transactions, and the substance of the 
larger series of transactions is incon-
sistent with following the form pre-
scribed in such paragraph, the Commis-
sioner may disregard such form, and 

may recast the larger series of trans-
actions in accordance with their sub-
stance. 

(7) Effective date. This paragraph (d) 
is applicable to partnership divisions 
occurring on or after January 4, 2001. 
However, a partnership may apply 
paragraph (d) of this section to part-
nership divisions occurring on or after 
January 11, 2000. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8717, 
62 FR 25500, May 9, 1997; T.D. 8925, 65 FR 719, 
Jan. 4, 2001; 67 FR 57330, Sept. 10, 2002] 

§ 1.709–1 Treatment of organization 
and syndication costs. 

(a) General rule. Except as provided in 
paragraph (b) of this section, no deduc-
tion shall be allowed under chapter 1 of 
the Code to a partnership or to any 
partner for any amounts paid or in-
curred, directly or indirectly, in part-
nership taxable years beginning after 
December 31, 1975, to organize a part-
nership, or to promote the sale of, or to 
sell, an interest in the partnership. 

(b) [Reserved] For further guidance, 
see § 1.709–1T. 

[T.D. 7891, 48 FR 20048, May 4, 1983, as amend-
ed by T.D. 9411, 73 FR 38914, July 8, 2008] 

§ 1.709–1T Treatment of organizational 
expenses and syndication costs 
(temporary). 

(a) [Reserved] For further guidance, 
see § 1.709–1(a). 

(b) Election to amortize organizational 
expenses—(1) In general. Under section 
709(b), a partnership may elect to am-
ortize organizational expenses as de-
fined in section 709(b)(3) and § 1.709–2(a). 
In the taxable year in which a partner-
ship begins business, an electing part-
nership may deduct an amount equal 
to the lesser of the amount of the orga-
nizational expenses of the partnership, 
or $5,000 (reduced (but not below zero) 
by the amount by which the organiza-
tional expenses exceed $50,000). The re-
mainder of the organizational expenses 
is deductible ratably over the 180- 
month period beginning with the 
month in which the partnership begins 
business. All organizational expenses of 
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the partnership are considered in deter-
mining whether the organizational ex-
penses exceed $50,000, including ex-
penses incurred on or before October 22, 
2004. 

(2) Time and manner of making election. 
A partnership is deemed to have made 
an election under section 709(b) to am-
ortize organizational expenses as de-
fined in section 709(b)(3) and § 1.709–2(a) 
for the taxable year in which the part-
nership begins business. A partnership 
may choose to forgo the deemed elec-
tion by clearly electing to capitalize 
its organizational expenses on a timely 
filed Federal income tax return (in-
cluding extensions) for the taxable 
year in which the partnership begins 
business. The election either to amor-
tize organizational expenses under sec-
tion 709(b) or to capitalize organiza-
tional expenses is irrevocable and ap-
plies to all organizational expenses of 
the partnership. A change in the char-
acterization of an item as an organiza-
tional expense is a change in method of 
accounting to which sections 446 and 
481(a) apply if the partnership treated 
the item consistently for two or more 
taxable years. A change in the deter-
mination of the taxable year in which 
the partnership begins business also is 
treated as a change in method of ac-
counting if the partnership amortized 
organizational expenses for two or 
more taxable years. 

(3) Liquidation of partnership. If there 
is a winding up and complete liquida-
tion of the partnership prior to the end 
of the amortization period, the 
unamortized amount of organizational 
expenses is a partnership deduction in 
its final taxable year to the extent pro-
vided under section 165 (relating to 
losses). However, there is no partner-
ship deduction with respect to its cap-
italized syndication expenses. 

(4) Examples. The following examples 
illustrate the application of this sec-
tion: 

Example 1. Expenditures of $5,000 or less. 
Partnership X, a calendar year taxpayer, in-
curs $3,000 of organizational expenses after 
October 22, 2004, and begins business on July 
1, 2009. Under paragraph (b)(2) of this section, 
Partnership X is deemed to have elected to 
deduct organizational expenses under section 
709(b) in 2009. Therefore, Partnership X may 
deduct the entire amount of the organiza-

tional expenses in 2009, the taxable year in 
which Partnership X begins business. 

Example 2. Expenditures of more than $5,000 
but less than or equal to $50,000. The facts are 
the same as in Example 1 except that Part-
nership X incurs organizational expenses of 
$41,000. Under paragraph (b)(2) of this sec-
tion, Partnership X is deemed to have elect-
ed to deduct organizational expenses under 
section 709(b) in 2009. Therefore, Partnership 
X may deduct $5,000 and the portion of the 
remaining $36,000 that is allocable to July 
through December of 2009 ($36,000/180 × 6 = 
$1,200) in 2009, the taxable year in which 
Partnership X begins business. 

