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Income Tax Aspects of Partnership Formationt
By FRANCIS J. BUTLER*

INTRODUCTION

Importance of Partnership Taxation

The partnership form of doing business is extremely popular because
most small businesses readily lend themselves to it. As a result the tax pro-
visions relating to partnerships are of vital importance. It should be re-
membered that although a partnership is not itself a tax-paying entity,
many income tax consequences flow from the use of the partnership form
of doing business which will directly affect the individual partners.

1939 Code Provisions

The 1939 Internal Revenue Code had few provisions governing the
taxation of partnerships, although the partnership is one of the most wide-
spread forms of business association. The statutory guides were skimpy, the
Commissioner's Regulations were inadequate and the rulings (government
interpretation and case law) were in most areas confused, chaotic and vo-
luminous. Although the partnership is at least as complicated as the cor-
poration, the lack of adequate guides existed until the enactment of the
Internal Revenue Code of 1954. This problem was well recognized, and the
reports of both the House and Senate which accompanied the Internal Rev-
enue Code of 1954 showed an understanding of the problem.'

The confusion and uncertainty in the old law arose chiefly because of
the conflict in the cases and rulings between the "aggregate" theory and
the "entity" theory. Under the aggregate theory the partnership was viewed
merely as a collection of individuals doing business jointly, each having an
undivided interest in the partnership property. The entity approach treats
the partnership as a business entity, separate and apart from the members
of the partnership. Under this theory, a partner holds an interest in the
partnership as distinguished from an undivided interest in the partnership
property. The, new law adopts neither the aggregate theory nor the entity
theory to the exclusion of the other, i.e., the partnership remains only an
information reporting medium for the taxation of the individual partners,
but treatment of the partner-partnership transactions is based upon the
recognition of the partnership as a separate entity. In addition, the new

tThis article was originally delivered orally at the Fourth Annual Tax School pre-
sented by the School of Law at Montana State University in December, 1956, and is
reprinted from ESTATta PLANNING AND INco E TAXATION, the report of the proceed-
ings of the school.

*Associated with Paul Castoldi, Spokane, Wash. Member of the Montana and Ore-
gon Bars. A.B., LL.B., Montana State University, LL.M. (Taxation) New York
University.

1"The existing tax treatments of partners and partnerships Is among the most con-
fused in the entire Income Tax field .... As a result, partners today cannot form,
operate or dissolve a partnership with any assurance as to the tax consequences.

"Because of the vital need for clarification, the House and your Committee
have undertaken the first comprehensive statutory treatment of partners and part-
nerships In the history of the Income Tax Laws. In establishing a broad pattern
applicable to partnerships generally, the principal objectives have been simplicity,
flexibility and equity as between the partners." S. Rep. No. 1622, Sd Cong., 2d Sess.
89 (1954). See also H.R. Rep. No. 1337, 83d Cong. 2d Sess. 65 (1954).
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PARTNERSHIP ORGANIZATION

Code contains a series of elections in which the individual partners can
achieve. equity among themselves through an aggregate treatment.

1954 Code Provisions

The provisions of the Internal Revenue Code of 1954, pertaining to the
taxation of partnerships' were amplified and clarified in many ways by
the Commissioner's interpretation of them promulgated in final form on

are generally applicable to partnership taxable years beginning after Decem-
ber 31, 1954. Earlier dates were prescribed in the law for certain loop-hole-
closing provisions which will be discussed below.

GENERAL RESUME OP PARTNERSHIP TAXATION

Definition of Partnership of Tax Purposes

The Internal Revenue Code defines a partnership in a negative manner.
The Code states that the term "partnership" includes a syndicate, group,
pool, joint venture or other incorporated organization through or by means
of which any business, financial operation or venture is carried on, which
is not, within the meaning of the Internal Revenue Code, a corporation, or a
trust or estate.' The definition of a partnership, as can be seen, is much
broader in scope for tax purposes than the common law meaning.'

Under the law and Regulations, certain groups can elect not to come
within the provisions of the partnership tax law. These groups are certain
investing partnerships and operating agreement partnerships. The Regula-
tions set out in detail the conditions which must be met before the elections
can be made."

The Commissioner's Regulations attempt in some manner to set out
what is and what is not a partnership. They provide as follows:

A joint undertaking merely to share expenses is not a partner-
ship. For example, if two or more persons jointly construct a ditch
merely to drain surface water from their properties, they are not
partners. Merely co-ownership of property which is maintained,
kept in repair and rented or leased does not constitute a partner-
ship. For example, if an individual owner, or tenants in common,
of farm property lease it to a farmer for a cash rental or a share of
the crops, they do not necessarily create a partnership thereby.
Tenants in common, however, may be partners if they actively
carry on a trade, business, financial operation, or venture and
divide the profits thereof. For example, a partnership exists if co-
owners of an apartment building lease space and in addition pro-
vide services to the occupants either directly or through an agent.'

In each instance, you will have to look to the agreement to ascertain
whether you come within the provisions of sub-chapter K of the Code. Re-
member, also, that certain partners can elect to be treated as corporations ;'

2INT. REv. CoDE OF 1954, e. 1, subchapter K, §§ 701-771.
'U.S. Treas. Reg. §§ 1.701-1 to 1.771-1 (1956).
4INT. REV. CODE OF 1954, § 761(a).
rU.S. Treas. Reg. § 1.761-1 (1956).
albid.
7Ibid.
'INT, REV, CoDE o 194, § 1361.
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conversely, the partnership may, if it resembles a corporation, be taxed as
such.'

