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PARTNERSHIPS:  FILLING IN THE KNOWLEDGE GAPS 

Presented By:  Melinda Garvin, EA 

In the past couple of years, the IRS has added some new line items on Form 1065 and Schedule 
K-1 that raise several questions. For example, can or should the partnership elect out of the 
centralized partnership audit regime? If they do not make the election, what does that mean? 
What is §704 (c) gain or (loss)? Why doesn’t the partner’s basis in the partnership equal their 
capital account? In this session, we will cover these concepts and more to fill in the gaps with 
respect to partnerships. 

Upon completion of this session, you will be able to: 

• Summarize the tax implications of the centralized partnership audit regime. 
• Identify built-in-gain property under §704 (c) and recognize the potential tax effects. 
• Allocate partnership liabilities. 
• Compare and contrast the partner’s tax basis capital account with their basis in the 

partnership. 
• Summarize the rules for making a §754 election and the resulting tax consequences. 

Authors Focus of this Session 

Please understand this session is plucking out a few of the more complex areas of 
partnership tax issues. We won’t be covering the basics but rather, partnership items we 
often don’t even realize is supposed to be addressed. 

Partnership Rules Timeline 

In 1982, Congress enacted the Tax Equity and Fiscal Responsibility Act (TEFRA) partnership audit 
procedures to establish a unified process for determining tax attributable to partnership items. 
Under TEFRA, adjustments to partnership items were determined in a single proceeding 
conducted at the partnership level. 

The Bipartisan Budget Act of 2015 (the Act) changed the IRS partnership audit rules effective as 
of January 1, 2018. The changes to the partnership audit rules are unrelated to the Tax Cuts and 
Jobs Act (TCJA) of 2017, but the new partnership audit rules should not be overlooked by 
partnerships when planning for 2018 and beyond. 

Prior to the Budget Act, audits for small partnerships generally had similar, if not the same, 
procedures provided the partnership was not subject to TEFRA (Tax Equity and Fiscal 
Responsibility Act of 1982) procedures. Partnerships that were not small partnerships had 
different audit procedures. The Budget Act repeals TEFRA rules, as well as streamlines audit 
procedures for the IRS. By doing this, the IRS can assess tax at the partnership level based on 
examination findings. This change was meant to assist the IRS in collecting tax, particularly from 
large partnerships with over 100 partners. 
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Partnership Considerations 

The changes made to the partnership audit regime are significant. (Remember, unless you are 
an attorney, you cannot legally prepare the Partnership Agreement.) Entities that are taxed as 
partnerships should consider whether to make changes to their partnership or operating 
agreements to address these changes (and newly formed entities should consider adopting 
similar provisions at the outset), including: 

• Establishing how, whether, and under what circumstances to make the opt-out election 
or push-out election, and where such an election is not made, providing for 
indemnification from historic partners for tax, interest, or penalties that may arise in a 
reviewed year. Presumably, these decisions should not be left in the hands of the 
partnership representative by default. 

• If a partnership decides to make the opt-out election or wants to maintain its eligibility 
for that election in the future, the partnership agreement should consider restrictions 
on transfers of partnership interests to non-qualifying partners (such as other tax 
partnerships). 

• Imputed underpayments are collected in adjustment years, but relate to adjustments 
arising in reviewed years, which means that the tax burden relating to an audit could 
consider providing recourse against former partners for tax assessed for a year during 
which they were a partner. 

• Given the wide authority of the partnership representative, the partnership agreement 
should set out how the partnership representative is elected and removed, and should 
consider limitations on the partnership representative, for example, (i) requiring the 
partnership representative to give notice of audits and assessments, or (ii) limiting the 
partnership representative's discretion in settling an audit or extending the statute of 
limitations, potentially by requiring that a certain percentage of the partners agree to 
those actions before they are taken. 

Partnership-level Liability 

The rules under the Act break new ground in pass-through taxation. While the audit focus 
continues to be on the partnership return, the approach to adjustments and payments is 
radically different. The following summarize the change: 

• Required adjustments are taken into account at the partnership level—not by the 
individual partners. 

• Adjustments are reflected in the year the audit is completed (or subsequent court 
proceeding is concluded), not the year under review. 

• The IRS will collect the assessed amount, plus penalties and interest, from the 
partnership—not the individual partners. 

These new provisions transform a pass-through entity into a tax-paying entity, with respect to 
adjustments arising on audit. Plus, the economic impact falls on partners in the adjustment 
year, not those in the year under review. If the partners have changed, those who pay the price 
may be different from those who reaped the benefit. 
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There are options that enable the partnership to pass the adjustments through to the partners. 
However, short timeframes for making the election and increased interest rates are among the 
factors that limit the desirability and utility of this option. 

This new system will make it easier for the IRS to audit partnerships, but it is a big change for 
the partnerships themselves. It also means that partners presently owning interests in the 
partnership are liable for the underpayment amounts, even for years prior to their admission as 
partners. 

The Act eliminates the concept of the “Tax Matters Partner” and instead each partnership must 
appoint a “Partnership Representative” to serve as the sole individual or entity to act on behalf 
of the partnership in dealing with the IRS. The Act gives the partnership representative broad 
authority to bind the partnership (and the partners individually) in decisions with the IRS, 
including administrative or judicial actions. If no partnership representative is appointed by the 
partnership, the Act gives the IRS the power and authority to appoint anyone it chooses to 
serve as the partnership representative. 

