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IntroductionIntroduction



 

Understand the partners and their tax characteristics.Understand the partners and their tax characteristics.



 

Learn the general economics/business deal (e.g., capital Learn the general economics/business deal (e.g., capital 
commitments, preferred versus common interests, commitments, preferred versus common interests, 
compensatory interests, distributions (including tax compensatory interests, distributions (including tax 
distributions), special partners, etc.).distributions), special partners, etc.).



 

Create an everyday working relationship, therefore needs to Create an everyday working relationship, therefore needs to 
be cooperative in addition to adversarial.be cooperative in addition to adversarial.
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Review the Cash Flow and Review the Cash Flow and 
AllocationsAllocations



 

Terms of preferred interests.Terms of preferred interests.



 

Operating versus liquidating distributions.Operating versus liquidating distributions.



 

Other:Other:



 

Tax distributions.Tax distributions.



 

Capital calls and partner loans.Capital calls and partner loans.
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Types of Preferred InterestsTypes of Preferred Interests



 

DistributionDistribution--based preferred.based preferred.



 

Liquidate with cash waterfall.Liquidate with cash waterfall.



 

Preferred return typically paid even if there is no net profit.Preferred return typically paid even if there is no net profit.



 

Section 704(b) allocationSection 704(b) allocation--based preferred.based preferred.



 

Liquidate with section 704(b) capital accounts.Liquidate with section 704(b) capital accounts.



 

Guaranteed payments.Guaranteed payments.



 

Not part of profit and loss allocation section.Not part of profit and loss allocation section.



 

Separate section generally referencing section 707(c) and Separate section generally referencing section 707(c) and 
providing specific interest like return to preferred partner.providing specific interest like return to preferred partner.



Tax DistributionsTax Distributions



 

Many agreements contain minimum distributions to a partner Many agreements contain minimum distributions to a partner 
to ensure that it has sufficient funds to satisfy taxes relatingto ensure that it has sufficient funds to satisfy taxes relating to to 
its share of partnership income.  its share of partnership income.  



 

Typically documented as an advance on the partnerTypically documented as an advance on the partner’’s rights s rights 
under the more general distribution provisions. Sometimes  under the more general distribution provisions. Sometimes  
distributions are treated as a loan to the partner. distributions are treated as a loan to the partner. 



 

Generally equal to share of net income multiplied by Generally equal to share of net income multiplied by 
maximum applicable rate for type of income.maximum applicable rate for type of income.



 

Variables:  Actual versus assumed rates, partners subject to Variables:  Actual versus assumed rates, partners subject to 
different tax rates, losses followed by profits, quarterly versudifferent tax rates, losses followed by profits, quarterly versus s 
annual distributions.annual distributions.
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Liquidation AlternativesLiquidation Alternatives



 

This section may be the key to learning whether the agreement This section may be the key to learning whether the agreement 
intends to follow the regulatory book allocation safe harbors.  intends to follow the regulatory book allocation safe harbors.  



 

An agreement likely follows safe harbors if, after paying creditAn agreement likely follows safe harbors if, after paying creditors ors 
and setting up reserves, the agreement distributes the remainingand setting up reserves, the agreement distributes the remaining 
proceeds according to the partnersproceeds according to the partners’’ positive capital accounts.  positive capital accounts.  



 

If the agreement instead liquidates with a cash waterfall, then If the agreement instead liquidates with a cash waterfall, then the the 
agreement must rely on a more limited tax safe harbor to get agreement must rely on a more limited tax safe harbor to get 
comfort that the IRS will respect the income and loss allocationcomfort that the IRS will respect the income and loss allocations (the s (the 
partners would receive the same economic distributions as had thpartners would receive the same economic distributions as had they ey 
liquidated in accordance with each partnerliquidated in accordance with each partner’’s capital account).  s capital account).  



 

This would occur, for example, in a simple 50This would occur, for example, in a simple 50--50 partnership where all 50 partnership where all 
capital is contributed equally and all profits, losses, and distcapital is contributed equally and all profits, losses, and distributions are ributions are 
shared equally.shared equally.
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Be Aware of the Tax RamificationsBe Aware of the Tax Ramifications 
of Entry and Operationsof Entry and Operations



 

If builtIf built--in gain or loss property is contributed, understand and in gain or loss property is contributed, understand and 
evaluate.evaluate.



 

Disguised sale potential.Disguised sale potential.



 

BuiltBuilt--in gain/loss allocations.in gain/loss allocations.



 

Will special allocations be respected for tax purposes?Will special allocations be respected for tax purposes?



 

Will income cause problems for certain partners?Will income cause problems for certain partners?



 

Unrelated business taxable income for taxUnrelated business taxable income for tax--exempt partners?exempt partners?



 

Effectively connected income or FIRPTA ramifications for foreignEffectively connected income or FIRPTA ramifications for foreign 
partners?partners?



Elections and AuditsElections and Audits



 

ElectionsElections: Agreement should address how partnership: Agreement should address how partnership--level level 
tax elections are made.  The two main elections unique to tax elections are made.  The two main elections unique to 
partnerships relate to section 754 inside basis adjustments partnerships relate to section 754 inside basis adjustments 
and section 704(c) allocations of builtand section 704(c) allocations of built--in gains or losses in gains or losses 
among the partners.  among the partners.  



 

AuditsAudits:  Tax Matters Partner (TMP) generally represents the :  Tax Matters Partner (TMP) generally represents the 
partnership before the IRS and in federal civil tax litigation apartnership before the IRS and in federal civil tax litigation and nd 
is required to keep the other partners informed.  Generally, is required to keep the other partners informed.  Generally, 
the TMP must be a manager and member. the TMP must be a manager and member. 



 

Although the identity and authority of the TMP may sound Although the identity and authority of the TMP may sound 
boring, it is often a critical question when later controversy aboring, it is often a critical question when later controversy arises rises 
and the details are often overlooked in the drafting process.and the details are often overlooked in the drafting process.
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Accounting, Books, and RecordsAccounting, Books, and Records



 

Typical items included in this section are: Typical items included in this section are: 



 

annual and quarterly reporting of financial information to the annual and quarterly reporting of financial information to the 
partners, partners, 



 

who prepares the tax returns and what is the deadline for who prepares the tax returns and what is the deadline for 
providing this information to the partners,  andproviding this information to the partners,  and



 

who will serve as the TMP, and its specific authority.who will serve as the TMP, and its specific authority.
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Special PartnersSpecial Partners



 

REITsREITs



 

TaxTax--ExemptsExempts



 

Foreign PartnersForeign Partners
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REIT PartnersREIT Partners



 

Where one of the members is a REIT, it will seek to impose Where one of the members is a REIT, it will seek to impose 
the following types of restrictions on the joint venturethe following types of restrictions on the joint venture’’s s 
operations in order to ensure compliance with the REIT operations in order to ensure compliance with the REIT 
requirements:requirements:



 

Real estate asset holding and income limitations;Real estate asset holding and income limitations;



 

No prohibited transactions (e.g., condo sales);No prohibited transactions (e.g., condo sales);



 

Limitations on loans (mezz debt or secured by real property);Limitations on loans (mezz debt or secured by real property);



 

Limitations on leases (related party and personal property Limitations on leases (related party and personal property 
restrictions); andrestrictions); and



 

ArmArm’’ss--length transactions with REIT owners.length transactions with REIT owners.
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TaxTax--Exempt PartnersExempt Partners


 

TaxTax--exempt entities are generally subject to the unrelated business exempt entities are generally subject to the unrelated business income income 
tax for investment returns funded with tax for investment returns funded with ““acquisition debt.acquisition debt.”” However, there is However, there is 
a Real Estate Financing Exception for a Real Estate Financing Exception for ““qualified organizationsqualified organizations”” that use that use 
specific types of debt to acquire or improve real property.  specific types of debt to acquire or improve real property.  



 

To meet the Real Estate Financing Exception, qualified organizatTo meet the Real Estate Financing Exception, qualified organizations who ions who 
invest through a partnership must meet the Fractions Rule. invest through a partnership must meet the Fractions Rule. 



 

To be Fractions Rule compliant, partnership allocations must satTo be Fractions Rule compliant, partnership allocations must satisfy the isfy the 
following two requirements on actual and prospective basis:following two requirements on actual and prospective basis:



 

Safe harbor allocations:  Safe harbor allocations:  The most significant economic factor in satisfying The most significant economic factor in satisfying 
these rules is that the partnership liquidate with positive capithese rules is that the partnership liquidate with positive capital accounts in lieu tal accounts in lieu 
of a cash waterfall.of a cash waterfall.



 

Disproportionate allocation rule:Disproportionate allocation rule: A qualified organizationA qualified organization’’s share of overall s share of overall 
income for any year cannot exceed its lowest share of overall loincome for any year cannot exceed its lowest share of overall loss for any year.ss for any year.
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Foreign PartnersForeign Partners



 

Partnerships are required to withhold taxes on a foreign Partnerships are required to withhold taxes on a foreign 
investorinvestor’’s share of real estate income because special s share of real estate income because special 
““FIRPTAFIRPTA”” rules treat the partnerrules treat the partner’’s income from real estate as s income from real estate as 
subject to U.S. taxation even if the income is not otherwise subject to U.S. taxation even if the income is not otherwise 
subject to U.S. tax.  subject to U.S. tax.  



 

A partnership agreement typically treats this withholding as a A partnership agreement typically treats this withholding as a 
partner distribution or loan.  partner distribution or loan.  



 

Certain partners may be subject to reduced withholding, but Certain partners may be subject to reduced withholding, but 
the partnership should require the partner to provide specific the partnership should require the partner to provide specific 
documentation to the partnership to receive the reduced rate.documentation to the partnership to receive the reduced rate.
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Example 1:  Capital Example 1:  Capital 
Account BasicsAccount Basics

Section 704(b)Section 704(b)



Property contribution; income Property contribution; income 
allocation; distributionallocation; distribution



 

Facts:  A contributes Building with $100 gross fair market Facts:  A contributes Building with $100 gross fair market 
value, subject to $30 of debt.  In year one the partnership value, subject to $30 of debt.  In year one the partnership 
allocates $10 of section 704(b) book income to A and allocates $10 of section 704(b) book income to A and 
distributes $4 of cash to A.distributes $4 of cash to A.

1515

Effect on Capital 
Account

Ending Capital 
Account

Increase by net FMV of 
property contributed

+$70 $70

Increase by income 
allocation

+$10 $80

Decrease by 
distributions

-$4 $76



Tax Allocations Tax Allocations –– sections 704(b) sections 704(b) 
and 704(c)and 704(c)



 

How taxable income and loss are shared among the partners.  How taxable income and loss are shared among the partners.  



 

Most of the allocation language relates to the economic/book Most of the allocation language relates to the economic/book 
allocations and in general taxable income will follow these allocations and in general taxable income will follow these 
book allocations. book allocations. 



 

If a partner contributed an asset with builtIf a partner contributed an asset with built--in appreciation or in appreciation or 
depreciation, special rules require that such builtdepreciation, special rules require that such built--in tax gain or in tax gain or 
loss is allocated back to the contributing partner. loss is allocated back to the contributing partner. 
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Tax Allocations Tax Allocations –– section 704(b)section 704(b)



 

Partnership agreements typically break the book allocations Partnership agreements typically break the book allocations 
down into two sections.  down into two sections.  



 

The primary allocation section describes the general business The primary allocation section describes the general business 
deal, such as allocating profits in accordance with relative deal, such as allocating profits in accordance with relative 
capital or profit percentages (i.e., capital or profit percentages (i.e., ““Percentage InterestsPercentage Interests””).  ).  



 

The second section (regulatory allocations) overrides the first The second section (regulatory allocations) overrides the first 
section and is designed to comply with the book income tax section and is designed to comply with the book income tax 
regulatory safe harbors. regulatory safe harbors. 
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Tax Allocations Tax Allocations –– section 704(b)section 704(b)



 

The tax allocations will not be respected if the agreement liquiThe tax allocations will not be respected if the agreement liquidates with a dates with a 
waterfall waterfall andand the partnersthe partners’’ economic rights under the waterfall are economic rights under the waterfall are differentdifferent 
from their rights based on their capital accounts.  from their rights based on their capital accounts.  



 

The taxable income or loss will be reThe taxable income or loss will be re--allocated so that the capital accounts and allocated so that the capital accounts and 
the waterfall rights are consistent.  the waterfall rights are consistent.  



 

Example Example -- tax allocations send all $100 of section 704(b) income to Partntax allocations send all $100 of section 704(b) income to Partner er 
A and none to Partner B.  AA and none to Partner B.  A’’s capital account increases by all $100 and Bs capital account increases by all $100 and B’’s s 
capital account remains constant.  If the waterfall provides thacapital account remains constant.  If the waterfall provides that the cash t the cash 
corresponding to that profit is shared $50 each by A and B, thencorresponding to that profit is shared $50 each by A and B, then the IRS will the IRS will 
not respect the tax allocation and will reallocate $50 of incomenot respect the tax allocation and will reallocate $50 of income to B.  to B.  



 

To avoid inconsistencies between tax allocations and the partnerTo avoid inconsistencies between tax allocations and the partnerss’’ rights rights 
under the waterfall, many partnership agreements simply use a Taunder the waterfall, many partnership agreements simply use a Target rget 
allocation (allocates book income or loss among the partners usiallocation (allocates book income or loss among the partners using a ng a 
formula that causes the partnersformula that causes the partners’’ capital accounts to equal the amounts the capital accounts to equal the amounts the 
partners would receive under the waterfall).partners would receive under the waterfall).
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Tax Allocations Tax Allocations –– section 704(c)section 704(c)



 

““Section 704(c)Section 704(c)”” generally requires the partnership to allocate generally requires the partnership to allocate 
builtbuilt--in gain or loss back to the contributing partner.  in gain or loss back to the contributing partner.  



 

Partnership agreements typically include only a single Partnership agreements typically include only a single 
paragraph to cover these allocations and often simply repeat paragraph to cover these allocations and often simply repeat 
the general statutory requirement that tax allocations take intothe general statutory requirement that tax allocations take into 
account a partneraccount a partner’’s potential builts potential built--in tax gain or loss on in tax gain or loss on 
contributed property.  contributed property.  



 

For many partnerships (including many real estate For many partnerships (including many real estate 
partnerships), this provision is highly negotiated and includes partnerships), this provision is highly negotiated and includes 
much more detail relating to which of several alternative much more detail relating to which of several alternative 
methods is chosen to allocate nonmethods is chosen to allocate non--economic taxable income economic taxable income 
or loss.or loss.
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Example 2:  Target Example 2:  Target 
AllocationsAllocations

Section 704(b)Section 704(b)



Basic FactsBasic Facts



 

LP and GP contribute $90 and $10, respectively.  LP and GP contribute $90 and $10, respectively.  



 

The distribution waterfallThe distribution waterfall



 

Cash is paid first to return contributed capital plus a 10% annuCash is paid first to return contributed capital plus a 10% annual al 
preferred returnpreferred return



 

Cash paid 80:20 to LP and GP, respectively. Cash paid 80:20 to LP and GP, respectively. 



 

The partnership earns $20 of income in year one.The partnership earns $20 of income in year one.
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Waterfall & Target AllocationWaterfall & Target Allocation
LP GP Total

Return of capital 90 10 100
Preferred return 9 1 10
Residual return 8 2 10
Total 107 13 120

2222

A typical target allocation provision would allocate the $20 of year one earnings 
to “fill up” the LP and GP opening capital accounts ($90 and $10, respectively) 
to equal their Target rights under the Waterfall ($107 and $13, respectively).  

LP GP Total
Beginning 90 10 100
Ending 107 13 120
Target 17 3 20



Facts:  Partner A contributes property with a tax basis of Facts:  Partner A contributes property with a tax basis of 
$20 and a value of $100 and the partnership sells the $20 and a value of $100 and the partnership sells the 
property for $110.  property for $110.  



 

704(c) effect:  The partnership must allocate the first $80 of 704(c) effect:  The partnership must allocate the first $80 of 
tax gain to Partner A because that represents the inherent tax gain to Partner A because that represents the inherent 
builtbuilt--in gain.in gain.

