TABLE OF CONTENTS

PREFACE .....cutiieitietieteeteeetesteeteese et estesseessesseesaessesseessessesseessesesssessesseessessesssessens Y
ACKNOWLEDGMENTS......eeittteiteerieeeteeesiteesteeesseesseesnsseesseesssseesssesssseeesnsessnses IX
TABLE OF CASES ... utiiiitieeitteeiteestteeeteeeteessateesseessaeesnseesssseessseesnseeesnseesnseens XXIII
TABLE OF INTERNAL REVENUE CODE SECTIONS .....ecovievieietieveereereeieereereens XXV
TABLE OF TREASURY REGULATIONS ....c.ooovieuieitieteeieeteereereeveeeeeveeesenseeveennes XXXV
TABLE OF REVENUE RULINGS ....c.ooitiiiiitiitieieeteeteeete e e ete e eeveeveeaeeveevnennean XLIII
TABLE OF AUTHORITIES .....ecvieteeuteeteeteereereesseeseeseesseeseesseeseeseenseeseessessesseesesns XLV

Chapter 1. An Overview of the Taxation of Partnerships and

2= 1 0 1< 1= N 1

A. Introduction to Subchapter K .......cccccoiiiiiiiiiiiiiiieeeeeeeeeceeeee e 1

B. Introduction to Choice of Business Entity ........cccooocviiiiiiiiiiiiiiiiiieceiins 4

C. Tax Classification of Business Enterprises.......cccceveeeevciieeeicvieeeennnennn. 14

1. InGeneral......ooooiiiiiiiiiiie e 14

2. Corporations vs. Partnerships......cooooooooeieieiiiiiiieieiiieieieccceececceeenn, 16

a. “Check-the-Box” Regulations........ccccccevvvvvvveveeeeeveeeeeereeeeeeeenennns 16

b. Existence of a Separate Entity for Federal Tax Purposes.....19

Podell v. COMMISSIONET ......ccuvvrririeeeeeeiiiiireeeeeeeeeseierreeeeeeeeseenns 19

Allison V. COMMISSIONET ...vvvveeeeeeeriiirrreeeeeeeerirnreeeeeeeessnnerseees 21

0] 1 24

Problemis ....uueeeii i 26

c.  Publicly Traded Partnerships.........ccccccoeevviniiieieeieeniiiniieeeeeenn, 27

B T b 01 =R 29

4. Tax Policy Considerations .........cccccceeeecieeeencieeeencieeeeeiveeesssveeeennns 29
Joint Committee on Taxation, Review of Selected Entity

Classification and Partnership Tax Issues......cccccoeeevviieiennnne. 30

Chapter 2. Formation of a Partnership .....ccccoeeeeieeeceiirrceeeeeeeccccnssnnneens 33

A.  Contributions of Property......cccccecviiiiiiiiiieiiiieeeeciiee et eeiveeeeeiveee e 33

1. General RULes ......ccccoiiiiiiiiiiiiciiee et 33

Revenue Ruling 99—5 .........oviiiiiiiiiieee et 35

IN OB e atittteee ettt ettt e e e e e etb e e e e e e e e eetetrbbeeeeseeeestarrbaeeeaeaeannnes 38