Electing Out of the New Partnership Audit Rules 

Some partnerships have the ability to opt-out of the new partnership audit rules and would still 
be governed by the old rules. To be eligible for the opt-out, the partnership must have 100 or 
fewer partners and all partners must be “eligible partners” at all times during the tax year. 
Eligible partners include individuals, C corporations, certain foreign entities, S corporations 
(subject to special counting and disclosure rules), or an estate of a deceased partner (Reg. 
301.6221(b)-1). It is worthy to note that a single-member LLC is not an eligible partner, even 
where it is disregarded for federal income tax purposes from its individual owner. 

These considerations and others may require changes to an entity’s partnership agreement or 
operating agreement. I know this is said many times in this text and that is because it is vitally 
important, especially as the partnership agreement doesn’t even exist. 

A partnership can elect out of the centralized partnership audit regime for a tax year if it is an 
eligible partnership that year. Schedule B-2, Form 1065, Election Out of the 
Centralized Partnership Audit Regime, list each eligible partner's name, U.S. Taxpayer 
Identification Number, and type of eligible partner. 

TIGTA Report 

TIGTA’s review of the initial examination efforts under the centralized partnership audit regime 
rules found that as of the end of Fiscal Year 2021, the IRS has completed a total of 480 
examinations. These examinations include returns filed for Tax Years 2016 through 2019. The 
IRS closed 376 (approximately 78 percent) of these partnership returns as a no-change. This 
rate is high in comparison to the average no-change rate of 50 percent for all partnership 
returns for the same tax years, closed as of September 30, 2020. IRS management agreed that 
the no-change rate is high and believes that it is too early in the process to analyze and form 
conclusions about the no-change rate. However, they also confirmed that they have not 
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determined acceptable rates or ranges they would use to measure closure types for 
examinations. 

TIGTA recommended that the IRS address the centralized partnership audit regime examination 
no-change rates, establish goals and measures that address the expected outcomes from the 
implementation of the centralized partnership audit regime, and implement a fully systemic 
method to monitor and verify push-outs are properly reported on partners’ returns. 

Tax Basis Capital vs Outside Basis 

A partner’s capital account and outside basis are not the same. Seems like a simple sentence 
but you would be amazed at partnership preparers that think they are the same. 

The partner’s capital account measures the partner’s equity investment in the partnership. The 
outside basis measures the adjusted basis of the partner’s partnership interest. 

One of the key differences between capital accounts and outside basis is the effect of 
partnership liabilities. Partnership liabilities may increase or decrease the partner’s outside 
basis, but they have no effect on the partner’s capital account. 

A partner’s outside basis can generally be computed as the partner’s capital account plus the 
partner’s share of liabilities. 

Some examples of the effect on the partner’s capital account and outside basis: 

• Contributions to partnership – Increases capital account and outside basis. 
• Distributions – Decreases capital account and outside basis. 
• Distributive share of income and loss – Increases/decreases capital account and outside 

basis. 
• Partnership liabilities – Does not affect capital account, increases/decreases outside 

basis. 
A partner’s capital account cannot begin with a negative balance. However, a partner can have 
a negative capital account after accounting for the partner’s distributive share of losses and 
distributions. 

A partner’s outside basis should never have a negative balance. A partner is generally required 
to carry forward any losses that have been disallowed because they are in excess of the 
partner’s outside basis. If a partner receives a distribution that is in excess of their outside 
basis, the partner may have to recognize a gain. 

The IRS initially intended for tax basis capital account reporting to begin in 2019, but that was 
deferred until 2020 due to concerns about whether partnerships would be able to comply with 
the new reporting requirements. In August 2020, the IRS issued Notice 2020-43, which 
describes two proposed methods for complying with the tax basis capital reporting 
requirement and requested comments. After considering the comments submitted in response 
to that notice, the IRS has now provided updated guidance on satisfying the tax basis capital 
requirement with the release of draft Form 1065 instructions for tax year 2020. 
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The draft Form 1065 instructions released on Oct. 22, 2020, state that the transactional 
approach is the tax basis method and must be used to determine ending partner capital 
accounts for 2020 and both beginning and ending capital accounts for future tax years. The 
instructions change course from the methods described in Notice 2020-43, but some flexibility 
is offered on how the partners’ beginning capital may be determined. 

The beginning partner capital accounts for 2020 must also be determined using the tax basis 
method if (1) partner capital accounts for the previous year were reported using the tax basis 
method, or (2) the partnership maintained capital accounts in its books and records using the 
tax basis method. However, if neither of the two statements are true, then beginning partner 
capital accounts for 2020 may be computed using one of four methods: (1) tax basis method, 
(2) modified outside basis method, (3) modified previously taxed capital method, or (4) Section 
704(b) method. The same method must be used for all partners. 

Tax basis method (transactional approach) 

Partnerships that have historically kept partner tax capital information have generally 
maintained partner tax capital using the transactional approach. Under this method, partners’ 
tax capital accounts are: 

• Increased by (i) the amount of money and tax basis of property contributed by the 
partner to the partnership (less any liabilities assumed by the partnership) and (ii) 
allocations of income or gain to the partner (including tax-exempt income). 

