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IMPORTANT PROVISIONS OF
SECT. 707

Overview of Code §707: Transactions
Between Partner and Partnership
• Code §707(a): Partner not acting in capacity as partner.
― (a)(1): General rule.
“If a partner engages in a transaction with a partnership other than
in his capacity as a member of such partnership, the transaction
shall, except as otherwise provided in this section, be considered as
occurring between the partnership and one who is not a partner.”
― (a)(2)(A): Services (or transfers of property) and related allocations and
distributions.
― (a)(2)(B): Disguised sales.

• Code §707(b): Sales or exchanges of property with respect to
controlled partnerships.
― (b)(1): Losses disallowed.
― (b)(2): Gains treated as ordinary income.
― (b)(3): Constructive ownership.

• Code §707(c): “Guaranteed payments.”
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Transactions
in a
Non-Partner Capacity
• Code §707(a): If a partner is not acting in his
capacity as a partner, the transaction is treated
as taking place between the partnership and a
third party. Relevant transactions include:
― Loans to or from the partnership.
― Sales to or from the partnership.
― Services to or from the partnership.
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Services in a Non-Partner Capacity
• Code §707(a)(2)(A) focuses on services provided
to the partnership.
― Intended in large part to keep partners from, in
effect, “deducting” costs that should be capitalized.
― Technically can apply to property transfers, but is
unlikely to.

• When is an alleged allocation/distribution made
in a non-partner capacity and so treated
instead as a third-party service fee?
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Services in a Non-Partner Capacity
• Five factors (from 1984 legislative history):
1. Is the payment subject to an “appreciable risk as to amount”?
This is generally the most important factor.
2. Is the partner status transitory?
3. How close in time is the allocation and distribution to the
performance of the services?
4. Did the recipient became a partner primarily to obtain tax
benefits for himself or the partnership that would not
otherwise have been available?
5. Is the continuing interest in partnership profits small in relation
to the allocation?

• Regulations were supposed to be issued, but never
were.
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Services in a Non-Partner Capacity
• Example (from 1984 legislative history):
― Partnership constructs a commercial office building.
― Architect normally would charge the partnership $40,000 for his
services, and partnership would have a $40,000 capital expense.
― Instead the architect contributes cash for a 25% interest, and
receives:
― 25% distributive share of net income for the life of the partnership,
plus
― Allocation of $20,000 of gross income for the first two years after
leaseup.

― The partnership is expected to have sufficient cash available to
distribute $20,000 to the architect in each of the first two years,
and the agreement requires the distribution.
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Services in a Non-Partner Capacity
• Conclusion:
― The purported gross income allocation and partnership
distribution should be treated as a fee rather than as a
distributive share.
― $40,000 must be capitalized.
― Treating the $40,000 as a distributive share allocated to
the architect (and not to the other members) would have
had the same effect as allowing the other members to
deduct a capital expense.
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The Property Disguised Sales
Rules of Section 707
Keith A. Wood, Attorney, CPA
Carruthers & Roth, P.A.
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1. The Disguised Sale vs.
Property Contribution Dilemma.
Generally, under Section 721, contributions of
cash or other property to a partnership are tax
free to both the contributing partners and to the
partnership under Section 721. Also, under
Section 731, subsequent distributions of cash or
other property by a partnership to a partner are
also tax free to the extent the cash distribution
does not exceed the partner’s outside income tax
basis in the partnership interest (Section 731).
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2. But, the Section 707 Disguised Sales
Rules May Override The Section 721 and
Section 731 Nonrecognition Rules.
Under Section 707, if a partner contributes
property to a partnership and the partnership
then distributes cash or other property to the
contributing partner, Section 707 may require
that the transaction be recharacterized as a
sale of the contributed property by the
partner to the partnership rather than as a
capital contribution.
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As we will see next, without Section
707, the combination of the
nonrecognition rules of Section 721
and Section 731 would make it
possible to achieve the same
economic result of a sale without
adverse tax consequences to the
contributing partner.