2323

A B V
20 100

property

Partnership 
later sells 
property for 
$110

Example 3:  704(c) BasicsExample 3:  704(c) Basics



BuiltBuilt--in Gain/Loss Boilerplatein Gain/Loss Boilerplate


 

Section 704(c) Allocations. Section 704(c) Allocations. In accordance with Section 704(c) of the In accordance with Section 704(c) of the 
Code and the Regulations thereunder, income, gain, loss and deduCode and the Regulations thereunder, income, gain, loss and deduction ction 
with respect to any property contributed to the capital of the Pwith respect to any property contributed to the capital of the Partnership artnership 
shall, shall, solely for tax purposessolely for tax purposes, be allocated among the Partners under any , be allocated among the Partners under any 
reasonable method selected by the General Partner reasonable method selected by the General Partner so as to take account so as to take account 
of any variation between the adjusted basis of such property to of any variation between the adjusted basis of such property to the the 
Partnership for federal income tax purposes and its initial BookPartnership for federal income tax purposes and its initial Book ValueValue.  .  
If the Book Value of any Partnership asset is adjusted pursuant If the Book Value of any Partnership asset is adjusted pursuant to clause (c) to clause (c) 
or (d) of the definition thereof, subsequent allocations of incoor (d) of the definition thereof, subsequent allocations of income, gain, loss me, gain, loss 
and deduction with respect to such asset shall take account of aand deduction with respect to such asset shall take account of any variation ny variation 
between the adjusted basis of such asset for federal income tax between the adjusted basis of such asset for federal income tax purposes purposes 
and its Book Value in the same manner as under Section 704(c) ofand its Book Value in the same manner as under Section 704(c) of the the 
Code and the Regulations thereunder.  Any elections or other decCode and the Regulations thereunder.  Any elections or other decisions isions 
relating to such allocations shall be made by the General Partnerelating to such allocations shall be made by the General Partner in a r in a 
manner that reasonably reflects the purpose and intention of thimanner that reasonably reflects the purpose and intention of this s 
Agreement.  Allocations pursuant to this section are solely for Agreement.  Allocations pursuant to this section are solely for purposes of purposes of 
federal, state and local taxes and shall not affect, or in any wfederal, state and local taxes and shall not affect, or in any way be taken ay be taken 
into account in computing, any Partnerinto account in computing, any Partner’’s Capital Account or share of Profits, s Capital Account or share of Profits, 
Losses, other items or distributions pursuant to any provision oLosses, other items or distributions pursuant to any provision of this f this 
Agreement.Agreement.
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Example 4:  Partnership Example 4:  Partnership 
Nonrecourse Deductions Nonrecourse Deductions 



 

A and B each contribute $100 to a 50A and B each contribute $100 to a 50--50 partnership and 50 partnership and 
have no obligation to restore negative capital accounts.  The have no obligation to restore negative capital accounts.  The 
partnership borrows $800 from an unrelated lender on a partnership borrows $800 from an unrelated lender on a 
nonrecourse basis using an interestnonrecourse basis using an interest--only loan and buys only loan and buys 
Building for $1,000.  The partnership depreciates Building by Building for $1,000.  The partnership depreciates Building by 
$100 a year.  After the third year, the partnership has $100 a year.  After the third year, the partnership has 
depreciated the initial $1,000 of section 704(b) basis in depreciated the initial $1,000 of section 704(b) basis in 
Building down to $700. Building down to $700. 
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Computation of Minimum GainComputation of Minimum Gain

Adjustment Section 704(b) 
Value

Nonrecourse 
debt

Minimum gain

Purchase date $1,000 $800 $0

Year 1 
depreciation

($100) $900 $800 $0

Year 2 
depreciation

($100) $800 $800 $0

Year 3 
depreciation

($100) $700 $800 $100
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Capital Accounts, Minimum Gain, Capital Accounts, Minimum Gain, 
and Adjusted Capital Accountsand Adjusted Capital Accounts

A capital A 
minimum 
gain

A’s 
Adjusted 
Capital 
Account

B capital B 
minimum 
gain

B’s 
Adjusted 
Capital 
Account

Initial $100 $0 $100 $100 $0 $100

Year 1 $50 $0 $50 $50 $0 $50

Year 2 $0 $0 $0 $0 $0 $0

Year 3 ($50) $50 $0 ($50) $50 $0
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What Does The Tax Boilerplate What Does The Tax Boilerplate 
Actually Mean? Actually Mean? 



 

A. Boilerplate Provisions A. Boilerplate Provisions –– Capital AccountsCapital Accounts



 

Capital AccountsCapital Accounts



 

DepreciationDepreciation



 

Book ValueBook Value



 

Profit and lossProfit and loss
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““Capital AccountCapital Account”” shall mean, with respect to any Partner, the capital account shall mean, with respect to any Partner, the capital account 
on the books of the Partnership which shall initially be zero anon the books of the Partnership which shall initially be zero and which shall be d which shall be 
maintained in accordance with the following provisions:maintained in accordance with the following provisions:

(a)(a) To each PartnerTo each Partner’’s Capital Account there shall be s Capital Account there shall be creditedcredited the aggregate amount the aggregate amount 
of of cash and initial Book Value of any property contributedcash and initial Book Value of any property contributed by such Partner to the by such Partner to the 
Partnership, such PartnerPartnership, such Partner’’s distributive share of Profits and any items in the nature of s distributive share of Profits and any items in the nature of 
income or gain which are specially allocated pursuant to Articleincome or gain which are specially allocated pursuant to Article ___ and the amount of any ___ and the amount of any 
Partnership liabilities assumed by such Partner or which are secPartnership liabilities assumed by such Partner or which are secured by any Partnership ured by any Partnership 
property distributed to such Partner.property distributed to such Partner.

(b)(b) To each PartnerTo each Partner’’s Capital Account there shall be s Capital Account there shall be debiteddebited the amount of cash and the amount of cash and 
the the Book Value of any Partnership property distributedBook Value of any Partnership property distributed to such Partner pursuant to any to such Partner pursuant to any 
provision of this Agreement or deemed distributed pursuant to Seprovision of this Agreement or deemed distributed pursuant to Section ___, such Partnerction ___, such Partner’’s s 
distributive share of Losses and any items in the nature of expedistributive share of Losses and any items in the nature of expenses or losses which are nses or losses which are 
specially allocated pursuant to Article ___, and the amount of aspecially allocated pursuant to Article ___, and the amount of any liabilities of such Partner ny liabilities of such Partner 
assumed by the Partnership or which are secured assumed by the Partnership or which are secured by any property contributed by such by any property contributed by such 
Partner to the Partnership.Partner to the Partnership.

2929

Capital AccountsCapital Accounts



(c)(c) If If any interest in the Partnership is transferredany interest in the Partnership is transferred in accordance with the terms of in accordance with the terms of 
this Agreement, the transferee shall succeed to the Capital Accothis Agreement, the transferee shall succeed to the Capital Account of the transferor unt of the transferor 
to the extent it relates to the transferred interest.to the extent it relates to the transferred interest.

(d)(d) In determining the amount of any liability for purposes of deterIn determining the amount of any liability for purposes of determining Capital mining Capital 
Account balances hereof, there shall be taken into account SectiAccount balances hereof, there shall be taken into account Section 752(c) of the on 752(c) of the 
Code and any other applicable provisions of the Code and RegulatCode and any other applicable provisions of the Code and Regulations.ions.



 

The foregoing provisions and the other provisions of this AgreemThe foregoing provisions and the other provisions of this Agreement relating to the ent relating to the 
maintenance of Capital Accounts are intended to comply with Sectmaintenance of Capital Accounts are intended to comply with Section 1.704ion 1.704--1(b) of 1(b) of 
the Regulations, and shall be interpreted and applied in a mannethe Regulations, and shall be interpreted and applied in a manner consistent with r consistent with 
the Regulations. the Regulations. 
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Capital AccountsCapital Accounts



DepreciationDepreciation



 

““DepreciationDepreciation”” shall mean, for each Partnership Year, an shall mean, for each Partnership Year, an 
amount equal to the depreciation, amortization or other cost amount equal to the depreciation, amortization or other cost 
recovery deduction allowable with respect to an asset for such recovery deduction allowable with respect to an asset for such 
year, except that if the Book Value of an asset differs from itsyear, except that if the Book Value of an asset differs from its 
adjusted basis for federal income tax purposes at the adjusted basis for federal income tax purposes at the 
beginning of such year, beginning of such year, Depreciation shall be an amount Depreciation shall be an amount 
which bears the same ratio to such beginning Book Value which bears the same ratio to such beginning Book Value 
as the federal income tax depreciation, amortization or as the federal income tax depreciation, amortization or 
other cost recovery deduction for such year bears to other cost recovery deduction for such year bears to 
such beginning adjusted tax basissuch beginning adjusted tax basis; provided, however, that ; provided, however, that 
if the adjusted tax basis of such property is zero, Depreciationif the adjusted tax basis of such property is zero, Depreciation 
shall be determined with reference to such beginning Book shall be determined with reference to such beginning Book 
Value using any reasonable method selected by the General Value using any reasonable method selected by the General 
Partner.Partner.
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Example 5:  Depreciation Example 5:  Depreciation 
CalculationCalculation



 

Facts:  Facts:  Partner A contributes a depreciable property to Partner A contributes a depreciable property to 
partnership.  The property is fivepartnership.  The property is five--year recovery property year recovery property 
purchased two years ago having a current value of $600 and purchased two years ago having a current value of $600 and 
a remaining tax basis of $300.a remaining tax basis of $300.



 

ResultsResults: Book depreciation and tax depreciation will differ : Book depreciation and tax depreciation will differ 
because the book value of $600 at the time of contribution because the book value of $600 at the time of contribution 
differs from the tax basis of $300 at that time. differs from the tax basis of $300 at that time. 



Depreciation:  ResultsDepreciation:  Results


 

With three years remaining to depreciate the second property With three years remaining to depreciate the second property 
for tax purposes, tax depreciation will equal 1/3 of the for tax purposes, tax depreciation will equal 1/3 of the 
remaining tax basis for each of the next three years (or $100 remaining tax basis for each of the next three years (or $100 
each year).  Book depreciation, therefore, also will equal 1/3 each year).  Book depreciation, therefore, also will equal 1/3 
of the book basis for each of the next three years (or $200 of the book basis for each of the next three years (or $200 
each year).  each year).  

3333

Tax Book
Total tax 300
Remaining Tax Life 3

Tax/year 100
Total book 600
Remaining tax life 3
Book/year 200



Book ValueBook Value


 

““Book ValueBook Value”” shall mean, with respect to any asset, the assetshall mean, with respect to any asset, the asset’’s s 
adjusted basis for federal income tax purposes, except as followadjusted basis for federal income tax purposes, except as follows:s:

(a)(a) the initial Book Value of any assetthe initial Book Value of any asset contributed by a Partner to the Partnership contributed by a Partner to the Partnership 
shall be the gross fair market valueshall be the gross fair market value of such asset at the time of such of such asset at the time of such 
contribution as determined in good faith by the General Partner;contribution as determined in good faith by the General Partner;

(b)(b) the Book Values of all Partnership assets the Book Values of all Partnership assets may, in the sole discretion of the may, in the sole discretion of the 
General Partner, be adjusted to equal their respective gross faiGeneral Partner, be adjusted to equal their respective gross fair market r market 
valuesvalues, as reasonably determined by the General Partner, as of the fol, as reasonably determined by the General Partner, as of the following lowing 
times:  (i) the acquisition of an additional interest in the Partimes:  (i) the acquisition of an additional interest in the Partnership by any new tnership by any new 
or existing Partner in exchange for more than a de minimis Capitor existing Partner in exchange for more than a de minimis Capital Contribution; al Contribution; 
(ii) the distribution by the Partnership to a Partner of more th(ii) the distribution by the Partnership to a Partner of more than a de minimis an a de minimis 
amount of Partnership property as consideration for an interest amount of Partnership property as consideration for an interest in the in the 
Partnership; and (iii) the liquidation of the Partnership withinPartnership; and (iii) the liquidation of the Partnership within the meaning of the meaning of 
Section 1.704Section 1.704--1(b)(2)(ii)(1(b)(2)(ii)(gg) of the Regulations or as otherwise provided in the ) of the Regulations or as otherwise provided in the 
Regulations;Regulations;
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Book Value Book Value -- ContinuedContinued
(c)(c) the Book Value of any Partnership the Book Value of any Partnership asset distributedasset distributed to any Partner shall to any Partner shall 

be the gross fair market value of such asset on the date of distbe the gross fair market value of such asset on the date of distribution, as ribution, as 
reasonably determined by the General Partner; andreasonably determined by the General Partner; and

(d)(d) the Book Values of Partnership assets shall be increased (or decthe Book Values of Partnership assets shall be increased (or decreased) to reased) to 
reflect any adjustments to the adjusted basis of such assets purreflect any adjustments to the adjusted basis of such assets pursuant to suant to 
Section 734(b) or 743(b) of the Code, but only to the extent thaSection 734(b) or 743(b) of the Code, but only to the extent that such t such 
adjustments are taken into account in determining Capital Accounadjustments are taken into account in determining Capital Accounts ts 
pursuant to Section 1.704pursuant to Section 1.704--1(b)(2)(iv)(1(b)(2)(iv)(mm) of the Regulations and Article ___; ) of the Regulations and Article ___; 
provided, however, that Book Values shall not be adjusted pursuaprovided, however, that Book Values shall not be adjusted pursuant to this nt to this 
clause (d) to the extent the General Partner determines that an clause (d) to the extent the General Partner determines that an adjustment adjustment 
pursuant to clause (b) above is necessary or appropriate in connpursuant to clause (b) above is necessary or appropriate in connection ection 
with a transaction that would otherwise result in an adjustment with a transaction that would otherwise result in an adjustment pursuant to pursuant to 
this clause (d).this clause (d).



 

If the Book Value of an asset has been determined or adjusted If the Book Value of an asset has been determined or adjusted 
pursuant to clause (a), (b) or (d) above, pursuant to clause (a), (b) or (d) above, such Book Value shall such Book Value shall 
thereafter be adjusted by the Depreciationthereafter be adjusted by the Depreciation taken into account taken into account 
with respect to such asset for purposes of computing Profits andwith respect to such asset for purposes of computing Profits and 
Losses.Losses. 3535
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Example 6:  Book Value Example 6:  Book Value 
CalculationCalculation

FACTS:FACTS:



 

Partner A contributes nondepreciable property with a fair Partner A contributes nondepreciable property with a fair 
market value of $500 and a tax basis of $200 to a partnership.  market value of $500 and a tax basis of $200 to a partnership.  
Under these facts, the initial Book Value of the contributed Under these facts, the initial Book Value of the contributed 
property will equal $500.  property will equal $500.  



 

At a time when the property has increased in value to $800, At a time when the property has increased in value to $800, 
the partnership the partnership ““booksbooks--upup”” its assets pursuant to Regulations its assets pursuant to Regulations 
Section 1.704Section 1.704--1(b)(2)(iv)(1(b)(2)(iv)(ff).).



Book Value:  ResultsBook Value:  Results



 

The partnership is treated as if it sold the contributed asset fThe partnership is treated as if it sold the contributed asset for or 
an amount equal to its fair market value (that is, $800) at the an amount equal to its fair market value (that is, $800) at the 
time of the booktime of the book--up.  The resulting $300 in book gain ($800 up.  The resulting $300 in book gain ($800 
new Book Value minus $500 initial Book Value) is treated as new Book Value minus $500 initial Book Value) is treated as 
an item of profit in determining overall partnership profit or an item of profit in determining overall partnership profit or 
loss.  loss.  



 

Going forward, the property will remain on the books of the Going forward, the property will remain on the books of the 
partnership with an $800 book value until it is adjusted again partnership with an $800 book value until it is adjusted again 
or disposed of.  If the property is depreciable, the partnershipor disposed of.  If the property is depreciable, the partnership 
would reduce its Book Value of $800 by book depreciation would reduce its Book Value of $800 by book depreciation 
taken on the asset pursuant to a Depreciation definition taken on the asset pursuant to a Depreciation definition 
included in the partnership agreement. included in the partnership agreement. 

3737



Profit and LossProfit and Loss


 

““ProfitsProfits”” and and ““LossesLosses”” shall mean, for each Partnership year (or portion shall mean, for each Partnership year (or portion 
thereof), thereof), an amount equal to the Partnershipan amount equal to the Partnership’’s taxable income or loss s taxable income or loss 
for such year (or portion thereof), determined in accordance witfor such year (or portion thereof), determined in accordance with Section h Section 
703(a) of the Code (for this purpose, all items of income, gain,703(a) of the Code (for this purpose, all items of income, gain, loss or loss or 
deduction required to be stated separately pursuant to Section 7deduction required to be stated separately pursuant to Section 703(a)(1) of 03(a)(1) of 
the Code shall be included in taxable income or loss), the Code shall be included in taxable income or loss), with the following with the following 
adjustmentsadjustments::

(a)(a) any income of the Partnership that is exemptany income of the Partnership that is exempt from federal income tax and not from federal income tax and not 
otherwise taken into account in computing taxable income or lossotherwise taken into account in computing taxable income or loss shall be added to shall be added to 
such taxable income or loss;such taxable income or loss;

(b) (b) any any expenditures of the Partnership described in Section 705(a)(2)(Bexpenditures of the Partnership described in Section 705(a)(2)(B)) of the Code of the Code 
or treated as such expenditures pursuant to Section 1.704or treated as such expenditures pursuant to Section 1.704--1(b)(2)(iv)(1(b)(2)(iv)(ii) of the ) of the 
Regulations, and not otherwise taken into account in computing PRegulations, and not otherwise taken into account in computing Profits or Losses shall rofits or Losses shall 
be subtracted from such taxable income or loss;be subtracted from such taxable income or loss;

(c) (c) if the Book Value of any Partnership asset is adjusted pursuant if the Book Value of any Partnership asset is adjusted pursuant to clause (b) or clause to clause (b) or clause 
(d) of the definition of Book Value herein, the amount of such a(d) of the definition of Book Value herein, the amount of such adjustment shall be djustment shall be 
taken into account as gain or loss from the disposition of such taken into account as gain or loss from the disposition of such asset for purposes of asset for purposes of 
computing Profits or Losses;computing Profits or Losses;
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Profit and Loss Profit and Loss -- ContinuedContinued

(d) (d) gain or loss resulting from any disposition of Partnership propegain or loss resulting from any disposition of Partnership propertyrty with with 
respect to which gain or loss is recognized for federal income trespect to which gain or loss is recognized for federal income tax purposes shall ax purposes shall 
be computed by reference to the Book Value of the property dispobe computed by reference to the Book Value of the property disposed of, sed of, 
notwithstanding that the adjusted tax basis of such property difnotwithstanding that the adjusted tax basis of such property differs from its Book fers from its Book 
Value;Value;

(e)(e) in lieu of the depreciationin lieu of the depreciation, amortization and other cost recovery deductions , amortization and other cost recovery deductions 
taken into account in computing such taxable income or loss, thetaken into account in computing such taxable income or loss, there shall be taken re shall be taken 
into account Depreciation for such Partnership Year or other perinto account Depreciation for such Partnership Year or other period, computed in iod, computed in 
accordance with the definition of Depreciation herein; andaccordance with the definition of Depreciation herein; and

(f)(f) notwithstanding any other provisions hereof, any items of incomenotwithstanding any other provisions hereof, any items of income, gain, loss or , gain, loss or 
deduction which are deduction which are specially allocatedspecially allocated pursuant to Section pursuant to Section ___ shall not be ___ shall not be 
taken into account in computing Profits or Lossestaken into account in computing Profits or Losses..
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What Does the Tax Boilerplate What Does the Tax Boilerplate 
Actually Mean? Actually Mean? 



