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Section 704(c) Foundation
• What are allocations?

• Allocations are the tracking mechanism for the partners’ economic interests in
the partnership over time.
• They provide the governing rules for how profit/loss is allocated among the
partners.

• What are capital accounts?

• Book capital accounts – based on Treasury Reg 704(b) accounting rules, start
with FMV of partnership assets.
• Tax capital accounts – based on tax basis of partnership assets; follows book.
• GAAP capital accounts – prepared in accordance with GAAP.

• How do book and tax allocation provisions relate to each other?

• Generally, book items are allocated first (which adjusts the book capital
accounts of the partners) and then the allocation of tax items follows the
allocation of book items (which adjusts the tax capital accounts of the partners)
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Section 704(c) Foundation
• What does the statute say?
• We are really talking about 704(c)(1)(A):
“(c) Contributed property.
(1) In general. Under regulations prescribed by the
Secretary—
(A) income, gain, loss, and deduction with respect to
property contributed to the partnership by a partner shall be
shared among the partners so as to take account of the variation
between the basis of the property to the partnership and its fair
market value at the time of contribution,”
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Section 704(c) Overview
• 704(c)(1)(A) governs tax allocations
• Captures built-in gain or built-in loss to prevent shifting of
gains or losses among partners
• i.e., does the property have unrealized gain or loss?

• Created when there is a book/tax disparity either at the time
of contribution of the asset to the partnership (“forward
704(c)”) or when the partnership revalues its assets (“reverse
704(c)”)
• Book/tax disparity = book value (FMV) differs from tax basis

• Allocations affect depreciation and gain upon disposition (but
usually not income from property)
• The goal is to make sure that tax = book
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Example
• A and B form AB LLC
• A contributes $100 in cash
• B contributes land worth $100 with a basis of $60
• Since B’s contribution of land to AB LLC is a tax-free contribution to
capital, the partnership takes a carryover basis in the land

• A and B will each have 50% interests in the LLC
Assets

Liabilities and Capital
Basis

Book

Cash

$100

$100

A

Land

$60

$100

B

$160

$200

Tax
$100

Book
$100

$60
$160

$100
$200
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Purpose of 704(c)
• Allocate tax items to minimize shifting of gain/loss
to noncontributing partner from contributing
partner (or to new partners from existing partners
if reverse 704(c))
• Two goals:
• Ensure that noncontributing partner does not get a book/tax
disparity
• Cause contributing partner to recognize the built-in gain/loss
either over time or upon disposition of the asset
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Example
• After the first year, AB LLC sells the land for $200
• Book gain = $200 – $100 = $100

• Tax gain = $200 – $60 = $140
• Book gain will be shared among the partners 50/50; if tax gain were to
be split 50/50, then B would have shifted $20 of precontribution gain to
A
• A would eventually be made whole by realizing a capital loss upon
liquidation the partnership or of its partnership interest
Assets

Liabilities and Capital
Basis

Book
A

Cash

$300

$300

$300

$300

B

Tax
$170

Book
$150

$130
$300

$150
$300
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704(c) Mechanics
• Upon disposition of the asset, the partnership will allocate
built-in gain or loss to contributing partner.
• If the asset has built-in gain, then during the asset’s life the
built-in gain can be gradually eliminated by allocating tax
depreciation away from the contributing partner and to the
noncontributing partner (so that the noncontributing
partner’s tax depreciation will follow its book depreciation).
• If the asset has built-in loss, then 704(c)(1)(C) requires that
the allocations to the noncontributing partner be
determined as if the tax basis = FMV, while the allocations
to the contributing partner take into account the built-in
loss.
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Broad authority of IRS to
determine rules
• Treas. Reg. Section 1.704-3(a)(1)
•