And, as we will see next, the Section
707 "Disguised Sales Rules" are most
frequently encountered where one
partner transfers property to a
partnership and the Partnership
Agreement provides for a return of
unbalanced equity to the contributing
partner.
Consider the following example:
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EXAMPLE 1
Partners A and B form an equal 50/50
Partnership. Partner A contributes real
property to the Partnership, with a fair
market value of $100 and an adjusted
income tax basis of $50. Partner B
contributes $50 in cash to the Partnership.
Even though this is a 50/50 Partnership,
Partners A and B have disproportionate
Capital Accounts of $100 and $50,
respectively.
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EXAMPLE 1
So, the Partnership Agreement
provides that, in order to eliminate
the Capital Account disparity,
Partner A is entitled to receive the
first $50 of cash distributions from
the Partnership.
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EXAMPLE 1
Shortly after the formation of the
Partnership, Partner A receives a
distribution from the Partnership of
the $50 in cash contributed by
Partner B.
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EXAMPLE 1
What are the tax
consequences to the
contributing Partner A?
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ANSWER
If the form of the transaction is respected,
Partner A recognizes no gain.
Under Section 721, after Partner A transfers
the real property to the Partnership,
Partner A’s outside income tax basis in his
partnership interest is $50 (Section 722).
Under Section 731, Partner A recognizes
no gain upon the receipt of the $50 cash
distribution, because the $50 cash does
not exceed Partner A's outside income tax
basis in his partnership interest.
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ANSWER
However, another way of viewing the
transaction is that Partner A sold a
one-half interest in the real property
to Partner B (or to the Partnership)
for $50, and then contributed the
remaining one-half interest to the
Partnership. In that case, Partner A
would recognize gain of $25 under
the disguised sales rules of Section
707.
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3. The Section 707 Disguised Sales
Rules.
The Section 707 "disguised sales"
regulations provide that a property
transfer by a partner to a partnership,
followed by an allocation or
distribution from the partnership to the
partner (or vice versa), may be
considered to be a "sale," such that
the nonrecognition provisions of
Section 721 do not apply. Section
707(a)(2).
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The transfer is treated as a "disguised
sale" by the contributing partner under
Section 707 if both of the following
criteria are met:
1. The "But For" Test. The money
would not have been transferred to the
contributing Partner, but for the property
transfer. (And, for this purpose, if the
Partnership assumes a liability, or takes
property subject to a liability, this is also
treated as consideration paid to the
contributing partner for the transferred
property); and
24

2. The Transfer Fails The
"Entrepreneurial Risk" Test for NonSimultaneous Transfers. If the
transfers are not made simultaneously,
was the later transfer made without
regard to the results of partnership
operations (i.e., did the transaction
involve “Entrepreneurial Risk”) to the
contributing partner.
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4. The Section 707 Regulations Apply
A "Facts And Circumstances" Test To
Determine Whether The Transaction Is
A Disguised Sale Under The "But For"
Test And Under the "Entrepreneurial
Risk" Test.
The determination of whether a contribution/
distribution transaction should be recharacterized
as a disguised sale is based on a “facts and
circumstances” test. The proposed regulations
under Section 1.707-3(b)(2) contain a
nonexclusive list of ten (10) facts and
circumstances deemed relevant.
26

The ten (10) unweighted facts and circumstances are
as follows:
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1.

Whether the time and amount of the subsequent
transfer are determinable with reasonable certainty.
Is the Partnership obligated to transfer cash to the
contributing partner? Will the partnership have cash
to distribute to the contributing partner?

2.

Whether the transferor has a legally enforceable right
to the subsequent transfer. Does the Partnership
Agreement obligate the Partnership to transfer cash to
the contributing partner to offset the unbalanced
equity of the contributing partner?

3.

Whether the transferor’s right is secured. Does the
contributing partner have a lien or security interest to
secure his right to a subsequent distribution?
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4.

Whether another person is legally obligated to make
contributions in order to fund the subsequent transfer to
the contributing partner. Do other partners have
"capital call" obligations in order to fund the later
payment to the contributing partner?

5.

Whether a third party has loaned money, or has agreed
to loan money, to fund the subsequent transfer, and
whether such agreement is subject to conditions
relating to partnership operations. Are there any third
party bank loan commitments in place at the time of the
property contribution?

6.

Whether the partnership has incurred or is obligated to
incur debt to fund the subsequent transfer, taking into
account the likelihood that the partnership will be able
to incur the debt (including whether another person has
agreed to guarantee or assume personal liability for that
debt).

7.

Whether the partnership holds money or other liquid
assets beyond the reasonable needs of the business
that are expected to be available to fund the
subsequent transfer.

8.

Whether partnership distributions, allocations or
control provisions are designed to effect an exchange
of the burdens and benefits of ownership of
partnership property.

9.

Whether the subsequent transfer is disproportionately
large in relation to the partner’s general and
continuing interest in the partnership profits.

10. Whether the transferor partner has an obligation to
return or repay the money or other consideration
received in the subsequent transfer, or if he has such
an obligation, whether that obligation is likely to
become due only at a distant point in the future.
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5. Non-simultaneous transfers –
The “Two-Year” Rule.
The transfers of property and consideration do not
have to occur at the same time to be considered
a disguised sale.
1. Regulations Presume Disguised Sale If
Transfers Are Within Two (2) Years, unless the
facts and circumstances clearly prove
otherwise. For this purpose, it does not matter
which transfer occurs first. Reg. 1.707-3(c).
2. No Presumed Disguised Sale If Transfers Are
More Than Two (2) Years Apart, unless the
facts and circumstances clearly indicate that a
sale has taken place. Reg. 1.707-3(d).
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6. Applying the "Entrepreneurial
Risk" Test.
So, let's now look at some examples
as to how we might apply the
Entrepreneurial Risk rules.
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EXAMPLE 2
Partner A transfers real property to a
Partnership on November 30, 2010, with a fair
market value of $650,000, in exchange for a
50% interest in the Partnership. Partner A's
income tax basis in the property is $250,000.
In December 2010, the Partnership borrows
$2,850,000 under a construction loan and
then begins to construct a shopping center
on the property contributed by Partner A. At
the same time in December 2010, the
Partnership receives a Commitment Letter
from its lender to issue a permanent loan of
$3,500,000 once the shopping center
construction is completed.
32