• Decreased by (i) the amount of money and tax basis of property distributed by the 
partnership to the partner and (ii) allocations of loss or deductions (including 
nondeductible expenses) made to the partner. 

Partnerships with historical partner tax capital information will experience an easier transition 
into the new reporting requirements. However, certain adjustments may still be needed to the 
historical tax capital calculations to meet the new Schedule K-1 reporting requirement, 
including the exclusion of any Section 743(b) adjustments that may have been included in a 
partner’s capital account. The transactional method can also be used to rebuild the tax capital 
accounts if all the historical tax returns are readily available. 

Restating beginning tax capital 

Each of the additional methods that the IRS provided for restating beginning tax capital in 
instances where tax capital was not historically tracked in the books and records of the 
partnership has limitations on when it will be practical to use. 

The modified outside basis method requires the partnership to either determine the outside 
basis of the partners or be provided the outside basis by its partners. Each partner’s share of 
partnership liabilities under Section 752 and the net tax value of any Section 743(b) basis 
adjustments are then subtracted from the outside basis to arrive at the partner’s tax capital. 
However, determining outside basis may be exceedingly difficult for a partnership, particularly 
in situations where prior transactions among the partners have occurred. While the partnership 
is generally allowed to rely on the partner basis information provided by its partners, it is 
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important to note it may be challenging in certain situations to receive information from the 
partners regarding their outside basis in a timely manner. 

The modified previously taxed capital method is determined based on the amount of cash a 
partner would receive on a partnership liquidation and tax gain and/or loss that would be 
allocated to a partner following a hypothetical transaction. Realizing that the fair market value 
may not be readily available for all partnerships, the IRS stated that if fair market value is not 
available a partnership may perform the calculations using the assets’ basis as determined 
under Section 704(b), GAAP, or the basis set forth in the partnership agreement for purposes of 
determining what each partner would receive if the partnership were to liquidate, as 
determined by partnership management. This approach may be useful in cases where outside 
basis cannot be determined by the partnership. However, where Section 704(c) gains have not 
been properly tracked this method will be difficult to use. 

The Section 704(b) method would use each partner’s Section 704(b) capital account, minus the 
partner’s share of Section 704(c) built-in gain in the partnership’s assets, plus the partner’s 
share of Section 704(c) built-in loss in the partnership’s assets. While this approach may be less 
complex, in practice some partnerships may not have been tracking historical Section 704(b) 
capital accounts for partners. 

To recap: 

• The difference between basis and capital: 
o The partner's capital account measures the partner's equity investment in 

the partnership. The outside basis measures the adjusted basis of the partner's 
partnership interest. One of the key differences between capital accounts and 
outside basis is the effect of partnership liabilities. This is true regardless of 
whether the liability is recourse or nonrecourse. Therefore, a partner’s debt is a 
critical component in determining the partner’s adjusted outside basis. 
 

• Tax Basis Capital Account 
o The IRS defines a partner's tax basis capital account (or “tax capital”) as a 

partner's equity calculated using tax principles, not based on GAAP, Section 
704(b), or other principles. We all know a partner's capital account can be 
negative when losses allocated to the partner exceed the value of the capital 
account. 

Determining Liability Allocations 

A partner’s outside basis includes his or her share of the partnership’s liabilities (§752). This is 
true regardless of the type of liability (recourse, nonrecourse, qualified nonrecourse). 
Therefore, determining a partner’s debt share is a critical component in determining the 
partner’s adjusted outside basis in his or her partnership interest. Tax practitioners sometimes 
overlook the fact that the type of partnership impacts liability allocations to the partners as well 
as it impacts the nature of the liability. 
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A deemed contribution of money by the partner to the partnership occurs when there is an 
increase in a partner’s share of partnership liabilities. The IRS considers this as if the partner 
borrowed the money and contributed to the partnership. Conversely, a deemed distribution of 
money to the partner by the partnership occurs when there is a decrease in a partner’s share of 
partnership liabilities. The IRS considers this as if the partnership distributed the money and the 
partner paid off his or her share of debt. This deemed distribution of money may result in the 
recognition of gain under §731(a) or §751 if the amount of the distribution exceeds the 
partner’s adjusted outside basis in his or her partnership interest. 

When a partner contributes property subject to a liability to a partnership, two deemed 
transactions occur. 

 The partner receives a cash distribution equal to the entire liability assumed by the 
 partnership [Reg. §1.1752-1(c)]. 

 The partner makes a cash contribution equal to his or her share of the partnership’s 
 liabilities [Reg. §1.752-1(b)]. 

These deemed events occur simultaneously, resulting in a net deemed distribution or a 
net deemed contribution of money. In the case of recourse debt, careful tax planning can 
ensure that a partner contributing debt-encumbered property will not realize a §731 gain. 
In the case of nonrecourse debt, the rules operate to ensure that the contributing partner 
has sufficient basis to prevent a §731 gain. A §731 gain is triggered by a distribution of 
cash (or deemed cash distribution due to liabilities) in excess of outside basis. 
 
Not all liabilities shown on a partnership’s tax return balance sheet are recognized as liabilities 
for tax purposes. 