•

•

The purpose of section 704(c) is to prevent the shifting of tax consequences among partners with
respect to precontribution gain or loss. Under section 704(c), a partnership must allocate income, gain,
loss, and deduction with respect to property contributed by a partner to the partnership so as to take
into account any variation between the adjusted tax basis of the property and its fair market value at
the time of contribution. Notwithstanding any other provision of this section, the allocations must be
made using a reasonable method that is consistent with the purpose of section 704(c)….
….Nevertheless, in the absence of specific published guidance, it is not reasonable to use an allocation
method in which the basis of property contributed to the partnership is increased (or decreased) to
reflect built-in gain (or loss), or a method under which the partnership creates tax allocations of income,
gain, loss, or deduction independent of allocations affecting book capital accounts….
….Accordingly, even though a partnership's allocation method may be described in the literal language
of paragraphs (b), (c) or (d) of this section, based on the particular facts and circumstances, the
Commissioner can recast the contribution as appropriate to avoid tax results inconsistent with the intent
of subchapter K.

• Anti-abuse rule (Treas. Reg. 1.704-3(a)(10))
•

An allocation method (or combination of methods) is not reasonable if the contribution of property (or
event that results in reverse section 704(c) allocations) and the corresponding allocation of tax items
with respect to the property are made with a view to shifting the tax consequences of built-in gain or
loss among the partners in a manner that substantially reduces the present value of the partners'
aggregate tax liability. For purposes of this paragraph (a)(10), all references to the partners shall include
both direct and indirect partners.
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Intro to allocation methods
• Treas. Reg. Section 1.704-3(a)(1)
• ….Paragraphs (b), (c), and (d) of this section describe
allocation methods that are generally reasonable….
• These are known as the traditional method, traditional
method with curative allocations, and the remedial
method (to be discussed in the next segment).
• But any reasonable allocation method may be used;
these three are examples of what may be reasonable.
• The IRS can challenge any allocation method used in a
particular circumstance.
• The anti-abuse rules give an indication of what is not consistent
with the purposes of subchapter K.
14

704(c) operating rules
• 704(c) allocations are determined on an asset-by-asset basis; no
aggregation of properties.
• Permissible to use different methods for different properties.
• New methods can be selected after technical termination.
• Purchaser of LLC interest steps into shoes of seller for 704(c).
• Nonrecognition exchanges of 704(c) property preserve 704(c)
attributes.
• Reverse 704(c) items can use different method than the original
704(c) items or other reverse 704(c) layers.

• Treas. Reg. 1.704-3(a)(6)(i): …. A partnership that makes allocations
with respect to revalued property must use a reasonable method that is
consistent with the purposes of section 704(b) and (c).
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Reverse 704(c) allocations
• What is a revaluation?
• The adjustment of capital accounts to reflect a revaluation of
partnership property on the partnership’s books (Treas. Reg.
Section 1.704-1(f))…
• Based on the FMV of partnership property on the date of adjustment
(1.704-1(f)(1)),
• In order to reflect the manner in which the unrealized income, gain,
loss, or deduction inherent in such property (that has not been
reflected in the capital accounts previously) would be allocated among
the partners if there were a taxable disposition of such property for
such fair market value on that date (1.704-1(f)(2)).

• In other words, what book allocations would be made in the
event of a hypothetical liquidation of the partnership?
• A book-up does not result in taxable gain/loss to the existing partners.
16

Reverse 704(c) allocations
• When can a partnership book-up or revalue its
assets?
• Treas. Reg. Section 1.704-1(b)(2)(iv)(f)(5): If the adjustments
are made principally for a substantial non-tax business
purpose in connection with:
• A contribution by a new or existing partner for an interest in the
partnership;
• The liquidation of the partnership or a distribution by the
partnership to a partner in full or partial redemption of an interest
in the partnership;
• The grant of an interest in the partnership for the provision of
services by a new or existing partner; or
• The issuance of a noncompensatory option in the partnership.
• In all cases excluding de minimis items.
17

Reverse 704(c) allocations
• When should a partnership book-up or revalue its assets?

• To avoid a potentially taxable capital shift among the partners.
• To preserve unrealized gain/loss for existing partners so that a new partner is
not receiving the benefit of a preexisting loss or bearing the burden of a
preexisting gain.