EXAMPLE 2
Later, the Partnership closes on its
permanent loan of $3,500,000 on
November 29, 2012, pursuant to its loan
commitment which was obtained at the
time the property was contributed to the
partnership on November 30, 2010.
The loan proceeds are used to satisfy
the construction loan of $2,850,000. The
balance of the loan proceeds of $650,000
is distributed to Partner A per the
distribution provisions of the Partnership
Agreement.
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ANSWER
Under §707(a)(2)(B) and the
proposed regulations, the
transaction is presumed to be a
disguised sale and Partner A will
recognize a gain of $400,000, since
the cash was distributed to Partner
A within two (2) years.
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EXAMPLE 3
Same facts as in Example 2, except
the cash distribution is delayed
beyond November 30, 2012.
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ANSWER
Probably the same results - because
even after two years, the facts and
circumstances clearly indicate that
a sale has taken place, since the
lender had already committed to
loan $3.5 Million to the Partnership
under its permanent loan
commitment.
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EXAMPLE 4
Same facts as in Example 2, except that the
Partnership does not have a permanent loan
commitment in place when A transfers property to
the partnership in November 2010.
Instead, the Partnership will be able to fund the
transfer of $650,000 cash to Partner A only to the
extent that a permanent loan can be obtained later
in an amount sufficient
(i) to repay the cost of constructing the
shopping center property under the construction
loan; and
(ii) to repay the $650,000 contribution by
Partner A.
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EXAMPLE 4
Again, here the Partnership does not
have any permanent loan commitment
in place when Partner A transfers
property to the partnership in
November 2010.
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ANSWER
So now, Partner A has real
"Entrepreneurial Risk" since the
Partnership has no permanent loan
commitment in place when Partner
A contributes his property to the
Partnership. This would be
evidence that the subsequent
transfer to Partner A is not part of a
“disguised sale.”
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7. Treatment of Liabilities Disguised Sale.
1.

Generally. The Section 707 regulations are
designed to deal with two common factual
scenarios involving liabilities incurred with respect
to transferred property:
a) Pre-existing Loans. When a partner contributes
property to a partnership, it may be subject to a
recourse or nonrecourse liability that will be
assumed by the partnership. When the liability was
incurred by the contributing partner before the
contribution, but is being satisfied by the
partnership, the issue is whether or not the amount
satisfied by the partnership should be treated as a
distribution to the contributing partner under Section
752 or as consideration for a disguised sale under
Section 707.
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7. Treatment of Liabilities Disguised Sale.
1.

Generally. The Section 707
regulations are designed to deal with
two common factual scenarios
involving liabilities incurred with
respect to transferred property:
b) New Partnership Debt. If the partnership incurs
a new liability (possibly encumbering the
contributed asset), and makes distributions of
the loan proceeds to the “property contributing”
partner, the issue is whether or not the amount
distributed will be presumed to be disguised sale
proceeds under the general rules (i.e. the
"Entrepreneurial Risk" facts and circumstances
test).
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7. Treatment of Liabilities Disguised Sale.
1. The More Difficult Question: Preexisting Loans. The treatment of
liabilities assumed or satisfied by the
partnership under the regulations
hinges on whether the assumed
liabilities are “qualified liabilities” or not.
Assumed liabilities that are not
“qualified liabilities” are always treated
as consideration from a disguised sale.
42

7. Treatment of Liabilities Disguised Sale.
3. Qualified Liabilities. “Qualified
Liabilities” include [Reg. 1.707-5(a)(6)]:
a) Debt incurred more than two years before
the transfer.
b) Debt incurred less than two years before
the transfer but not incurred in anticipation
of the transfer. Such debt must have
encumbered the property since it was
incurred.
c) Debt incurred to acquire or improve the
property.
43

EXAMPLE 5
Partner A contributes land and
building to a partnership for a 50%
partnership interest on January 1,
2011. The property has a FMV of
$750,000 and was subject to a first
mortgage of $600,000. The property
has an adjusted basis of $650,000.
Partner A had refinanced the property
on September 30, 2010 and took out
$150,000 in excess refinancing
proceeds.
44

ANSWER
The transfer of the land and
building by Partner A to the
partnership is likely to be treated as
a disguised sale. The refinanced
first mortgage was not incurred
more than two years before the
transfer; therefore, it is not a
"qualified liability" - unless Partner
A can show that the refinance was
not in anticipation of the transfer to
the partnership.
45

8. Tax Return Disclosure.
The disguised sales regulations require tax
return disclosure on Form 8275 or on a
separate statement (by the transferor of the
property) in any of the following situations:
(i) A partner transfers property to a partnership and
the partnership transfers money or other property
to the partner within two years and the partner
does not treat the contribution and distribution as
a disguised sale.
(ii) A partner treats a liability incurred less than two
years before the transfer as a "qualified liability."
46

Disallowed Losses on Sales
Between a Partner and His
Partnership.
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General Rule. Under Section
707(b)(1), losses from the sale or
exchange between a partner and a
partnership will be disallowed if the
Partner owns more than a 50%
interest in the capital or profits of the
partnership.

