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Internal Revenue Service, Treasury § 1.701–2 

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 
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 
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