Treas. Reg. 1.752-1 defines partnership liabilities. In general, for a liability to be recognized for 
tax purposes, it must (1) create or increase the basis of any of the partnership’s assets, (2) give 
rise to a tax deduction, or (3) give rise to an expense not properly deductible or chargeable to 
capital. With some liabilities such as environmental obligations, tort obligations, contract 
obligations, and pension obligations, the obligation might be recognized for Generally Accepted 
Accounting Principles (GAAP) purposes but do not meet the tests set forth in Treas. Reg. 1.752-
1 and do not affect basis for tax purposes until satisfied. 

Recourse Liabilities 

Publication 541 and Treas. Reg 1.752-2 discuss the allocation rules for recourse liabilities. 

A partnership liability is a recourse liability to the extent that any partner or a related person 
has an economic risk of loss for that liability. A partner's share of a recourse liability equals his 
economic risk of loss for that liability. A partner has an economic risk of loss if that partner or a 
related person would be obligated, whether by agreement or law, to make a payment to the 
creditor or a contribution to the partnership with respect to the liability if the partnership were 
constructively liquidated. A partner who is the creditor for a liability that would otherwise be a 
nonrecourse liability of the partnership has an economic risk of loss in that liability. 
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In sum, a partner bears the economic risk of loss if the partner or related person (1) has a 
payment obligation, Treas. Reg 1.752-2(b) (except for 1.752-2(d)(2)); (2) is a lender to the 
partnership, 1.752-2(c) (except for 1.752-2(d)(1)); (3) guarantees payment of interest, 1.752- 
2(e); or (4) pledges property as security for a partnership liability, 1.752-2(h). 

A partner has an economic risk of loss if that partner or a related person would be obligated, 
whether by agreement or law, to make a payment to the creditor or a contribution to the 
partnership with respect to the liability if the partnership were constructively liquidated. This 
constructive liquidation test is a mechanical test used to quantify the extent of each partner 
economic risk. 

The constructive liquidation test has the following steps that are deemed to occur at the same 
time: 

1. The partnership liabilities are due and payable in full. 
2. Except for property contributed to secure a partnership liability, the assets held 

by the partnership are assumed to be worthless (including cash). 
3. The assets are sold in a taxable exchange for zero sales proceeds. 
4. The resulting losses and other attributes are allocated to the partners based on 

the partnership agreement. 
5. The partnership liquidates. 

 
The result of this hypothetical liquidation will normally produce deficits in the capital accounts 
of one or more partners. The extent to which a partner would be required to contribute capital 
to eliminate these deficits represents the extent to which the partner is economically at risk on 
the recourse debt. 

In limited liability companies (LLCs), LLC members are usually not economically at risk on LLC 
debt, absent a deficit-restoration obligation or member-level guarantee. If, however, an LLC 
member is economically at risk on an LLC liability, the constructive liquidation test will indicate 
the extent to which the LLC liability is allocated to that member under the recourse liability 
rules. 

A partner’s nonrecourse loan to a partnership is a recourse loan to the partner to the extent 
another partner does not bear the economic risk of loss. 

Allocating Nonrecourse Liability with a Greater Than 25% Interest Guaranteed by a Partner 

If partner or related person guarantees the payment of more than 25% of the total interest that 
will accrue on the partnership nonrecourse liability, and the guarantor will be required to pay 
substantially all the guaranteed future interest if the partnership fails to do so, then the liability 
is treated as two separate partnership liabilities. The partner or related person is treated as 
bearing the economic risk of loss for the liability to the extent of the present value of the 
guaranteed future interest. The remainder of the stated principal amount of the liability 
constitutes a nonrecourse liability. This rule does not apply for guarantees that do not exceed 
the lesser of five years or one-third of the term of the liability. Under a de minimis exception, 
this rule also does not apply if a partner or related person is a 10 percent or less partner any 



~ 9 ~ 
 

year when a partner and guarantees the interest on a partnership loan that is qualified 
nonrecourse financing. 

Non-Recourse Debt 

A partnership liability is a nonrecourse liability if no partner or related person has an economic 
risk of loss for that liability. 

A partner’s share of a nonrecourse liability is the sum of the following three components 
determined in the following order: 

1. The partner’s share of partnership IRC 704(b) minimum gain (the amount by 
which nonrecourse debt exceeds the book basis of property securing the debt) 

2. The partner’s share of IRC 704(c) minimum gain. IRC 704(c) minimum gain is 
amount by which the nonrecourse debt exceeds the tax basis of property 
securing the debt. This gain is generally allocated to the partner who contributed 
encumbered property. 

3. The partner’s share of excess nonrecourse liabilities (the amount of debt not 
allocated by steps one and two above). 

Tax Basis and Section 704(c) Reporting 

New Schedules K-1 dramatically change the way partner capital and other items must be 
reported. Many partnerships will need to compute and report “tax basis capital” and 
“unrecognized section 704(c) gain or loss” in 2019 and going forward. Calculating this 
information may require substantial time and effort, and this may affect your ability to timely 
file your tax returns and Schedules K-1. Therefore, it is important to determine whether 
additional information or calculations are needed as soon as possible. 

These computations were not always required in the past. In many cases, these tax attributes 
did not affect the taxable income of the partnership or the allocation of taxable income among 
partners. Therefore, it is not uncommon that these time-consuming computations were 
deferred until an event that necessitated an analysis – such as a sale. 