Example 3. Subsequent change in the charac-
terization of an item. The facts are the same 
as in Example 2 except that Partnership X re-
alizes in 2011 that Partnership X incurred 
$10,000 for an additional organizational ex-
pense erroneously deducted in 2009 under sec-
tion 162 as a business expense. Under para-
graph (b)(2) of this section, Partnership X is 
deemed to have elected to amortize organiza-
tional expenses under section 709(b) in 2009, 
including the additional $10,000 of organiza-
tional expenses. Partnership X is using an 
impermissible method of accounting for the 
additional $10,000 of organizational expenses 
and must change its method under § 1.446–1(e) 
and the applicable general administrative 
procedures in effect in 2011. 

Example 4. Subsequent redetermination of 
year in which business begins. The facts are 
the same as in Example 2 except that, in 2010, 
Partnership X deducted the organizational 
expenses allocable to January through De-
cember of 2010 ($36,000/180 × 12 = $2,400). In ad-
dition, in 2011 it is determined that Partner-
ship X actually began business in 2010. Under 
paragraph (b)(2) of this section, Partnership 
X is deemed to have elected to deduct orga-
nizational expenses under section 709(b) in 
2010. Partnership X impermissibly deducted 
organizational expenses in 2009, and incor-
rectly determined the amount of organiza-
tional expenses deducted in 2010. Therefore, 
Partnership X is using an impermissible 
method of accounting for the organizational 
expenses and must change its method under 
§ 1.446–1(e) and the applicable general admin-
istrative procedures in effect in 2011. 

Example 5. Expenditures of more than $50,000 
but less than or equal to $55,000. The facts are 
the same as in Example 1 except that Part-
nership X incurs organizational expenses of 
$54,500. Under paragraph (b)(2) of this sec-
tion, Partnership X is deemed to have elect-
ed to deduct organizational expenses under 
section 709(b) in 2009. Therefore, Partnership 
X may deduct $500 ($5,000¥4,500) and the por-
tion of the remaining $54,000 that is allocable 
to July through December of 2009 ($54,000/180 
× 6 = $1,800) in 2009, the taxable year in which 
Partnership X begins business. 

Example 6. Expenditures of more than $55,000. 
The facts are the same as in Example 1 except 
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that Partnership X incurs organizational ex-
penses of $450,000. Under paragraph (b)(2) of 
this section, Partnership X is deemed to 
have elected to deduct organizational ex-
penses under section 709(b) in 2009. Therefore, 
Partnership X may deduct the amounts allo-
cable to July through December of 2009 
($450,000/180 × 6 = $15,000) in 2009, the taxable 
year in which Partnership X begins business. 

(5) Effective/applicability date. This 
section applies to organizational ex-
penses paid or incurred after Sep-
tember 8, 2008. However, taxpayers may 
apply all the provisions of this section 
to organizational expenses paid or in-
curred after October 22, 2004, provided 
that the period of limitations on as-
sessment of tax for the year the elec-
tion under paragraph (b)(2) of this sec-
tion is deemed made has not expired. 
Otherwise, for organizational expenses 
paid or incurred prior to September 8, 
2008, see § 1.709–1 in effect prior to that 
date (§ 1.709–1 as contained in 26 CFR 
part 1 edition revised as of April 1, 
2008). 

(6) Expiration date. This section ex-
pires on July 7, 2011. 

[T.D. 9411, 73 FR 38914, July 8, 2008] 

§ 1.709–2 Definitions. 
(a) Organizational expenses. Section 

709(b)(2) of the Internal Revenue Code 
defines organizational expenses as ex-
penses which: 

(1) Are incident to the creation of the 
partnership; 

(2) Are chargeable to capital account; 
and 

(3) Are of a character which, if ex-
pended incident to the creation of a 
partnership having an ascertainable 
life, would (but for section 709(a)) be 
amortized over such life. 
An expenditure which fails to meet one 
or more of these three tests does not 
qualify as an organizational expense 
for purposes of section 709(b) and this 
section. To satisfy the statutory re-
quirement described in paragraph (a)(1) 
of this section, the expense must be in-
curred during the period beginning at a 
point which is a reasonable time before 
the partnership begins business and 
ending with the date prescribed by law 
for filing the partnership return (deter-
mined without regard to any exten-
sions of time) for the taxable year the 
partnership begins business. In addi-

tion, the expenses must be for creation 
of the partnership and not for oper-
ation or starting operation of the part-
nership trade or business. To satisfy 
the statutory requirement described in 
paragraph (a)(3) of this section, the ex-
pense must be for an item of a nature 
normally expected to benefit the part-
nership throughout the entire life of 
the partnership. The following are ex-
amples of organizational expenses 
within the meaning of section 709 and 
this section: Legal fees for services in-
cident to the organization of the part-
nership, such as negotiation and prepa-
ration of a partnership agreement; ac-
counting fees for services incident to 
the organization of the partnership; 
and filing fees. The following are exam-
ples of expenses that are not organiza-
tional expenses within the meaning of 
section 709 and this section (regardless 
of how the partnership characterizes 
them): Expenses connected with ac-
quiring assets for the partnership or 
transferring assets to the partnership; 
expenses connected with the admission 
or removal of partners other than at 
the time the partnership is first orga-
nized; expenses connected with a con-
tract relating to the operation of the 
partnership trade or business (even 
where the contract is between the part-
nership and one of its members); and 
syndication expenses. 