Problem . ... e 40

2. Introduction to Partnership Accounting..........cccccceveevrvvvieeeeennnnns 41

Problem . ... e e e 47

B. Treatment of Liabilities: The Basics........ccccceeeriiiiieiiiiieeeiiie e, 48

1. Impact of Liabilities on Partner’s Outside Basis ........ccccveveeunnenn. 48

Problem . ...ccooeieiiiieeee e e e s 50

2. Contributions of Encumbered Property........c.ccccecvvveeivciireincieeennns 51

Problems ..ooooeeeiiiiiieeee et e e e e e s 55

C. Organization and Syndication Expenses........c..cccccccceevvvvveeereeieeeiiinnnnn.. 56

5 0] o] 13 1 s WSS UUURUUU U UPPPPURRRRUOt 57

XV



TABLE OF CONTENTS

Chapter 3. Operations of a Partnership: General Rules ..................
A. Tax Consequences to the Partnership: Aggregate and Entity
PrINCIPIES et —————————
1. The Partnership as an Entity .......ccccccceiiiiiiiiiiiiiiiiieeee e,
Revenue Ruling 68—79 ..........ccooiiiiiiiiiiiiciieicieee e
Demirjian v. COmMMISSIONET .......cccuvviiieeeeeeiiiiiirieeeeeeeeeiiivreeeeeeeeeans
2. Assignment of InCOmMe..........ccccuiiiiiiiiiiiiiiiieee e
Schneer v. COMMISSIONET ......c..veieerurereeiiieeeesireeeeeireeeeeereeeeeeneeas
NOTE ettt
3. The Taxable Year.......ccccccceeeeeeiiiiiiieee e eeeiiieeee e eeeirree e e e e e e e
Problem ...
B. Tax Consequences to the Partners .......ccccccceeeeeeeiieiiiiieeeeeeee.
1. BasiC RUles ..ot
Problem . ...
2. Deduction for Qualified Business Income ...........ccccovvveeiiiiennnnni,
Problems ....cuviiiiiiiicee e
C. Limitations on Partnership LoSSeS......cccceveeviiiiieiiiiiieiiieeeeiveeeee,
1. Basis LImitations .......coooviiiiiiiiiiiiiiiiiieeee et
g 0] o) 1= s P PURR
2. At-Risk Limitations .....ccccccccriiiiiiciiiiieiee et
Problems ........uuviiiiiii e e e
3. Passive Loss Limitations........ccccccceeeeeeiiiciiiiiieeeeeeeciiieeee e e
Problems ...
4. Limitation on Excess Business LOSSES .......ccccceeeevvnviieeiieeeeiinenns
Chapter 4. Partnership Allocations: Section 704(b) ....ccccceeevvennnereneees
W a1 e Yo ¥ Lot o) s W UUUR P
B. Special Allocations Under Section 704(b)......ccceeeeeeeeeeieeeeeiieeeeeeeeennnnnn..
1. Background: The Substantial Economic Effect Concept.............
Orrisch v. COmMMISSIONEY .....cccvvvviieeeeeeeiiiiiieeeeeeeeeeiireeeeeeeeeeeinnees
J\\[o] 7= PPNt
2. The Section 704(b) Regulations: Basic Rules ...........ccccccovennnnnnn.
A, INtroduction .....ccoceeeiiiiiiiiiiiieee e
b. Maintenance of Partners’ Capital Accounts..........cccueeeen.ne.
c. Economic Effect ......ccccccciiiiiiiiiiiiiiiiiiieeee e
d.  Substantiality .......cccccceeiiiiiiiiiiiee e
Revenue Ruling 99—43 .........ccovvviiiiiiiieeeee e
e. Default Reallocations: The Partners’ Interest in the
Partnership ...
f. Special RUIES ......uvvviiiiiiiiiiiiiiiiiiiiirvv v
Problems ...
3. Allocations Attributable to Nonrecourse Debt...........ccccccuveeeennnne.
Problem . ... e
4. A Different Approach: Target Allocations ........cccceeeeevvveeeecuveeeennns
Chapter 5. Partnership Allocations: Income-Shifting
SaAfEGUATAS.ccccieeirrreeeerieereerrrreeeetteeeeesssssnseeeeeeseesssssnsesesesssssssssassssssessssses
A. Allocations with Respect to Contributed Property ...........cccceeevvveee....

1. INtrodUCtION .....cooviiiieeiiiieeee e



TABLE OF CONTENTS

xvii

2. Sales and Exchanges of Contributed Property.........cccccvuvvveeeennn. 173
a. Section 704(c) Allocation Methods ..........ccevvvvevvvvveveeeeeeeeennnns 173
b. Characterization of Gain or Loss on Disposition of

Contributed Property ........cccooveeiiiiiiiiiiiiiieeeeeecciiieee e 178
3. Depreciation of Contributed Property ..........ccccccoevveeiiiiiieeeeeninnnns 180
4.  Other Applications of Section 704(c) Principles......ccccoeeeeeeeeennnnne. 184
5. Distributions of Contributed Property.......c.cccccceiivieiiiiiieieeinnnnnns 186
6. Anti-Abuse Rules for Loss Property........cccccevvvveeeieieeeeiiiineeeneeenn. 186
Problems ....ocoeeiiiiiiiie e e e e e e e e 188