While many may presume that section 704(c) is a complex set of tax rules that only apply to 
specific or complex transactions, it is key to remember that even a relatively straightforward 
transaction can create section 704(c) attributes. For example, a simple contribution of cash to 
an existing entity in exchange for new equity will often create unrecognized section 704(c) gains 
that must be computed and reported. 

Other historic transactions, such as the contribution of additional cash for equity, the 
contribution or distribution of property to or from a partner, amendments to operating 
agreements or issuances of “profits interests” can also generate section 704(c) attributes that 
must be reported. The cumulative nature of these computations adds to their complexity, as 
the taxpayer must often review transactions back to the date of inception. 

Although reporting of tax basis capital is not required in all cases, partnerships ARE required to 
report tax basis capital if any amounts are negative. In addition, all partnerships must report 
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any unrecognized section 704(c) gain or loss. For many, the computation of section 704(c) 
attributes will effectively require a computation of tax capital. 

704(c) Property – Gain/Loss 

What is Section 704(c)? It is a provision with complex application but a simple goal: to prevent a 
partner from contributing appreciated property to a partnership and then shifting that pre-
contribution gain to a non-contributing partner or partners. 

So even before we begin, you can rest assured that this subject matter is needlessly 
complicated and nearly impossible to communicate in any logical and practical manner. 

What is 704c property?  

704(c) is intended to prevent the shifting of tax items among partners when a partner 
contributes property with a fair market value different from its tax basis to a partnership. 
Under Sec. 704(c), the allocation of tax items for property contributed with a built-in gain or 
loss must be made using a reasonable method. 

What is 704 c gain or loss? 

Under Section 704(c), a partnership must allocate income, gain, loss, and deduction for 
property contributed by a partner to the partnership to take into account any variation 
between the adjusted tax basis of the property and its fair market value at the time of the 
contribution. 

This is how the Sections 704(b) and (c) interface – distinct differences yet interplay together: 

 The purpose of Section 704(b) is to govern the economics - looks to fair market value 
upon contribution. 

 The purpose of Section 704(c) is to prevent taxable gain or loss inherent in property at 
time of contribution from being shifted to another partner- looks to the difference 
between adjusted tax basis and fair market value upon contribution. 

 Section 704(c) tax allocations are determined after Section 704(b) book allocations are 
determined. 

If basis of contributed property differs from its Section 704(b) “book” value, Section 704(c)(l)(A) 
requires income, gain/ loss, and deduction with respect to such property to be allocated among 
the partners “So as to take account of the variation between the basis of the property to the 
partnership and its FMV at the time of contribution.”  Regulations require “reasonable method 
that is consistent with the purpose of section 704(c)." Section 704(c) principles also apply in the 
context of a Section 704(b) revaluation, or “book-up” through so-called “ reverse section 
704(c). “ 

In other words, the partner who contributes property with a built-in gain or loss cannot 
sidestep the assignment of income principle by contributing the property to a partnership.  

The following is a chart to assist in memorizing the difference between the §704 allocations. 
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 §704(b) minimum gain §704(c) minimum gain §704(c) built-in gain 

What is it? The minimum gains the 
partnership would 
recognize to satisfy 
nonrecourse debt. 

The minimum gains the 
partnership would 
recognize to satisfy 
nonrecourse debt. 

The gain the partnership 
would recognize if it sold the 
asset at FMV at contribution. 

How does the 
partnership allocate it? 

In accordance with 

PIP or under the 

§704(b) safe harbors. 

To the contributing 
partner. 

To the contributing partner. 

How is it created? Typically, through 
depreciation. 

Upon contribution. Upon contribution. 

Which tier is it? Tier 1. Tier 2. N/A. 

 

This example will hopefully clarify your confusion that I am sure you have right now! 

Assume Thelma and Louise decide for form Thunderbird LLC. Thelma will contribute 
undeveloped land with a tax basis of $4,000 and a FMV of $10,000. Louise will contribute 
$10,000 cash. Thelma and Louise will share all income and loss 50/50. 

Upon formation, Section 721 provides that Thelma recognizes no gain upon the transfer of the 
land to LLC AB, even though the land is appreciated by $6,000. Instead, the gain is deferred and 
preserved by virtue of Sections 722 and 723, which provide that 1.) Thunderbird LLC  takes a 
basis in the land equal to Thelma's basis in the land, or $4,000; and 2.) Thelma takes a tax basis 
in her LLC interest equal to her basis in the land, or $4,000. This way, if either 1.) Thunderbird 
LLC sells the land for its value of $10,000, or 2.) Thelma sells her LLC interest for its value of 
$10,000, the $6,000 of gain inherent in the land will be recognized. 

Now here's where things start to get complex. Even though Thelma takes a tax basis in her LLC 
interest of $4,000, partnership law is also governed and guided by "capital accounts." And 
under the general rules of Section 704, when a partner contributes property to a partnership, 
the partner's capital account is equal to the VALUE of the property, regardless of what the tax 
basis may be. 