If an organization is a partnership for tax purposes and does not file
a partnership return, it is likely that some dire consequences could flow to
the members of the partnership in their individual capacity. As will be
seen, any election which has to be made concerning the tax laws must be
made by the partnership in the partnership return.0 Failure of the partner-
ship to make an election could result in the loss of a favorable tax conse-
quence flowing from the election, e.g., the election to treat a sale on the in-
stallment basis.

Aggregate Theory

As under prior law, the partnership is a reporting entity and not i1tslf
a taxpayer. A partnership, as such, is not subject to the income tax im-
posed, but persons carrying on businesses as partners are liable for the in-
come tax in their separate and individual capacities.' The partnership
files a partnership return and the individual partners then take into account
their distributive shares of the partnership income computed according to
the method of accounting employed by the partnership. The partnership
return filed on Form 1065 shows the names and addresses of the partners
and the partnership and lists the partners' distributive shares of income or
loss. The partners are liable to report on their individual returns their dis-
tributive shares of the partnership income or loss whether or not distributed
to them. There is little change under the new law in the basic principle of
taxing partners but it should be noted that under the estimated tax pro-
visions, a partner must take into account the partnership income at each
installment date. Therefore, a partner, for this purpose, will be treated as
though he received his share of the partnership income directly.'

Character of Partnership Income

The basic tax computation involves two fundamental steps: (1) deter-
mination of the partnership 's own items of income and deduction, and (2)
the inclusion of such items in the individual returns of the partners. How-
ever, in arriving at this computation many factors have to be considered.
Under the 1939 law, there was no mechanism whereby certain items of in-
come were assured the same character in the hands of the individual partner
that they had in the hands of the partnership, e.g., capital gains. Section
702 of the Internal Revenue Code of 1954 takes care of this and provides
that, in addition to the regular partnership profit and loss, certain items
are to be separately stated by the partnership and taken into account separ-
ately on the partnership return. The partners then pick up their individual
share of these separately stated items, which are as follows:

(1) Long-term capital gain.
(2) Short-term capital gain.
(3) Section 1231 capital gains and losses.
(4) Charitable contributions.
(5) Dividends.

9Morrissey v. Commissioner, 296 U.S. 344 (1935).
01INT. REv. CODE OF 1954, § 703(b).

"Id. § 701.
1See S. Rep. No. 1662, 83d Cong., 2d Sess. 89 (1954).

[Vol. 18,
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(6) Taxes paid or accrued to foreign countries.
(7) Partially tax-exempt interest on obligations of the United States.
In addition to these items, section 702(a) (8) serves as a catchall sec-

tion and confers discretion on the Commissioner to require segregation of
any item which is not treated separately in numbers 1 to 7 above. The Reg-
ulations set forth a great many items in addition to the above. It is probably
safe to say that any items which affect the computation of the partner's per-
sona inuome tax must be segregated and separately stated."

Wherever an item is separately computed, the Code requires that the
character of the item shall be determined as if it were realized directly by
the partner."4 The partners are treated as if each received his distributive
share of partnership gross income for all computations relative to individual
partners, e.g., to determine the necessity of filing a return or to determine
the applicability of the six-year period of limitation on assessment and col-
lection provided for in section 6501(e) of the Code."

The effect of this provision may be illustrated as follows:
The partnership has a section 1231 gain. Partner A has a section 1231

loss. In determining whether the section 1231 gains exceed the section 1231
losses, partner A is considered as having received his distributive share of
section 1231 gain of the partnership. It is treated by him as a section 1231
gain. The netting of the section 1231 gains and losses is made on the' part-
ner's level.

Partnership Computation of Income
After the partnership has segregated the items required to be separate-

ly stated and has included the other partnership items of income or loss not
required to be segregated, the partnership income is determined in the
same manner as that of an individual, except that the partnership does not
get certain deductions, i.e., charitable contributions, net operating losses,
capital gains and losses, the standard deduction and itemized deductions.'"

Any election affecting the computation of income derived from a part-
nership shall be made by the partnership, e.g., elections as to methods of
accounting, computation of depreciation, or use of installment sale pro-
vision.' Tlhe election should be made in accordance with the provisions of
the partnership agreement. If the agreement does not provide who is to
make these elections and how they are to be made, the authorization of one
or more of the partners to file a return on behalf of the partnership may be
considered the right to make the elections on behalf of the partnership."
This is a carry-over from the case law and rulings under the Internal Rev-
enue Code of 1939.

The only exception to the election provision above is the election af-
fecting foreign taxes paid or accrued. Individual partners in this case may
elect separately whether to claim deduction or credit against the tax.

In connection with the deductions which are not allowed a partnership,
it must be remembered that the individual partner does not lose these deduc-

"U.S. Treas. Reg. § 1.702-1(a) (8), (9) (1956).
'41N. REv. Cooz or 1954, § 702(b).
'Id. § 702(c).
"Id. § 703(a).
"Id. § 703(b).
'slbid.
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tions, but takes them on his own return in computing his individual income
tax.

PARTNER'S DISTRIBUTIVE SHARE

Allocation by Agreement

In the introductory material, the term "partnership distributive share"
was used. The 1.939 Code failed to define distributive share as such. If
A, B and C form a partnership to share profits and losses equally, the allo-
cation of distributive shares is automatic. Each partner would report one-
third of everything. Unusual business exigencies, however, can create some
difficult problems, and the ingenuity of the taxpayer could, and often did,
create further difficulties. The 1954 Code attempts to supply the omission
of the prior law and does define distributive share. In so doing, it recog-
nizes that certain exigencies may well arise as to the allocation of certain
items between the taxpaying partners, and it provides the machinery to
quash exigencies which are created purely through taxpayer ingenuity.