 

B. Boilerplate Provisions B. Boilerplate Provisions –– Regulatory AllocationsRegulatory Allocations


 

Loss Limitation ProvisionLoss Limitation Provision



 

Adjusted Capital Account DeficitAdjusted Capital Account Deficit



 

Gross Income AllocationGross Income Allocation



 

Nonrecourse Debt DefinitionsNonrecourse Debt Definitions



 

Partnership Minimum Gain ChargebackPartnership Minimum Gain Chargeback



 

Partner Minimum Gain ChargebackPartner Minimum Gain Chargeback



 

Partner Nonrecourse DeductionsPartner Nonrecourse Deductions



 

Curative/Subsequent AllocationsCurative/Subsequent Allocations



 

BuiltBuilt--in gain or loss boilerplatein gain or loss boilerplate
4040



Loss Limitation ProvisionLoss Limitation Provision



 

Loss Limitation.Loss Limitation. Notwithstanding anything to the contrary in Notwithstanding anything to the contrary in 
this Section ___, the amount of items of Partnership expense this Section ___, the amount of items of Partnership expense 
and loss allocated pursuant to this Section ___ to any Partner and loss allocated pursuant to this Section ___ to any Partner 
shall not exceedshall not exceed the maximum amount of such items that the maximum amount of such items that 
can be so allocated can be so allocated without causing such Partner to have without causing such Partner to have 
an Adjusted Capital Account Deficitan Adjusted Capital Account Deficit (or increasing such a (or increasing such a 
deficit) at the end of any Partnership Year (as determined deficit) at the end of any Partnership Year (as determined 
taking into account the expected items described in Section taking into account the expected items described in Section 
1.7041.704--1(b)(2)(ii)(1(b)(2)(ii)(dd) of the Regulations).  All such items in ) of the Regulations).  All such items in 
excess of the limitation set forth in this section shall be excess of the limitation set forth in this section shall be 
allocated first to Partners who would not have an Adjusted allocated first to Partners who would not have an Adjusted 
Capital Account Deficit, pro rata, until no Partner would be Capital Account Deficit, pro rata, until no Partner would be 
entitled to any further allocation, and thereafter to the Generaentitled to any further allocation, and thereafter to the General l 
Partner.Partner.
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Example 7:  Loss Limitation Example 7:  Loss Limitation 
ProvisionProvision

FACTS:FACTS:



 

Partner A contributes $100 to a real estate partnership while Partner A contributes $100 to a real estate partnership while 
Partner B contributes $10.  The partners agree to divide Partner B contributes $10.  The partners agree to divide 
losses on an equal basis, and the partnership incurs a $30 losses on an equal basis, and the partnership incurs a $30 
loss in the first year.  The partnership has no liabilities, andloss in the first year.  The partnership has no liabilities, and 
the partnership agreement does not contain a DRO for either the partnership agreement does not contain a DRO for either 
partner. partner. 



Loss Limitation Provision:  Loss Limitation Provision:  
ResultsResults



 

The partnership can allocate only $10 (instead of $15) of the The partnership can allocate only $10 (instead of $15) of the 
$30 loss to Partner B because of the loss limitation provision. $30 loss to Partner B because of the loss limitation provision. 
The $5 that cannot be allocated to Partner B must instead be The $5 that cannot be allocated to Partner B must instead be 
allocated to Partner A.allocated to Partner A.
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A B
Initial Capital 100 10
Original Allocation (15) (15)
Before Loss Limit (85) (5)
Loss Limit (20) (10)
Net Capital 80 0



Adjusted Capital Account DeficitAdjusted Capital Account Deficit



 

““Adjusted Capital Account DeficitAdjusted Capital Account Deficit”” shall mean, with respect shall mean, with respect 
to any Partner, the deficit balance, if any, in such Partnerto any Partner, the deficit balance, if any, in such Partner’’s s 
Capital Account, as of the end of the relevant Partnership Capital Account, as of the end of the relevant Partnership 
Year, after giving effect to the following adjustments: (a) Year, after giving effect to the following adjustments: (a) 
creditcredit to such Capital Account any amounts which such to such Capital Account any amounts which such 
Partner is Partner is obligated to restoreobligated to restore pursuant to any provision of pursuant to any provision of 
this Agreement or is deemed to be obligated to restore this Agreement or is deemed to be obligated to restore 
pursuant to the penultimate sentences of Sections 1.704pursuant to the penultimate sentences of Sections 1.704-- 
2(g)(1) and (i)(5) of the Regulations; and (b) 2(g)(1) and (i)(5) of the Regulations; and (b) debitdebit to such to such 
Capital Account the items described in Sections 1.704Capital Account the items described in Sections 1.704-- 
1(b)(2)(ii)(1(b)(2)(ii)(dd)(4), (5) and (6) of the Regulations.  The foregoing )(4), (5) and (6) of the Regulations.  The foregoing 
definition of definition of ““Adjusted Capital Account DeficitAdjusted Capital Account Deficit”” is intended to is intended to 
comply with the provisions of Section 1.704comply with the provisions of Section 1.704--1(b)(2)(ii)(1(b)(2)(ii)(dd) of ) of 
the Regulations and shall be interpreted consistently the Regulations and shall be interpreted consistently 
therewith.therewith.
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Example 8:  Adjusted Capital Example 8:  Adjusted Capital 
Account DeficitAccount Deficit

FACTS:FACTS:



 

Partner A and Partner B each contribute $50 to a 50Partner A and Partner B each contribute $50 to a 50--50 50 
partnership that borrows an additional $900 on a nonrecourse partnership that borrows an additional $900 on a nonrecourse 
basis to acquire a building.  After a number of years of basis to acquire a building.  After a number of years of 
operations, the partners have collectively received losses of operations, the partners have collectively received losses of 
$500, $400 of which qualifies as nonrecourse deductions $500, $400 of which qualifies as nonrecourse deductions 
carrying with them shares of minimum gain.carrying with them shares of minimum gain.



Adjusted Capital Account Deficit Adjusted Capital Account Deficit 
ResultsResults



 

Both Partner A and Partner B will have negative capital accountsBoth Partner A and Partner B will have negative capital accounts of of 
($200) ($50 in initial capital less $250 in allocated losses).  ($200) ($50 in initial capital less $250 in allocated losses).  Their Their 
““adjustedadjusted”” capital accounts for purposes of the Adjusted Capital capital accounts for purposes of the Adjusted Capital 
Account Deficit definition, however, will each equal $0 (negativAccount Deficit definition, however, will each equal $0 (negative e 
capital account of ($200) capital account of ($200) plusplus $200 share of minimum gain).  As a $200 share of minimum gain).  As a 
result, even though both partners will have negative capital result, even though both partners will have negative capital 
accounts, none of the $250 in losses allocated to each of them waccounts, none of the $250 in losses allocated to each of them will ill 
create Adjusted Capital Account Deficits.create Adjusted Capital Account Deficits.
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A B
Initial Capital 50 50
Deductions (250) (250)
Net capital (200) (200)
Minimum gain 200 200
Adjusted Capital 0 0



Gross Income AllocationGross Income Allocation



 

Gross Income Allocation.Gross Income Allocation. In the event a Member In the event a Member has a has a 
deficit Capital Account at the end of any Allocation Year deficit Capital Account at the end of any Allocation Year 
which is in excess ofwhich is in excess of the sum of:  (i) the amount such the sum of:  (i) the amount such 
Member is obligated to restore pursuant to the penultimate Member is obligated to restore pursuant to the penultimate 
sentences of Regulations Sections 1.704sentences of Regulations Sections 1.704--2(g)(1) and 2(g)(1) and 
1.7041.704--2(i)(5), each such Member 2(i)(5), each such Member shall be specially shall be specially 
allocated items of income and gainallocated items of income and gain in the amount of such in the amount of such 
excess as quickly as possible, provided that an allocation excess as quickly as possible, provided that an allocation 
pursuant to this section shall be made only if and to the extentpursuant to this section shall be made only if and to the extent 
that such Member would have a deficit Capital Account in that such Member would have a deficit Capital Account in 
excess of such sum after all other allocations provided for in excess of such sum after all other allocations provided for in 
this Article have been made as if this section was not in the this Article have been made as if this section was not in the 
Agreement.Agreement.
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Nonrecourse debt definitionsNonrecourse debt definitions



 

““Nonrecourse LiabilityNonrecourse Liability”” shall have the meaning set forth in shall have the meaning set forth in 
Section 1.704Section 1.704--2(b)(3) of the Regulations.2(b)(3) of the Regulations.



 

““Partner Nonrecourse DebtPartner Nonrecourse Debt”” shall have the meaning set shall have the meaning set 
forth for the term forth for the term ““partner nonrecourse debtpartner nonrecourse debt’’ in Section 1.704in Section 1.704-- 
2(b)(4) of the Regulations.2(b)(4) of the Regulations.



 

““Partner Nonrecourse Debt Minimum GainPartner Nonrecourse Debt Minimum Gain”” shall have the shall have the 
meaning set forth for the term meaning set forth for the term ““partner nonrecourse debt partner nonrecourse debt 
minimum gainminimum gain”” in Section 1.704in Section 1.704--2(i)(2) of the Regulations.2(i)(2) of the Regulations.



 

““Partnership Minimum GainPartnership Minimum Gain”” shall have the meaning set shall have the meaning set 
forth for the term forth for the term ““partnership minimum gainpartnership minimum gain”” in Section in Section 
1.7041.704--2(b)(2) of the Regulations.2(b)(2) of the Regulations.
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Partnership Minimum Gain Partnership Minimum Gain 
ChargebackChargeback



 

Partnership Minimum Gain Chargeback. Partnership Minimum Gain Chargeback. Notwithstanding Notwithstanding 
anything in this article to the contraryanything in this article to the contrary, , if there is a net decrease if there is a net decrease 
in Partnership Minimum Gainin Partnership Minimum Gain during any Partnership Year, during any Partnership Year, 
except as otherwise permitted by Sections 1.704except as otherwise permitted by Sections 1.704--2(f)(2), (3), (4) 2(f)(2), (3), (4) 
and (5) of the Regulations, and (5) of the Regulations, items of Partnership income and items of Partnership income and 
gain gain for such year (and subsequent years, if necessary) in the for such year (and subsequent years, if necessary) in the 
order provided in Section 1.704order provided in Section 1.704--2(j)(2) of the Regulations 2(j)(2) of the Regulations shall shall 
be allocatedbe allocated among all Partners whose shares of Partnership among all Partners whose shares of Partnership 
Minimum Gain decreased during such year in proportion to and Minimum Gain decreased during such year in proportion to and 
to the extent of such Partnerto the extent of such Partner’’s share of the net decrease in s share of the net decrease in 
Partnership Minimum Gain during such year.  The allocation Partnership Minimum Gain during such year.  The allocation 
contained in this section is intended to be a minimum gain contained in this section is intended to be a minimum gain 
chargeback within the meaning of Section 1.704chargeback within the meaning of Section 1.704--2(f) of the 2(f) of the 
Regulations, and it shall be interpreted consistently therewith.Regulations, and it shall be interpreted consistently therewith.
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Partner Minimum Gain ChargebackPartner Minimum Gain Chargeback



 

Partner Nonrecourse Debt Minimum Gain Chargeback.  Partner Nonrecourse Debt Minimum Gain Chargeback.  
Notwithstanding anything in this article to the contrary, Notwithstanding anything in this article to the contrary, if there is if there is 
a net decrease in Partner Nonrecourse Debt Minimum Gain a net decrease in Partner Nonrecourse Debt Minimum Gain 
during any Partnership Year, except as provided in Section during any Partnership Year, except as provided in Section 
1.7041.704--2(i) of the Regulations, 2(i) of the Regulations, items of Partnership income and items of Partnership income and 
gaingain for such year (and subsequent years, if necessary) in the for such year (and subsequent years, if necessary) in the 
order provided in Section 1.704order provided in Section 1.704--2(j)(2)(ii) of the Regulations 2(j)(2)(ii) of the Regulations shall shall 
be allocatedbe allocated among all Partners whose share of Partner among all Partners whose share of Partner 
Nonrecourse Debt Minimum Gain decreased during such year in Nonrecourse Debt Minimum Gain decreased during such year in 
proportion to and to the extent of such Partnerproportion to and to the extent of such Partner’’s share of the net s share of the net 
decrease in Partner Nonrecourse Debt Minimum Gain during decrease in Partner Nonrecourse Debt Minimum Gain during 
such year.  This section is intended to comply with the minimum such year.  This section is intended to comply with the minimum 
gain chargeback requirement in Section 1.704gain chargeback requirement in Section 1.704--2 of the 2 of the 
Regulations, and shall be interpreted consistently therewith.Regulations, and shall be interpreted consistently therewith.
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Partner Nonrecourse DeductionsPartner Nonrecourse Deductions



 

Partner Nonrecourse Deductions.Partner Nonrecourse Deductions. In accordance with In accordance with 
Section 1.704Section 1.704--2(i)(1) of the Regulations, any item of 2(i)(1) of the Regulations, any item of 
Partnership loss or deduction which is attributable to Partner Partnership loss or deduction which is attributable to Partner 
Nonrecourse Debt for which a Partner Nonrecourse Debt for which a Partner bears the economic bears the economic 
risk of lossrisk of loss (such as a nonrecourse loan made by a Partner (such as a nonrecourse loan made by a Partner 
to the Partnership or an otherwise nonrecourse loan to the to the Partnership or an otherwise nonrecourse loan to the 
Partnership that has been guaranteed by a Partner) shall be Partnership that has been guaranteed by a Partner) shall be 
allocated to that Partner to the extent of its economic risk of allocated to that Partner to the extent of its economic risk of 
loss.loss.
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Example 9:  Partnership Example 9:  Partnership 
Nonrecourse Debt Minimum Gain Nonrecourse Debt Minimum Gain 

ChargebackChargeback
Facts:Facts:



 

Partner A and Partner B each contribute $50,000 to a 50Partner A and Partner B each contribute $50,000 to a 50--50 50 
partnership that borrows an additional $900,000 on a nonrecoursepartnership that borrows an additional $900,000 on a nonrecourse 
basis to acquire a $1,000,000 building.  Over time, the partnersbasis to acquire a $1,000,000 building.  Over time, the partners 
collectively receive depreciation deductions of $500,000 ($250,0collectively receive depreciation deductions of $500,000 ($250,000 00 
each) from the building and reduce their capital accounts from each) from the building and reduce their capital accounts from 
$50,000 to ($200,000). $50,000 to ($200,000). 

A B
Initial Capital 50 50
Deductions (250) (250)
Net capital (200) (200)
Minimum gain 200 200
Adjusted Capital 0 0



Partnership Nonrecourse Debt Partnership Nonrecourse Debt 
Minimum Gain Chargeback:  Minimum Gain Chargeback:  

ResultsResults


 

The partnership will have $400,000 of partnership minimum gain The partnership will have $400,000 of partnership minimum gain 
($900,000 nonrecourse debt less $500,000 book basis equals ($900,000 nonrecourse debt less $500,000 book basis equals 
$400,000 minimum gain).  As for the partners, both Partner A and$400,000 minimum gain).  As for the partners, both Partner A and 
Partner B will have received $200,000 in nonrecourse deductions Partner B will have received $200,000 in nonrecourse deductions 
which will cause them to have minimum gain shares of $200,000 which will cause them to have minimum gain shares of $200,000 
each.  These minimum gain shares will support their negative capeach.  These minimum gain shares will support their negative capital ital 
accounts of ($200,000) and prevent them from having Adjusted accounts of ($200,000) and prevent them from having Adjusted 
Capital Accounts Deficits.Capital Accounts Deficits.