When the LLC is formed, there is a disconnect between Thelma’s “tax basis” in her LLC interest 
and her “capital account” as shown below: 
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             Thelma             Louise 

 
 Tax Basis Capital Account Tax Basis Capital Account 

 
 $4,000 $10,000 $10,000 $10,000 

 

Taking the next potential step, a couple of months later, Thunderbird LLC sells the land for 
$10,000. Thunderbird LLC will recognize tax gain of $6,000 ($10,000 FMV - $4,000 tax basis) and 
book gain of $0 ($10,000 FMV - $10,000 book basis). If Section 704(c) did not exist, Thelma and 
Louise would split both the tax and book gain evenly: 
 

           Thelma            Louise 

 
 Tax Basis Capital Account Tax Basis Capital Account 

 
 $4,000 $10,000 $10,000 $10,000 

Gain on sale of land $3,000 $0 $3,000 $0 

Totals $7,000 $10,000 $13,000 $10,000 

As you can see, the disconnect between book and capital account for Thelma still exists, and 
now one has been created for Louise. This is not good, because while it will eventually be 
reconciled upon liquidation, it creates issues from a timing and character perspective. 

For example, Thunderbird LLC now holds only $20,000 in cash. If the LLC liquidates by passing 
out $10,000 to both Thelma and Louise, Thelma will recognize $3,000 of capital gain upon 
liquidation ($10,000 - $7,000 tax basis), while Louise will recognize a $3,000 capital loss 
($10,000 - $13,000 tax basis). Thus, Thelma has been allocated a total of $6,000 of tax gain -- 
which matches the $6,000 of appreciation that was in the land before Thelma contributed it to 
the LLC -- and Louise is "made whole," by being allocated a $3,000 tax loss to offset the $3,000 
of tax gain she was allocated upon the sale. But things are not always so clean from a tax 
perspective. For example, the liquidation may not happen until a later year, meaning Louise will 
be saddled with capital gain in year 1, and a capital loss that will not come until a later year, 
when the loss may be useless if the taxpayer has no capital gain. 

Section 704(c): The Traditional Method 

What the provision does is determine the difference between the book and tax basis of 
the property contributed by Thelma upon formation, and then ensure that the first dollars of 
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gain from the sale of the property are allocated to Thelma until she has recognized all the pre-
contribution gain. From a practical perspective, tax advisors must be aware that any time a 
partner contributes property that has a different tax basis and FMV -- as Thelma has done in 
our example -- Section 704(c) will apply to the future allocations of income, gain, loss, or 
deduction generated by the property. 

Simply stated; assume again that the land is sold for $10,000, only now Thunderbird LLC 
correctly applies Section 704(c). The LLC will once again have $0 book gain and $6,000 of tax 
gain, but instead of allocating the tax gain 50/50, Section 704(c) requires that the LLC take into 
account the difference between the tax basis ($4,000) and the book basis ($10,000) of the 
property contributed by Thelma in allocating the gain. And to prevent shifting any gain to 
Louise, the ENTIRE $6,000 gain is allocated to Thelma, because all that appreciation was 
inherent in the land when Thelma contributed it to the LLC. So, it would look like this: 
 

            Thelma           Louise 

 
 Tax Basis Capital Account Tax Basis Capital Account 

 
 $4,000 $10,000 $10,000 $10,000 

Gain on sale of land $6,000 $0 $0 $0 

Totals $10,000 $10,000 $10,000 $10,000 

 

Thelma is allocated all the gain inherent in the property upon contribution, and Louise gets 
allocated neither capital gain on the sale nor capital loss upon liquidation. 

Change this up a little and sell the land for $12,000 (a gain). Now, the Thunderbird LLC will 
recognize $8,000 of tax gain ($12,000 - $4,000 basis) and $2,000 of book gain ($12,000 - 
$10,000), with the book gain being split evenly between Thelma and Louise. Here, we limit the 
Section 704(c) gain allocated to Thelma to $6,000, the amount of gain that was inherent in the 
property upon formation. The remaining tax gain of $2,000 is split in the same manner as the 
book gain: 50/50. 
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             Thelma               Louise 

 
 Tax Basis Capital Account Tax Basis Capital Account 

 
 $4,000 $10,000 $10,000 $10,000 

Gain on sale of land $7,000 $1,000 $1,000 $1,000 

Totals $11,000 $11,000 $11,000 $11,000 

But what if the land is sold for $9,000 (a loss)? Now, Thunderbird LLC will have a $1,000 book 
loss ($9,000 - $10,000 book basis) and a $5,000 tax gain ($9,000 - $4,000). Here the entire tax 
gain is allocated to Thelma. 
 

             Thelma              Louise 

 
 Tax Basis Capital Account Tax Basis Capital Account 

 
 $4,000 $10,000 $10,000 $10,000 

Gain on sale of land $5,000 ($500) $0 ($500) 

Totals $9,000 $9,500 $10,000 $9,500 

 

Above was a simple example but it will become confusing when the property contributed by 
Thelma is depreciable, rather than raw land. The primary issue is this: when the contributed 
appreciated property is depreciated, Thunderbird LLC will be depreciating two separate basis: 
the lower tax basis as determined under Section 722, and the higher book basis which is equal 
to the property's fair market value. And because that book basis is higher, there will typically be 
more book depreciation expense than tax depreciation expense, and thus there may not be 
enough tax depreciation to allocate to the non-contributing partner to ensure that he gets an 
allocation equal to the book allocation of depreciation expense. Simply, when appreciated 
depreciable property is contributed to a partnership, the first dollars of tax depreciation must 
be allocated to the non-contributing partner, but even with that priority established, it is highly 
likely the ceiling rule will kick in. The ceiling rule is: total income, gain, loss, or deduction 
allocated to the partners for a tax year with respect to a property cannot exceed the total 
partnership income, gain, loss, or deduction with respect to that property for the tax year, 
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Other areas in the topic are the option to use the traditional method with "curative allocations 
and remedial allocations of which you should continue to research regarding this issue. 

