INTRODUCTION TO PARTNERSHIP TAXATION:
TAX CLASSIFICATION :

1. Check-the-Box Regulations allow taxpayer to choose entity classification, so long as it's not a trust or corporation by law

2. Reg. §301.7701: Partnership status is the default classification for unincorporated entities with two or more members
3. Single-member LLC's are disregarded entities for tax purposes

4. Election:

a. May be made effective up to 75 days before or 12 months after the election is filed

b. Generally must be signed by each member (including prior members affected by a retroactive election) OR a member, manager, or officer authorized to make the election

c. No new classification for 60 months, unless IRS allows it and more than 50% change in ownership

FORMATION:
GENERAL RULE WITHOUT §721:

1. Code §1001: Gain on sale of property

a. §1001(a): Gain = Amount realized – Adjusted Basis

b. §1012: Basis = Cost

c. §1001(b): Amount Realized = Money received + FMV of other property received

d. §1001(c): Recognition – entire amount of gain/loss shall be recognized, UNLESS an exception exists in the Code

CONTRIBUTIONS OF PROPERTY :

1. §721(a): No gain or loss shall be recognized on a contribution of property in exchange for an interest in a partnership
a. "Property" does NOT include services

b. HOWEVER, A/R from services to a third party is property

2. §723: Carryover basis for contributed property

3. §1123: Carryover holding period and tacking for capital assets and §1231 assets
4. §704(c)(1)(A): Precontribution gain is allocated to the contributing partner to the extent  it's realized by the PSHIP in a subsequent disposition

5. §724: Precontribution character is preserved
6. §722: Partner's Basis (Outside Basis) in Partnership Interest = Cash Contributed + AB of Property Contributed
7. Revenue Ruling 99-5: (Single-member LLC to 2 person PSHIP)

a. Situation 1: New partner buys 50% of LLC ownership from old member for $5,000 (Outside purchase of LLC interest)

i. Treated as a purchase of a 50% interest in each of the assets of the LLC AND a subsequent contribution of those assets
ii. A's Basis = 50% of old adjusted basis

iii. B's Basis = $5,000

iv. A recognizes gain or loss on sale of assets
b. Situation 2: New partner makes a 50% contribution to PSHIP directly (Better)

i. A is treated as contributing all of the assets to the PSHIP in exchange for partnership interest (no gain or loss - §721)

ii. B is treated as making a cash contribution (no gain or loss)

iii. A receives no cash in hand

TREATMENT OF LIABILITIES:

1. Impact of Liabilities on Partner's Outside Basis:

a. §752(a),(b): Partner's share of liabilities increases or decreases outside basis and is treated like a cash contribution or distribution
b. §752(c): Debt increases partner's basis, but only to extent of FMV
c. Important because partners can only deduct losses to extent of basis

d. Liabilities that are deductible when paid (A/P) are disregarded
e. Crane v. Comm'r: Debt is included in basis - whether recourse or nonrecourse

2. Contributions of Encumbered Property:

a. §722: Debt relief of a partner is treated as a cash distribution AND that partner's share is allocated to other partners and is treated as a cash contribution by them

b. Recourse Liabilities in Excess of Basis:

i. §733: Partner's basis from a contribution may not be below zero

ii. §731(a)(1): Treats excess of constructive cash distribution from debt relief over basis as gain from sale of PSHIP interest
iii. §741: Gain recognized is a capital gain
c. Nonrecourse Liabilities:

i. Generally allocated in accordance with respective shares of PSHIP profits (profit-sharing ratio).

ii. Nonrecourse liabilities in excess of basis:

1. Tufts v. Comm'r: Amount realized by PSHIP on disposition of property subject to nonrecourse debt includes at least amount of the debt relief
2. A partner who contributes property encumbered by nonrecourse debt is first allocated the portion of the liability that would be §704(c) gain if the property was sold at the time of contribution for an amount equal to the liability - the balance is allocated by PIP rule.
CONTRIBUTIONS OF SERVICES:

1. Receipt of a Capital Interest for Services:

a. Generally, the partner recognizes ordinary income to the extent of the value of the capital interest less the price paid

b. HOWEVER, not ordinary income at time of receipt when there are substantial restrictions on the transfer

c. §83(a): General Rule - FMV of capital interest is recognized as income in the year that the restrictions lapse

d. §83(b): Election to include the value of capital interest at the time of receipt, but it's NOT revocable (get a lesser valuation, possibly)(the gambler's choice)

e. McDougal v. Comm'r (Partners in horse racing):

i. When a partner contributes an appreciated asset to a PSHIP and grants a capital interest to another partner for services rendered, it is treated as though (i) an undivided interest in the asset is purchased by the other partner, AND (ii) both partners contribute their undivided interests to the PSHIP

2. Receipt of a Profits Interest for Services:

a. Generally, receipt of a profits interest is not a taxable event
b. Revenue Ruling 93-27: Receipt of profits int. not taxable unless:

i. It relates to a substantially certain and predictable stream of income;

ii. It's disposed within 2 years; OR

iii. It's a limited partner interest in a publicly-traded PSHIP

c. Rev. Proc. 2001-43:

i. Determination of whether an interest granted is a profits interest is tested at the time granted, even if not substantially vested under §83

ii. The IRS will not treat the grant of the nontaxable profits interest, or the event that removes substantial restrictions, as a taxable event

iii. Service partner gets allocations during entire ownership, even if substantially restricted

ORGANIZATION & SYNDICATION EXPENSES:

1. §709(a): Organizational expenses and expenses in connection with promotion and sale of PSHIP interest (syndication costs) are NOT generally deductible

2. HOWEVER, §709(b) allows deduction of $5,000 of organizational expenses in the year of the start of the business - reduced, but not below zero, for amounts over $50,000

3. Remainder may be amortized over 180 months
4. §709(b)(3): Definition of organizational expenses

OPERATIONS OF A PARTNERSHIP:
TAX CONSEQUENCES TO THE PARTNERSHIP:

1. The Partnership as an Entity
a. §702(b): The character of any item of income, gain, loss, deduction, or credit included in a partner's distributive share 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
b. §703(a): PSHIP determines its taxable income in a method similar to individuals, with certain exceptions

c. Revenue Ruling 68-79 (PSHIP held capital asset; Partner came in; PSHIP sold asset 2 months later):

i. Under §702(b), the character is determined at PSHIP level

d. Demirjian v. Comm'r (§1033 conversion election was made by partners individually):

i. §703(b) requires that any elections be made by the PSHIP when such elections affect the computation of taxable income derived by the PSHIP
2. Assignment of Income:

a. Schneer v. Comm'r (Attorney's old PSHIP income is funneled through new firms and distributed to partners in new PSHIP):

i. Generally, income can't be assigned once earned (Lucas v. Earl)

ii. HOWEVER, pooling of income is NOT an assignment of income

3. Taxable Year:

a. §706(a) requires that a partner include his share of income, losses, etc. in his tax return for the taxable year in which the PSHIP tax year ends
b. §706(b)(1)(B) Mechanical Rules that apply UNLESS there is a sufficient "business purpose":

i. If one or more partners having a majority (>50%) interest in PSHIP capital and profits have the same taxable year, the PSHIP must use that year;
ii. If not (i), then PSHIP must use the same tax year as all of its "principal partners", which are partners that own more than 5% of capital OR profits;
iii. If not (i) or (ii), then PSHIP must use calendar year
c. §444 Election: Allows different tax year, but must pay an entity-level tax
d. §706(b)(1)(C) "Business Purpose" Exception:

i. Deferral of income is NOT a business purpose

ii. Two "business purpose" tests:

1. 25% Test: 25% or more of income occurs in last 2 months of taxable year (Halloween store)