 

If the partnership sells or otherwise disposes of the building, If the partnership sells or otherwise disposes of the building, or or 
if the creditor of the nonrecourse loan forgives all or a portioif the creditor of the nonrecourse loan forgives all or a portion n 
of the loan, both partnership minimum gain and the minimum of the loan, both partnership minimum gain and the minimum 
gain shares of the partners will decrease.  This will force an gain shares of the partners will decrease.  This will force an 
allocation of gross income in a minimum gain chargeback.allocation of gross income in a minimum gain chargeback.
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Example 10:  Partner Nonrecourse Example 10:  Partner Nonrecourse 
Debt Minimum Gain ChargebackDebt Minimum Gain Chargeback

Facts:Facts:



 

Same facts as in Example 9 above except that Partner A Same facts as in Example 9 above except that Partner A 
guarantees the $900,000 nonrecourse debt and thereby guarantees the $900,000 nonrecourse debt and thereby 
causes the debt to become partner nonrecourse debt for tax causes the debt to become partner nonrecourse debt for tax 
purposes.purposes.

A B
Initial Capital 50 50
Deductions (450) (50)
Net Capital (400) 0
Minimum Gain 400 0
Adjusted Capital 0 0



Curative/Subsequent AllocationsCurative/Subsequent Allocations


 

Curative Allocations.Curative Allocations. The allocations set forth in Sections ____ The allocations set forth in Sections ____ 
hereof (the hereof (the ““Regulatory AllocationsRegulatory Allocations””) are intended to comply with ) are intended to comply with 
certain requirements of the Regulations.  certain requirements of the Regulations.  It is the intentIt is the intent of the of the 
Members that, to the extent possible, all Regulatory AllocationsMembers that, to the extent possible, all Regulatory Allocations 
shall be offsetshall be offset either with other Regulatory Allocations or with either with other Regulatory Allocations or with 
special allocations of other items of Company income, gain, lossspecial allocations of other items of Company income, gain, loss 
or deduction pursuant to this section.  Therefore, notwithstandior deduction pursuant to this section.  Therefore, notwithstanding ng 
any other provision of this Section __ (other than the Regulatorany other provision of this Section __ (other than the Regulatory y 
Allocations) to the contrary, Allocations) to the contrary, the Manager shall make such the Manager shall make such 
offsetting special allocations of income, gain, loss or offsetting special allocations of income, gain, loss or 
deduction in whatever manner he determines appropriatededuction in whatever manner he determines appropriate so so 
that, after such offsetting allocations are made, each Memberthat, after such offsetting allocations are made, each Member’’s s 
Capital Account balance is, to the extent possible, equal to theCapital Account balance is, to the extent possible, equal to the 
Capital Account balance such Member would have had if the Capital Account balance such Member would have had if the 
Regulatory Allocations were not part of the Agreement and all Regulatory Allocations were not part of the Agreement and all 
Company items were allocated pursuant to the general allocation Company items were allocated pursuant to the general allocation 
provisions.provisions.
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Example 11:  Loss LimitationExample 11:  Loss Limitation

Facts Facts –– Year 1:Year 1:



 

Partner A contributes $100 and Partner B contributes $20 to a Partner A contributes $100 and Partner B contributes $20 to a 
new partnership.  The partnership agreement includes a loss new partnership.  The partnership agreement includes a loss 
limitation provision and a QIO.  Further, the agreement limitation provision and a QIO.  Further, the agreement 
provides that the partners will share profits and losses equallyprovides that the partners will share profits and losses equally 
and liquidate according to positive capital account balances.  and liquidate according to positive capital account balances.  
The partnership incurs a loss of $50 in its first year.The partnership incurs a loss of $50 in its first year.



Loss Limitation:  ResultsLoss Limitation:  Results



 

In light of the loss limitation provision and Partner B having In light of the loss limitation provision and Partner B having 
only a $20 initial capital account, Partner B can receive only only a $20 initial capital account, Partner B can receive only 
$20 of the $50 loss (instead of $25).  Partner A, on the other $20 of the $50 loss (instead of $25).  Partner A, on the other 
hand, will receive its full $25 share of the $50 overall loss hand, will receive its full $25 share of the $50 overall loss plusplus 
the $5 portion of Partner Bthe $5 portion of Partner B’’s loss share that Partner B could s loss share that Partner B could 
not receive due to the loss limitation provision.not receive due to the loss limitation provision.
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A B
Initial Capital 100 20
Intended Loss 
Allocation

(25) (25)

After Loss Reallocation (30) (20)

Ending Capital 70 0



Subsequent Profit AllocationsSubsequent Profit Allocations



 

In year 2, the partnership generates a profit of $30 and, In year 2, the partnership generates a profit of $30 and, 
pursuant to the partnership agreement, divides the profit pursuant to the partnership agreement, divides the profit 
equally between both partners. Taking the two partnership equally between both partners. Taking the two partnership 
years together, the partnership experienced a $20 net loss years together, the partnership experienced a $20 net loss 
and divided the loss $15 to Partner A and $5 to Partner B and divided the loss $15 to Partner A and $5 to Partner B 
because of a regulatory allocation provision.because of a regulatory allocation provision.
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A B
Initial Capital 100 20
Ending Year 1 Capital 70 0
Year 2 Profit 15 15
Ending Year 2 Capital 85 15
Net Year 1 & 2 
Allocations

(15) (5)
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Example 12:  Curative/Subsequent Example 12:  Curative/Subsequent 
AllocationsAllocations



 

The same facts as in Example 11 above, except that the The same facts as in Example 11 above, except that the 
partnership agreement contains a partnership agreement contains a ““CurativeCurative”” or or ““Subsequent Subsequent 
AllocationAllocation”” provision.provision.

A B Total
Initial Capital 100 20 120

Year 1 Losses (30) (20) (50)

Year 2 Profit 30



Curative/Subsequent Allocations Curative/Subsequent Allocations 
ResultsResults



 

Instead of allocating the $30 profit equally in the partnershipInstead of allocating the $30 profit equally in the partnership’’s s 
second year, the second year, the ““Subsequent AllocationSubsequent Allocation”” provision would override provision would override 
the general sharing ratios of the partners and assign the $30 prthe general sharing ratios of the partners and assign the $30 profit in ofit in 
a manner that would reverse the effect of the regulatory allocata manner that would reverse the effect of the regulatory allocation ion 
provision in year one.provision in year one.

6060

A B Total
Initial Capital 100 20 120
Year 1 Losses (30) (20) (50)
Year 2 Profit 30
Curative 
Allocation

10

50:50 profit 10 10
Net year 1 & 2 (10) (10) (20)
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PARTNERSHIP AND LLC AGREEMENTS - LEARNING TO READ 
AND WRITE AGAIN 

 

Published in Tax Notes on December 21, 2009 

By Steven R. Schneider & Brian J. O’Connor1 

 

I. Introduction. 

Learning how to read and write partnership and LLC2 agreements is a never-ending process, 
constantly changing with corresponding changes in business and legal requirements.  This article 
is designed to provide an overview of such agreements for lawyers, accountants, and business 
professionals, emphasizing tax-related provisions.  Starting with an overview of a typical 
partnership agreement structure, the article then provides an essential background of the 
partnership tax rules and ends with a detailed analysis of what the tax boilerplate actually means, 
including an appendix explaining the tax boilerplate using a common partnership agreement 
format. 

                                                 
1 Steven R. Schneider is a Director at Goulston & Storrs, P.C. in Washington, DC.  Brian J. O’Connor is a Partner at 
Venable LLP in Baltimore, Maryland and Washington, DC.  Both Mr. Schneider and Mr. O’Connor are adjunct 
professors in the LL.M. in tax program at Georgetown University Law Center teaching Drafting Partnership and 
LLC Agreements.  The authors frequently remind their students that they had to learn the same material through the 
School of Hard Knocks.  The School of Hard Knocks is a non-accredited institution of learning designed by the 
same people who walked two miles to school each day, uphill both ways in the snow.  The authors would like to 
thank their students who have unwittingly served as test cases for the teachings in this article.  They will, no doubt, 
tell their children how they had to learn partnership and LLC agreement drafting without the benefit of this article 
and how future generations of students have it so easy.  The authors would like to thank all of those who provided 
comments on earlier drafts of this article, including Monte Jackel, Julia Livingston, Kelly Bissinger, and Robert 
Honigman.   S.R. Schneider & B.J. O’Connor copyright 2009, all rights reserved. 
2 This article will generally use the term “partnership agreement” to cover agreements for all entities treated as 
partnerships for federal income tax purposes including LLCs taxed as partnerships. 
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II. Structure of a typical partnership agreement. 

A partnership agreement is typically broken down into various Articles or Sections, and will 
typically include one or more Exhibits and Schedules.  The following explanation describes 
typical sections of most partnership agreements, covered in the order commonly found in 
agreements.  Many partnership agreements will contain additional sections covering specialized 
deal considerations such as compliance with regulatory restrictions that may be unique to that 
type of partnership agreement. 

Prefatory language.  The typical agreement begins with prefatory language such as an effective 
date, a Preamble, Recitals, Whereas Clauses or Explanatory Statements which put the agreement 
into context.  This section will explain fundamental questions like when the agreement becomes 
effective, who the partners are, whether it is a new or amended partnership agreement, and the 
purpose of the partnership (e.g., to own a particular property or business).  These provisions 
often also outline a history of the agreement and any amendments.   

General Provisions.  This section will include general information such as the name of the 
partnership, the principal and registered offices, the term, and the general purpose and powers 
(e.g., buying real estate, borrowing or lending money, the ability to operate in a particular 
manner or through particular types of entities).  Either this section or a section at the end of the 
agreement will typically include a lengthy alphabetical list of definitions.  Many definitions will 
simply be a cross reference to the section where a particular term is defined in the main body of 
the agreement.  A disproportionately large number of the definitions relate to federal income tax 
terminology required if a partnership intends to satisfy the tax allocation safe harbors found 
under the tax code.  If these safe harbors are satisfied, then the IRS will respect the income or 
loss allocations among the partners.  

Capital Contributions.  The capital contribution section is short, but very important.  It answers 
questions such as what the partners are contributing and when the contributions are being made.  
Capital contributions are typically broken down into original contributions of cash or property 
and subsequent contributions including whether the partnership has the ability to require the 
partners to make additional capital contributions (i.e., a Capital Call).  Whether a capital 
contribution is or is not required may be determined by reference to the penalties and remedies 
provided in this section to deal with situations in which capital is called and not provided.  This 
section will also dictate whether a partner has the option to make a contribution “in-kind” (i.e., 
contribute property in lieu of cash), whether a partner has the right to withdraw its capital prior to 
liquidation of the partnership (i.e., a Lock Up), and whether a partner is entitled to interest on its 
capital account.  Finally, this section typically requires that a partnership maintain capital 
accounts for each partner, consistent with the regulatory safe harbors for income and loss 
allocations.  The definition of a capital account is included either in this section or in the general 
definition section.3  In essence a partner’s capital account is the fair market value (FMV) of 
partner contributions (net of any related debt assumed by the partnership) increased or decreased 
by the partner’s share of income or loss and decreased by the fair market value of partner 
distributions (net of any related debt assumed by the partner).  For this purpose, income and loss 

                                                 
3 In certain cases an agreement may avoid the detailed definition of a capital account and simply state that 
partnership must maintain capital accounts in accordance with the specified tax regulations. 
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refers to the economic or “book” definitions under the tax rules under section 704(b) and may 
not be the same as income or loss determined for income tax or for Generally Accepted 
Accounting Principles (GAAP). 

Interest on capital is unusual and is generally classified as a “guaranteed payment” for federal tax 
purposes.4  A guaranteed payment is used in the case of certain preferred partners that wish to be 
treated more akin to lenders.  Often a preferred allocation of partnership income is used to satisfy 
this goal in lieu of stated interest or a guaranteed payment.  A preferred return allows some of the 
advantages of a debt-like investment without putting undue economic obligations on the 
partnership to pay even if there is no income to support it.  A preferred return also has the 
advantage of carrying out the tax character of the underlying income used to satisfy the payment, 
potentially allowing the recipient the benefit of capital gains tax rates.5 

Example 1 - capital account basics: 

A contributes Building with $100 gross fair market value, subject to $30 of debt.  In year 
one the partnership allocates $10 of section 704(b) book income to A and distributes $4 
of cash to A.  A’s ending capital account is $76 computed as follows: 

 Effect on Capital 
Account 

Ending Capital 
Account 

Increase by net FMV of 
property contributed 

+$70 $70 

Increase by income 
allocation 

+$10 $80 

Decrease by 
distributions 

-$4 $76 

 

Tax Allocations – sections 704(b) and 704(c). 

This section of the agreement describes how taxable income and loss should be shared among 
the partners.  Most of the allocation language relates to the economic/book allocations and in 
general the taxable income will follow these book allocations.6  However, if a partner 
contributed an asset with built-in appreciation or depreciation, special rules require that such 
built-in tax gain or loss is allocated back to the contributing partner.7  Note that the term 
“allocation” is a tax-only term and should not be confused with the term “distribution”, which is 

                                                 
4 A guaranteed payment is a payment to a partner that is determined without regard to the income of the partnership 
and is treated in many ways similar to an interest payment.  See generally section 707(c) and Reg. § 1.707-1(c). 
5 See generally, Golub et. al, Economic, Tax, and Drafting Considerations For Preferred Partnership Interests, Real 
Estate Taxation, Volume 33, Number 04 (2006.) 
6 For example, a $100 of net book income may be comprised of $120 of gross capital gain and $20 of depreciation 
deductions.  An allocation of this $100 of income equally between two partners results in each partner receiving $60 
of capital gain and $10 of depreciation deductions for net taxable income of $50 each.  However, if $30 of the gross 
income were tax-exempt, then the net taxable income to each partner would only be $35 ($45 of capital gain, $15 of 
tax-exempt income, and $10 of depreciation deductions). See Reg. § 1.704-1(b)(1)(vii) (net book allocations carry 
out a proportionate share of underlying tax items). 
7 Section 704(c). 
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an economic term.  These two terms interrelate because if a partnership liquidates in accorda
with the book capital accounts, the income or loss allocations will directly affect each partner’s 
share of distributions.  For example, an allocation of income increases a partner’s capital 
account, which means that the partner is entitled to more distributions due

nce 

 to the larger capital 
account. 

ry 

ical 

sually defined as 
“Profit” and “Loss” in the agreement) in the primary allocation section. 

l 

n 

e with a Waterfall and avoid the 
need for the business persons to understand the tax boilerplate.9 

Partnership agreements typically break the book allocations down into two sections.  The 
primary allocation section describes the general business deal, such as allocating profits in 
accordance with relative capital or profit percentages (i.e., “Percentage Interests”).  The second 
section overrides the first section and is designed to comply with the book income tax regulato
safe harbors to dictate things like making sure partners generally do not receive deductions in 
excess of their capital accounts and how to allocate deductions funded by nonrecourse debt.8  
This second section is often called the “boilerplate” or “regulatory allocations.”  The typ
agreement first allocates income and loss under the regulatory allocation provisions, if 
applicable, and thereafter allocates any remaining book income or loss (u

The book allocations section is important because it describes how the taxable income and loss 
are allocated among the partners.  Further, if the partnership liquidates in accordance with capita
accounts, such allocations drive the economics of the deal.  If the partnership does not liquidate 
in accordance with capital accounts but instead liquidates according to a defined ordering of cash 
or property distributions (i.e., a Cash or Liquidation Waterfall or simply the “Waterfall”) then the 
book allocations have no effect on the economics and relate solely to tax.  Because liquidating i
accordance with capital accounts means that the complicated regulatory allocations can have a 
meaningful effect on the business deal, agreements often liquidat

The tax allocations will not be respected if the agreement liquidates with a Waterfall and the 
partners’ economic rights under the Waterfall are different from their rights based on their c
accounts.  In such a case, the taxable income or loss will be re-allocated so that the capital 
accounts and the Waterfall rights are consistent.  For example, assume the tax allocations s
all $100 of section 704(b) income to Partner A and none to Partner B, causing A’s capital 
account to increase by all $100 and B’s capital account to remain constant.  If the Waterfall 
provides that the cash corresponding to that profit is shared $50 each by A and B, th
will not respect the tax allocation and will reallocate $50 of income to B.  To avoid 
inconsistencies between the tax allocations and the partners’ rights under the Waterfall, ma
partnership agreements simply use a Target/Fill Up allocation under which the agreement 

apital 

end 

en the IRS 

ny 

                                                 
8 A partner can receive deductions in excess of their capital account if the partner is at risk for the negative amount 

e of whether to liquidate with capital accounts or with a Waterfall see 
 of 

(i.e., the partner has to fund deficit capital accounts) or if the partner is deemed at risk for the amount (i.e., the 
negative amount is funded from nonrecourse debt that the partner is actually or deemed to be at risk for). 
9 For a more complete discussion of the issu
O’Connor and Schneider, Capital-Account-Based Liquidations:  Gone With the Wind or Here to Stay? Journal
Taxation, Vol. 102, No. 1 (January 2005). 
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allocates book income or loss among the partners using a formula that causes the partners’ 
capital accounts to equal the amounts the partners would receive under the Waterfall.10 

paid first to return contributed capital plus a 10% annual preferred return and then is paid 
80:20 to LP and GP, respectively.11  The partners  earns $ f inco
under the Waterfa  partnership c  would istribu  follows: 

L G Total 
 of capital 

Residual return 8 2 10 

Example 2 - target allocations: 

LP and GP contribute $90 and $10, respectively, to the partnership and set beginning 
capital accounts in the same amount.  The distribution Waterfall provides that cash is 

hip 20 o me in year one and 
ll the $120 of total ash be d ted as

 P P
Return
Preferred return 

90
9

10
1

100 
10 

Total 107 13 120 
 

year one earnings 
to “fill up” the LP and GP opening capital accounts  ($90 and $10, respectively) 

 
 

 

 

 contributed property.  However, for many partnerships, including many real 
estate partnerships, the section 704(c) provision is highly negotiated and includes much more 

rnative methods is chosen to allocate non-economic taxable 
income or loss.  