There are many nuances to Section 704(c) that we cannot covered here due to time, including 
the treatment of contributed liabilities, and the potential for aggregation of Section 704(c) gain 
on certain assets. The goal, however, was to alert you to the issue and give them the basic tools 
necessary to ensure that: 

1. The first dollars of gain resulting from the sale of contributed appreciated property 
are allocated to the contributing partner, and 

2. The first dollars of depreciation resulting from contributed appreciated property are 
allocated to the noncontributing partner. 

754 Election 

If you are still with me this far into the session, it will come as no surprise when I say 
Subchapter of the IRC that governs the taxation of partnerships, subchapter K, is one of the 
more complex areas of the code. 

An IRC Section 754 election allows a partnership to adjust the basis of the property within 
a partnership under IRC Sections 734(b) and 743(b) when one of two triggering events occur: 1) 
a distribution of partnership property or 2) certain transfers of a partnership interest. 

There are two Sections in Subchapter K that allow for basis adjustment if a Section 754 election 
is in place when the inside and outside basis differ. 

Section 743 – Transfer of an interest in a partnership by sale or exchange or on death of a 
partner. 

The transferee partner gets an outside tax basis in the partnership equal to the purchase price 
of the partnership interest (or fair market value (FMV) of the partnership interest if the result of 
death of a partner). With respect to inside basis in partnership assets, the transferee partner 
“steps into the shoes” of the transferor partner and is allocated his proportionate share of basis 
in the partnership assets. A Section 743 basis adjustment is made to the partnership’s basis in 
the assets so that the transferee partners inside basis is equal to his outside basis. Please note 
that this adjustment to basis of the assets is only allocated to the transferee partner. 

Since the purchaser of a partnership interest takes a cost basis in that interest but inherits the 
selling partner’s capital accounts (tax and book) and the seller’s share of inside basis, there is 
almost always a disparity between the transferee’s outside basis and share of inside basis; the 
Section 743(b) adjustment is intended to eliminate this disparity. 

The amount of the Section 743(b) adjustment is equal to the difference between the 
transferee’s outside basis and their share of the inside basis of partnership property. The 
Section 743(b) regulations direct how to calculate the transferee’s share of inside basis by 
adopting a deemed-sale approach, and IRC § 755 (and its regulations) direct how to allocate the 
adjustment among the partnership’s assets. Since the adjustments made by the partnership 
apply only to the transferee partner, they have no effect on future allocations of income, 
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deduction, gain or loss to the other partners, and no adjustment is made to the common basis 
of partnership property. Further, if the transferee later transfers their partnership interest, any 
basis adjustment for the subsequent transferee is determined independently from the prior 
Section 743(b) basis adjustment. 

Section 734 – Distribution of partnership assets to a partner. 

The distributee partner receives property in exchange for liquidating his partnership interest 
and recognizes gain or loss on the liquidation of that interest. The amount of gain or loss is 
based on his outside basis in the partnership, which differs from his proportionate share of the 
inside basis on the assets that were distributed to him. The basis of the remaining partnership 
assets can be adjusted by the gain or loss recognized by the distributee partner. This 
adjustment is allocated to all the remaining partners. 

Partnership distributions of property can create disparities between a partner’s outside basis 
and the partnership’s inside basis when the distributee partner (1) recognizes gain or loss or (2) 
takes a basis in the distributed property that is different from the partnership’s inside basis. 
When there is a Section 754 election, these disparities are corrected by adjusting the 
partnership’s inside basis under IRC § 734(b). Note, however, that a reduction to the inside 
basis of partnership assets (i.e., a negative Section 734(b) adjustment) occurs only from a 
liquidating distribution. 

The Section 734(b) adjustment is determined by: 

1. increasing the adjusted basis of partnership property by 

• the amount of gain recognized by the distributee partner, and 

• the excess of the adjusted basis of the distributed property to the partnership 
immediately before the distribution over the basis of the distributed property to 
the distributee (IRC § 734(b)(1)), or 

2. decreasing (only in the case of a liquidating distribution) the adjusted basis of 
partnership property by 

• the amount of loss recognized by the distributee partner, and 

• the excess of the basis of the distributed property to the distributee over the 
adjusted basis of the distributed property to the partnership immediately before 
the distribution (IRC § 734(b)(2)). 

In calculating the Section 734(b) adjustment, any prior special basis adjustments under IRC § 
743(b) and IRC § 732(d) must be taken into account (i.e., any special basis adjustments are 
considered part of the partnership’s basis in the distributed property before the distribution). 