B. Partnership Interests Acquired by Gift, or Purchase from a Family
MEINDET ... .eiiiiiiiee e ettt e e e et e e e e e e rare e e e e e e essearareeaee e e e nsnnrraaaeeaaans 190
0 0] 0] 153 1 = RO UETR 192
C. Allocations Where Partners’ Interests Vary During the Year............ 192
ProODIEIMIS «.uviiiiiiiceeeeee e e a e 197
Chapter 6. Partnership LiabilitiesS . ...cccccceeeeeerrrrrneeeeeeeeccerssneeeeececesesnns 199
s a1 7o Yo L6 et o) o W UEUS 199
B. Recourse Liabilities.......ccccccoeiiiiiiiiiiiiiieiiiiiiieeee et 200
C. Nonrecourse Liabilities.......coccciiiiiiiiiiiiiiiiee e e 209
Revenue Ruling 95—41........ccoooiiiiiiiiiiiiieee e 215
D. Tiered Partnerships......cccccccoeeiiiiiiiiiiiiecciiiieeee e 220
ProODIEIMIS ..uvviiiiicceeeceee e e a e 221
Chapter 7. Compensating the Service Partner.......cccccceevcueeeeeeccccennens 223
A. Payments for Services: General Rules...........cccccooovveviiiiiieiiiiiiiiinnnnee. 223
1. INtrodUCtION ....cccviiiiiie it 223
2.  Partner Acting in Nonpartner Capacity .......ccccceceeevveeeercrveeensnnennnn 225
Pratt v. COmMMISSIONET .....vvviiiiiiieeeiiiiiiieeeeeeeeciiiieeeeeeeeeeeiarreeeee e 225
N OB cettirteee ettt e ettt e e e e e et et e e e e e e s etrrbaaeeeeeeennnrraaaeaaaaaas 226
Problems .....coeeiiiiiiiie e e a e e e 231
3.  Disguised Payments......cccocoviice e 231
N OB cettirteee ettt e ettt e e e e e et et e e e e e e s etrrbaaeeeeeeennnrraaaeaaaaaas 235
Problems .....coeeiiiiiiiie e e a e e e 237
4.  Guaranteed Payments ........cccceeeeiiiiiiiiiiiiie e 238
Gaines v. COMMISSIONEY ....uueeeerrrreeeirreeeesreeeeesrreeeesreeeeessseesessnees 239
Revenue Ruling 69—180 ........ccceiviirriiiiiiiieeiiiniiieeeee e eeiieeeee e 243
N OB -ttt ettt e ettt e e e e e st e e e e e e e e e nanbaaeeaeeeeas 244
Revenue Ruling 2007—40 .......ccccoiirriiiiiieiieeiiiiiiieeeeeeeeiiiieeeee e 245
N OB -ttt ettt e ettt e e e e e st e e e e e e e e e nanbaaeeaeeeeas 247
Problems ....ccouuiiiiiiiic e e e 247
B. Partnership Equity Issued in Exchange for Services............ccveee..... 248
1. INtroduCtion.....ccceviiiiiiiiiiiiieee e 248
2. Receipt of a Capital Interest for Services .......coooeveverevereeeeeeeeeeennn. 249
McDougal v. COMMISSIONET ...veeeeeeeriiiiiieeeeeeesiivirreeeeeeeeseinrrreeeaeeans 252
N OB ittt ettt ettt e e e e e ettt e e e e e e st r e e e e e e e e ennanbraaeaeeaeas 257
| 250) o] 1<% 1 s WP RRPPPPR 258
3. Receipt of a Profits Interest for Services ............cccoevvvvvveeeeeeeeenennn. 258
Hale v. COmMMISSIONET .....cuvviieeeiiieeiiiieeeeeiieeeeeieeeeereeeeeeraeeeeneneas 259