A partner's distributive share of the income, gain, loss, deduction or
credit will be determined by the partnership agreement." If the partner-
ship agreement is silent, the general profit and loss ratio will govern as to
any item. The general profit and loss ratio also governs if the partnership
agreement contains a provision on distributive share, where such provision
has as its principal purpose the avoidance or evasion of tax.' In determin-
ing the general profit and loss, the Regulations state:

The manner in which the net profit or loss (computed after
excluding any item subject to a recognized special allocation) is
actually credited on the partnership books to the accounts of the
partners will generally determine each partner's share of taxable
income or loss.'

As noted, if the partnership agreement contains something on distribu-
tive share and the principal purpose is tax avoidance, the agreement would
be disregarded. This will cause much litigation. The illusiveness of the
words "tax avoidance or evasion" is shown in many other fields of the tax
law, and this undoubtedly will be no exception. Remember that the part-
nership agreement is defined in section 761 (c) as follows:

[A] partnership agreement includes any modifications of the
partnership agreement made prior to, or at, the time prescribed by
law for the filing of the partnership return for the taxable year...
which are agreed to by all of the partners or which are adopted in
such other manner as may be provided by the partnership agree-
ment.

This means that the agreement can be modified subsequent to the close
of the partnership taxable year. This language will give the taxpayer
and the taxpayer's representatives an opportunity to reflect back on the
prior year.

'old. § 704(a).
2Od. § 704(b).
"U.S. Treas. Reg. § 1.704-1(b) (1) (1956).
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Section 1.704-1(b) (2) of the Regulations sets out guides7 and cites
some examples' of what would be considered tax avoidance or tax evasion,
the importance of which cannot be overlooked by the astute tax planner.

As some of the text writers have pointed out, this is the first time in the
history of the tax laws that taxpayers are permitted to agree on the in-
cidence of tax, i.e., to agree as to which of several co-owners shall be entitled
to specific items of income, deductions and credits. The possibilities are
most flexible. For example, the owner of an undeveloped oil or gas lease
might will be able to raise capital by agreeing that the investor alone would
be entitled to amortization, depreciation or depletion allowances.

There is bound to be a lot of litigation on the evasion or avoidance fea-
ture. It is important to remember that the agreement can be modified up
until the time for filing the return, and the agreement can be either oral or
in writing. If the agreement is silent on any matter, the provisions of local
law will be considered as constituting a part of the agreement.'

Allocation of Specific Items

When property is contributed to a partnership, the new law recognizes
the inequity that might result from the variation between the basis of the
property to the partnership and its fair market value at the time of its con-

2"In determining whether thq principal purpose of any provision in the partnership
agreement for a special allocation is the avoidance or evasion of Federal income tax,
the provision must be considered in relation to all the surrounding facts and cir-
cumstances. Among the relevant circumstances are the following: Whether the
partnership or a partner individually has a business purpose for the allocation;
whether the allocation has "substantial economic effect," that is, whether the allo-
cation may actually affect the dollar amount of the partners' shares of the total
partnership income or loss independently of tax consequences; whether related items
of income, gain, loss, deduction or credit from the same source are subject to the
same allocation; whether the allocation was made without recognition of normal
business factors and only after the amount of the specially allocated item could rea-
sonably be estimated; the duration of the allocation; and the overall tax con-
sequences of the allocation." U.S. Treas. Reg. § 1.704-1(b) (2) (1956).

'Example (1). The provisions of a partnership agreement for a year in which the
partnership incurs losses on the sale of depreciable property used in the trade or
business are amended to allocate such losses to one partner who has no such gains
individually. An equivalent amount of partnership loss or deduction of a different
character is allocated to other partners who individually have gains from the sale
of depreciable property used in the trade or business. Since the purpose and effect
of this allocation is solely to reduce the taxes of certain partners without actually
affecting the shares of partnership income, such allocation will not be recognized.
Under section 704(b) (2), those items will be allocated to all the partners in ac-
cordance with the provisions of the partnership agreement for sharing partnership
income or loss generally.

Example (3). Rather than impair the credit standing of the AB partnership
by distribution, the partners agree to invest surplus partnership funds in an equal
dollar amount of municipal bonds and' corporate stock. The partners further agree
that A is to receive all the interest income and gain or loss from tax-exempt bonds
and B is to receive all the dividend income and gain or loss from corporate stock.
Such allocation has substantial economic effect and will be recognized in the ab-
sence of other circumstances showing that the principal purpose was tax avoidance
or evasion. On the other hand, under an agreement with respect to partnership
CD, it is provided that C's distributive share of income shall be the first $10,000
of tax-exempt income, and D's distributive share of income shall be the first $10,000
of dividend income, the balances to be divided' equally. Since the principal purpose
of this provision is to allocate tax-exempt interest to C, who is in a higher income
tax bracket than D, it will be disregarded. Each partner's distributive share of
such interest and dividends will then be allocated in accordance with the provisions
of the partnership agreement for sharing partnership income or loss generally.

"U.S. Treas. Reg. § 1.761-1(c) (1956).

1957]
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tribution. For example, A contributes property with a fair market value

of $20,000 and a basis of $50,000. B contributes $20,000 cash. Is it fair that

A and B should then share the depreciation on a fifty-fifty basis? The new

law recognizes that the parties might want to take care of this disparity and

arrange depreciation, depletion or gain or loss among themselves.

The law provides that, as a general rule, depreciation, depletion or gain

or loss shall be allocated among the partners as if the property had been

purchased by the partnership. 5 However, this is subject to an exception.

Section 704(c) (2) says that if the partnership agreement so provides, de-

preciation, depletion, or gain or loss shall be shared among the partners so

as to take into account the variation between the basis of the property to the

partnership and its fair market value at the time of contribution. The prop-

erty, to come within this rule, must be property which has actually been con-

tributed to the partnership-not merely property subject to the claims of

partnership creditors. The rules set forth above do not apply to property

owned by one partner who only permits the partnership to use it.