 

           

A typical target allocation provision would allocate the $20 of 
12

to equal their Target rights under the Waterfall ($107 and $13, respectively).  
Thus, the $20 of income is allocated $17 to LP and $3 to GP.  

For a partnership where there will be contributions of appreciated or depreciated property, the
section allocating such items to the contributing partner should be covered in some detail.  This
is referred to as “section 704(c)” after the tax code section that generally requires the partnership
to allocate such tax items back to the contributing partner.  Partnership agreements typically 
include only a single paragraph to cover section 704(c) allocations and often simply repeat the
general statutory requirement that tax allocations take into account a partner’s potential built-in 
tax gain or loss on

detail relating to which of several alte
13

Example 3 - section 704(c): 

Partner A contributes property with a tax basis of $20 and a value of $100 and the 
partnership thereafter sells the property for $110.  The partnership must allocate the first

                                      
10 See generally, Golub, How to Hit Your Mark Using Target Allocations in a Real Estate Partnership, Tax 
Management Memorandum, Vol. 50 No. 20, (September 28, 2009). 
11 Typically the GP would receive the 20% residual profit sharing for its services plus a share of the 80% return 
based on its relative capital contribution.  However, for simplicity, the example shows the GP as only receiving a 
20% residual profit sharing after the preferred return. 
12 If the partners had other contributions or distributions during the year, the partnership should adjust the beginning 
of the year capital accounts to reflect this.  Partnership agreements frequently use the term “Partially Adjusted 
Capital Account” to refer to the beginning of the year capital accounts adjusted for intra-year contributions and 
distributions. 
13 See Section IV.C. of this article for a more detailed discussion of section 704(c) methods and considerations. 
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$80 of tax gain to Partner A because that represents the inherent built-in gain A had in t
property when it contributed the property to the partnership.  The remaining $10 of po
contribution economic gain is allocated according to the section 704(b) book allocation 
provisions in the agreement.  Further, when the built-in gain property is depreciated, t
partnership must first allocate tax depreciation on the property to the non-contributing 
partner up to the amount of its book depreciation, with any residual tax depreciation 
going to the contributing partner.  This ensures that the ta

he 
st-

he 

x-basis shortfall is first born by 
the contributing partner through both dispositions and depreciation.  However, to the 

 its full extent that there is insufficient tax basis for the non-contributing partner to receive
share of book depreciation, there may still be a tax shortfall to the non-contributing 
partner depending on the section 704(c) method chosen. 

Distributions.  The distribution section describes the partners’ rights to cash or property 
distributions.  These distribution rights are typically subject to the partners’ overall distributio
rights on liquidation, which may appear in a later section of the agreement.  Sometimes the two 
distribution sections are referred to as the “current” distribution section and the “liquidation” 
distribution section.  Often in a partnership that liquidates with a cash Wate

n 

rfall, the liquidation 
distribution section simply refers to the partners’ rights under the current distribution section 

he 

distributions of operating income and larger distributions of capital upon specifically defined 
Most 

o as to 
es.   

more 
general distribution provisions.  Sometimes the distributions are treated as a loan to the partner.  

e 

(after certain reserves).14  For partnerships that follow the book allocation safe harbor tests, t
liquidation section will simply liquidate in accordance with positive section 704(b) book capital 
accounts after all allocations have been made to partner capital accounts.   

The distribution section typically addresses important details such as when distributions are 
made and in what amount.  For example, an agreement may provide that there will be quarterly 

Capital Transactions or Capital Events (such as significant asset sales or refinancings).  
agreements limit operating income distributions to a specifically defined Net Cash Flow s
ensure that the partnership has sufficient cash remaining for operations and necessary reserv

This section will often specifically address taxes.  Many agreements contain minimum 
distributions to a partner to ensure that each partner has sufficient funds to satisfy its tax 
obligations relating to its share of partnership income (so called “Tax Distributions”).  Tax 
Distributions are generally documented as an advance on the partner’s rights under the 

Further, taxes paid by the partnership on behalf of a partner are typically treated as a deemed 
distribution to the partner whose income is requiring the withholding.  This is common when th
partnership is required to withhold on distributions to a foreign or out of state partner. 

Management.  Partnerships will typically designate a board or a single partner as the managing
partner.  If the partnership designates a single partner as managing partner, this is typically 
person classified under state law as the “Manager” of an LLC or the “General Partner” o
Limited Partnership.  The agreement typically vests significant discretion and control in the 

 
the 

f a 

                                                 
14 It is also common to see the operating income Waterfall differ from the liquidation Waterfall.  For example, if the 
partnership has an entrepreneurial partner and an investor partner, the operating income Waterfall may make current 
cash distributions to both partners, but on liquidation (or certain capital events) the liquidating/capital-event 
Waterfall will first use funds to repay the investor partner’s contributions (i.e., return of capital) before making 
distributions to both partners. 
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board or the managing partner, often allowing the passive partners to vote only on more major 
matters such as acts in contravention of the agreement, the filing of bankruptcy, admitting 
additional members not contemplated in the original agreement, and merging or selling
substantially all of the partnership assets.  The level of detail in the m

 
anagement section varies 

greatly among partnership agreements.  This section also articulates when a partner has liability 
to the partnership or other partners and any related indemnifications.  This section will also 
typically reference any related affiliate service agreements, such as a property or asset 
management agreement with an affiliate of the managing partner.   

Accounting, Books, and Records.  This section covers the more mundane information about 
keeping books and records and providing tax statements to partners.  Typical items included in
this section are: (1) annual and quarterly reporting of financial information to the partners, (2) 
who prepares the tax returns and what is the deadline for providing this information to the 
partners, (3) who will serve as the Tax Matters Partner and represent the partnership in an IRS
audit, and (4) what tax decision making power the T

 

 
ax Matters Partner will have, such as the 

ability to extend the statute of limitations, elect in or out of the special unified partnership audit 
atters rules, or make certain other tax elections.  Although the identity and authority of the Tax M

Partner may sound boring, it is often a critical question when later controversy arises and the 
details are often overlooked in the drafting process. 

Transfers of Partnership Interests.  This section will dictate when a partner can or must 
transfer its partnership interest.  Typically partnership interest transfers are strictly regulated in 
the agreement and often have no ready market even if someone wanted to sell their interest.  I
partner is allowed to transfer its interest, the agreement will typically allow the partnership or 
existing partners to have a Right of First Offer (i.e., a “ROFO”) or Right Of First Refusal (i.e., 
“ROFR”) to acquire the interest or an option to acquire the interest subject to specific pre-agreed 
pricing formulations.  There is usually an exception for certain transfers, so called Permitte
Transfers, which often include e

f a 

a 

d 
state planning transfers to family trusts or family partnerships.  If 

the parties anticipate a potential sale of partnership interests by some or all of the partners, the 
ell 

 
ome or loss for the year is allocated between the buying and selling partners.  Many 

agreements simply allow the managing partner discretion on how to reasonably allocate income, 
ire a 

agreement may include a right by a majority of the partners to force minority partners to also s
(a “Drag Along” right) or a right by the minority partners to join in a sale by the majority 
partners (a “Tag Along” right). 

If a sale occurs mid-year, the agreement will typically include a provision explaining how the
taxable inc

while others are much more specific and may specify a first of the month convention or requ
“closing of the books” for significant items and a pro ration for smaller items like operating 
income.15 

Dissolution and Winding Up.  This section describes when and how a partnership will
wound up and whether there will be any reserves kept behind for potential obligations.  A
above, from a tax perspective, this section may be the key to learning whether the agreement 
intends to follow the regulatory book allocation safe harbors.  The agreement likely intends to 

 be 
s noted 

                                                 
15 The IRS recently proposed regulations that would provide further limits on the partnership’s flexibility in 
allocating tax items in this context.  See Prop. Reg. §1.706-1, -4, and REG-144689-04 (April 13, 2009). 
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follow the safe harbors if, after paying creditors and setting up reserves, the agreement 
distributes the remaining proceeds according to the partners’ section 704(b) book capital 
accounts.  Although there are other requirements to satisfy the safe harbors, this is the primary
requirement that either puts an agreement in or out of such safe harbors.  If the agreement instea
liquidates with a cash Waterfall, then the agreement must rely on a more limited tax safe harbor 
to get comfort that the IRS will respect the in

 
d 

come and loss allocations.  That safe harbor applies 
only if, in all events, the partners would receive the same economic distributions as had they 

fits, 
liquidated in accordance with each partner’s section 704(b) capital account.  This would occur, 
for example, in a simple 50-50 partnership where all capital is contributed equally and all pro
losses, and distributions are shared equally. 

Miscellaneous.  Finally, the miscellaneous section is a repository for items that do not readily fit 
within the other sections.  This includes things like (1) delivery of notices to the partners or 

iver of jury trial, (4) restrictions on 
disclosure of terms, (5) provisions for how or under what circumstances the partnership 

III. Overview of Tax Rules for Partnerships. 

A basic understanding of partnership tax rules is essential to understanding a partnership 

 

 arrangement.  
The partnership then tracks each partner’s share through maintaining individual partner section 

 

 

tion or redemption.  In such cases, the rules allow the partnership to book the pre-event 
unrealized amounts according to the pre-event sharing ratios.  For instance, if the partnership 
were ow

                                                

partnership, (2) application to successors or assigns, (3) wa

agreement may be amended, and (6) representations and warranties. 

agreement.16  The key concepts are described below. 

A. Section 704(b) vs. Section 704(c). 

Partnership taxable income or loss is separated into section 704(b) allocations of book income or
loss and section 704(c) allocations of tax-only income, gain, loss or deduction.  Section 704(b) 
income or loss tracks economic income and loss that occurs while assets are held in the 
partnership and the partnership then allocates these amounts based on the business

704(b) book capital accounts.  In contrast, section 704(c) tracks differences between book and 
tax capital.  This rule is designed to prevent a person from contributing property with a built-in 
tax gain or loss into a partnership and shifting that gain or loss to another partner. 

Unrealized asset appreciation or depreciation is only “booked” into the capital accounts and run 
through the section 704(b) income statement upon certain triggering events.  For example, if a
partnership buys an asset for $100 and later sells it for $150, the $50 of previously unrealized 
book gain is triggered and allocated to the partners.  Similarly there is a book-up/down event 
when there is a significant change in the way the partners share economics.  This can occur when
the partnership issues a new profits interest to a partner or there is a disproportionate partner 
contribu

ned 50-50 by A and B and C later joined for a one-third interest, the partnership would 

 
16 For additional background on tax and non-tax aspects of drafting partnership and LLC agreements see Cuff, Some 
Basic Issues in Drafting Real Estate Partnership and Limited Liability Company Agreements, 65 NYU INSTIT. ON 
FED. TAX’N (2007); and Cuff and Shaw, Drafting Partnership Allocations, 5 Business Entities 2 (March/April 
2003). 
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be able to book the pre-C appreciation into A and B’s capital accounts based on the prior 5
ratio.   

Although the tax regulations state that book-ups/downs are optional, many partnerships 
use these events to revalue the partnership assets and ensure that there is no inappropriate 
economic or tax shifting of the pre book-up/down appreciation or depreciation am

17

0-50 

ong the 
partners.   The regulations dictate that, since the book-up/down preserves the built-in tax gain or 

up/down) the partnership must use section 704(c) 
principles to make sure the later recognition of the gain or loss is allocated to the partners who 
receive
704(c)”

ses 
 

e transactions 
on the allocations and capital accounts are shown below.  Note that the $20 of rental 
income was allocated 50% to nd section 704(b) book purposes, 
which increased their tax and book capital accounts accordingly.  The $50 of unrealized 
appreciation was not reflected in the partn accounts because there has not been 
a section 704(b) realization (book-up) event to lock in that value change.18 

Opening Balance Sheet 

loss in the asset (i.e., it is a non-taxable book-

d the book-up/down adjustment.  This is commonly referred to as “reverse section 
 to distinguish it from “forward section 704(c)” for contributed property. 

Example 4 - Section 704(b) basics: 

A and B each contribute $100 of cash to form a 50-50 partnership.  The partnership u
the cash to immediately buy Land, which it rents on a net basis.  During the first year, the
partnership earns $20 of taxable net rental income and benefits from unrealized 
appreciation in Land of $50.  The partnership retains $10 of the rental income and 
distributes the remaining $10 equally between A and B.  The effects of thes

 each of A and B for tax a

ers’ capital 

 Tax ook B  Tax  Book 
Assets ties   Liabili $0 $0 
Land $200 $200    
   Partner Equity   
   $100  A $100
   B $100 $100 
Total $200 $2 Total $200 $200 00 

 

Effect of Income Allocations and Distributions 
 Tax Book Partner A r B Partne
Beginning 
capital 

$200 $200 $100 $100 

Rent Income +$20  +$10 +$20 +$10

                                                 
17 See Reg. § 1.704-1(b)(2)(iv)(f) for the optional nature of a book-up of unrealized amounts.  But see Reg. § 1.704-
1(b)(1)(iv) for a discussion of potential other tax effects that may result even if an allocation satisfies the literal 
requirements of the section 704(b) regulations. 
18 Note, if a new partner subsequently joined the partnership, there would be a book-up event that would allow the 
partnership to revalue the land and allocate the $50 of unrealized appreciation into A’s and B’s capital accounts 
solely for section 704(b) purposes.  Thus, if C is admitted to the partnership and the partnership thereafter sells Land 
for $250, the $50 of tax gain in Land is allocated equally to A and B using section 704(c) principles. 
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Distributions  -$5 -$5 -$10 -$10
Ending capital 210 $210 $105 $105 $

 

Ending Bala e Sheet nc
 Tax ook B  Tax  Book 
Assets ties   Liabili $0 $0 
Land $200 $200    
Cash $10 $10 Partner Equity   
   A $105 $105 
   B $105 $105 
Total $210 $210 Total $210 $210 

 

Example 5 - Section 704(c) basics: 

A contributes Land-A and B contributes $100 of cash to form a 50-50 partnership.  La
A has a value of $100, but a tax basis of only $20.  The partnership uses the $100 cash to 
buy Land-B.  Partnership rents both parcel

nd-

s of land on a net basis.  During the first year, 
Partnership earns $20 of taxable net rental income and sells Land-A at the end of the year 
for $100.  The partnership re e and sales proceeds.  As in 
Example 4, the $20 of rental income is all ated 50% to each o d B for ta
section 70 b) book purpo es.  However, e tax gai m Land-A is allocated 

 A as is ed under s  704(c).   

Opening Balance Sheet 

tains all of the rental incom
oc f A an x and 

4( s all $80 of th n fro
to requir ection

 Tax ook B  Tax  Book 
Assets ties   Liabili $0 $0 
Land-A $20 $100    
Land-B $100 $100 Partner Equity   
   A $20 $100 
   B $100 $100 
Total $120 $2 Total $120 $200 00 

 

Effect of Income Allo s cation
 Tax Book Partner A r B Partne
Beginning 
capital 

$120 $200 $20 $100 

Rent Income +$20  +$10 +$20 +$10
Land-A sale  +$80 $0 +$80 $0 
Ending capital 220 $220 $110 $110 $

 

Ending Bala e Sheet nc
 Tax ook B  Tax  Book 
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Assets ties   Liabili $0 $0 
Land-B $100 $100    
Cash $120 $120 Partner Equity   
   A $110 $110 
   B $110 $110 
Total $220 $220 Total $220 $220 

 

B. Substantial Economic Effect. 

One of the fundamental requirements of the section 704(b) rules is that the IRS generally 
will only respect the tax effect of partnership allocations of book income or loss if those 
allocations have “substantial economic effect.”  This is a two-part test that requires both that 
allocations economically affect the dollars the partners receive from the partnership and that suc
effect be substantial after taking into account tax consequences.

h 

g 

” 

 equivalence test, is a limited safe harbor that deems the allocations to have 

ed 

tive 

satisfy the primary safe harbor, the partnership must require each partner to be personally 

                                                

19 

Economic effect means that the section 704(b) allocations must be consistent with the underlyin
economics.  The regulations allow partnerships to satisfy a safe harbor to ensure that the IRS will 
respect the economic effect of the allocations.  The regulations include three independent ways 
to meet the safe harbor, referred to as the “primary”, “alternate”, and “economic equivalence
tests.  The first two are very similar and discussed herein as variations of the same rule.  The 
third, the economic
economic effect if the economics could never differ from the case where the agreement followed 
one of the first two safe harbors.  Although some characterize the economic equivalence test as 
the “dumb but lucky” rule, it is still widely relied upon in many partnership agreements that 
liquidate with a specified cash Waterfall in lieu of liquidating in accordance with partnership 
capital accounts.20 

Under the primary or alternate economic effect safe harbors, the partnership must follow detail
rules to maintain partner capital accounts and at a minimum liquidate in accordance with positive 
partner capital accounts.  For example, if the AB partnership allocates $100 of income to A and 
allocates no income to B such that A’s capital account is increased by the entire $100, the 
partnership must distribute that entire $100 to A upon liquidation in accordance with A’s posi
capital account (assuming no subsequent losses or distributions offset the income allocation). 