2. Facts and Circumstances Test: Must get a ruling

TAX CONSEQUENCES TO THE PARTNERS:

1. §702(a): Separately-Stated Items:
a. Capital gains and losses (short-term)

b. Capital gains and losses (long-term)

c. §1231 gains and losses

d. Charitable contributions

e. Dividends

f. Foreign taxes

g. Other items

h. Tax-exempt interest

2. §705(a): Requires Adjustments to Basis of Partner's Interest:

a. Partner's outside basis increased by:

i. Taxable income

ii. Tax-exempt income

b. Partner's outside basis decreased (but not below zero) by:

i. Distributions from PSHIP (§733)

ii. Partner's share of PSHIP losses

iii. Partner's share of nondeductible and noncapitalized expenses

LIMITATIONS ON PARTNERSHIP LOSSES:

1. Basis Limitations:

a. §704(d): Partner's distributive share of losses are only deductible to the extent of the partner's outside basis at the end of the PSHIP's taxable year

b. Excess deductions for losses are deferred and carried forward indefinitely

c. Losses probably don't carry over on sale of PSHIP interest or death of a partner

d. LOOK OUT:  A loss allowable (nonrecourse debt) here may not be allowable after applying §465 at-risk rules!!

2. At-Risk Limitations:

a. §465: Limits a taxpayer's deductible losses to the amount that the taxpayer is "at risk" with respect to those activities
b. Partner's Initial At-Risk Amount includes:

i. Cash contributions to the activity

ii. Adjusted basis of contributed property to the activity

iii. Amounts borrowed for use in the activity with recourse to the extent of FMV of the encumbered property
c. Applied on a partner-by-partner basis rather than at PSHIP level

d. Applied separately to each activity in which a PSHIP is engaged

e. Nonrecourse liabilities will increase a partner's outside basis, but taxpayer may not be considered "at risk" for that liability

f. May be carried over and deducted when:

i. Taxpayer becomes at risk

ii. PSHIP disposes of the property, OR

iii. Taxpayer disposes of PSHIP interest

g. Partners is considered "at risk" for his portion of recourse liabilities, which include debts where the creditor can sue the partner under state law and funds are borrowed from a person with no interest in the activity

h. Qualified Non-recourse Financing Exception (p. 112)

i. Deficit Capital Account Restoration Obligation is NOT good enough to make liabilities "at risk"

3. Passive Loss Limitations:

a. §469: Disallows the deduction of losses to the extent that they are in excess of passive income

b. May be carried forward and/or deducted in full on a taxable disposition of the entire activity

c. Applied on a partner-by-partner basis rather than at PSHIP level

d. Applied after §704(d) and §465 limitations

e. "Passive activity" is any activity in which the taxpayer does NOT materially participate
f. "Material participation" only where taxpayer is involved on a regular, continuous, and substantial basis in the operation of the activity

g. Material Participation Test:

i. Participates for more than 500 hours during the year

ii. Participation constitutes substantially all of the participation in the activity by any individual during the year (only one)

iii. Devotes more than 100 hours to activity during the year and his participation is not less than any other partner (more than everyone else)

iv. Activity is a "significant participation" activity - more than 100 hours and doesn't satisfy any other tests AND individual's aggregate participation in all significant participation activities is more than 500 hours for year

v. Materially participated for 5 of the 10 last tax years

vi. Personal service activity AND taxpayer materially participated for any 3 tax years preceding tax year

vii. Facts and circumstances show that participation was continuous and substantial

h. Rental activities are always passive
i. Limited partner activities, absent a showing to the contrary, are presumed to be passive

j. General partner activities should be examined for passiveness

PARTNERSHIP ALLOCATIONS:
INTRODUCTION:

1. §704(a): Partner's distributive share of income, gain, loss, deduction, or other item shall be determined by the partnership agreement, unless §704(b) applies

a. §761(c): "Partnership agreement" includes any modifications up to the time of filing the return