A few examples might best illustrate the operation of this section. As-

sume first that the partnership agreement is silent. A owns machinery with

a basis of $50,000 and a present fair market value of $20,000. A and B

(who is in a high tax bracket) form a fifty-fifty partnership, with B put-

ting up $20,000 cash. The machinery is subsequently sold at a $30,000 loss.
$40,000 is used to buy new equipment. B gets a $15,000 loss for income tax

purposes, though he has sustained no economic loss. A has sacrificed a loss
of $15,000.

Assume now that the partnership agreement is not silent. A contributes

$10,000 in cash at the formation of the partnership and B contributes non-

depreciable property with a basis of $4,000 and a value of $10,000. The

property is sold for $10,000 and there is a gain of $6,000. In the absence of

anything in the agreement, the gain would be split fifty-fifty, but the agree-

ment can provide that B, who contributed the property sold, is to pick up
any gain realized by the partnership on the difference between the basis of

the property contributed and the fair market value of the property at the
time of its contribution. Therefore, the taxable gain would be included by
B. Obviously, if this is to be taken into consideration, the partnership agree-

ment should contain a provision which would allocate the gain to B.

In addition to the possibilities set out here for securing equity as be-

tween the partners, thought should be given in any partnership formation

to othee alternatives, for example, a sale of depreciable property by a part-

ner so that the partnership might thereby receive a stepped up basis.' There

are many other possibilities, such as leasing property to a partnership.
Another example might be found -where A has depreciable property

with a value of $10,000, but a zero basis. B, on the other hand, has $10,000

cash. If A should contribute this property to the partnership, the partner-

ship will have (as will be seen later) a zero basis. Perhaps if the tax

brackets are right, A should, sell the property to B for $10,000 prior to the
formation of the partnership. The partnership might then get a $10,000

basis for the property. Of course, A would have a $10,000 capital gain.

However, under certain circumstances, this might well be advisable.

1INT. REv. CODE OF 1954, § 704(C) (1).
2See, however, the limitation set out in INT. REv. CODE OF 1954, § 707.

[Vol. 18,
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The new law also contains a special provision as to the contribution to a
partnership of undivided interests."' It states that if the partnership agree-
ment does not provide otherwise, depreciation, depletion or gain or loss
with respect to undivided interests in property contributed to a partnership
shall be determined as though such undivided interests had not been con-
tributed to the partnership. The section applies only if all the partners had
undivided interests in such property prior to the contribution and their in-
[erests in the capital and profits of the partnership correspond with such
undivided interests. The effect of this provision is illustrated as follows:

A and B are tenants in common, owing one-half interests in a factory
building. They each contributed their respective share to the partnership in
which profits and losses are shared equally. A has a basis for his interest
of $3,000 and B has a basis for his interest of $7,000. The partnership agree-
ment contains no provisions as to the allocation of depreciation. The an-
nual depreciation on the factory is $500 (i.e., five per cent of $10,000).
Under the operation of this section, A would get five per cent of $3,000 or
P 150, as his share of the depreciation, and B would get five per cent of
$7,000, or $350, as his distributive share.

Limitation on Allowance of Losses
Section 704 contains one other important sub-section which provides

for a limitation on the allowance of partnership losses.' Partnership basis
problems will be discussed below, but suffice it to say that a partner's dis-
tributive share of the partnership loss is allowed only to the extent of the
adjusted basis of the partner's interest in the partnership at the end of the
year in which the loss occurs. The excess, if any, of loss over basis is al-
lowed as a deduction at the end of the partnership year in which the excess
is repaid to the partnership. For example, at the end of the partnership
taxable year 1956, partnership AB had a loss of $20,000. Partner A's dis-
tributive share of this loss is $10,000. At the end of the year A's adjusted
basis for his interest in the partnership is $6,000. Therefore, A's distribu-
tive share of the partnership loss is allowed to him only to the extent of his
basis of $6,000. This $6,000 loss allowed for 1956 decreases the adjusted
basis of A's partnership interest to zero. Assume that at the end of the part-
nership taxable year 1957, A's share of the partnership income has increased
the adjusted basis of A's interest in the partnership to $3,000. Of the $4,000
loss disallowed for the partnership taxable year 1956, $3,000 is allowed A
in the partnership taxable year 1957, thus again decreasing his adjusted
basis to zero. If at the end of the taxable year 1958 A has an adjusted basis
of his interest of at least $1,000, he will be allowed the additional $1,000 loss
previously disallowed.'

The limitation of the loss may be obviated if the partnership borrows
money and the partner is bound to repay. Section 752(a), as will be seen
below, says that a partner increases his basis by any increase in the partner-
ship liabilities. T~he Regulations seem to distinguish between "losses" and
"deductions.'" The Regulations have made reference to charitable contribu-
tions and taxes paid to foreign countries. This would seem to imply that
these items are allowed regardless of the lack of basis.

Id.§ 704(c) (3).

2d1. § 704(d).
2See U.S. Treas. Reg. § 1.704-1(d) (4) (1956).

1957]
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CONTRIBUTIONS TO PARTNERSHIP

Gain or Loss Upon Contribution

We come now to a little different problem, i.e., that of organizing the
partnership. In the absence of anything to the contrary in the statute, an
exchange of property for a partnership interest could, under certain circum-
stances, be a taxable transaction and result in gain to the contributing part-
ner. Section 721 of the Internal Revenue Code of 1954, however, provides
that no gain or loss shall be recognized to a partner or a partnership if prop-
erty is contributed to a partnership in exchange for an interest in the part-
nership. This section is new in the Code, but represents a codification of
prior case law. The regulations under section 721 further amplify the sec-
tion by saying that the non-recognition provision contained in it applies to
a contribution of property, including installment obligations. The rule ap-
plies to a contribution made to a partnership in the process of formation
and to a partnership which is already formed and operating.