• When would a partnership not want to book-up or revalue its assets?

• The valuation of all partnership property, including intangibles, could be
burdensome and expensive.
• Existing partners don’t want to be allocated less depreciation (assuming they
aren’t confronted with the collateral consequences of not booking-up).

• Consider whether these considerations can be addressed by special
allocations, which are permitted if they accomplish the same end result.
• See Treas. Reg. Section 1.704-1(b)(5) Example 14(iv)

18

Common applications in practice
• Founder and investor contribute property and cash to Newco;
how should allocations be handled if property has BIG but Newco
generates loss and no distributable cash?
• How do you know when you should keep an eye out for 704(c)
and reverse 704(c)?
• Is any person contributing property with inherent gain/loss to a
partnership?
• Is any partner being redeemed from the partnership?
• is a new person joining an existing partnership?

• What is the real economic cost?

• Consider TVOM in relation to amount of built-in gain “shifted” to the
noncontributing partner.
• Consider character shifts – depreciation deductions offset by future
capital loss.
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LLC Agreements
• When will revaluations be permitted and/or required?
• Who has the authority to elect which allocation method to
use?
• Majority member? Manager? All members? Contributing
member?
• Is any method prohibited or required?

• Will the contributing member have the right to approve the
timing of when contributed property is sold?
• Will tax distributions cover 704(c) and reverse 704(c) items?
• In the case of a purchase of partnership interests, consider
whether a 754 election should be made.
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Section 704(c)
Jennifer O’Leary

Book versus Tax


Partner A contributes Blackacre to Partnership, with a value of
$100 and tax basis of $10
 Partner B contributes cash of $100
 For book purposes, the depreciation should be calculated
based on the fair market value of Blackacre
 However, depreciation for tax purposes is calculated based on
basis

23

Tax and Book
Tax
Blackacre
Cash

►

Book
10 Blackacre
100 Cash

100
100

A

10 A

100

B

100 B

100

Assume Blackacre depreciates straight-line over 10 years
−
−

tax depreciation of $1/year
book depreciation of $10/year

24

Principles of 704(c)


Prevent Shifting of Tax consequences with respect to built in
gain or loss



Therefore, make allocations to take into account variation
between adjusted tax basis of property and its fair market
value of time of contribution



Using any reasonable method
- Treas. Reg. Sec. 1.704-3(a)
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704(c) Methods


Generally, traditional is best for contributing partner
- maximizes deferral for contributing partner



Curative generally most likely to get noncontributing partner to
all depreciation deductions-depends on specifics



Remedial extends period over which depreciation is taken into
effect
- contributing partner doesn’t want Remedial



704(c) built in gain decreases over time
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Traditional Method
Treas. Reg. Sec. 1.704-3(b)


Essentially, requires allocations of income or loss with respect
to 704(c) property to avoid shifting tax consequences of the
built-in gain or loss



Built-in gain or loss attributable to sale of 704(c) property is
allocated to the contributing partner
- The book items for contributed and all other property are
allocated in accordance with the partnership agreement; the
overall economic deal governs
- Noncontributing partners get allocated their tax items as close as
possible to the book items
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Traditional Method
Treas. Reg. Sec. 1.704-3(b)


Allocation of depreciation, amortization, depletion or other
cost recovery items attributable to 704(c) property have to
take into account the built-in gain or loss on the contributed
property



Allocations of such items to non-contributing partners should
equal their share of the book items
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Traditional Method
Treas. Reg. Sec. 1.704-3(b)
Partnership AB
Blackacre
►

Everything allocated 50/50
Tax
Depreciation =

Book
1

Depreciation =

10

B should get 5

A

5

A0

B

5

B1

►

Assume instead that tax basis had equaled 50 when contributed
Tax

Book

Depreciation =

5

Depreciation =

10

A

0

A

5

B

5

B

5
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Traditional Method-Ceiling Rule
Treas. Reg. Sec. 1.704-3(b)(1)