Disallowed Losses on Sales
Between a Partner and His
Partnership.
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But, Disallowed Losses Will Reduce
Future Gain on Resale. If the
Partnership later sells the property,
any gain realized will be recognized
only to the extent it exceeds the loss
previously disallowed - Regulations
1.707-1(b)(1)(ii).

EXAMPLE ONE
Partner A proposes to sell vacant
land to a partnership in which he is
a 55% partner for $150,000. Partner
A’s basis in the land is $200,000
and it has a FMV of $150,000. The
partnership subsequently sells the
land for $225,000.
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ANSWER
Section 707(b)(1) would prohibit
Partner A from recognizing a $50K
loss on the sale, since Partner A owns
more than 50% of the partnership
capital or profits.
Note: Perhaps Partner A should
reduce his interest in partnership
capital and profits below 50% prior
to the sale?
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ANSWER
Now, the partnership has a basis in
the land of only $150,000, even
though Partner A was not permitted to
recognize the $50,000 loss. However,
when the partnership sells the land
for $225,000, the realized gain of
$75,000 ($225,000 less $150,000 basis)
is reduced by the disallowed loss of
$50,000 for a "net" gain to the
partnership of $25,000.
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EXAMPLE TWO
Same facts as in Example One,
except the land is subsequently
sold for only $170,000.
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ANSWER
Partner A’s loss is disallowed under
Section 707(b)(1). Upon the
subsequent sale, the partnership
gain of $20,000 ($170,000 less tax
basis of $150,000) is reduced to
zero - by Partner A’s $50,000
disallowed loss. But, the excess
loss of $30,000 is lost forever.
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Ordinary Income Tax
Treatment on Transactions
Between a Partner and Partnership.
A. Gains are treated as ordinary income in a
sale or exchange of property directly or indirectly
between a partner and partnership if
(i) the partner owns more than 50% of the capital
or profits interests in the partnership; and
(ii) the property in the hands of the transferee
immediately after the transfer is not a capital
asset. Section 707(b)(2).
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Ordinary Income Tax
Treatment on Transactions
Between a Partner and Partnership.
Note: Property is not a capital asset to the
transferee if the property is
(i) inventory; or
(ii) Section 1231 property used in a "trade or
business."

Note: Similarly, gains are treated as ordinary
income
on related party sales of property that is
depreciable in the hands of the transferee.
Section 1239.
55

EXAMPLE ONE
Partner A sells an apartment project
consisting of land and multiple
apartment buildings to a
partnership in which Partner A
owns a 30% interest in capital and a
55% interest in profits. The
apartment project has a FMV of
$5,000,000 and an adjusted basis of
only $3,000,000 after depreciation
deductions.
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ANSWER
Partner A will realize ordinary income of $2,000,000.
Here, Partner A fails both tests of Section 707 and
Section 1239, because the sold apartment project is
(1) depreciable in the hands of the Partnership
(Section 1239); and
(2) not a capital asset to the Partnership.
Under Section 1221(a)(2), depreciable property used
in a trade or business (Section 1231 property) is not
a capital asset, even though Section 1231 treats any
gain on the sale of Section 1231 property as a
capital gain.
57

EXAMPLE TWO
Partnership owns a tract of
investment land that it sells to a 51%
partner, who is a real property
developer. The partner plans to
subdivide the tract into lots and to
sell them off as inventory.
Here, the entire gain is taxable as
ordinary income to the selling
partnership since the purchased
property will be inventory to the
purchasing Partner.
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What is a “Guaranteed Payment”?
• So-called “guaranteed payments” are:
― Made to a partner in its capacity as a partner.
― For services or capital.
― Determined without regard to the income of the
partnership.
―A guaranteed payment is not “guaranteed,” except in
the sense that it is not tied directly to profits.
―A fee determined by reference to gross income
probably can be a guaranteed payment, although the
law is not settled.
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What is a “Guaranteed Payment”?
• Guaranteed payments are treated as if made to a nonpartner for purposes of:
― Code § 61(a): Gross Income
― Code § 162(a): Trade or business expense
― However, the payment may have to be capitalized under
Code § 263.

• The guaranteed payment is ordinary income to the
partner, even if:
― The partnership’s income is capital gain, and an allocation to the
partner would have been capital gain.
― The partnership has no net income to allocate, and the partner
could have taken a tax-free distribution of cash.
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Consequences of “Guaranteed Payments”
• A guaranteed payment is generally treated as a
partnership distribution for purposes other than
Code §§ 61 and 162.
― For example, a partner who receives guaranteed
payments for services is treated as a partner and not
as an employee. Salary-like payments to partners
tend to be guaranteed payments.
―Subject to self-employment tax rather than
employment tax.
―No income tax wage withholding; thus the partner
is not treated as an employee.
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Consequences of “Guaranteed Payments”
• Guaranteed payments are generally not subject
to Code § 409A (nonqualified deferred
compensation).
― Exception: Payment by a cash-basis partnership that
is delayed more than 2½ months after the end of the
year.