xviii TABLE OF CONTENTS

Diamond v. COMMISSIONET .........eeieeirireeeeiieeeeeiieeeerireeeeereeeeeeveeas 260
J\ [0} 7= PPNt 266
Revenue Procedure 93—27 ........ccccoviiiiiiiiiiiiiiiiieeee e 269
J\ [0} 7= PPNt 270
Problems ... 271
4. Proposed Regulations..........ccccuviiiiiiiiiiiiiiiiiieee e 272
5. Taxation of “Carried Interests” .........ccceeeiviiiiiiiiiiiiiiiiieee e 275
a. Background..........cccoooiiiiiiiiii, 275
b. Recharacterization of Gain: § 1061 .......ccccceeeveveeevinnneeeneeeennn. 277
Problem .......coiiiiiiiiiiece e 280
Chapter 8. Property Transactions Between Partners and
PartnersShiPS ...eeeeeeeeeeeeeeeeeeeeeeeeeeememememssessssssssssssssssssssssssssssssssssssssssssse 281
A. Payments for the Use of Property........ccccoovvvveeiiiiiieeciieeeeeeeeeeecveeennn 281
D g 0] o] 1= s WU UPUSURR 284
B. Sales and Exchanges of Property Between Partners and
PartnershIPS .. .uueei e aaaaa—a 285
1. Sales and Exchanges with Respect to Controlled
Partnerships ... 285
2. Disguised Sales .....ccocoiiiiiiiiiiiiiieee e e 286
Canal Corp. v. COMMISSIONET ....cccccuviereererrreeeiireeeesnreeeesnreeeesnneens 290
J\\[o] 7= PPNt 298
3. Transfers of Property and Related Allocations ...............cceuuuneee. 298
Problems ... 300
Chapter 9. Sales and Exchanges of Partnership Interests.............. 303
A. Consequences to the Selling Partner...........ccccceeeviveiiiiiiieecnciiee e, 303
1. Amount and Character of Gain or Loss: Section 751(a) .............. 303
Glazer v. COMMISSIONET ......cccuvvrrrrreeeeeeriierreeeeeeeeessnenrreeeesesssssnnnnes 308
Ledoux v. COMMISSIONET .....ccccceireevrrireeeeeeeeiieierireeeeeeeessennrreeeeeseannes 311
Problems ... 320
2. Capital Gains Look-Through Rule.........cccooeeuuruininnnrnnnininnnnnnnnn, 321
Problem ... e 322
3. Collateral ISSUES.......cccvviiiireiiieeeeiiieeeecieeeeeitee e eeiree e eetee e e eireee e 323
a. Holding Period.......cccccoeviiiiiiiiiiiiiiiiee e 323
b. Installment Sales of Partnership Interests.........ccccccuveennnne. 324
Revenue Ruling 89—108 ........cccccevieiiiiiiiiiieeeeeeeiiiieeee e 324
J [0 7SR PPPPPPRR 326
Problem ... 327
B. Consequences to the Buying Partner ...........cccoovvveeeiiiiiiiiiiieeeee e 328
ProDIemS ...uviiiiiicceee e e e e 336
Chapter 10. Operating Distributions ......cccccccceeeervcerecsscneeeecsceessssoneennes 339
A, INtrOdUCEION.....iii ittt e e e e e etre e e e abaeeee 339
B. Consequences to the Distributee Partner .........cccccoeeeeiiviniiinnnnnnnnnnnn... 341
1. Nonrecognition Rules on the Distribution.............cccoeeevviieereennn. 341
Revenue Ruling 94—4 ..........ooooiiiiiiiiiiiiie et 347
Revenue Ruling 79—205 .........coooviiiiiiiieee et 347

PrODIemIS covveeeeiiceeeee s 351



TABLE OF CONTENTS

xix

2. Consequences on Subsequent Sales of Distributed Property......352
Problems ... 354
C. Consequences to the Distributing Partnership...........ccoecevvvveiiiiiinnnnnn, 355
ProDIem...cciiiiiiicc et a e 360
D. Mixing Bowl Transactions.........ccccceeeeeeeiciiiiiieeeeeeecciiiireeeeeeeeeivveeeeeeeen 361
1. Distributions of Contributed Property to Another Partner......... 361
2. Distributions of Other Property to the Contributing Partner.....364
8 0] o] 1<% 1 s RPN 366