Traditional Method is limited by amount of income or loss
available with respect to that property
 Thus, Non-contributing partner may not get full allocations of
income or loss or deduction that they should
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Curative Allocations
Treas. Reg. Sec. 1.704-3(c)


To correct the distortions that the Ceiling Rule creates,
partnership may make reasonable curative allocations to
reduce or eliminate disparities between book and tax items of
non-contributing partners
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Curative Allocations
Treas. Reg. Sec. 1.704-3(c)


Partnership may make a curative allocation of tax
depreciation from another partnership property to make up a
difference in the allocation to a non-contributing partner if
there is a shortfall of tax depreciation
 So, to rectify shortfall of depreciation allocations for B with
respect to Blackacre, if AB owned Whiteacre (purchased with
the cash), could allocate depreciation from that to make B
whole in first scenario
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Curative Allocations
Treas. Reg. Sec. 1.704-3(c)


Have to be consistent from year to year in application of
curative allocations




can’t switch methods year to year for same property

Curative allocations must be reasonable
- curative allocations are not reasonable to the extent they exceed
amount necessary to offset the effect of the ceiling rule for the
current taxable year or, if there is a disposition of the property, for
prior taxable years
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Curative Allocations
Treas. Reg. Sec. 1.704-3(c)


Timing is a factor in evaluating whether the curative
allocations are reasonable
- could use to offset effect of ceiling rule in prior year, if allocations
are made over reasonable period of time (such as economic life
of property and provided for in partnership agreement in effect
for year property was contributed)
• So, could cure lack of depreciation due to ceiling rule with gain BUT
need in agreement at time of contribution



Curative allocations affect tax capital accounts, not book
capital accounts
 Curative cures over remaining life of property
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Curative Allocations
Treas. Reg. Sec. 1.704-3(c)


The effect of curative allocation has to be expected to be
substantially the same as the item limited by the ceiling rule to
be reasonable
- expectation has to exist when property is contributed
- test the reasonableness when allocation is made
- if cost recovery deductions are limited by ceiling rule, general
limitation on character does not apply to income from disposition,
but only if properly provided for in partnership agreement in
effect when property was contributed
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Remedial Allocations
Treas. Reg. Sec. 1.704-3(d)


Remedial Allocations eliminate distortions caused by the
ceiling rule by creating remedial items and allocating those
items to its partners
 Partnership determines book items and allocates for book
purposes
 Partnership then allocates the corresponding tax items
recognized by the partnership, just like in Traditional Method
- But, if ceiling rule causes book allocations of an item to
noncontributing partner to differ from tax allocations, partnership
creates remedial items
• Allocates item to noncontributing partner and creates an offsetting
remedial item that is allocated to contributing partner

36

Remedial Allocations
Treas. Reg. Sec. 1.704-3(d)


For the part of property where tax basis at time of contribution
equals book value, book basis is recovered over same time
as the adjusted tax basis in property
 Rest of property (part with zero tax basis) book basis is
recovered over period/depreciation method that would apply if
new property of same type was placed in service by
partnership at same time
 Allocating notional items of deduction/income and offsetting
items
 Limits of Ceiling Rule cured over new depreciable life of
property
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Overview
• Revaluations
• Mixing bowl rules
• Anti-abuse rules

Section 704(c) & Revaluations
• The principles of Section 704(c) apply to allocations with respect to
property for which differences between book value and adjusted tax
basis are created when a partnership revalues partnership property.
Treas. Reg. § 1.704-3(a)(6).
– The regulations refer to such allocations as “reverse” section 704(c) allocations
– Practitioners generally refer to the subsequently locked-in amounts of section
704(c) built-gain or loss as section 704(c) “layers”

• Partnerships are not required to use the same allocation method for
reverse allocations as for contributed property, even if at the time of
revaluation the property is already subject to section 704(c).
– In addition, partnerships are not required to use the same allocation method
for reverse allocations each time the partnership revalues its property.
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Section 704(b) & Revaluations
• A partnership agreement may, upon the occurrence of certain
events, increase or decrease the capital accounts of the partners to
reflect a revaluation of partnership property (including intangible
assets such as goodwill) on the partnership’s books. Treas. Reg. §
1.704-1(b)(2)(iv)(f)
– Often referred to as a “book up” (or “book down”) of the partnership’s assets
– Generally occur immediately before the transactions prompting the revaluation
(discussed below)
• However, revaluations upon the exercise of noncompensatory options occur immediately after
the option exercise. Treas. Reg. § 1.704-1(b)(2)(iv)(s).