• Capital shifts to service providers are
guaranteed payments.
― If a service partner receives a capital interest for
services, the service partner is treated as receiving a
guaranteed payment.
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“Guaranteed Payments” Compared to
Other Payments or Distributions
• A guaranteed payment may be similar to a preferred
distribution. However:
― Preferred distribution should reduce the recipient’s capital account
dollar for dollar.
― Guaranteed payment generally has only an indirect effect on the
capital account.

• A guaranteed payment may be similar to a payment under
Code § 707(a) (payments to a partner not acting in a
partnership capacity).
― Tax treatment under Code §§ 707(a) and 707(c) is similar but not
identical.
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“Guaranteed Payments” Compared to
Other Payments or Distributions
• The timing of income inclusion and deduction may
be different for a guaranteed payment than for
other payments (different “matching” of income
and deduction”).
― Guaranteed payment is included in income generally
based on when the partnership is entitled to a deduction.
― Code § 707(a) payment (or wages) is generally deductible
by the partnership based on when the recipient is
required to include the amount in income.
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Limited Partners
and “Guaranteed Payments”
• “Limited Partners” are subject to self-employment
tax (“SECA”) only on guaranteed payments for
services. Code § 1402(a)(13).
• Are LLC members “limited partners”?

― Proposed regulations from 1997 would have provided
guidance on when LLC members (and also partners in
partnerships) would be treated as limited partners for
purposes of self-employment tax. Prop. Reg. § 1.1402(a)2.
― The 1997 proposals became a political hot potato.
― Congress slapped Treasury’s wrist, and no guidance is
likely without further direction from Congress.
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Limited Partners
and “Guaranteed Payments”
• Renkemeyer v. Commissioner, 136 TC No. 7
(2011), implies that a partner who actively
participates in the business is not a “limited
partner,” regardless of his status under
state law.
• IRS says (unofficially) it will not challenge
taxpayers who rely on the 1997 proposals.
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ADMINISTRATIVE GUIDANCE
AND DECISIONS ON SECT. 707

Canal Corp v. Commissioner
135 TC No. 9 (2010)
• In leveraged partnerships such as the one at issue in Canal Corp,
the fundamental question is the extent to which property is
treated as:
― “Contributed” to a partnership under Code § 721, with the
partnership making a nontaxable debt-financed distribution
to the “contributor,”
rather than:
― “Sold” to a partnership under Code § 707(a)(2)(B), with the
partnership making a taxable payment of the purchase price
to the “seller.”
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Initial Structure
•

Chesapeake (later known as Canal) owned Wisconsin Tissue Mills, Inc. (“WISCO”).

•

WISCO owned a tissue business (“Business 1”) valued at $775 million.

•

Georgia Pacific (“GAPAC”) owned a tissue business (“Business 2”) valued at
$376.4 million.

Chesapeake
100%
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WISCO

GAPAC

Business 1

Business 2

$775 Million

$376.4 Million

Sale vs. Leveraged Partnership
• GAPAC was interested in
purchasing WISCO or Business 1.
―However, Chesapeake did not
want to incur the
consequences of a taxable
sale.
• Chesapeake’s advisors suggested
a leveraged partnership.
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Assets Contributed
•
•

WISCO contributed Business 1 to Georgia-Pacific Tissue LLC (“Newco”) and
received a 5% interest.
GAPAC contributed Business 2 to Newco and received a 95% interest.

GAPAC

WISCO
95%

5%
Business 1

NEWCO
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Business 2

Loan Made
•
•
•

On the same day, Bank of American (“BOA”) loaned $755.2 million to Newco.
GAPAC guaranteed the debt.
WISCO agreed to indemnify GAPAC for principal payments on the guarantee.

WISCO

Indemnity

GAPAC
Guarantee

NEWCO
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Loan
$755.2
Million

BOA

Loan Proceeds Distributed
• On the same day, Newco distributed the entire loan proceeds
to WISCO.

WISCO

GAPAC

Distribution
$755.2 Million

NEWCO
BOA
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Debt-Financed Transfer Rules
• If the distribution of the loan proceeds to WISCO qualified as a debtfinanced transfer of consideration under Treas. Reg. § 1.707-5(b), then
the transfer of Business 1 to Newco would be treated as a tax-free
capital contribution and not as a “disguised sale.”
― The rules for such debt-financed transfers are an exception to the
“disguised sale” rules.
― The theory is that receiving debt-financed proceeds from the partnership
is similar to borrowing money directly from the lender.