E. Distributions Which Alter the Partners’ Interests in Ordinary
INCOME Property ... ... 367
1. Traditional Approach Under Existing Regulations ..................... 367
2.  Modified Approach Under Proposed Regulations .........ccc............ 375
Problems ....cooeeiiiiiiiie et e a e e e e 380
Chapter 11. Liquidating Distributions .....cccccccceeeeceeeeerceeeecsceeeecsnenens 383
s a1 7o Yo L6 et o) o W UEUS 383
B. Liquidation of a Partner’s INterest .......ccocvveeeeeeeeeviiveeeeeeeeeeeireeeeeeeeenn 385
1.  Section 736(b) PAyments .......ccccccoeevuiiiiieiiiiiiiiiieeee e 385
Problems ..o 391
2. Section 736(a) PAyments ........ccccoeeviiiiiiiiiiiiiiiiieee e 393
Smith v. COMMISSIONET .....ccccieiiiiiiiiieeeeeeeciiiireeeeeeeeeeirreeeeeeeeeeeaenns 398
Commissioner v. Jackson Investment Co...........ccoeeevvivieeiiiennnnnnn. 402
3. Allocation and Timing of Section 736 Payments.................cccuu. 405
Problems .....coeiiiiiiiie e a e e e 407
C. Liquidation vs. Sale or Abandonment of a Partnership Interest........ 409
Foxman v. COMMISSIONET .........vvviiieeeeiiiiiiiiieeeeeeeeciiireeeeeeeeeeneenreeeeeeeeans 409
N OB ittt e e e e e e e et e e e e e e e e ttbbar e e e e e e e e nararraaeaeaaans 413
Revenue Ruling 93—80 ... 414
N OB ittt e e e e e e e et e e e e e e e e ttbbar e e e e e e e e nararraaeaeaaans 418
ProODIEIM....uiviiiiiiieeeeeee e e 418
Chapter 12. Partnership Terminations and Mergers........ccccceeeecrnnens 419
s 5 o 1V 5T F: Hn (o) o F= SO USUS 419
Revenue Ruling 77—412 ......cooooiiiiiiiiiiiieiiieeee et e e 420
Revenue Ruling 99—6........ccooviiiiiiiiiiiiiieeee et e e 422
Revenue Ruling 95-37 ......ccoovviiiiiiiiiiiiiieeee e eeireeee e 425
I\ [0SR P ORI 427
| 200) o] 132 WSO URPPR 427
B. Incorporation of a Partnership........ccccceecviiiiiiiiiiiniiiccciee e, 427
Revenue Ruling 84—111 .....ccooiiiiiiiiiiiiieciieeee e 4217
N OB ittt e e e e e e e et e e e e e e e et bbbt e e e e e e e eatrabraaaaaaaaas 433
0 0] o] 13 1 s WSO UUUU U PPPPR 433
C. Partnership Mergers and DiviSIONS.......cccccceeevveviiieeeeeeeiiiiiieeeeeeeeeeeenns 434
Revenue Ruling 2004—43 ............ovviiiiiiiiiiieece e 437
LD T o) ) PR 444

Heather M. Field, “Fiction, Form, and Substance in Subchapter K:
Taxing Partnership Mergers, Divisions, and Incorporations” ....445