2. §704(b): Partner's distributive share shall be determined in accordance with the partner's interest in the PSHIP (PIP Rule) IF:

a. Partnership agreement doesn't provide PIP, OR
b. The allocation to the partner under the agreement does NOT have substantial economic effect
3. "Special allocation" - allocation that differs from the partners' respective interests in partnership capital

SPECIAL ALLOCATIONS UNDER §704(b):
1. Orrisch v. Comm'r (Two partners in a apartment deal; different contributions of cash; agreement to share equally; one party had plenty of losses already, so they specially allocate all depreciation deductions to one with a gain chargeback)
a. Decided before §704(b) regulations and tests

b. Court held that special allocations under §704(b) must have a "substantial economic effect" - the allocation must actually affect the dollar amount of the partners' shares of the total PSHIP income or loss, independent of tax consequences

c. Relevant factors include (i) profit/loss interests; (ii) cash flows; and (iii) rights upon liquidation

d. Court looks to who bears the real burden for a loss
2. The §704(b) Regulations: Basic Rules:

a. Two-part Test for Substantial Economic Effect:

i. Economic effect (objective): Allocation must be consistent with the economic business deal of the partners

ii. Substantial (subjective): Must be a reasonable possibility that the allocation will affect substantially the dollar amounts to be received by the partners from the PSHIP apart from the tax consequences
b. Maintenance of Partners' Capital Accounts:
i. Increased by:

1. Money contributed

2. FMV of property contributed (net of liabilities)

3. Allocations of income & gain (including tax-exempt)

ii. Decreased by:

1. Money distributed

2. FMV of property distributed (net of liabilities)

3. Allocations of nondeductible and noncapitalized expenses

4. Allocations of loss & deduction

iii. Conclusive presumption that FMV of PSHIP assets equal their adjusted bases (which is why the gain chargeback provision is okay)

c. Economic Effect: 

i. Big Three: Treas. Reg. §1.704-1(b)(2)(ii)(b)

1. Must maintain capital accounts in accordance with §1.704-1(b)(2)(iv);

2. Liquidation must be in accordance with capital account balances of the partners; AND

3. Unconditional deficit restoration obligation to restore by the later of: (i) end of the liquidating tax year OR (ii) 90 days after liquidation

ii. Alternate Economic Effect:

1. If the partnership agreement satisfies the first two requirements, but doesn't contain a deficit restoration obligation THEN

2. An allocation will have economic effect to the extent that it does not create or increase a deficit in the partner's capital account (in excess of any conditional/limited deficit restoration obligation the partner may have) AND the agreement contains a "qualified income offset" provision

3. For purposes of this test, partners must reduce their capital accounts by distributions that are reasonably expected (to the extent they exceed reasonably expected offsetting increases) as of the end of the tax year

4. "Qualified Income Offset" - a provision stating that if any partner who has a deficit capital account by reason of an unexpected distribution must be allocated future income in an amount and manner sufficient to eliminate any deficit as quickly as possible
5. Revenue Ruling 97-38:

a. A partner is treated as having a limited deficit restoration obligation to the extent of: (i) the outstanding principal of any promissory note contributed to the PSHIP by the partner; AND (ii) the amount of any unconditional obligation to make subsequent contributions to the PSHIP (such as where a GP has unlimited liability to creditors).
b. Limited deficit restoration obligation by reason of partner's liability to creditors (GP) = outstanding liabilities - book value of PSHIP assets

iii. Economic Effect Equivalence: Deemed to have economic effect if the PSHIP agreement, interpreted by reference to state law, ensures that a liquidation of the PSHIP would produce the same economic results as if the Big Three were satisfied (e.g. left out maintenance of capital accounts)
d. Substantiality:

i. Not substantial if, at the time the allocation becomes part of the partnership agreement, the effect of the allocation is:

1. To possibly benefit one or more partners after taxes compared to having no special allocation; AND

2. There's a strong likelihood that no partners will be additionally burdened - compared to having no special allocation in the agreement
ii. Shifting Allocation - not substantial - strong likelihood that capital accounts of partners will be unaffected by the allocation (normally because of an equal and offsetting allocation in the same year) AND total tax liability of partners is less than no allocation

iii. Transitory Allocations - not substantial - possibility, over two or more tax years, that an original allocation will be largely offset by one or more offsetting allocations AND that there's a strong likelihood that the partners' capital accounts will emerge unaffected AND partners enjoy a total reduction in tax liability

iv. Offsetting allocation will NOT be considered transitory if there's a strong likelihood that the offsetting allocation will NOT be made within 5 years of the original allocation

v. Revenue Ruling 99-43:  Special allocations lack substantiality when partners amend the PSHIP agreement to specially allocate COD income and book items from revaluation after the events giving rise to them have occurred IF the overall economic effect on the capital accounts doesn't differ substantially from the economic effect of the original allocations
e. Default Reallocations: The Partners' Interest in the Partnership (PIP Rule):

i. "Partner's Interests in the PSHIP" refers to the manner in which the partners agree to share the economic benefits or burdens, taking into account all facts and circumstances
ii. Presumption of Equality - rebuttable by taxpayer or IRS

iii. PIP Rule Factors:

1. Relative contributions of the partners

2. Interests in economic profits and losses, if they differ from taxable income or loss

3. Interests of the partners in cash flow and other nonliquidating distributions

4. Rights of partners to distributions of capital upon liquidation

f. Allocations of Depreciation Recapture:

i. Treas. Reg. §1.1245-1(e)(2)(i): Partner's share of recapture gain is generally equal to the lesser of: (i) the partner's share of total gain from the disposition of property, OR (ii) the total amount of depreciation previously allocated to the partner with respect to the property

g. Allocations of Tax Credits:

i. Generally not reflected in capital accounts, so they usually don't have economic effect - allocate in accordance with PIP
3. Allocations Attributable to Nonrecourse Debt:

a. **Threshold Question**:

i. If the problem deals with recourse liability, use the substantial economic effect test

ii. If the problem deals with nonrecourse liability, use the following tests.

b. Definitions:

i. Partnership minimum gain = excess of nonrecourse liability - adjusted basis of property securing the debt
ii. Nonrecourse deductions: Usually cost recovery deductions

iii. Distribution of Nonrecourse Liability Proceeds Allocable to an Increase in Minimum Gain: Distribution of nonrecourse debt proceeds

iv. Partner's Share of PSHIP Minimum Gain = Nonrecourse deductions allocated to partner throughout life of PSHIP + partner's share of distributions of nonrecourse liability proceeds allocable to an increase in minimum gain - partner's share of any prior net decreases in partnership minimum gain

v. Minimum Gain Chargeback: Added back to offset net decrease in partner's share of minimum gain

c. Safe Harbor Test: Allocations of nonrecourse deductions will be respected if the following four requirements are satisfied:

i. Throughout the life of the PSHIP, partnership agreement must satisfy the Big Three or alternative economic effect test;

ii. Beginning in the first tax year in which the PSHIP has nonrecourse deductions and thereafter, nonrecourse deductions must be allocated in a manner that is reasonably consistent with allocations (having substantial economic effect) of some other significant PSHIP item attributable to the property securing the nonrecourse liabilities of the PSHIP (other than allocation of minimum gain) (i.e. where PSHIP agreement allocates 90/10 for income and losses until profitable and 50/50 thereafter, anything between 90/10 and 50/50 would be "reasonably consistent")
iii. Beginning in the first year in which the PSHIP has nonrecourse deductions or makes a distribution of nonrecourse proceeds, the partnership agreement must contain a minimum gain chargeback
iv. All other material allocations and capital account adjustments must comply with §704(b) regulations (have substantial economic effect).