The Section 734(b) adjustment (increase or decrease) is allocated among the partnership’s 
remaining assets under IRC § 755 (IRC § 734(c)). Thus, the adjustment is first allocated to 
property held by the partnership of like character (capital gain property or ordinary income 
property), then the adjustment is allocated within the class of property according to unrealized 
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appreciation or depreciation. However, an allocation of basis reduction cannot reduce a 
property’s basis below zero. If the partnership property is depreciable, the Section 734 
regulations (1) treat any basis increase as newly purchased property for Section 168 purposes 
and (2) account for any basis decrease over the property’s remaining recovery period, starting 
with the period during which the basis is decreased. 

In general, the taxation of partnerships is a mix between two concepts: 

 Entity Method: Treating the partnership as an entity separate and distinct from its 
owners. 

 Aggregate Method: Treating the partnership as an aggregation of its owners, each of 
whom owns a share of the various partnership assets. 

These two differing approaches are highlighted by the concept of “inside” and “outside” tax 
basis with respect to partners of a partnership. 

 Inside Basis: This is a product of the aggregate method. Each partner has proportionate 
share of the tax basis of the assets in the partnership. 

 Outside Basis:  This is a product of the entity method. Each partner has a tax basis in his 
investment in the partnership that is separate and distinct from the assets of the 
partnership. This is dictated by the items that affect each partner’s basis (contributions, 
distributions, transfers, allocable items of income and expense items, etc.). 

Certain transactions or events during the life of a partnership can result in divergence between 
the inside and outside basis, and this can result in incongruent tax treatment. At a high level, 
the purpose of the Section 754 election is to align inside and outside basis to avoid these 
scenarios. This is done by adjusting the partnership’s basis in those assets (inside basis) to align 
with the partners’ basis in the partnership (outside basis). 

To make the election, a partnership must attach a statement to the partnership’s timely filed 
return (including any extensions) for the tax year during which a distribution or transfer occurs. 
The statement must include (1) the name and address of the partnership, and (2) a declaration 
that the partnership elects under IRC Section 754 to apply the provisions of IRC Sections 734(b) 
and 743(b).  
  
The election applies to all distributions and transfers during the tax year with respect to which 
the election is initially filed, and to all such transactions in any subsequent years. It cannot be 
revoked without permission from the Commissioner. Since a Section 754 election is difficult to 
revoke, tends to increase the partnership’s administrative burdens, and applies on a mandatory 
basis to both distributions of partnership assets and transfers of partnership interests, the 
partnership (and partners) should thoroughly analyze the situation before making the election. 

A 754 election bridges the gap between inside and outside basis by immediately stepping-up or 
stepping-down the basis of the remaining partnership assets. This permits the entity the option 
to equalize the partners and provide them with a tax asset. This tax asset allows the new 
partner to reduce or eliminate the tax on gains and losses already reflected in the price he or 
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she paid for the partnership interest when the asset is sold. In addition, when the adjustment 
relates to depreciable or amortizable property, such as real estate, the new partner may begin 
taking those deductions in the year the election is made rather than waiting to recoup his or 
her basis when the property is transferred or sold in the future. 

Assume that in 2000, partners A, B and C contribute $100 each in exchange for a 1/3 interest in 
Donut LLC. Donut purchases a $300 asset depreciable over 10 years on the straight-line method 
and earns $900 income before depreciation over the first 5 years. Donut distributes $600 of 
that amount to each partner in 2005, providing it with an inside basis of $450 ($300 asset – 
$150 depreciation + $900 income – $600 distribution). This amount equals the total of each 
partner’s individual outside basis ($150 X 3) in her or her partnership interests. 

Now consider that in 2006, Partner C sells his entire 1/3 interest in Donut LLC to New Partner D 
for $250 cash. Partner C will incur a $100 capital gain on his 2006 personal tax returns ($250 
sales price – $150 basis). Subsequently, Partner D will take over Partner C’s capital account of 
$150, which exceeds by $100 his proportionate share of his basis ($250) in Donut LLC’s assets. 

If Donut breaks even in years 2006 through 2016 and disposes of the property without a 
Section 754 election on Jan. 1, 2017, Partner D will not recover his outside basis or $100 
(purchase price in excess of “inside basis”) until the year of liquidation. 

Had Donut LLC made a Section 754 election in its 2006 tax returns, Partner D would have 
recovered his inside/outside basis difference of $100 as a $10 ordinary depreciation deduction 
each year until the additional basis was fully recovered. The ultimate sale of the asset in 2017 
would result in the same gain to all partners. Without the 754 election, Partner D would have 
missed the benefit of timely deductions during the years 2006 through 2016. 

In Conclusion 
A Section 754 election can be a favorable tax efficiency tool that is unique to partnerships (as 
compared to corporations). However, the complexity, administrative burden and changing 
economic environment should always be considered carefully. 
Furthermore, the mandatory basis reduction should always be considered as this can prove to 
be a trap for the unwary. Every general partner of a partnership should be aware of these rules 
and their implications. 
Which brings up some questions I have for each one of you preparing partnership returns: 

1. Do you have a current partnership agreement for every one of your partnership clients? 
2. Do you know there is a good possibility you need conflict of interest forms for you, the 

partnership, and the partners? 
3. Can you prepare a partnership agreement for those clients that do not have one? 

(Because you are going to be sure you do now!) 
4. Can you explain these complicated calculations to your client to justify what will surely 

be a fee increase? 

 