As has already been mentioned, partners sometimes wish to deal with
a partnership in a capacity other than as a partner. Section 707 of the
new Code permits this. The regulations under section 721 recognize that
this situation might well arise. They provide that if, rather than contribut-
ing property to a partnership, a partner sells property or retains the own-
ership of the property and allows the partnership to use it, substance will
control rather than form.' Here, again, is a fertile field for litigation. For
example, the regulations say that if A sells to a partnership and gets money
or a promissory obligation fixed in amount and time, this would result in a
sale. If, however, the compensation to be received upon this sale was on a
percentage basis, then the regulations indicate that this would not be per-
missible. The effect of a sale, of course, could be to turn ordinary income
into capital gain.

There are two danger points to watch. Section 721 only applies to a
contribution of property in exchange for an interest in the partnership. To
the extent that a contribution is not in property or is not in exchange for a
partnership interest, gain or loss may be recognized under general principles
of tax law. For example, if A contributes $8,000 and B contributes $2,000
to form a partnership with a total capital of $10,000, and A and B each have
a fifty per cent interest in the partnership capital, the $3,000 additional
contributed by A may constitute payment to B for services. If so, B would
appear to be taxable on $3,000 of ordinary income at the time of acquiring
the capital interest. B's capital interest to the extent of $3,000 has not been
acquired by a contribution of property to the partnership, hence the non-
recognition provisions of section 721 are probably not applicable. The
mere fact that a portion of B's interest was acquired by a contribution to
partnership capital would not seem to change the result.

There is one other situation that bears mention. If the property con-
tributed to a partnership is subject to a liability or if the partnership as-
sumes a liability of the partner in connection with the contribution of prop-
-rty, the rules of section 752 are applicable. A partner contributing such
property is deemed to have received a distribution of money to the extent
the liabilities are considered transferred to the other partners. The distribu-

'Id. § 1.721-1.
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tion of money reduces the basis of the contributing partner's partnership
interest and any excess over the basis of his interest may result in gain.
For example, A contributes appreciated property to the AB partnership in
exchange for his interest. The property is worth $10,000 with the basis to
A of $1,000 and the property is subject to a liability of $5,000. A's basis, as
we shall see under section 722, is $1,000, i.e., the basis of the contributed
property. Under section 752, however, A is treated as receiving a distribu-
tion of money in the amount of $2,500, i.e., the amount of the liability trans-
ferred to partner B. A's basis is therefore reduced to zero and A is taxable
on $1,500 (the amount of the distribution exceeding the basis of his inter-
est).

The Regulations point out one other possibility of gain upon the forma-
tion of a partnership.' Under local law, each partner is entitled to be re-
paid his contributions of money or other property to the partnership, wheth-
er made at the formation of the partnership or subsequent thereto. To the
extent that either partner gives up any part of his right to be repaid his
contributions as distinguished from the share in the partnership profits in
favor of another partner as compensation for services, the Regulations say
that the non-recognition provision of section 721 does not apply. Thus,
the partner who receives credit for the additional contribution either for
services or in satisfaction of an obligation will receive taxable income at that
point. The income will be measured by the value of the transferred inter-
est in capital, and the time of reporting the income will depend upon all the
circumstances, i.e., restrictions on the partner's right to withdraw or other-
wise dispose of his interest. This payment may represent a guaranteed pay-
ment to the partner and therefore may be deductible by the partnership de-
pending upon all the circumstances. An interest in future profits does not
qualify for this section so that A could be given a ten per cent interest with-
out a capital contribution and would not get income at that point. He
would, of course, have a zero basis for his partnership basis and would re-
ceive income when it was distributed to him from the partnership.

Basis of Partnership Interest

In the preceding material the problem of basis has been discussed as it
has arisen. Basis involves both section 722 of the Internal Revenue Code
which covers basis of the contributing partner's interest, and section 723,
which concerns the basis of property contributed to the partnership. These
two sections cover generally the basis with respect to property contributed
to the partnership. This basis, however, is subject to adjustment . Section
705 provides for the adjusted basis of a partnership interest. Section 752
also has to be considered, since it concerns the treatment of certain liabilities
which directly affect the computation of basis.

Section 722 provides that the basis to a partner of a partnership inter-
est acquired by a contribution of property, including money, is the amount
of money contributed plus the adjusted basis of the property contributed.
If the acquisition of a partnership interest in partnership capital results in
income to a partner, such income results in an addition to the basis of the
partner's interest.'

81 Md. § 1.721-1(b) (1).
1]T his is the income that can result as illustrated in the example above from U.S.
Treas. Reg. § 1.721-1(b) (1956), p. 244.
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If the contributed property is subject to an indebtedness, or liabilities
are assumed by the partnership, the basis of the contributing partner's in-
terest is reduced by the portion of indebtedness assumed by the other part-
ners, since such assumption is treated as a distribution of money to the
partner under the provisions of section 752. Conversely, the assumption by
the other partners of a portion of the contributor's indebtedness is treated
as a contribution of money by them. For example, if A acquires a twenty
per cent interest in the partnership by contributing property with a fair
market value of $10,000 and an adjusted basis to him of $4,000, and the
property is subject to a $2,000 mortgage, which is assumed by the partner-
ship, A's basis is $2,400, i.e., the adjusted basis of $4,000 is reduced by the
mortgage assumed by the other partners, which is eighty per cent of $2,000,
or $1,600. If the mortgage was $6,000, A's basis would be zero, since the
$4,000 would be reduced by eighty per cent of $6,000, or $4,800, leaving a
minus $800 basis but basis cannot be less than zero.'