ALLOCATIONS WITH RESPECT TO CONTRIBUTED PROPERTY:

1. Introduction
a. "§704(c) Property" - property that at the time of its contribution to the PSHIP has a FMV (book) that differs from the contributing partner's tax basis

b. §704(c)(1)(A): Items of income, deduction, gain, or loss with respect to property contributed shall be shared  among the partners "so as to take account of the variation between the basis and FMV at the time of contribution"

c. Allocations may be made using any reasonable method that is consistent with the purpose of §704(c), including the following:

i. Traditional method

ii. Traditional method with curative allocations

iii. Remedial method

d. Applied on a property-by-property basis, except for classes of properties with identical tax characteristics (inventory, etc.)

e. "Small Disparity Exception": Where difference between FMV and adjusted basis:

i. Is less than 15% of adjusted basis; AND

ii. Is less than $20,000

2. Sales and Exchanges of Contributed Property:

a. §704(c) Allocation Methods (p. 182):

i. Traditional Method: Generally requires built-in gain or loss to be allocated to contributing partner

1. Ceiling Rule: Total gain or loss allocated to the partners may not exceed the tax gain or loss realized by PSHIP
ii. Traditional Method with Curative Allocations: Allows PSHIP to make reasonable "curative allocations" of other PSHIP items of income, loss, gain, etc. to correct ceiling rule distortions if there's gain from another source
1. Curative allocations are made solely for tax purposes, have no economic effect, and are not reflected in partner's capital accounts

2. Curative allocation is reasonable ONLY if:

a. It does not exceed the amount needed to offset the ceiling rule's effects; AND

b. Allocation has same character & tax consequences as item effected by the ceiling rule

iii. Remedial Method: Allows PSHIP to create tax gain or loss of the appropriate type needed to offset ceiling rule distortions - election where there is no other gain to offset effects of the ceiling rule

b. Characterization of Gain or Loss on Disposition of Contributed Property:

i. §724: Prevents conversion of gain/loss through contributions of property to a PSHIP (like real estate dealer contributing inventory to investment PSHIP)

ii. §724 applies to:

1. Unrealized receivables (always ordinary income);

2. Inventory items (property not considered a capital or §1231 asset)(retain ordinary income status for five years; then determined by PSHIP); AND

3. Capital loss property )(loss at the time of contribution) (retains capital loss status for five years; then determined by PSHIP
3. Depreciation of Contributed Property:

a. §704(c) also applies here
b. Traditional Method: Tax depreciation is allocated first to noncontributing partner in an amount equal to his share of book depreciation, then to the contributing partner

i. Ceiling rule applies here as well

c. Traditional Method with Curative Allocations: Can use tax depreciation from other assets or allocate an extra amount of ordinary income to contributing partner to correct ceiling rule

d. Remedial Method: see p.191

ALLOCATION OF PARTNERSHIP LIABILITIES:

1. Treas. Reg. §1.752: "Liability", defined:

a. Creates or increases the basis of any of the obligor's assets (including cash);

b. Gives rise to an immediate deduction to the obligor; OR

c. Gives rise to an expense that is nondeductible and noncapitalized
2. Recourse Liabilities:

a. A partnership liability is a recourse liability only to the extent that a partner bears the economic risk of loss with respect to that debt

b. Constructive Liquidation: Generally, a partner bears the economic risk of loss to the extent that he would ultimately be obligated to pay the debt if:
i. All PSHIP assets were worthless; AND

ii. All PSHIP liabilities become due.

c. In determining the economic risk of loss, you take into account any contractual (guarantees) or state law provisions (deficit restoration obligations)

d. Furthermore, the regulations assume that partners will pay the debts they're liable for, even if they lack the net worth to pay

e. Generally, where loss ratios = initial capital account ratios, recourse debt will be allocated the same way

f. Generally, recourse debt is allocated to the general partner and not to the limited partners