• Apparently made on a property-by-property basis (unless an
exception applies, e.g., for securities partnerships and certain
property contributed by the same partner during the taxable year).
– See Treas. Reg. § 1.704-3(e)
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Section 704(b) & Revaluations (cont.)
• Capital account revaluations must:
– Be based on the fair market value of partnership on the date of adjustment;
and
– Reflect the manner in which the unrealized income, gain, loss, or deduction
inherent in such property (that has not been reflected in the capital accounts
previously) would be allocated among the partners if there were a taxable
disposition of such property for such fair market value on that date

• The partnership agreement must require that:
– the partners’ capital accounts be adjusted for allocations to them of
depreciation, depletion, amortization, and gain or loss, as computed for book
purposes, with respect to such property; and
– the partners’ distributive shares of depreciation, depletion, amortization, and
gain or loss, as computed for tax purposes, with respect to such property be
determined so as to take account of the variation between the adjusted tax
basis and book value of such property in the same manner as under section
704(c). Treas. Reg. § 1.704-1(b)(2)(iv)(f)(1)-(4)
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Section 704(b) & Revaluations (cont.)
• Capital account revaluations must be made principally for a substantial nontax business purpose, in connection with:
– a contribution of money or other property to the partnership by a new or existing
partner as consideration for an interest in the partnership;
– the liquidation of the partnership or a distribution of money or other property by
the partnership to a retiring or continuing partner as consideration for an interest in
the partnership;
– the grant of an interest in the partnership as consideration for the provision of
services to or for the benefit of the partnership by an existing partner acting in a
partner capacity, or by a new partner acting in a partner capacity or in anticipation
of being a partner; or
– the issuance by the partnership of a noncompensatory option
• De minimis issuance exceptions apply to each of the foregoing

• Capital account revaluations may also be made (principally for a substantial
non-tax business purpose) under industry GAAP, provided substantially all
of the partnership’s property (excluding money) consists of stock, securities,
commodities, options, warrants, futures, or similar instruments that are
readily tradable on an established securities market. Treas. Reg. § 1.7041(b)(2)(iv)(f)(5)
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Section 704(c) Revaluations: Example
•

•

•

A contributes Blackacre, with a value of $100 and tax basis of $50, to AB partnership. B
contributes cash of $100. At the beginning of Year 2, when Blackacre has a fair value of $200,
C contributes $150 for a 1/3 interest in the ABC partnership.
If ABC books up its capital accounts, Blackacre’s book basis will increase from $100 to $200,
and the $100 of book gain will allocated equally ($50 each) to A and B immediately prior to C
joining the ABC partnership.
– The section 704(b) allocation of revaluation book gain will affect capital accounts but
will not have immediate tax consequences
If Blackacre is then sold in Year 3 for $200, ABC will have a $0 book gain and $150 of tax gain,
which tax gain will be allocated $100 to A, $50 to B, and $0 to C.
– The section 704(c) allocation of tax gain will not affect section 704(b) capital accounts

Formation by A &B

A

B
Cash

1/2

1/2

ABC
Partnership

C later joins the ABC Partnership

B

A
1/3

1/3

ABC
Partnership

1/3

C
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Section 704(c) Revaluations: Overlapping Layers
• The general rule set forth in Treas. Reg. § 1.704-3(a)(6) does not
specifically address whether netting is permitted when a revaluation
of section 704(c) property results in a book-down of capital accounts
– If a subsequent section 704(c) layer is created, separate methods may be
chosen for such layer (resulting in separate allocations of the book-down layer)
– The same issue would arise if a revaluation results in a book-up of built-in loss
section 704(c) property

• Under proposed regulations published in 2014, netting would not be
permitted and instead each revaluation would create a separate
section 704(c) layer
– “For instance, one section 704(c) layer with respect to a particular property
may be of built-in gain, and another section 704(c) layer with respect to the
same property may be of built-in loss.” Prop. Treas. Reg. § 1.704-3(a)(6)(i).
– The proposed regulations would be effective when finalized.