The only difference between the primary and alternate safe harbors is how they account for the 
economics of negative partner capital accounts resulting from losses or excess distributions.  To 

 
19 The “substantiality” aspect of this test is beyond the scope of this article.  An example of a potential 
“substantiality” problem is when a partnership contains both tax-exempt and taxable partners and the partnership 
specially allocates disproportionate taxable income to the tax-exempt partner and then allocates disproportionate tax-
exempt income to the taxable partner in order to have the two special allocations generally offset economically but 
lower the overall taxes paid by the partners in the aggregate.  See, e.g., Reg. §1.704-1(b)(5) Example 5. 
20 See paragraph 11.02 of McKee, Nelson & Whitmire: Federal Taxation of Partnerships & Partners (WG&L 4th 
edition) for characterization of this rule as the “dumb but lucky” rule.  See generally O’Connor & Schneider, 
Liquidating with Capital Accounts:  Gone with the Wind or Here to Stay?, Journal of Taxation, Vol. 102, No. 1 
(January 2005). 
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responsible to repay its entire negative capital account (referred to as a full deficit restoration 
obligation, or “DRO”).  More commonly, partnerships follow the alternate safe harbor under 
which the partnership agreement does not include a full DRO but does include provisions in th
partnership agreement to avoid the situation where a partner will have a negative adjusted capital 
account.

e 

ount to be lower than what the partner is actually or deemed  obligated to 
repay (such excess is referred to as a “deficit adjusted capital account”), and (ii) if there is an 
unexpected event that caus nt, then the partnership 

ust allocate gr  to hat de  as ed
“qualified incom  or “

Ec Effect S  Over

21  These requirements are (i) the partnership cannot allocate losses to cause the 
partner’s capital acc 22

es such a deficit in the adjusted capital accou
m oss income

e offset”
 eliminate t
QIO”). 

onomic 

ficit as quickly

afe Harbor

possible (referr

view 

 to as a 

 Maintain 
Capital according to 

unts 

Full Negative 
Capital Deficit 

n 
ation 

RO but 

e Offset 
on 

allocations 

omic 
ations 

fe 

Accounts 

Liquidate 

Positive 
Capital 
Acco

Restoratio
Oblig

No D
Qualified 
Incom
and limits 
loss 

Will IRS 
Respect 
Econ
Alloc
under Sa
Harbor? 

Primary Test Required Required Required NA Yes 
Alternate Test Required Required NA Required Yes 
Economic 
Equivalence 

NA NA NA NA Only 
economic 
results always 
same as under 
other two tests 

if 

 

C. Nonrecourse Debt-Sourced Deductions. 

The partnership tax rules create an elaborate set of rules to address the allocation of partnershi
deductions funded by nonrecourse debt.  Absent a special rule, these allocations could not have
economic effect because it is the lender and not a particular partner who is at risk for the de
funded loss.  For example, if A

p 
 

bt-
 and B each contributed $100 to Partnership and Partnership 

borrowed $800 on a nonrecourse basis to buy Building, once Building was depreciated down 

a 

 The 
ccount 

                                                

from $900 to $800, A’s and B’s capital accounts would be zero and any further allocations of 
depreciation would drive their capital accounts impermissibly negative but for the special 
nonrecourse deduction rules. 

The regulations create a concept called “partnership minimum gain” to track deductions where 
non-partner lender is at risk for a partnership liability.  Minimum gain is the amount by which 
the nonrecourse debt exceeds the section 704(b) basis in the property secured by the debt. 
concept is that a nonrecourse deduction can be allocated to a partner to cause its capital a

 
21 The capital account can be negative in certain circumstances, such as an allocation of nonrecourse deductions to 
the partner supported by a future minimum gain chargeback or a limited partner deficit restoration obligation. 
22 A partner is deemed obligated to repay its share of partnership or partner “minimum gain”.  This is the amount 
tracked to a partner from its share of deductions funded from partnership or partner nonrecourse debt.  See Section 
III.C. of this article for more information on this concept. 
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to be negative, even without a partner obligation to restore such negative capital account.  Th
regulations permit this because the IRS is protected since the negative capital account will later 
be offset and made positive (or at least returned to zero) with a later allocation of income 
whenever there is a decrease in this minimum gain.  This is referred to as a “partnership 
minimum gain chargeback.”  The regulations create a parallel concept for nonrecourse de
loaned or guaranteed by a partner (i.e., “partner nonrecourse debt”) except that those

e 

bt 
 deductions 

and the related chargeback must be allocated to the lender/guarantor partner because that partner 
that case, the regulations use the 

terms “partn
meanin

 

p has 

 

rted by 
if 

or an amount equal to the $800 nonrecourse debt, the 
entire minimum gain would be triggered (no longer any nonrecourse debt to support the 

 would be required to report $50 of taxable income each.  
The partners ient in  sin  of section 704(b) book 
income from the sale of Buildin

tation of M  Gain 

is indirectly at risk due to also being the lender/guarantor.  In 
er minimum gain” and “partner minimum gain chargeback” to have similar 

gs to partnership minimum gain and partnership minimum gain chargeback. 

Example 6 - partnership nonrecourse deductions: 

A and B each contribute $100 to a 50-50 partnership and have no obligation to restore 
negative capital accounts.  The partnership borrows $800 from an unrelated lender on a
nonrecourse basis using an interest-only loan and buys Building for $1,000.  The 
partnership depreciates Building by $100 a year.  After the third year, the partnershi
depreciated the initial $1,000 of section 704(b) basis in Building down to $700.  At the 
beginning of Year 3, A and B have each received depreciation deductions that caused
their section 704(b) capital accounts to be zero.  An allocation of the year 3 depreciation 
equally to A and B would cause their capital accounts to be negative by $50 each.  
Although the general rule is that A and B are not allowed to bring their capital accounts 
negative absent a DRO, there is an exception in this case because the deduction is a 
nonrecourse deduction that creates minimum gain ($800 nonrecourse debt less $700 book 
basis in Building).  An allocation of the $50 deduction to each of A and B creates an 
allowable $50 deficit in each partner’s capital account because that deficit is suppo
$50 each of minimum gain that the partnership agreement provides it will charge back 
there is a later reduction in that minimum gain.23  For example, if the partnership 
disposes of Building the next year f

minimum gain) and A and B
hip has suffic come to allocate

g. 
ce it has $100

Compu inimum
 Adjustment Section 704(b) 

 
Nonrecourse Minimum gain 

Value debt 
Purchase date  $1,000 $800 $0 
Year 1 
depreciation 

($100) $900 $800 $0 

                                                 
23 Although each partner’s section 704(b) capital account is negative, it is not impermissibly negative because the 
$50 deduction creating the negative capital account is sourced to a nonrecourse debt deduction.  Because a 
nonrecourse debt deduction gives rise to an equal amount of minimum gain, A and B have minimum gain to offset 
their negative capital account, which will eventually bring their Capital Accounts to zero.  For purposes of testing 
whether a capital account is impermissibly negative, minimum gain is added back to the negative capital account to 
determine whether the “Adjusted Capital Account” is impermissibly negative.  See section IV.B. of this article for a 
more detailed explanation of this concept. 
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Year 2 
depreciation 

($100) $800 $800 $0 

Year 3 ($100) $700 $800 
depreciation 

$100 

 

Capital Accounts, Minimum Gain, and Adjusted Capital Accounts 
 A capital 

imum 
 

sted 
ital 
ount 

tal inimum 
 sted 

ital 
ount 

A 
min
gain

A’s 
Adju
Cap
Acc

B capi B m
gain

B’s 
Adju
Cap
Acc

Initial $100 $0 $100 $100 $0 $100 
Year 1 $50 $0 $50 $50 $0 $50 
Year 2 $0 $0 $0 $0 $0 $0 
Year 3 ($50) $50 $0 ($50) $50 $0 

 

D. Elections and Audits. 

Partnership agreements typically address how the partnership deals with partnership-level t
elections and audits.  The two main elections unique to partnerships relate to section 754 inside 
basis adjustments

ax 

tions of built-in gains or losses among the partners.  

 

the 

mple, 
r 

perty-A 

 
om Property-B, curing the shortfall.  Alternatively, if the partnership didn’t have 

another depreciable property to cure the shortfall, B could receive the same extra $10 of 

                                                

24 and section 704(c) alloca
The section 754 election is less controversial and frequently is left at the discretion of the 
managing partner, although sometimes is required at the reasonable request of an affected 
partner.25  However, due to what is referred to as the “ceiling rule” limitation, the section 704(c)
method is often subject to more negotiation. 

Although section 704(c) always mandates that taxable gain or taxable loss is first allocated to 
partner contributing the built-in gain or built-in loss property, if there is insufficient gain or tax 
basis, the non-contributing partner can frequently bear the burden of built-in gain.  For exa
assume A and B contribute Property-A and Property-B, respectively.  Both properties are 5-yea
depreciable property valued at $100 each.  However, A’s property has zero tax basis and B’s 
property has $100 of tax basis.  Each year B will receive $10 of book depreciation on Pro
with no corresponding tax depreciation if the partnership uses the base-line “Traditional” 
method.  However, if B negotiated the “Curative” method, B could receive an extra $10 of tax
depreciation fr

 
24 Generally, absent a section 754 election, events such as a sale of a partnership interest at a gain or a loss would not 
cause such gain or loss to be reflected in the inside basis of the partnership assets.  A partnership has the option to 
make a section 754 election upon such a sale or exchange (or upon certain distributions).  The election locks the 
partnership into making such adjustments for the electing year and future years.  Thus an election in a year of an 
inside basis increase could create the risk of a required inside basis decrease in a future year if there is a sale of a 
partnership interest at a loss.  However, beginning in late 2004, downward inside basis adjustments became 
mandatory in all but certain de minimis cases.  This effectively takes away the major risk with making a section 754 
election, with the primary remaining downside being administrative costs to maintain the adjustment. 
25 One question on a section 754 election is whether the costs of computing and tracking the corresponding basis 
adjustment should be paid solely by the partners who are affected. 
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depreciation per year under the “Remedial” method.  The cost to A of the Remedial method is 
that every extra notional dollar of depreciation allocated to B is offset by a dollar of notional 
income to A. 

The partnership audit provisions are frequently subject to much less debate.  However, they are 
important because each partner is subject to personal tax adjustments even though the audit is 
conducted at the partnership level under the so-called “TEFRA” rules.26  The main audit issue
in the agreement relate to which partner will serve as the admin

s 
istrative head of the audit (the so-

called “tax matters partner” or “TMP”), how the audit costs will be funded, and what powers are 
ns with or without partner 

consent.  If no TMP is named, the tax regulations provide conventions which may result in a 

However, the provisions are extremely important and, if drafted incorrectly, could 
lead to surprisingly negative tax and economic consequences.  For these reasons, tax 

ons carefully and make certain that 
they fully understand how those provisions can affect the tax consequences and the economics of 

aintain capital accounts for their partners in 
order to satisfy the substantial economic effect safe harbor under section 704(b).  In light of this, 
most pa
capital al 
accoun

uch 
Partner to the Partnership, such Partner’s distributive share of Profits and any 

                                                

granted to the TMP, such as the ability to extend the statute of limitatio

partner being the TMP who is not the right person for the job. 

IV. So What Does the Tax Boilerplate Actually Mean? 

Perhaps no section of a partnership agreement interests our clients less than the section 
containing the tax boilerplate provisions.  These provisions, therefore often receive little or no 
client review.  

practitioners should always review the tax boilerplate provisi

the partners.   

A. Boilerplate Provisions - Capital Accounts. 

As discussed in III.B above, partnerships must m

rtnership agreements include at least some discussion related to maintaining partner 
accounts.  As part of such a discussion, many partnership agreements may include capit
t definitions that resemble the following: 

“Capital Account” shall mean, with respect to any Partner, the capital account on the 
books of the Partnership which shall initially be zero and which shall be maintained in 
accordance with the following provisions: 

(a) To each Partner’s Capital Account there shall be credited the aggregate 
amount of cash and initial Gross Asset Value of any property contributed by s

items in the nature of income or gain which are specially allocated pursuant to 

 
26 A unique partnership election is whether a “small partnership” should elect out of the special partnership audit 
rules referred to as “TEFRA” (after the name of the legislation that enacted the rules in 1982).  Under TEFRA, a 
partnership-level audit can decide the tax fate of the partners with respect to their share of partnership income or 
loss, as opposed to having separate partner level audits.  An important point here is that if a partner has a partner-
level penalty defense to a TEFRA audit penalty, the partner can only assert such defense after paying the penalty 
and applying for a refund.  Reg. § 301.6221-1(d).  The ability of a small partnership to elect out of TEFRA is limited 
to partnerships with 10 or fewer partners that meet certain requirements (such as no pass-through partners).  See 
generally section 6231(a)(2)(B). 
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Article ___ and the amount of any Partnership liabilities assumed by such P
or which are secured by any Partnership property distributed to such Partner. 

(b) To each Partner’s Capital Account there shall be debited the amount of
cash and the Gross Asset Value of any Partnership property distributed to such 
Partner pursuant 

artner 

 

to any provision of this Agreement or deemed distributed 
pursuant to Section ___, such Partner’s distributive share of Losses and any items 

d by such Partner to 
the Partnership. 

e 
transferor to the extent it relates to the transferred interest. 

 752(c) 
.27 

 the 
rpreted and applied in a manner consistent with the 

Regulations.  If the General Partner shall determine that it is prudent to modify the 
 in 

ating 

hip.  To 

determining the taxable income or loss allocable to partners under a “targeted” allocation regime.  
o allocate partnership 

income or loss to close the difference between beginning or “partially adjusted” capital accounts 
and end
cannot 

                                                

in the nature of expenses or losses which are specially allocated pursuant to 
Article ___, and the amount of any liabilities of such Partner assumed by the 
Partnership or which are secured by any property contribute

(c) If any interest in the Partnership is transferred in accordance with the 
terms of this Agreement, the transferee shall succeed to the Capital Account of th

(d) In determining the amount of any liability for purposes of determining 
Capital Account balances hereof, there shall be taken into account Section
of the Code and any other applicable provisions of the Code and Regulations

The foregoing provisions and the other provisions of this Agreement relating to the 
maintenance of Capital Accounts are intended to comply with Section 1.704-1(b) of
Regulations, and shall be inte

manner in which the Capital Accounts, or any debits or credits thereto, are computed
order to comply with the Regulations, the General Partner may make such modification 
provided that it is not likely to have a material effect on the amounts that would be 
distributable to any Partner. 

The definition of “Capital Account” above mirrors the rules for determining partner capital 
accounts described in Regulation Section 1.704-1(b)(2)(iv).  For those partnerships liquid
according to partner capital accounts, this definition will govern the economic relationship 
among the partners by determining partner entitlements upon a liquidation of the partners
accomplish this result, the liquidation sections of partnership agreements governing partnerships 
liquidating based on capital accounts generally will refer to a Capital Account definition at the 
very bottom of the liquidation distribution Waterfall.  Further, for many partnerships not 
liquidating according to capital accounts, the Capital Account definition still serves a very 
important purpose because partner capital accounts typically act as the starting point for 

In other words, because a typical targeted capital account regime seeks t

ing or “targeted” capital accounts, even a targeted capital account approach simply 
be applied without at least some definition of “Capital Account”. 

 
27 The agreement language used throughout this article is of common use and is based on language used in 
Whitmire, Nelson, McKee, Kuller, Hallmark, and Garcia, Structuring and Drafting Partnership Agreements, 3rd 
Edition (2003). 
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Example 7 - Capital Accounts with Layer Cake Allocations: 

Assume that Partner A and Partner B form a 50-50 partnership that, under the terms of 
the partnership agreement, liquidates according to capital accounts and includes a capital 
account definition similar to the one provided above.  Partner A contributes 
nondepreciable property with a value of $100 and tax basis of $20 to the partnershi
while Partner B contributes $100 in cash.  After leasing the property contributed by 
Partner A for a number of years, generating total rental income of $60 and incur
expenses of $50, the partnership sells the property contributed by Partner A for $110 and 
liquidates.  Based on the capital account definition above, each partner will start with a 
capital account of $100, increase its capital account by its 50% share of the $60 in 

p 

ring total 

income and decrease its capital account by its 50% share of the $50 in expenses.  After 
.  Then, when the 

partnership sells the property, the two partners will equally divide the $10 gain from the 
n cash 

ion 

te its 
o match partner capital 

accounts (which begin at $100 each) with anticipated partner liquidation proceeds ($110 

By usin Account” 
above, 
accoun
a provi

 an 
 

 
hich bears the same ratio to such beginning Gross Asset Value as 

the federal income tax depreciation, amortization or other cost recovery deduction for 

by 

these events, each partner will have a capital account of $105

sale, increase their capital accounts from $105 to $110 and walk away with $110 i
proceeds when the partnership liquidates, leaving their final capital accounts at zero. 