3. Nonrecourse Liabilities:

a. General Rule: Nonrecourse liabilities are generally allocated among partners in accordance with their respective shares of PSHIP profits

b. Exceptions to the general rule:

i. Where special allocations are made

ii. Where partnership minimum gain exists

iii. Where §704(c) built-in gain exists

c. Treas. Reg. §1.752-3(a): Partner's Share of Nonrecourse Liabilities = Sum of:
i. Partner's share of PSHIP minimum gain determined in accordance with §704(b) regulations;

ii. In the case of nonrecourse liabilities secured by contributed property, the amount of gain that the partner would recognize under §704(c) if the partnership disposed of that property in a taxable transaction in full satisfaction of the liabilities and no other consideration; AND

iii. The partner's share of any remaining/excess nonrecourse liabilities, determined in accordance with PIP rule.

d. Revenue Ruling 95-41:

i. Allocations of nonrecourse liabilities under §1.752-3(a)(1) are not affected by §704(c)

ii. Allocations of nonrecourse liabilities under §1.752-3(a)(2) do not take into account curative allocations under §1.704

ALLOCATIONS WHERE PARTNERS' INTEREST VARY DURING THE YEAR:

1. §706(c)(2)(B): If a partner disposes of less than his entire PSHIP interest, the PSHIP taxable year will not close with respect to that partner

2. §706(d)(1): When partners' interests change during the year, each partner's distributive share of income or loss is determined by taking into account the partners' varying interests

3. Two Permissible Methods:

a. "Interim Closing of the Books" Method: closes books on a certain day and allocates all items incurred up to that date
b. "Proration" Method: based on number of days during which partner was a partner to allocate entire taxable year
4. §706(d)(2)(A): Requires cash method PSHIPS to allocate certain specified cash basis items to the time during the year that these items are economically attributable, regardless of when paid
TRANSACTIONS BETWEEN PARTNERS & PARTNERSHIPS:

PAYMENTS FOR SERVICES AND THE USE OF PROPERTY:

1. Three Broad Categories:

a. Transactions between a PSHIP and a partner who is not acting in his capacity as a partner - treated by §707(a)(1) as a third party
b. "Guaranteed payments" - payments for services or for the use of capital, if determined without regard to the income of the PSHIP - treated by §707(c) as payments of compensation or interest and as a distributive share for other purposes (mainly timing)

c. Payments to partners in their capacity as partners (payments for services based on a percentage of profits) - fall outside of §707 and are treated as distributive shares under §731
2. Partner Acting in a Nonpartner Capacity:

a. Pratt v. Comm'r (real estate partners charge management fee to PSHIP as % of gross rental; PSHIP was accrual; partners were cash; accrued fee, but didn't pay it): Court held that partners were acting in their capacity as partners - i.e. performing services that were "ongoing & integral" to PSHIP's business - and fees would only be considered in their distributive share (no deduction)
b. Armstrong v. Phinney (5% PSHIP owner operates PSHIP ranch):  A partner may be an employee or creditor/debtor of the PSHIP

3. Disguised Payments:
a. §707(a)(2)(A): Where partners act in nonpartner capacity, PSHIP should treat payments as payments to a third party
b. Therefore, if payment was for services that would otherwise be capitalized (e.g. organizational costs), the payment must be capitalized and partner recognizes income

c. Factors considered in determining whether partner is receiving putative allocation & distribution in his capacity as partner:

i. Whether payment is subject to an appreciable risk as to amount

ii. Whether the partner status is transitory (limited duration tied to a project)

iii. Whether the allocation and distribution that are made to the partner are close in time to the partner's performance of services or transfer in property

iv. Whether, under all facts and circumstances, it appears that recipient became a partner primarily to obtain tax benefits to PSHIP or himself

v. For services, whether the value of partner's PSHIP interest is small in relation to a certain allocation (more like a fee)

vi. For property, whether the requirement that capital accounts be respected under §704(b) makes income allocations which are disguised payments for capital economically unfeasible and therefore unlikely to occur

d. Guaranteed Payments:

i. Taxable to the partner as ordinary income and deductible to the PSHIP under §162 or capitalized under §263

ii. Partner must include guaranteed payments in income in the year in which the PSHIP deducted those payments - whether received or not
iii. Gaines v. Comm'r (effect of guaranteed payments recognized, but not yet received):  Increases outside basis and payment later reduces outside basis

iv. Revenue Ruling 69-80 (PSHIP has some income, but not enough for entire guaranteed payment):