Basis for Partnership of Contributed Property

Section 723 of the Internal Revenue Code and the Regulations promul-
gated thereunder" provide that the basis to the partnership of property
contributed to it by a partner is the adjusted basis of such property to the
contributing partner at the time of the contribution.

Since the property has the same basis in the hands of -the partnership as
it had in the hands of the contributing partner, the holding period of the
property for the partnership includes the period during which it was held
by the partner.'

Adjustments to Basis of Partnership Interest

As we have seen, a partner who contributes property to a partnership
gets an initial basis under section 722. In addition, section 742, entitled
"Basis of Transferee Partner's Interest," provides for a partner's basis if
he acquired the property other than by contribution. If he acquired the
property by gift or upon the death of a decedent, this section provides that
the initial basis shall be governed by the general basis provisions contained
in sections 1011 to 1022. We might refer to a basis acquired under sections
722 and 742 as "the original basis."

Section 705 provides the adjustments that have to be made to the orig-
inal basis. A computation of basis is important only if a partner retires, or
sells his partnership interest, or if the partnership dissolves. As mentioned
earlier, a partner's basis is also important in determining whether he can
deduct his distributive share of partnership loss under section 704 (d).

The 1939 law had no provision for the determination of a partner's
basis. The Regulations under the old Code, however, did cover the subject,
but were inadequate. For example, under the old law, a partner got no
credit for his distributive share of non-taxable income. Since his basis was
not increased by these amounts, if he later sold his partnership interest,
the gain to him might include tax-exempt interest or life insurance proceeds.
In addition, under the old law, the method set up in the Regulations for
computing adjusted basis was complex and often impossible.

-Id. § 1.722-1.
"Id. § 1.723-1.
'INT. REV. CODE OF 1954, § 1223(2).
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Section 705 of the new law provides that the original basis must be in-
creased by (1) any further contributions to the partnership, and (2) the
partner's distributive share for the taxable and prior taxable years of (a)
taxable income of the partnership, (b) tax-exempt receipts of the partner-
ship and (c) the excess of the deductions for depletion over the basis of the
depletable property.

Section 705 then provides that the original basis shall be decreased, but
in no event below zero, by distributions from the partnership and by the
sum of the partner's distributable share for the taxable year and prior tax-
able years of (1) partnership losses (including capital losses) and (2) part-
nership expenditures which are not deductible in computing partnership
taxable income or loss and which are not capital expenditures. In addition,
as mentioned before, certain adjustments to basis are made where liabilities
are assumed by the partnership."

Remember that A might contribute property with an adjusted basis
of $4,000 and a fair market value of $10,000, while B contributes $10,000
cash. Their capital accounts might well be $10,000 each, but the adjusted
basis at that point for A's partnership interest is $4,000 and for B's inter-
est $10,000. The adjusted basis is determined without regard to any amount
shown on the partnership books as capital, equity or a similar account.

In addition to covering some of the items such as tax-exempt income,
the new law also provides an alternative rule where a computation would be
too complex. Remember that in computing the adjusted basis under section
705, it would be necessary to go back to the original inception of the part-
nership.' If circumstances are such that a partner cannot practicably ap-
ply the general rule and the Commissioner concludes that the result will not
be substantially different from that of the general rule, then the regulations
promulgated under section 705 provide that the adjusted basis of a partner's
interest in a partnership may be determined by reference to the partner's
share of the adjusted basis of partnership property which would be dis-
tributable upon the termination of the partnership. The alternative rule
works as follows: The ABC partnership of which A, B and C are equal
partners owns various properties with a total adjusted basis of $15,000 and
has earned and retained an additional $15,000. The total adjusted basis
of the partnership property is thus $30,000. Each partner's share in the
adjusted basis of partnership property is one-third of this amount, or
$10,000. Under the alternative rule, this amount represents each partner's
adjusted basis for his partnership interest and therefore, each partner would
have an adjusted basis of $10,000.

SALARIES AND INTEREST PAID TO PARTNERS

Treated as if Paid to a Non-Partner for Certain Purposes

The new law, as will be seen, applies the entity theory to a partner's
transactions with his partnership when he is not acting in his capacity as a
partner, and section 707 (c) adopts the entity theory with regard to guar-
anteed annual payments of salary and interest. This section provides that
payments made by a partnership to a partner for services or for the use of
capital are considered as made to a person who is not a partner, to the extent

-Id. § 752.
"71d. § 705(b) and U.S. Treas. Reg. § 1.705-1(b) (1956).
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that such payments are determined without regard to the income of the
partnership. These payments are termed "guaranteed payments." The
partnership is allowed a deduction for these payments and the partner in-
cludes the payment in his gross income as ordinary income. The partner
includes the guaranteed payments in his income tax for the taxable year
with or within which the partnership year in which the payment was made
or accrued ends.'

Treated as a Partner's Share of Income for Certain Purposes

A guaranteed payment is viewed as made to an outsider only for the
purposes of gross income and deductible business expenses. For other tax
purposes, the' guaranteed payments are treated as a partner's share of ordi-
nary income. For example, payment of a guaranteed sum while a partner
is sick would not qualify such payment for the exclusion as to sick payment,
and, in addition, the amounts are not subject to withholding.'

Advantages of 1954 Code Treatment

The treatment accorded guaranteed payments under the new law seems
to apply to two situations. The first is where partnership income is insuf-
ficient to cover the guaranteed payment. Assume that in the AB partner-
ship A is entitled to $5,000 annually for his services without regard to part-
nership profits and the partnership has no taxable income. The $5,000
constitutes a deduction to' the partnership which produces a loss distributa-
ble to the partners. A therefore has income of $5,000 but he is also entitled
to his proportionate share of the partnership loss which is distributed to the
partners.