• To the extent that WISCO’s indemnity obligation is respected, WISCO
bears the ultimate risk of loss on the debt, and the debt should be
allocated to WISCO.
• To the extent that the debt is allocated to WISCO, the distribution of
the loan proceeds should qualify as a debt-financed transfer under the
regulations.
• However, to the extent that WISCO’s indemnity obligation is not
respected, the debt would be allocated to GAPAC, and the distribution
of the loan proceeds would not qualify as a debt-financed transfer.
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Anti-Abuse Regulations
• The regulations generally presume that partners and related persons
who have obligations to make payments will fulfill their obligations,
regardless of their actual net worth. Treas. Reg. § 1.752-2(b)(6).
• However, the IRS argued, and Tax Court agreed, that WISCO’s
obligation to indemnify GAPAC should be disregarded under the
“anti-abuse” rules in Treas. Reg. § 1.752-2(j):
“(1) In general. An obligation of a partner or related person to make a
payment may be disregarded or treated as an obligation of another
person for purposes of this section if facts and circumstances
indicate that a principal purpose of the arrangement between the
parties is to eliminate the partner's economic risk of loss with
respect to that obligation or create the appearance of the partner
or related person bearing the economic risk of loss when, in fact,
the substance of the arrangement is otherwise. . . .
. . .
“(3) Plan to circumvent or avoid the obligation. An obligation of a
partner to make a payment is not recognized if the facts and
circumstances evidence a plan to circumvent or avoid the
obligation.”
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No Requirement to Maintain Net Worth
• The court seemed to believe that the most serious problem with
the Canal structure was that the terms of the indemnity did not
require WISCO to maintain any level of net worth.
• The tax advisor determined that WISCO had to maintain a
minimum net worth of $151 million (20% of its maximum exposure
on the indemnity), not counting its interest in Newco.
• The court seemed to believe that 20% was insufficient, but even
worse was that WISCO had no obligation to maintain even that
level, or any level at all, of net worth.
• According to the court, Chesapeake, the parent of WISCO:
“had full and absolute control of WISCO. Nothing restricted
Chesapeake from canceling the note at its discretion at any
time to reduce the asset level of WISCO to zero.”
• The court dismissed Chesapeake’s argument that fraudulent
conveyance principles kept Chesapeake from stripping assets out
of WISCO and rendering WISCO insolvent.
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Other Problems to Watch Out For
• Loan not directly guaranteed by the partner taking
the distribution.

― WISCO did not directly guarantee the loan, but only agreed
to indemnify GAPAC.
― GAPAC had to proceed first against Newco before pursuing an
indemnity claim against WISCO.

• Guarantee/indemnity backed by assets representing
only a fraction of the guarantor’s theoretical
exposure.

― Even at best, WISCO’s indemnity was backed by net assets
equal to only 20% of the total exposure.
― The indemnity was given only by WISCO, to avoid exposing all
the assets of the Chesapeake group.

• Guarantee/indemnity only of loan principal.

― WISCO’s indemnity only covered principal and not interest
(or, presumably, fees, expenses or penalties).
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Other Problems to Watch Out For
• No business need for guarantee/indemnity.

― GAPAC did not require the indemnity, but WISCO
gave it anyway because its tax advisor insisted.

• Increase in equity for paying out on the
guarantee/indemnity.

― WISCO’s equity interest in Newco would have
increased if WISCO had made indemnity
payments.

• Sale treatment for non-tax purposes.

― Chesapeake reported $377 million of book gain
but of course no tax gain.
― Chesapeake did not treat its indemnity
obligation as a liability for accounting purposes.
― Chesapeake executives represented to the rating
agencies that the only risk on the transaction
was the tax risk.
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Penalties Upheld
• The court’s analysis of the merits of the case is very questionable, but
its decision to uphold substantial understatement penalties of $36.6
million is even more troubling.
― The court’s reasoning calls into question some opinion practices
that are prevalent, if not universal.
• Chesapeake received a “should”-level tax opinion from a Big Four
accounting firm. However, the opinion gave no protection against
penalties, because, in the court’s view:
― It was “unreasonable for a taxpayer to rely on a tax adviser
actively involved in planning the transaction and tainted by an
inherent conflict of interest.”
― PWC charged a fixed fee ($800,000), not based on time spent. The
court seemed to imply that a flat fee is inherently suspect, and
that Chesapeake somehow should have known that.
― The opinion relied on reasoning by analogy and on the writer’s
interpretation of the regulations.
― The opinion was, in the court’s view, “littered with typographical
errors, disorganized and incomplete” and “riddled with
questionable conclusions and unreasonable assumptions.”
79

United States v. G-I Holdings Inc.
105 AFTR 2d 2010-697
(December 14, 2009)
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GAF Chemicals
Corporation

3. $450M of the
loan proceeds
received from
CHC Capital Trust

Grantor Trusts

2. $450M of the
loan proceeds

Subsidiary of Rhone-

Credit Suisse

Poulenc S.A.
Class B Interest
1. $460M nonrecourse loan
(secured by Class
A Interest)

CHC Capital Trust*

Priority
distributions**

(49.015306%)

Class A Interest
(49.984694%)

*Assignee of Class A Interest from GAF Chemical Corporation’s
grantor trusts and from a Citibank subsidiary.
**CHC used these amounts to pay interest on the Credit Suisse loan.
Any surplus was distributed to GAF Chemicals Corporation and the
Citibank subsidiary.

Subsidiary of RhonePoulenc S.A.
GP Interest

Rhone-Poulenc
Surfactants &
Specialties, L.P.