(b) Syndication expenses. Syndication 
expenses are expenses connected with 
the issuing and marketing of interests 
in the partnership. Examples of syn-
dication expenses are brokerage fees; 
registration fees; legal fees of the un-
derwriter or placement agent and the 
issuer (the general partner or the part-
nership) for securities advice and for 
advice pertaining to the adequacy of 
tax disclosures in the prospectus or 
placement memorandum for securities 
law purposes; accounting fees for prep-
aration of representations to be in-
cluded in the offering materials; and 
printing costs of the prospectus, place-
ment memorandum, and other selling 
and promotional material. These ex-
penses are not subject to the election 
under section 709(b) and must be cap-
italized. 

(c) Beginning business. The determina-
tion of the date a partnership begins 

VerDate Nov<24>2008 10:34 May 27, 2009 Jkt 217091 PO 00000 Frm 00554 Fmt 8010 Sfmt 8010 Y:\SGML\217091.XXX 217091



545 

Internal Revenue Service, Treasury § 1.721–1 

business for purposes of section 709 pre-
sents a question of fact that must be 
determined in each case in light of all 
the circumstances of the particular 
case. Ordinarily, a partnership begins 
business when it starts the business op-
erations for which it was organized. 
The mere signing of a partnership 
agreement is not alone sufficient to 
show the beginning of business. 
If the activities of the partnership have 
advanced to the extent necessary to es-
tablish the nature of its business oper-
ations, it will be deemed to have begun 
business. Accordingly, the acquisition 
of operating assets which are necessary 
to the type of business contemplated 
may constitute beginning business for 
these purposes. The term operating as-
sets, as used herein, means assets that 
are in a state of readiness to be placed 
in service within a reasonable period 
following their acquisition. 

[T.D. 7891, 48 FR 20049, May 4, 1983] 

CONTRIBUTIONS, DISTRIBUTIONS, AND 
TRANSFERS 

CONTRIBUTIONS TO A PARTNERSHIP 

§ 1.721–1 Nonrecognition of gain or 
loss on contribution. 

(a) No gain or loss shall be recognized 
either to the partnership or to any of 
its partners upon a contribution of 
property, including installment obliga-
tions, to the partnership in exchange 
for a partnership interest. This rule ap-
plies whether the contribution is made 
to a partnership in the process of for-
mation or to a partnership which is al-
ready formed and operating. Section 
721 shall not apply to a transaction be-
tween a partnership and a partner not 
acting in his capacity as a partner 
since such a transaction is governed by 
section 707. Rather than contributing 
property to a partnership, a partner 
may sell property to the partnership or 
may retain the ownership of property 
and allow the partnership to use it. In 
all cases, the substance of the trans-
action will govern, rather than its 
form. See paragraph (c)(3) of § 1.731–1. 
Thus, if the transfer of property by the 
partner to the partnership results in 
the receipt by the partner of money or 
other consideration, including a prom-
issory obligation fixed in amount and 

time for payment, the transaction will 
be treated as a sale or exchange under 
section 707 rather than as a contribu-
tion under section 721. For the rules 
governing the treatment of liabilities 
to which contributed property is sub-
ject, see section 752 and § 1.752–1. 

(b)(1) Normally, under local law, each 
partner is entitled to be repaid his con-
tributions of money or other property 
to the partnership (at the value placed 
upon such property by the partnership 
at the time of the contribution) wheth-
er made at the formation of the part-
nership or subsequent thereto. To the 
extent that any of the partners gives 
up any part of his right to be repaid his 
contributions (as distinguished from a 
share in partnership profits) in favor of 
another partner as compensation for 
services (or in satisfaction of an obliga-
tion), section 721 does not apply. The 
value of an interest in such partnership 
capital so transferred to a partner as 
compensation for services constitutes 
income to the partner under section 61. 
The amount of such income is the fair 
market value of the interest in capital 
so transferred, either at the time the 
transfer is made for past services, or at 
the time the services have been ren-
dered where the transfer is conditioned 
on the completion of the transferee’s 
future services. The time when such in-
come is realized depends on all the 
facts and circumstances, including any 
substantial restrictions or conditions 
on the compensated partner’s right to 
withdraw or otherwise dispose of such 
interest. To the extent that an interest 
in capital representing compensation 
for services rendered by the decedent 
prior to his death is transferred after 
his death to the decedent’s successor in 
interest, the fair market value of such 
interest is income in respect of a dece-
dent under section 691. 

(2) To the extent that the value of 
such interest is: (i) Compensation for 
services rendered to the partnership, it 
is a guaranteed payment for services 
under section 707(c); (ii) compensation 
for services rendered to a partner, it is 
not deductible by the partnership, but 
is deductible only by such partner to 
the extent allowable under this chap-
ter. 

(c) Underwritings of partnership inter-
ests—(1) In general. For the purpose of 
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