• Proposed regulations also clarify that section 704(c)(1)(C) does not
45
apply to revaluations

Section 704(c) Revaluations: Securities Partnerships
• Special rules for tracking section 704(c) revaluations apply with
respect to “securities partnerships”
• “Securities partnerships” may aggregate gains and losses from
“qualified financial assets” (generally, actively traded personal
property) in making reverse allocations. Treas. Reg. § 1.704-3(e)(3)
– Regulations prescribe partial & full netting approaches to gains and losses
– “Securities partnerships” are “management companies” registered under the
Investment Company Act of 1940 and “investment partnerships” (i.e., a
partnership 90% of whose assets are “qualified financial assets” and that
expects to make revaluations at least annually)
• IRS determined that frequency of capital account restatements & number of assets may make
it impractical to make reverse allocations on an asset-by-asset basis
• Once a partnership adopts an aggregate approach, that partnership must apply the same
aggregate approach to all of its qualified financial assets for all taxable years in which the
partnership qualifies as a securities partnership
• “Management companies” can use the aggregation exception for certain non-actively traded
financial instruments
46

Section 704(c) anti-mixing bowl rule
• If any section 704(c) property (i.e., built-in gain or built-in loss) contributed
is distributed (directly or indirectly) by the partnership (other than to the
contributing partner) within 7 years of being contributed, the contributing
partner is treated as recognizing gain or loss (as the case may be) from the
sale of such property in an amount equal to the gain or loss which would
have been allocated to such partner by reason of section 704(c) if the
property had been sold at its fair market value at the time of the
distribution. Section 704(c)(1)(B).

– Character of such gain or loss is determined by reference to
the character of the gain or loss which would have resulted if
such property had been sold by the partnership to the
distributee
– Appropriate adjustments are made to the adjusted basis of
the contributing partner's interest in the partnership and to
the adjusted basis of the property distributed to reflect any
gain or loss recognized.
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Section 704(c) anti-mixing bowl rule (cont.)
• There are several notable regulatory exceptions to the
application of section 704(c)(1)(B):
– Property contributed to the partnership on or before 10/3/1989
– Certain liquidating distributions in which the contributing partner receives only an
interest in the section 704(c) property contributed by that partner and the built-in gain
or loss in such interest, determined immediately after the distribution, is equal to or
greater than the built-in gain or loss on the property that would have been allocated to
the contributing partner under section 704(c)(1)(A) on a sale of the contributed
property to an unrelated party immediately before the distribution
– Deemed distribution of interests in a new partnership caused by the termination of a
partnership under section 708(b)(1)(B)
– Transfers of all of a partnership’s assets and liabilities to a second partnership
(transferee partnership) in a section 721, followed by a distribution of the interest in the
transferee partnership in liquidation of the transferor partnership as part of the same
plan or arrangement
– Certain partnership incorporations
– Distributions of an undivided interest in property to the extent that the undivided
interest does not exceed the undivided interest, if any, contributed by the distributee
partner in the same property

• See generally Treas. Reg. § 1.704-4(c)
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Section 704(c)(1)(B): Example
•