1. Guaranteed Payment = Minimum Guarantee - Distributive Share (see p. 245)

v. Revenue Ruling 2007-40:

1. A transfer of PSHIP property to a partner in satisfaction of a guaranteed payment under §707(c) is a sale or exchange under §1001 (a taxable transaction), and NOT a distribution under §731

2. The guaranteed payment is treated as an obligation of the PSHIP and a satisfaction of that obligation with PSHIP property is a taxable transaction

SALES AND EXCHANGES OF PROPERTY BETWEEN PARTNERS AND PARTNERSHIPS:

1. Sales and Exchanges with Respect to Controlled Partnership:

a. §707(b)(1): Disallows losses on sales or exchanges of property between PSHIPs and partners who own directly or indirectly (under §267(b)) more than 50% interest in PSHIP capital or profits

b. §707(b)(2) & §1239(a): Characterize gain on sales and exchanges of property between partners and controlled PSHIPs as ordinary income
2. Disguised Sales:

a. Look out for situations where a partner contributes a low basis asset to the PSHIP tax-free under §721 and gets a related distribution

OPERATING DISTRIBUTIONS:
1. Consequences to the Distributee Partner:

a. Distributions of Cash:

i. §731(a): Partner will generally recognize no gain or loss on a current distribution of cash, unless in excess of outside basis

ii. §733: Partner's outside basis will be reduced, but not below zero, by the amount of the distribution
iii. §731(a)(1): The excess cash received over the distributee partner's outside basis is treated as gain from the sale or exchange of a PSHIP interest - normally a capital gain, unless §751 applies (for hot assets)

iv. NO LOSS on operating distributions!! Only on liquidating distributions

v. Includes transactions that are treated as cash distributions, such as:

1. Reduction of partner's share of PSHIP liabilities

2. Abandonment of property; foreclosure; condemnation

3. Another partner's assumption of share of liability

vi. Does not apply if cash received is just a loan or advance

b. Distributions of Property:

i. §732(a): Transferred basis for distributed property, unless §704(c)(1)(B), §737, or §751(b) applies
ii. §733: Distribution of property reduces partner's outside basis by the transferred basis in distributed property

iii. §732(a)(2): If partner's share of the inside basis in the distributed property exceeds outside basis, reduced by any cash distributed in the same transaction, the transferred basis is limited to the outside basis, which would then be equal to zero

iv. NO GAIN FOR EXCESS DISTRIBUTIONS OVER OUTSIDE BASIS - just reduce basis of property to partner

c. Allocations of Basis to Distributed Property:

i. §732(c): Multi-Step Process for Allocating Multiple Properties:  (see p. 297)

d. Revenue Ruling 94-4: 

i. A deemed distribution of money under §752(b) resulting from a decrease in the partner's share of PSHIP liabilities is treated as an advance or draw of money to the extent of the partner's distributive share

ii. Any amount treated as an advance or draw is taken into account at the end of the tax year 

iii. Also applies to deemed distribution for debt cancellation

e. Revenue Ruling 79-205:
i. For distributions of property encumbered by a debt, the partner gets a distribution treated as a distribution of money to the extent that the decrease in the partner's share of PSHIP liabilities exceeds the increase in partner's assumption of liabilities (Deemed Distribution = P's share of reduction in PSHIP's liabilities - P's liabilities assumed)

ii. The opposite is a contribution (Deemed Contribution = P's liabilities assumed - P's share of reduction in PSHIP's liabilities)
iii. All liability adjustments are considered simultaneously