Example 8 - Capital Accounts with Targeted Allocations: 

Assume the same facts as in Example 7 above except that, under the terms of the 
partnership agreement, the partnership liquidates 50-50 and includes a targeted allocat
provision that effectively matches partner capital accounts with anticipated partner 
liquidation proceeds.  Under the partnership agreement, the partnership will alloca
aggregate net income (that is, $20) in the manner necessary t

each).  Based on these facts, the partnership will allocate $10 to Partner A and $10 to 
Partner B.  Accordingly, even though the partnership does not liquidate according to 
capital accounts, the definition of Capital Account still becomes very relevant in 
determining the income and loss allocations of the partners. 

g nondepreciable property in the examples relating to the definition of “Capital 
it was not necessary to take into account the impact of depreciation on partner capital 
ts.  To address such matters, partnerships holding depreciable property often will include 
sion similar to the following in their partnership agreements:  

“Depreciation” shall mean, for each Partnership Year, an amount equal to the 
depreciation, amortization or other cost recovery deduction allowable with respect to
asset for such year, except that if the Gross Asset Value of an asset differs from its
adjusted basis for federal income tax purposes at the beginning of such year, Depreciation
shall be an amount w

such year bears to such beginning adjusted tax basis; provided, however, that if the 
adjusted tax basis of such property is zero, Depreciation shall be determined with 
reference to such beginning Gross Asset Value using any reasonable method selected 
the General Partner. 
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The provisions of the partnership agreement calculating net profit or loss for book purposes often 
include a definition of “Depreciation.”  The definition, therefore, directly affects both the income 
and loss shares and the capital accounts of the partners.  In determining net profit or loss for 

ely 
 

” 

y causes partnerships to fully recover both the book depreciation and the 
tax depreciation of a depreciable asset at the same time.  This means that, under the definition of 

 depreciation for depreciable assets generally 
will reach ze
depreci
partner
placed 

r 
mply 

ax 
on differs 

ver 
e rate 

tax depreciation each year bears to the tax basis.  With three years remaining to 

00 each year).  Book 

is of the second property will equal zero. 

The de
Gross 

e 

book purposes, partnerships will depreciate the book values of depreciable properties separat
from the tax basis of those properties.  If no disparities exist between book basis and tax basis for
depreciable property, book depreciation should always equal tax depreciation.  On the other 
hand, if “book-tax” disparities exist for depreciable property as a result of “forward” or “reverse
section 704(c) implications, book depreciation and tax depreciation will differ each year.   

The definition of “Depreciation” above amortizes book depreciation in the same ratio as tax 
depreciation and thereb

“Depreciation”, the book depreciation and the tax
ro at the same time.  One significant exception to this general rule applies when 

able property has a positive book basis but has a zero tax basis.  In that case, the 
ship may use any reasonable method to calculate book depreciation (usually a newly 
in service life). 

Example 9 - Depreciation Calculation: 

Partner A contributes two depreciable properties to a partnership.  The first property is 
newly purchased property with a seven-year recovery period, a value of $700 and a tax 
basis of $700.  The second property is five-year recovery property purchased two years 
ago having a current value of $600 and a remaining tax basis of $300.  Under the 
definition of Depreciation above, both the book depreciation and the tax depreciation fo
the first property will equal $100 each year because the book depreciation will si
follow the tax depreciation.  On the second property, however, book depreciation and t
depreciation will differ because the book value of $600 at the time of contributi
from the tax basis of $300 at that time.  Further, because the partnership will fully reco
through depreciation both the book basis and the tax basis of the asset at the sam
each year, book depreciation each year will bear the same ratio to the book basis as the 

depreciate the second property for tax purposes, tax depreciation will equal 1/3 of the 
remaining tax basis for each of the next three years (or $1
depreciation, therefore, also will equal 1/3 of the book basis for each of the next three 
years (or $200 each year).  As a result, at the end of three years of book and tax 
depreciation, both the book basis and the tax bas

finition of “Depreciation” above relies upon the definition of “Gross Asset Value”.  A 
Asset Value definition often will resemble the following: 

“Gross Asset Value” shall mean, with respect to any asset, the asset’s adjusted basis for 
federal income tax purposes, except as follows: 

(a) the initial Gross Asset Value of any asset contributed by a Partner to th
Partnership shall be the gross fair market value of such asset at the time of such 
contribution as determined in good faith by the General Partner; 
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wing 
w or 

existing Partner in exchange for more than a de minimis Capital Contribution; (ii) 
 

ii) 
 of Section 1.704-

n, as 

counts pursuant to 
Section 1.704-1(b)(2)(iv)(m) of the Regulations and Article ___; provided, 

ld 
 pursuant to this clause (d). 

t to 
 

4(b) book 

v)(m), the 
adjusted book values of the assets become their Gross Asset Values.  Finally, once the Gross 

 this 

ase the Gross Asset Values of their assets, they are treated as 
if they actually sold the assets solely for book purposes (see, for example, clause (c) of the 

.  Thus, as with any actual sale, items of profit or loss 
for book purposes inevitably will arise.  Partnershi
these it
the cap

the distribution by the Partnership to a Partner of more than a de minimis amount
of Partnership property as consideration for an interest in the Partnership; and (i
the liquidation of the Partnership within the meaning
1(b)(2)(ii)(g) of the Regulations or as otherwise provided in the Regulations; 

(c) the Gross Asset Value of any Partnership asset distributed to any Partner 
shall be the gross fair market value of such asset on the date of distributio
reasonably determined by the General Partner; and 

(d) the Gross Asset Values of Partnership assets shall be increased (or 
decreased) to reflect any adjustments to the adjusted basis of such assets pursuant 
to Section 734(b) or 743(b) of the Code, but only to the extent that such 
adjustments are taken into account in determining Capital Ac

however, that Gross Asset Values shall not be adjusted pursuant to this clause (d) 
to the extent the General Partner determines that an adjustment pursuant to clause 
(b) above is necessary or appropriate in connection with a transaction that wou
otherwise result in an adjustment

If the Gross Asset Value of an asset has been determined or adjusted pursuan
clause (a), (b) or (d) above, such Gross Asset Value shall thereafter be adjusted by
the Depreciation taken into account with respect to such asset for purposes of 
computing Profits and Losses. 

Under this definition above, the Gross Asset Value of a particular asset generally equals its 
adjusted book value under the section 704(b) regulations.  For example, the section 70
value assigned to an asset upon its contribution becomes its Gross Asset Value.  Similarly, if the 
partnership adjusts or “books-up” or “books-down” assets pursuant to the provisions of 
Regulations Sections 1.704-1(b)(2)(iv)(e), 1.704-1(b)(2)(iv)(f) or 1.704-1(b)(2)(i

Asset Values of partnership assets have been established, such values are adjusted by 
“Depreciation” using a “Depreciation” definition similar to the one described above.  Under
approach, the Gross Asset Values of partnership assets should always match their section 704(b) 
book values as partnerships depreciate their assets over time for book purposes. 

When partnerships increase or decre

definition of “Profits” and “Losses” below)
ps adjusting Gross Asset Values will then take 

ems of profit or loss into account in determining the overall profit and loss allocations to 
ital accounts of the partners. 
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Example 10 - Gross Asset Value: 

Partner A contributes nondepreciable property with a fair market value of $500 and a tax 
basis of $200 to a partnership.  Under these facts, the initial Gross Asset Value of the 
contributed property will equal $500.  At a time when the property has increased in value 
to $800, the partnership “books-up” its assets pursuant to Regulations Section 1.704-
1(b)(2)(iv)(f).  As a result of the book-up, the partnership is treated as if it sold the 
contributed asset for an amount equal to its fair market value (that is, $800) at the 
the book-up.  The resulting $300 in book gain ($800 new Gross Asset Value minus $
initial Gross Asset Valu

time of 
500 

e) is treated as an item of profit in determining overall partnership 
profit or loss.  Going forward, the property will remain on the books of the partnership 

Deprec
many it ss.  
To cap
and los

hall mean, for each Partnership year (or portion thereof), an 
amount equal to the Partnership’s taxable income or loss for such year (or portion 

all 

Code shall be included in taxable income or loss), with the 
following adjustments: 

nd not 

ome or loss; 

 
nt 

ers from its Gross Asset Value; 

with an $800 book value until it is adjusted again or disposed of.  If the property was 
depreciable, the partnership would reduce its Gross Asset Value of $800 by book 
depreciation taken on the asset pursuant to a Depreciation definition included in the 
partnership agreement. 

iation and gains or losses from adjustments to Gross Asset Values are just two of the 
ems that partnerships must take into account in determining their net profit or net lo

ture as many of these items as possible, partnership agreements will often include a profit 
s definition similar to the following: 

“Profits” and “Losses” s

thereof), determined in accordance with Section 703(a) of the Code (for this purpose, 
items of income, gain, loss or deduction required to be stated separately pursuant to 
Section 703(a)(1) of the 

(a) any income of the Partnership that is exempt from federal income tax a
otherwise taken into account in computing taxable income or loss shall be added to such 
taxable income or loss; 

(b) any expenditures of the Partnership described in Section 705(a)(2)(B) of the Code 
or treated as such expenditures pursuant to Section 1.704-1(b)(2)(iv)(i) of the 
Regulations, and not otherwise taken into account in computing Profits or Losses shall be 
subtracted from such taxable inc

(c) if the Gross Asset Value of any Partnership asset is adjusted pursuant to clause (b)
or clause (d) of the definition of Gross Asset Value herein, the amount of such adjustme
shall be taken into account as gain or loss from the disposition of such asset for purposes 
of computing Profits or Losses; 

(d) gain or loss resulting from any disposition of Partnership property with respect to 
which gain or loss is recognized for federal income tax purposes shall be computed by 
reference to the Gross Asset Value of the property disposed of, notwithstanding that the 
adjusted tax basis of such property diff
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(e) in lieu of the depreciation, amortization and other cost recovery deductions taken
into account in computing such taxable income or loss, there shall be taken into account
Depreciation for such Partnership Year o

 
 

r other period, computed in accordance with the 
definition of Depreciation herein; and 

uctible expenses that have not already been taken into 
account.  These particular additions and subtractions are important because both tax-exempt 

 of 

i) 
ets 

 

g 

ce gains or losses for 
book purposes that will flow through to the capital accounts of the partners via the definition of 

set 

ers 

cations in the same way that “general” partnership items are shared (for 
example, by percentages or according to a specified Waterfall arrangement).  Specific targeting, 

atory 
allocations from the general sharing provisions of the partnership agreement and allocate those 

(f) notwithstanding any other provisions hereof, any items of income, gain, loss or 
deduction which are specially allocated pursuant to Section ___ shall not be taken into 
account in computing Profits or Losses. 

This definition of “Profits” and “Losses” essentially seeks to convert partnership taxable income 
or loss into section 704(b) book income or loss.  To accomplish this, the definition begins with 
taxable income or loss and then (i) adds back tax-exempt income that would not otherwise be 
taken into account; and (ii) deducts nonded

income and nondeductible expenses have economic consequences (notwithstanding their lack
tax effect) that partnerships need to reflect in the capital accounts of their partners.  As a result, 
the net profit or loss allocable to the partners simply must include these items even though they 
are excluded from taxable income or loss. 

The “Profits” and “Losses” definition also (i) adds back or deducts adjustments to the Gross 
Asset Values of partnership assets from book-ups, book-downs and other adjustment events; (i
determines gains or losses from asset sales by reference to the Gross Asset Values of the ass
sold as opposed to their adjusted tax basis; and (iii) computes depreciation of partnership assets
as provided in the Depreciation definition.  By applying these approaches, the “Profits” and 
“Losses” definition uses exclusively section 704(b) book numbers and concepts in determinin
partnership net profit or net loss.  Section 704(c), on the other hand, is largely ignored for this 
purpose.  As a result, as discussed above, book-ups, book-downs and other capital account 
adjustment events which have no direct income tax effect still may produ

“Profits” and “Losses”.  Similarly, asset dispositions resulting in tax gains or losses will not 
affect “Profit” or “Loss” unless they also result in gains or losses by reference to “Gross As
Values”.  Finally, depreciation will be calculated for book purposes by reference to the defined 
term “Depreciation” as opposed to using tax depreciation for the year.   

The last provision of the “Profits” and “Losses” definition excludes all specially allocated items 
from the calculation of net profit or loss.  This provision is necessary to ensure that special 
allocations and allocations subject to regulatory allocation provisions are targeted to the partn
that are intended or required to receive those allocations.  Stated differently, if the “Profits” and 
“Losses” definition included special allocations and regulatory allocations, then all partners 
would share those allo

therefore, would not occur.  Accordingly, to remove special allocations and regul

items in a totally independent and separate manner, the definition of “Profits” and “Losses” 
excludes those items. 

B. Boilerplate Provisions Related to the Regulatory Allocations. 
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As discussed in Part III.B. above, partnerships more commonly seek to satisfy the section 70
substantial economic effect safe harbor by qualifying under the alternate economic effect test as 
opposed to qualifying under the primary economic effect test.  Further, to qualify under the 
alternate economic effect test, (i) the partnership cannot allocate losses to cause a partner to
a deficit adjusted capital account (that is, a deficit ca

4(b) 

 have 
pital account that exceeds amounts the 

partner is obligated to restore or deemed obligated to restore); and (ii) if a partner unexpectedly 
e 

Because a loss limitation provision and a QIO are so essential to qualifying under the alternate 
econom e 
portion
limitati

to 

sing 
nt the 

expected items described in Section 1.704-1(b)(2)(ii)(d) of the Regulations).  All such 
 Partners 

s cannot cause partners to have “Adjusted 
Capital Account Deficits.”  Further, the provision often provides that if a loss allocation would 

t Deficit (or increase such a deficit); the 
partnership will allocate the loss away from the partner to other partners who can absorb the loss 
withou

0.  
 

irst year.  The partnership has no liabilities, and the partnership agreement 
does not contain a DRO for either partner.  Under these facts, the partnership can allocate 

ust instead be allocated to 

Obviou icit.”  
That cr

receives a distribution or allocation that creates or increases a deficit adjusted capital account, th
partnership must allocate gross income to the partner to eliminate that deficit as quickly as 
possible through a qualified income offset or QIO. 

ic effect test, those provisions often are among the first provisions provided for in th
 of the tax boilerplate that includes the regulatory allocations.  In most cases, the loss 
on will read similar to the following: 

Loss Limitation.  Notwithstanding anything to the contrary in this Section ___, the 
amount of items of Partnership expense and loss allocated pursuant to this Section ___ 
any Partner shall not exceed the maximum amount of such items that can be so allocated 
without causing such Partner to have an Adjusted Capital Account Deficit (or increa
such a deficit) at the end of any Partnership Year (as determined taking into accou

items in excess of the limitation set forth in this section shall be allocated first to
who would not have an Adjusted Capital Account Deficit, pro rata, until no Partner 
would be entitled to any further allocation, and thereafter to the General Partner. 

The loss limitation provision above is intended to prevent partners from receiving loss 
allocations that reduce their negative capital accounts beyond the amounts they are obligated or 
deemed obligated to restore.  Stated differently, the provision seeks to prevent partners from 
having capital accounts that are “impermissibly negative.”  To accomplish this goal, the loss 
limitation provision clearly states that loss allocation

cause a partner to have an Adjusted Capital Accoun

t having Adjusted Capital Account Deficits. 

Example 11 - Loss Limitation Provision: 

Partner A contributes $100 to a real estate partnership while Partner B contributes $1
The partners agree to divide losses on an equal basis, and the partnership incurs a $30
loss in the f

only $10 (instead of $15) of the $30 loss to Partner B because of the loss limitation 
provision.  The $5 that cannot be allocated to Partner B m
Partner A. 

sly, the key phrase in the loss limitation provision is “Adjusted Capital Account Def
itical phrase is typically defined similar to the following: 
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“Adjusted Capital Account Deficit” shall mean, with respect to any Partner, the deficit
balance, if any, in such Partner’s Capital Account, as of the end of the relevant 
Partnership Year, after giving effect to the following adjustments: (a) credit to such 
Capital Account any amounts which such Partner is obligated to restore pursuant to any 
provision of this Agreement or is deemed to be obligated to restore pursuant to the 
penultimate sentences of Sections 1.704-2(g)(1) and (i)(5) of the Regulations; and (b) 
debit to such Capital Account the items described in Section

 

s 1.704-1(b)(2)(ii)(d)(4), (5) 
and (6) of the Regulations.  The foregoing definition of “Adjusted Capital Account 

ted to 
re of either partnership minimum gain (that is, the reference 

in the Adjusted Capital Account Deficit definition to Regulations Section 1.704-2(g)(1)) or 

 

hat, as 

re expected to be made to partners in excess of offsetting items 
increasing partner capital accounts that reasonably are expected to occur during (or prior to) the 

ct 

e 

s 
 

 the maximum amount of loss allocable to a partner is reasonably 
expected to be “used up” by depletion deductions, other loss allocations or distributions in excess 

on amount is reduced to take into 
account those expected events. 

Deficit” is intended to comply with the provisions of Section 1.704-1(b)(2)(ii)(d) of the 
Regulations and shall be interpreted consistently therewith. 