•

On 1/1/95, A, B, and C form partnership ABC as equal partners. A contributes $10,000 cash and Property
A, nondepreciable real property with a fair market value of $10,000 and an adjusted tax basis of $4,000.
B contributes $10,000 cash and Property B, nondepreciable real property with a fair market value and
adjusted tax basis of $10,000. C contributes $20,000 cash. On 12/31/98, Property A and Property B are
distributed to C in complete liquidation of C’s interest in the partnership.
A would have recognized $6,000 of gain under section 704(c)(1)(A) on the sale of Property A at the time
of the distribution ($10,000 fair market value less $4,000 adjusted tax basis). As a result, A must
recognize $6,000 of gain on the distribution of Property A to C. B would not have recognized any gain or
loss under section 704(c)(1)(A) on the sale of Property B at the time of distribution because Property B
was not section 704(c) property. As a result, B does not recognize any gain or loss on the distribution of
Property B. See Treas. Reg. § 1.704-4(a)(5) Ex. 1.

Distribution: 12/31/98

Formation: 1/1/95
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Section 704(c) anti-mixing bowl rule: Section 737
• Section 737 applies a back-stop to section 704(c)(1)(B) in the event
the contributing partner receives certain distributions of noncontributed property during the 7-year period
– Section 704(c)(1)(B) would not otherwise apply in this situation because the
section 704(c) property has not itself been distributed, but the end result may
be economically similar

• Section 737 requires recognition of gain equal to the lesser of (i) the
excess (if any) of (A) the fair market value of property (other than
money) received in the distribution over (B) the adjusted basis of
such partner's interest in the partnership immediately before the
distribution reduced (but not below zero) by the amount of money
received in the distribution, or (ii) the “net precontribution gain” of
the partner
– “Net precontribution gain” is the hypothetical section 704(c)(1)(B) gain that
would have been allocated to the contributing partner were all the contributed
section 704(c) property still held by the partnership distributed to noncontributing partners
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Section 737 example
•

•

•

On 1/1/95, A, B, and C form partnership ABC as equal partners. A contributes Property A, depreciable real
property with a fair market value of $30,000 and an adjusted tax basis of $20,000. B contributes Property B,
nondepreciable real property with a fair market value and adjusted tax basis of $30,000. C contributes $30,000
cash. Property A has 10 years remaining on its cost recovery schedule and is depreciated using the straight-line
method. The partnership uses the traditional method. See Treas. Reg. § 1.737-1(e) Ex. 1.
At the end of 1997, the book value of Property A is $21,000 ($30,000 initial book value less $9,000 aggregate
book depreciation) and its adjusted tax basis is $14,000 ($20,000 initial tax basis less $6,000 aggregate tax
depreciation).
On 12/31/97, Property B is distributed to A in complete liquidation of A's partnership interest. The adjusted tax
basis of A's partnership interest at that time is $20,000. The amount of the excess distribution is $10,000, the
difference between the fair market value of the distributed Property B ($30,000) and A's adjusted tax basis in
A's partnership interest ($20,000). A's net precontribution gain is $7,000, the difference between the book
value of Property A ($21,000) and its adjusted tax basis at the time of the distribution ($14,000). A recognizes
gain of $7,000 on the distribution, the lesser of the excess distribution and the net precontribution gain.

Formation: 1/1/95

Distribution: 12/31/97
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Section 704(c): Section 704(c)(1)(C)
• If any section 704(c) property has a built-in loss, such built-in loss
shall be taken into account only in determining the amount of items
allocated to the contributing partner
• Except as provided in regulations, in determining the amount of items allocated
to other partners, the basis of the contributed property in the hands of the
partnership shall be treated as being equal to its fair market value at the time
of contribution

• Proposed regulations published in 2014 clarify the scope of section
704(c)(1)(C) (e.g., does not apply to revaluations), including the
application of section 704(c)(1)(C) to transfers of property by the
partnership and distributions of section 704(c)(1)(C) property
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Section 704(c)(1)(A) anti-abuse rule
• An allocation method (or combination of methods) is not reasonable
if the contribution of property (or event that results in reverse
section 704(c) allocations) and the corresponding allocation of tax
items with respect to the property are made with a view to shifting
the tax consequences of built-in gain or loss among the (direct or
indirect) partners in a manner that substantially reduces the present
value of the (direct or indirect) partners’ aggregate tax liability. Treas.
Reg. § 1.704-3(a)(10).
• An indirect partner is any direct or indirect owner of a partnership, S
corporation, or controlled foreign corporation (generally, to the extent
allocations enter into section 951(a) inclusions), or direct or indirect beneficiary
of a trust or estate, that is a partner in the partnership, and any consolidated
group of which the partner in the partnership is a member.