The guaranteed payment provisions are also important where the part-
nership has a special type of income (e.g., capital gain), but not sufficient
ordinary income to cover the guaranteed payment. Suppose the AB part-
nership has a capital gain of $5,000 and partner A receives his $5,000 guar-
anteed salary. A is taxable on the $5,000 as ordinary income and the pay-
ment creates an operating loss of $5,000. The capital gain is distributable
to the partners according to their profit ratio. The recipient of the guar-
anteed payment is treated as receiving ordinary income, and the capital
gains are distributable to the partners as mentioned according to their profit
ratios.

It appears that guaranteed payments would not reduce special items of
income. Thus, the partnership agreement gives partner A a salary of
$10,000 plus thirty per cent of the income or loss of the partnership. For
the taxable year, the partnership has only a capital gain of $30,000. The
breakdown as to partner A under this example would be as follows: Part-
ner A would include $10,000 (the guaranteed payment) as ordinary income;
he would include capital gain of $9,000 (thirty per cent of $30,000) ; he
would also have an ordinary loss of $3,000 (thirty per cent of the $10,000).'

8'Example: Partnership AB is on a fiscal year basis ending May 31st, and Partner
A is on a calendar year basis. Partner A receives a guaranteed payment for serv-
ices of $1,200. $700 of this amount was earned between June and December, 1955.
A reports the entire $1,200 received for income tax purposes in 1956.

B'U.S. Treas. Reg. § 1.707-1(c) (1956).
"Id. § 1.701-1 (c), Example 4.
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TAXABLE YEAR OP PARTNERS AND PARTNERSHIPS

Prior Law-Adoption of Partnership Taxable Year

As under prior law, each partner reports his distributive share of the
partnership income for the partnership taxable year ending with or within
his own taxable year."1 Several difficult problems can arise, however, by
reason of the fact that the partnership's taxable year might differ from
that of some or all of its partners.

Under prior law, a partner could minimize his first year's taxes by hav-
ing the partnership on a taxable year different from his own. For example,
if a partner on a calendar year basis had his partnership adopt a fiscal year
ending on January 31, 1956, the partner's distributive share of partnership
income for the first year would not be included in his income until the
calendar year ending on December 31, 1956. This would postpone the in-
clusion of the income for a year, but could result in a bunching of income
upon the termination of the partnership.

1954 Code-Adoption or Change of Partnership Taxable Year
To curb this postponement of income, the new law" provides that a

partnership may not change to or adopt a taxable year other than that of
all of its principal partners unless it establishes a business purpose to the
satisfaction of the secretary. Similarly, a principal partner may not, with-
out the approval of the secretary, change to a taxable year other than that
of his partnership." A principal partner is defined as a partner having a
five per cent interest or more in the partnership profits or capital.

A newly formed partnership may adopt, without securing prior ap-
proval from the Commissioner, a taxable year which is the same as the tax-
able year of all of its principal partners, or a calendar year if all of its prin-
cipal partners are not on the same taxable year. In any other case, a duly
formed partnership must secure prior approval from the Commissioner for
the adoption of its taxable year. An existing partnership may not change
its taxable year without securing prior approval from the Commissioner un-
less all its principal partners have the same taxable year to which the part-
nership changes or unless all its principal partners concurrently change to
such taxable year.

It should be noted that the partnership's automatic right to adopt the
calendar year when the principal partners themselves have different tax-
able years is an administrative solution to a dilemma posed by the statute.
The alternative in such a situation would have been to require the Commis-
sioner's approval before the partnership could adopt any taxable year.
On the other hand, the Regulations thwart an interpretation of the statute
which would have enabled any partner automatically to change his own
taxable year to conform with that of his partnership. Under such an inter-
pretation, individuals could form an insignificant partnership as a justifica-
tion for a change in taxable year in order to obtain deferment with respect
to income of their major partnership. Although both of these administra-
tive solutions involve debatable statutory interpretation, they appear to be
a reasonable implementation of legislative intent."

"INT. RV. CODE OF 1954, § 706(a).
"Id. § 706(b).

"Id. § 706(b) (2).
"U.S. Treas. Reg. § 1.706-1(b) (1) (1956).
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1954 Code-Change of Partner's Taxable Year

As noted above, a principal partner may not change his taxable year
without first securing prior approval from the Commissioner and a prin-
cipal partner is a partner having an interest of five per cent or more in the
profits or capital. The Regulations set forth in detail the method to file ap-
plication for approval, either in adopting a new year or changing a prior
partnership taxable year.

It should be noted that the statute again uses the words "business pur-
pose." This will cause much litigation. The Regulations give an example:
Partnership AB, which is on a calendar year, is engaging in a business
whiah has a natural business year (the annual accounting period encom-
passing all related income and expenses) ending on September 30th. The
intention of the partnership to make its taxable year coincide with such
natural business year constitutes a sufficient business purpose.'

Section 706(b) applies to any partnership which adopts or changes to
a taxable year beginning after April 1, 1954."

1954 Code-Termination of Partnership Taxable Year

Just as the difference in taxable years of a partnership and its partners
may result in a postponement of the income upon the adoption of the fiscal
year, so it may result in the bunching of income upon the closing of a fiscal
year. Thus, if a calendar year partner of a January 31 fiscal year partner-
ship dies on December 31, 1956, and the partnership's taxable year termi-
nated with respect to him on the date of his death, his final return would
have to include not only his distributive share of partnership income during
the twelve-month period from February 1, 1955 to January 31, 1956, but
also his distributive share of the partnership income earned during the
eleven-month period beginning on February 1, 1956, and ending on Decem-
ber 31, 1956. On the other hand, if the partnership's taxable year remained
open until January 31, 1957, his final return would include only his dis-
tributive share of the partnership income for the year ending January 31,
1956, while his estate would be taxed on his distributive share of the part-
nership income earned from February 1, 1956.