(1%)

Assets
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GAF Chemicals Corporation (“GAF”) and Rhone-Poulenc S.A. (“RP”)
formed Rhone-Poulenc Surfactants & Specialties, L.P. (the “Partnership”).
GAF transferred (through 2 grantor trusts) $480M of assets to the
Partnership for an approximate 49% Class A interest.
GAF assigned the Class A interest to CHC Capital Trust (“CHC”) which
pledged this interest as collateral for a $460M loan from Credit Suisse (the
“Loan”).
The Loan was secured by the Class A interest but was otherwise nonrecourse.
CHC distributed $450M of the Loan proceeds to GAF’s grantor trusts,
which in turn distributed the $450M to GAF.
GAF and CHC were entitled to a Class A priority return distribution from
the Partnership that was first used to pay interest on the Loan, with any
surplus to be distributed to GAF.
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The general partner (a subsidiary of RP) was required to cause the
Partnership to distribute the priority return regardless of the Partnership’s
profitability.
RP guaranteed the financial obligations of the general partner and the
Partnership. RP also agreed to acquire GAF’s partnership interest for the
then-current value of GAF’s capital account if CHC were to default under the
Loan.
The IRS issued notices of deficiency to GAF asserting that GAF’s
transactions with the Partnership amounted to a taxable disposition of the
transferred assets because (1) the transactions constituted a disguised sale
or (2) alternatively, the Partnership was not a valid partnership or GAF was
not a partner.
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The District Court of New Jersey held the Partnership was a valid
partnership for tax purposes, but of the $480M transfer of assets to the
Partnership, only $30M was a bona fide equity contribution in exchange for a
partnership interest. The court looked at the following factors:
Risk of loss. GAF was at risk of losing $26.3M of its $30M bona fide equity
investment. It bore no risk of loss with respect to the transfer of the other $450M
of assets.
Potential profits. GAF expected to make $8M from the Partnership but it
incurred $11.8M of costs. The court did not believe GAF intended to invest in a
partnership for profit.
Transaction history. GAF had originally negotiated with RP to sell the assets
for $480M. The court found that GAF later restructured the transaction to
receive $30M less cash but obtain tax savings of $70M.
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The District Court of New Jersey held the Partnership was a valid
partnership for tax purposes, but of the $480M transfer to the Partnership,
only $30M was a bona fide equity contribution in exchange for a partnership
interest. The court looked at the following factors:
Disguised sale analysis.
The court rejected GAF’s argument that the fact it wanted to “get money at the
lowest taxable price” satisfied the business purpose test of Culbertson.
The court concluded that in reality the Partnership or the other partners bore
responsibility for repayment of the Loan, and that CHC’s obligation to make payments
on the Loan was but “a fig leaf” covering the true obligation that rested on the general
partner and the Partnership.
The court held that GAF received $450M with absolutely no risk; as the Loan was
nonrecourse, the only thing that GAF could lose was its interest in the Partnership.
The transactions were structured with sophisticated protections to ensure
repayment of the Loan (i.e., RP’s guarantee of the Partnership’s financial
obligations).
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Superior Trading, LLC, et. al. v. U.S.
137 TC 6
(September 1, 2011)

86

Jetstream Business

Past-due
consumer
receivables

Limited

Lojas Arapua, S.A.

99% interest

Managing
Member
Warwick Trading, LLC

Past-due
consumer receivables
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 In a consolidated Tax Court proceeding, the facts involved certain
transactions between Warwick Trading, LLC (“Warwick”) and Lojas
Arapua, S.A. (“Arapua”), a Brazilian retail company in a bankruptcy
proceeding/reorganization. Arapua transferred its troubled Brazilian
consumer receivables to Warwick in exchange for a 99% interest in
Warwick.
 Warwick contributed varying portions of the consumer receivables
acquired from Arapua in exchange for a 99% membership interest in
each of 14 different limited liability companies (the “trading
companies”).
 Investors acquired interests in the trading companies through several
holding companies (which were sold to the investors by Warwick) that
were treated as partnerships for U.S. tax purposes. The trading
companies claimed bad debt deductions related to the Brazilian
consumer receivables, which flowed up to the investors through the
holding companies. The investors claimed the deductions on their tax
returns. Warwick also claimed losses on the sale to the investors of
93
its interests in the holding companies.

 The IRS denied the deductions, adjusted the basis of the receivables
to zero and applied accuracy-related penalties.
 The Tax Court ruled in favor of the IRS and found that the partnership
that Arapua formed with Warwick was not a partnership for federal
income tax purposes. Instead, Arapua wanted cash from the
receivables and Warwick wanted the receivables to generate
deductible tax losses. The Tax Court also found that there was not
bona fide contribution of the distressed receivables.
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 The Tax Court recharacterized the transaction as a disguised sale
under Section 707(a)(2)(B) since Arapua received money within two
years of the transfer of the receivables. The losses were measured
against a zero basis and were not deductible.
 The Tax Court imposed the gross valuation misstatement penalty
under Section 6662(h) of the Code because the taxpayers failed to
show that they acted with reasonable cause and in good faith in their
reporting of the losses.
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VIRGINIA HISTORIC TAX
CREDIT FUND 2001, LP VS.
COMMISSIONER
Keith A. Wood, Attorney, CPA
Carruthers & Roth, P.A.
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Virginia Historic Tax Credit Fund
2001 LP vs. Commissioner
107 AFTR 2d 2011-1523, 03/29/2011 (4th Circuit)
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A "reverse" disguised sale case
involving Section 707(a)(2) treatment
of a partnership's sale of state historic
rehabilitation tax credits to its
investors.