• In exercising its authority under the anti-abuse rule, the IRS will not
require a partnership to use the remedial allocation method or any
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other method involving the creation of notional tax items

Section 704(c)(1)(A) anti-abuse rule example
• C and D form partnership CD, allocate all partnership items 50-50 and elect
the traditional method. C contributes equipment with an adjusted tax basis
of $1,000 and a book value of $10,000, with a view to taking advantage of
the fact that the equipment has only one year remaining on its cost
recovery schedule although its remaining economic life is significantly
longer. D contributes $10,000 of cash, which CD uses to buy securities. D
has substantial net operating loss carryforwards that D anticipates will
otherwise expire unused.
•

•

•

Under §1.704-1(b)(2)(iv)(g)(3), the partnership must allocate the $10,000 of book
depreciation to the partners in the first year of the partnership. Thus, there is
$10,000 of book depreciation and $1,000 of tax depreciation in the partnership's
first year. CD sells the equipment during the second year for $10,000 and recognizes
a $10,000 gain, which is allocated $5,000 each to C and D.
The traditional method is not reasonable because the contribution of property is
made, and the traditional method is used, with a view to shifting a significant
amount of taxable income to a partner with a low marginal tax rate and away from
a partner with a high marginal tax rate.
If the partnership agreement in effect for the year of contribution had provided that
tax gain from the sale of the property (if any) would always be allocated first to C to
offset the effect of the ceiling rule limitation, the allocation method would not
violate the anti-abuse rule. Treas. Reg. § 1.704-3(b)(2) Ex. 2.
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Section 704(c)(1)(B) anti-abuse rule
• If a principal purpose of a transaction is to achieve a tax result that is
inconsistent with the purpose of section 704(c)(1)(B), the
Commissioner can recast the transaction for federal tax purposes as
appropriate to achieve tax results that are consistent with the
purpose of section 704(c)(1)(B) and this section. Whether a tax result
is inconsistent with the purpose of section 704(c)(1)(B) and this
section must be determined based on all the facts and circumstances.
See Treas. Reg. § 1.704-4(f).
• Section 737 has an analogous anti-abuse rules. See Treas. Reg. § 1.737-4
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Section 704(c)(1)(B) anti-abuse rule example
• On 1/1/95, A, B, and C form partnership ABC as equal partners. A contributes
Property A, nondepreciable real property with a fair market value of $10,000 and
an adjusted tax basis of $1,000. B and C each contributes $10,000 cash. On
12/31/98, the partners desire to distribute Property A to B in complete liquidation
of B's interest in the partnership (which would otherwise trigger $9,000 of gain to A
under section 704(c)(1)(B)). On becoming aware of this potential gain recognition,
and with a principal purpose of avoiding such gain, the partners amend the
partnership agreement on 12/31/98, and take any other steps necessary to provide
that substantially all of the economic risks and benefits of Property A are borne by
B as of 12/31/98, and that substantially all of the economic risks and benefits of all
other partnership property are borne by A and C. The partnership holds Property A
until 1/5/02, at which time it is distributed to B in complete liquidation of B's
interest in the partnership.
• The steps taken by the partnership on 12/31/98 are the functional equivalent of an
actual distribution of Property A to B in complete liquidation of B’s interest in the
partnership as of that date. Section 704(c)(1)(B) requires recognition of gain when
contributed section 704(c) property is in substance distributed to another partner
within seven years of its contribution to the partnership; treating the transaction in
accordance with its form would undermine the purpose of section 704(c)(1)(B).
• See Treas. Reg. § 1.704-4(f)(2) Ex. 1.
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