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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 
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. 
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(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 
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). 
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