Facts
 Partnership (the "Fund") invests in
historic rehab projects
 Investors contribute cash to the Fund
 For every $.75 invested, an investor
would receive an allocation from the
Fund of $1.00 of state tax credits.
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Fund's Partnership Agreement provided
that Investors would not be allocated any
material amount of income or loss
generated by Fund.
 Fund's Partnership Agreement mandated
that the Fund would only invest in
completed projects for which state rehab
tax credits were guaranteed.
 Also, Fund's Partnership Agreement
provided for a refund of Investors'
investment if tax credits were revoked or
could not be delivered to Investors.
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4th Circuit Court of Appeals Ruling:
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Investors were not really partners
contributing cash to the Fund.



Rather, the Fund had sold its tax
credits to Investors for cash.



Therefore, the Fund had to recognize
ordinary income on its sale of tax
credits to the Investors.

Court Reasoning




Investors were not really "partners," since
they had no material right to income or
loss from partnership operations
Investors' investment (cash contributed)
was not subject to "Entrepreneurial Risk."
◦ Fund already had been awarded tax credits.
◦ Partnership Agreement allocated a specific
fixed amount of tax credits to Investors, so the
Investors knew how much they would receive
in tax credits.
◦ Investors' cash contributions would be
returned if state tax credits could not be
delivered to them.
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IRC Sect. 707: Transactions
Between Partner and Partnership
Navigating Disguised Sales Provisions and Avoiding Other Pitfalls Under
Anti-Abuse Rules
Section 707 Planning Issues and Considerations

Patricia McDonald, Partner, Baker & McKenzie, Chicago

Baker & McKenzie International is a Swiss Verein with member law firms around the world. In accordance with the common terminology used
in professional service organizations, reference to a “partner” means a person who is a partner, or equivalent, in such a law firm. Similarly,
reference to an “office” means an office of any such law firm.

 No “one size fits all” structure.
 Each structure needs to be analyzed on its own merits.
 Issues to consider when structuring a transaction.
 Presentations to client management, officers, board of directors,
credit agencies and other stakeholders.
 Negotiations with parties (i.e., investors, lenders).
 Usage of language important – “sale” versus “contribution,”
“member/partner” versus “buyer”.
 Accounting treatment.
 Type of investor contributions.
Synergistic assets.
Other assets (i.e., cash, financial assets).
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 Capitalization issues.
 Level of capitalization.
 Residual interest retained.
 Debt issues.
 Third-party or related-party debt.
 Will asset values and revenues support debt?
 Terms of debt.
 Guarantees/indemnities.
 Does guarantee or indemnity reduce by its terms over time?
 Is guarantee or indemnity for the entire debt, or only a portion?
 Enforceability of guarantee or indemnity under state law.
 Multiple obligors.
 Competing guarantees.
104

 Guarantees/indemnities (continued).
 Net worth of guarantor/indemnitor.
 Quality of assets of guarantor/indemnitor.
 Identity of guarantor/indemnitor in corporate structure.
 Actual net worth at time of entering into guaranty/indemnity and any
subsequent changes in net worth.
 Net worth covenants – to whom should they run?
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 Drafting considerations.
 Language requiring the maintenance of a minimum level of capital
or assets.
 Specific assurances that the obligor will NOT undertake certain
actions that would undermine its payment obligations.
Language limiting the disposition of assets.
Language limiting the further encumbrance of assets.
Language limiting the incurrence of additional indebtedness.
Language limiting dividend distributions.
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 Drafting considerations (continued).
 Capital contributions.
 Management rights.
 Distributions/allocations.
 Transfer provisions.
 Dissolution/liquidation.
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 Other considerations.
 Substance over form / business purpose (i.e., Culbertson).
 Economic substance (Section 7701(o)).
 Partnership anti-abuse (Treas. Reg. Section 1.701-2).
 From taxpayer perspective.
Choice of advisor.
Fee arrangement (i.e., flat fee versus hourly, contingencies).
Representations and assumptions.
FIN 48 reserve.
Thorough understanding of legal opinion.
Sophistication, experience and credibility.
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 Other considerations (continued).
 From advisor perspective.
Fee arrangement (i.e., flat fee versus hourly, contingencies).
Any historical relationship with taxpayer (106 Ltd. v. Comm’r).
Opinions.
 Separation of planning and opinion practices.
 Second opinions.
 Representations and assumptions.
 Level of due diligence required.
 Reliance on representations from non-legal advisors (i.e.,
economists) and taxpayers.
 Preference of covenants.
 Running of representations and covenants.
 Credibility.
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Pursuant to requirements relating to practice before the
Internal Revenue Service, any tax advice in this
communication (including any attachments) is not intended to
be used, and cannot be used, for the purpose of (i) avoiding
penalties imposed under the United States Internal Revenue
Code, or (ii) promoting, marketing or recommending to
another person any tax related matter.
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Baker & McKenzie LLP
300 E. Randolph Street
Suite 5000
Chicago, IL 60601
 +1 (312) 861-7595 (direct)
 +1 (312) 698-2461 (fax)
 Patricia.McDonald@bakermckenzie.com (email)
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