XX

TABLE OF CONTENTS

Chapter 13. The Death of a Partner .........eeeieecciiicvneeeeieccccnscnnneceennes 447
W X o Yo 16 (1 v o) o NN 447
B. Treatment of Income in Year of Partner’s Death ...........cccceeeeeiinnnnn. 447
C. Estate Taxation of Partnership Interests, Treatment of “IRD”
Items and Basis CONnSEQUENCES .........uuuvureeeeerrrerrrrrirrereereraraenssesennnnnnenane. 448
Quick’s Trust v. COMMISSIONET ........uvvvrereeeeeeiiiiiieeeeeeeeeiirrreeeeeeeeeennnnnns 452
Woodhall v. COmMmMISSIONET .....ccoeeveeieeiiieieieieeeieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeee e 456
Revenue Ruling 66—325..........c.ccoiiiiiuuniiiininiiiiniiiinnennnnnnnnnnnnnnnnnnnnnnnnnnne 459
B[ 7SR SPPR 460
Problemi. ... e araraa—aaaaaa, 461
D. Consequences of a Sale or Liquidation of a Deceased Partner’s
Interest at Death. ..o 462
ProblemiS . ..ueeiiiii b ————a————, 463
Chapter 14. The Partnership Anti-Abuse Regulation..............ccc...... 465
A, INErOdUCTION .. .uuuueiiiiiiiiiiii e ataataeaeaeeereeeeeaeaeaeaeennnnrnnes 465
B. Abusive Use of Subchapter K........cccovvviiiiiiiiiieieeeeeeeeeeeee e 466
N OB ettt ettt et e e e e aaes 469
ProDIem.. e e —————————— 470
C. Abusive Treatment of a Partnership as an Entity .......cccccceevveeennnnen.. 471
Chapter 15. S Corporations and Their Shareholders ....................... 473
2 N X o Yo 16 [ 2 o o WA 473
B. Eligibility for S Corporation Status..........ccceeeuvieeeiivieeeriiiieeeiieeeenneee. 475
PrODIeIm. e ——————————— 482
C. Election, Revocation and Termination .......ccccccevvveeiiiiiiiiiniiieiinennnnnnnnn... 483
PrODIeIm. e ——————————— 487
D. Treatment of the Shareholders..........cccccccovviiiiiiiiiiiiii 488
1. Pass-Through of Income and Losses: Basic Rules ....................... 488
Problems ..o 491
2.  Deduction for Qualified Business Income ...........cccceevvvvrrnrnnnnnnnnn. 492
a. InGeneral......ccooooooiiiiiiiiiiii 492
b. Reasonable Compensation Requirement.............cccccevvvvnnnne. 493
Problem ... ... 494
3. Lo0SS LimitationS....uuuuuuueueeiriiiieiiiiiiiiiiiererieererererersrerererererenaeaena.—.. 495
A, InGeneral......ooooiiiiiiiiiiiie e 495
b. Basis of S Corporation Debt to a Shareholder...................... 496
Harris v. United States....cooccvveeeeeeeeiiiiieeeee e 496
Do} = 502
c. Subchapter S Losses and Section 362(€)(2) ........ccovvvvveveeeennn 503
Problem ... ... 505
4. Sale of S Corporation StOCK .........ccccevvurrrurererererrrererererernrrrereena... 505
E. Distributions to Shareholders........ccccccoeveiiiiiiiiiiiiiiieeeeee, 507
ProblemiS . ..uueiiiiiii e —————————— 509
F. Taxation of the S Corporation............cccccceeeeeviivereeeeeeeeeeiiieeeeeeeeeeeeennee 510
Problems ....coiiiiiiiieeee e e e e e e e 516
G. Coordination with Other Income Tax Provisions .........cccccccccceeeennnnene. 517
1. SUDChAPLEr C..oevvveeeeeceeeeeeeee e 517

2.  Net Investment Income Tax .....ccccoooviiviiiieeiiiiiiiiiiieeeee e 523



TABLE OF CONTENTS xxi

3. State and Local Taxes.......cccvuvieereiiieeciiieeeeieeeeereee e e eevreee e 524

Problems ... 525

H. Compensation ISSUES .........eevviviiiiiiiiiiiiiiiiiiiiieieeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeeens 525

Radtke, S.C. v. United States....cooooiiiiiiiiiiiieiiieeeeeee e 527

30} 7 530

I. Tax Policy Issues: Subchapter K vs. Subchapter S ..........ccccvvveeeenn. 531
Joint Committee on Taxation, Review of Selected Entity

Classification and Partnership Tax Issues.........ccccoevvvveeeeeeeieennnn. 531

[0 PRSP 534

Appendix A. Form 1065, Schedule K-1 .........eeiiieeiiivcrnneeeneecccnccnnnneees 537