This bunching of income might also occur upon the sale of a partner-
ship interest or the retirement of a partner if the partnership's taxable year
closed with respect to the selling or retiring partner on the date of sale or
retirement. However, the date is not too important here because the partner
can generally choose the date of his severance from the partnership in the
light of the tax consequences of his action.

The effect of death upon a partnership has been the subject of much
controversy in the courts. There has been a definite conflict. The Supreme
Court has held that the death of a partner has the same effect as dissolution
and that the deceased partner's final return was consequently required to
report the decedent's distributive share of the partnership income for the
year ending within his taxable year and for the short year terminated by
his death." However, there was some conflict since the Court of Appeals
for the Third Circuit did not follow this and allowed the partnership's tax-

'Id. § 1.706-1(b) (4) (iii).
"INT. REV. CODE OF 1954, § 771(b) (1) and U.S. Treas. Reg. § 1.706-1(b) (6) (1956).
"7Guaranty Trust Co. v. Commissioner, 303 U.S. 493 (1938).
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able year to remain open where the partnership agreement provided that the
partnership was to continue after the death of the partner." The answer
to this important question was not certain therefore until the enactment of
the 1954 Code. The Code explicity sets forth rules for the closing of a part-
nership's taxable year with respect to a Withdrawing, selling or deceased
partner.

Section 706(c) provides that the closing of a partnership taxable year
or a termination of a partnership for federal income tax purposes is not
governed by the dissolution or liquidation of a partnership under state or
local law. The taxable year of a partnership shall not close as the result
of the death of a partner, the entry of a new partner, the liquidation of a
partner's entire interest in the partnership, or the sale or exchange of a
partner's interest in the partnership.

However, a partnership taxable year does close with respect to a part-
ner who sells or exchanges his entire interest in a partnership, and with
respect to a partner whose entire interest is liquidated. But the partner-
ship taxable year with respect to a partner who dies shall not close prior to
the end of such taxable year or the time when such partner's interest (held
by his estate or other successor) is liquidated, sold or exchanged, whichever
is earlier."

When a partner dies, the partnership year doesn't close as to him, nor
does it close with respect to the other partners. In a two-man partnership,
the partnership is not terminated if the estate or other successor in interest
of the deceased partner continues to share in the profits or losses of the
partnership.'

The last return of a decedent partner includes only his share of partner-
ship income for the year ending within his last taxable year, (which ends on
the date of his death). The partner's distributive share of partnership in-
come for the period ending after the decedent's last taxable year, is in-
cluded in the return of the estate. For example, if the partnership has a
fiscal year ending March 31st, and partner A, on a calendar year, dies May
3d, and his estate continues as a partnerl until November 30th (the estate, a
new taxpayer, adopts as the taxable year a calendar year), A, on his last
return, would include his share of the partnership earnings for the fiscal
year ending March 31st preceding his death. No part of the income from
April 1st to his death would be included in his last return. The estate's re-
turn would be for the period May 3d to December 31st since it had adopted
a calendar year. It would therefore include A's share of the partnership
income from April 1st to May 3d, and its own share of the partnership in-
come from May 3d through November 30th.

Since the partnership year does not close, the decedent may have no in-
come in his last return (i.e., the income for the time he was alive might be
taxable to his estate). This, of course, could hurt a great deal, since the
estate cannot split the income with his wife or take all the deductions
decedent could if he were alive. The Regulations, however, show the way
out by providing that if a partner or a retiring partner, in accordance with
the terms of a partnership agreement, designates a person to succeed to his

"Girard Trust Co. v. U.S., 182 F.2d 921 (3d Cir. 1950).
4U.S. Treas. Reg. § 1.706-1(c) (1) and (2) (1956).'Id,1,708-1(b) (1) (a).
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partnership interest after death, such designated person is regarded as his
successor in interest.* Thus, if a partner specifies that his widow is to be
his successor in interest, the share of the partnership income for the partner-
ship year ending within or with her taxable year may be included in a joint
return.'

If there is a buy and sell agreement in force which provides for the sale
or exchange of the partner's interest at the date of death, then the taxable
year of the partnership with respect to the deceased partner closes upon the
date of death. This is an exception to the general rule that the taxable year
of the partnership does not end with death, but it is an exception specifically
provided for in the Regulations.'

CONCLUSION

As can be seen from thq foregoing, the formation of a partnership can
involve some very difficult considerations. The 1954 Revenue Act and the
Regulations promulgated thereunder attempt to provide a taxpayer with a
working set of, ground rules. In some areas the rules are still complex and
difficult, but the Internal Revenue Service in its Regulations has made an
honest attempt to clarify certain areas. In some areas, clarity can only
come after years of extended litigation and unfortunately there are a num-
ber of sections in the new law which appear to call for extended litigation.
This result is inevitable when an attempt is made to codify something as
complex as the taxation of partnerships.

In any event, taxpayers and their counsel no longer need scurry
through a maze of conflicting case law to determine most partnership tax
consequences. Most of the desired answers can be found in the Law and
Regulations. It is only hoped that this notice points up the necessity of
finding the desired answers at the time the partnership is formed and not
later at the expense of the taxpaying partners.

uId. § 1.706-1(e) (3) (iii).
Id. § 1.706-1(c) (3) (iv).
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