In short, the Adjusted Capital Account Deficit starts with a partner’s capital account balance and 
then increases that balance by (i) amounts that the partner has agreed to contribute to the 
partnership through a DRO or otherwise; and (ii) amounts the partner is deemed obliga
contribute as a result of having a sha

partnership nonrecourse debt minimum gain (that is, the reference in the definition to 
Regulations Section 1.704-2(i)(5)). 

The sum derived from the calculation above is then reduced by the three categories of items 
described in Regulation Section 1.704-1(b)(2)(ii)(d) (that is, the regulation section governing the
QIO).  Specifically, reductions are made for (i) adjustments that, as of the end of the year, 
reasonably are expected to be made to partners under Regulations Section 1.704-1(b)(2)(iv)(k) 
for depletion allowances on oil and gas properties; (ii) allocations of loss and deduction t
of the end of such year, reasonably are expected to be made to partners under section 704(e)(2), 
section 706(d) or Regulations Section 1.751-1(b)(1)(ii); and (iii) distributions that, as of the end 
of the year, reasonably a

partnership taxable years in which such distributions reasonably are expected to be made (subje
to certain exceptions).   

Stated simply, the Adjusted Capital Account Deficit definition effectively is used to determin
the maximum amount of losses that the partnership can allocate to each of the partners by 
looking not only at partner capital accounts but also the extent to which partners could have 
impermissible negative capital accounts after taking into account minimum gain shares and 
certain expected future events.  Indeed, because partners may have negative capital accounts a
long as those negative capital accounts do not exceed their shares of partnership minimum gain
and partnership nonrecourse debt minimum gain, the Adjusted Capital Account Deficit provision 
adds both partnership minimum gain shares and partnership nonrecourse debt minimum gain 
shares to partner capital accounts to determine the maximum amount of loss allocable to each 
partner.  Then, to the extent that

of matching income allocations, that maximum loss allocati

Example 12 - Adjusted Capital Account Deficit: 
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Assume that Partner A and Partner B each contribute $50 to a 50-50 partnership that 
borrows an additional $900 on a nonrecourse basis to acquire a building.  After a numb
of years of operations, the partners have collectively received losses of $500, $400 of
which qualify as nonrecourse deductions carrying with them shares of minimum gain.  
Under these facts, both Partner A and Partner B will have negative capital accounts of 
($200) ($50 in initial capital less $250 in allocated losses).  Their “adjusted” capital 
accounts for purposes of the Adjusted Capital Account Deficit definition, however

er 
 

, will 
each equal $0 (negative capital account of ($200) plus $200 share of minimum gain).  As 

e 
y 

ust 

 
or distributions technically may fall outside of the reach of the QIO.  To address the possibility 
that the
partner wing: 

ted 

tion pursuant to this section shall be made only if and to the extent that such 
Member would have a deficit Capital Account in excess of such sum after all other 

 

 
usted 
ion, if 

 
al 

 
not 

er allocations to partners required under the 
partnership agreement, the “Gross Income Allocation” by its terms will not apply.  The 

a result, even though both partners will have negative capital accounts, none of the $250 
in losses allocated to each of them will create Adjusted Capital Account Deficits. 

What if a partner somehow develops an Adjusted Capital Account Deficit without triggering th
QIO?  Technically, this may be possible.  QIOs typically provide that partners who unexpectedl
receive certain adjustments or distributions creating Adjusted Capital Account Deficits m
receive income allocations (including allocations of gross income) to eliminate their Adjusted 
Capital Account Deficits as quickly as possible.  While these provisions presumably will apply 
to nearly all situations involving impermissible negative capital accounts, partners with 
impermissible negative capital accounts resulting from events other than unexpected adjustments

 QIO, by itself, may not eliminate all impermissible negative capital accounts, many 
ship agreements will contain a “belts and suspenders” provision similar to the follo

Gross Income Allocation.  In the event a Member has a deficit Capital Account at the 
end of any Allocation Year which is in excess of the sum of:  (i) the amount such 
Member is obligated to restore pursuant to the penultimate sentences of Regulations 
Sections 1.704 2(g)(1) and 1.704 2(i)(5), each such Member shall be specially alloca
items of income and gain in the amount of such excess as quickly as possible, provided 
that an alloca

allocations provided for in this Article have been made as if this section was not in the
Agreement. 

Under the “Gross Income Allocation” provision above, partners with impermissible negative 
capital accounts who are not subject to the QIO still will receive income allocations (including 
gross income allocations) to eliminate their impermissible negative capital accounts as quickly as
possible.  This result will take place even though the definition does not reference the Adj
Capital Account Deficit definition.  This is because the “Gross Income Allocation” provis
triggered, will allocate income items (including gross income) to all partners with deficit capital
accounts in excess of their actual or deemed obligations to restore deficits in their capit
accounts.  As a result, it effectively will work to reduce or eliminate all Adjusted Capital
Account Deficits.  However, to the extent that impermissible negative capital accounts will 
exist after the partnership has made all oth

allocation provision, therefore, represents the “last line of defense” against partners having 
impermissible negative capital accounts. 
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In addition to including provisions relating to loss limitation and the QIO, most regulatory 
allocation sections will include a partnership minimum gain chargeback, a partner nonrecourse 
debt mi
deductions.  Those provisions and their accompanying definitions often resemble the following: 

“Nonrecourse Liability” shall have the meaning set forth in Section 1.704-2(b)(3) of the 

recourse Debt” shall have the meaning set forth for the term “partner 
nonrecourse debt’ in Section 1.704-2(b)(4) of the Regulations. 

t forth for the 
term “partner nonrecourse debt minimum gain” in Section 1.704-2(i)(2) of the 

 any 

nt 
ions shall 

be allocated among all Partners whose shares of Partnership Minimum Gain decreased 

is 

 
-

 shall be allocated among all Partners whose share of Partner Nonrecourse 
Debt Minimum Gain decreased during such year in proportion to and to the extent of 

tently 

.  In accordance with Section 1.704-2(i)(1) of 
the Regulations, any item of Partnership loss or deduction which is attributable to Partner 
Nonrecourse Debt for which a Partner bears the economic risk of loss (such as a 

nimum chargeback and one or more provisions relating to the allocation of nonrecourse 

Definitions. 

Regulations. 

“Partner Non

“Partner Nonrecourse Debt Minimum Gain” shall have the meaning se

Regulations. 

“Partnership Minimum Gain” shall have the meaning set forth for the term 
“partnership minimum gain” in Section 1.704-2(b)(2) of the Regulations. 

Regulatory Allocations. 

(a) Partnership Minimum Gain Chargeback.  Notwithstanding anything in this 
article to the contrary, if there is a net decrease in Partnership Minimum Gain during
Partnership Year, except as otherwise permitted by Sections 1.704-2(f)(2), (3), (4) and (5) 
of the Regulations, items of Partnership income and gain for such year (and subseque
years, if necessary) in the order provided in Section 1.704-2(j)(2) of the Regulat

during such year in proportion to and to the extent of such Partner’s share of the net 
decrease in Partnership Minimum Gain during such year.  The allocation contained in th
section is intended to be a minimum gain chargeback within the meaning of Section 
1.704-2(f) of the Regulations, and it shall be interpreted consistently therewith. 

(b) Partner Nonrecourse Debt Minimum Gain Chargeback.  Notwithstanding 
anything in this article to the contrary, if there is a net decrease in Partner Nonrecourse
Debt Minimum Gain during any Partnership Year, except as provided in Section 1.704
2(i) of the Regulations, items of Partnership income and gain for such year (and 
subsequent years, if necessary) in the order provided in Section 1.704-2(j)(2)(ii) of the 
Regulations

such Partner’s share of the net decrease in Partner Nonrecourse Debt Minimum Gain 
during such year.  This section is intended to comply with the minimum gain chargeback 
requirement in Section 1.704-2 of the Regulations, and shall be interpreted consis
therewith. 

(c) Partner Nonrecourse Deductions
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nonrecourse loan made by a Partner to the Partnership or an otherwise nonrecourse loa
to the Partnership that has been guaranteed by a Partner) shall be allocated to that Partn
to the extent of its economic risk of loss. 

The definitions above define which debts are subject to the special allocation and chargeback
rules for nonrecourse deductions.  “Nonrecourse Liability” and “Partnership Minimum Gain” 
refer to the amount of general “pure” nonrecourse debt (that is, debt where no partner has any 
risk of loss) and the related amount of minimum gain that partnerships must allocate to partners 
who receive deductions funded by such debt (so-calle

n 
er 

 

d “nonrecouse deductions”).  “Partner 
Nonrecourse Debt” and “Partner Nonrecourse Debt Minimum Gain” refer to the same concepts 

ears 
h 

as above except that they cover debt that is nominally nonrecourse but for which a partner b
the risk of loss (as a result of being the lender or a guarantor) and the deductions funded by suc
debt (so-called “partner nonrecourse deductions”).   

Partnerships generally have some flexibility in allocating deductions and losses funded by 
Nonrecourse Liabilities as long as they allocate such items in a manner that is consistent wit
allocations of certain other significant items having substantial economic effect.

h 

n 
nce with percentage interests or otherwise.  Losses funded by Partner

28  Consistent 
with this general rule, many agreements specifically state that such deductions are allocated i
accorda  Nonrecourse Debt, 
on the other hand, must be allocated to the partner who is the guarantor/lender because that 

ship

partner bears the economic risk of loss.29  These loss allocations and the related minimum gain 
are tracked in a manner similar to that of a Nonrecourse Liability and Partnership Minimum 
Gain.   

To the extent that a deduction reduces the book basis of property secured by the nonrecourse or 
partner nonrecourse debt to below the amount of the debt, the difference is either “Partner  
Minimum Gain” (in the case of a pure nonrecourse debt) or “Partner Nonrecourse Debt 
Minimum Gain” (in the case of a partner nonrecourse debt).  Further, if there is a subsequent
reduction in “

 
Partnership Minimum Gain” or “Partner Nonrecourse Debt Minimum Gain,” the 

“Partnership Minimum Gain Chargeback” or “Partner Nonrecourse Debt Minimum Gain 
Chargeback” provisions above will be triggered and specially allocate income or gain (including 
gross income) to those partners whose shares of such Partnership Minimum Gain or Partner 
Nonrecourse Debt Minimum Gain have decreased as a result of the reduction.  The chargebacks, 

 gain from reductions in 
nonrecourse or partner nonrecourse debt to those partners who received deductions based on the 
nonreco

g.  
 

 
f 

                                                

in effect, balance the books of the partners by allocating income and

urse debts in prior tax years. 

Example 13 - Partnership Minimum Gain Chargeback: 

Assume that Partner A and Partner B each contribute $50,000 to a 50-50 partnership that 
borrows an additional $900,000 on a nonrecourse basis to acquire a $1,000,000 buildin
After a number of years of operations during which no principal payments are made on
the debt, the partners collectively receive depreciation deductions of $500,000 ($250,000
each) from the building and reduce their capital accounts from $50,000 to ($200,000).  O

 
28 Reg. § 1.704-2(e)(2). 
29 Reg. § 1.704-2(i). 
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the $500,000 in depreciation deductions, the first $100,000 are attributable to partner 
equity while the remaining $400,000 qualify as nonrecourse deductions attributable to 
partnership nonrecourse debt.  Under these facts, the partnership will have $400,000 of 
partnership minimum gain ($900,000 nonrecourse debt less $500,000 book basis e
$400,000 minimum gain).  As for the partners, both Partner A and Partner B will have 
received $200,000 in nonrecourse deductions which will cause them to have minimum
gain shares of $200,000 each.  These minimum gain shares support their negative capital 
accounts of ($200,000) and prevent them from having Adjusted Capital Accounts 
Deficits.  However, if the partnership sells or otherwise disposes of the building, or if the 

quals 

 

creditor of the nonrecourse loan forgives all or a portion of the loan, both partnership 
his decrease 

B. 

 the 
recourse 

t 
 

000 

 the 

n of the loan, both partnership nonrecourse debt 
minimum gain and the partner nonrecourse debt minimum gain share of Partner A will 

n 

tory 
me partners in a manner that 

is not consistent with the overall economic arrangement, the regulatory allocation provision 
could d
the par
agreem

gulatory 
  It is 

minimum gain and the minimum gain shares of the partners will decrease.  T
will trigger the minimum gain chargeback provision described above and thereby force 
allocations of income and gain (including gross income ) to both Partner A and Partner 

Example 14 - Partner Nonrecourse Debt Minimum Gain Chargeback: 

Assume the same facts as in Example 13 above except that Partner A guarantees
$900,000 nonrecourse debt and thereby causes the debt to become partner non
debt for tax purposes.  Under these facts, the partnership must allocate the $400,000 in 
nonrecourse deductions (now partner nonrecourse deductions) solely to Partner A 
because Partner A alone bears the economic risk of loss on the debt funding the 
deductions.  The $50,000 equity based deduction and the $400,000 in partner 
nonrecourse deductions allocated to Partner A will decrease Partner A's capital accoun
from $50,000 to ($400,000).  Similarly, the partnership will have $400,000 of partnership
nonrecourse debt minimum gain ($900,000 partner nonrecourse debt less $500,
building book basis).  Partner A will have a partnership nonrecourse debt minimum gain 
share of $400,000 supporting Partner A's negative capital account of ($400,000) and 
preventing Partner A from having an Adjusted Capital Accounts Deficit.  Further, if
partnership sells or otherwise disposes of the building, or if the creditor of the 
nonrecourse loan forgives all or a portio

decrease.  Such a decrease will trigger the partner nonrecourse debt minimum gain 
chargeback provision described above and force allocations of income and gai
(including gross income ) to Partner A. 

What if a partnership triggers one of the regulatory allocation provisions and, as a result, some 
partners receive income allocations that are not consistent with the overall economic 
arrangement of the partners?  For partnerships liquidating based on positive capital account 
balances, this possibility may present a very real business concern.  For example, if a regula
allocation provision kicks in and increases the capital accounts of so

istort the economic deal of the partners absent some type of cure or reversal provision in 
tnership agreement.  To address this potential economic concern, many partnership 
ents will include a provision similar to the following: 

Curative Allocations.  The allocations set forth in Sections ____ hereof (the “Re
Allocations”) are intended to comply with certain requirements of the Regulations.
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the intent of the Members that, to the extent possible, all Regulatory Allocations shall be 
offset either with other Regulatory Allocations or with special allocations of other item
of Company income, gain, loss or deduction pursuant to this section.  Therefore, 
notwithstanding any other provision of this Section __ (other than the Regulatory 
Allocations) to the contrary, the Manager shall make such offsetting special allocations o
income, gain, loss or deduction in whatever manner it de

s 

f 
termines appropriate so that, 

after such offsetting allocations are made, each Member’s Capital Account balance is, to 
 

ere 

tion 

 the traditional method with 
curative allocations is a section 704(c) tax allocation approach that seeks to correct ceiling rule 

greements use the term 
“subsequent” allocations in lieu
“subseq

 

itial 
tner 

the extent possible, equal to the Capital Account balance such Member would have had if
the Regulatory Allocations were not part of the Agreement and all Company items w
allocated pursuant to the general allocation provisions. 

A curative allocation paragraph similar to the one provided above is not to be confused with the 
section 704(c) “traditional method with curative allocations.”  Indeed, a curative alloca
paragraph reverses mandatory section 704(b) regulatory allocations, to the greatest extent 
possible, in order to maintain partner economic arrangements while

issues on section 704(c) property.  To avoid confusion, some a
 of “curative” allocations.  Examples of how a “curative” or 

uent” allocation provision can apply are provided below:   

Example 15 - Curative/Subsequent Allocations #1: 

Partner A contributes $100 and Partner B contributes $20 to a new partnership.  The 
partnership agreement includes a loss limitation provision and a QIO.  Further, the 
agreement provides that the partners will share profits and losses equally and liquidate
according to positive capital account balances.  The partnership incurs a loss of $50 in its 
first year.  In light of the loss limitation provision and Partner B having only a $20 in
capital account, Partner B can receive only $20 of the $50 loss (instead of $25).  Par
A, on the other hand, will receive its full $25 share of the $50 overall loss plus the $5 
portion of Partner B’s loss share that Partner B could not receive due to the loss limitatio
provision.  As a result, Partner A’s capital account will fall from $100 to $70, while 
Partner B’s capital account falls from $20 to $0.  In its second year, the partnership 
generates a profit of $30 and, pursuant to the partnership agreement, divides the profit 
equally between both partners.  Thus, Partner A’s capital account increases from $70 to 
$85, while Partner B’s capital account increases from $0 to $15.  After its second ye
the partnership liquidates and distributes its remaining $100 according to the capital 
accounts of the partners (that is, $85 to Partner A and $15 to Partner B).  Taking
partnership years together, the partnership experienced a $20 net loss and div

n 

ar, 

 the two 
ided the loss 

$15 to Partner A and $5 to Partner B because of a regulatory allocation provision.  
osses equally, the regulatory 

 

Accordingly, even though the partners agreed to share l
allocation provisions undermined their overall 50-50 economic arrangement by 
effectively assigning overall losses 75% to Partner A and 25% to Partner B. 

Example 16 - Curative/Subsequent  Allocations #2. 

Assume the same facts as in Example 15 above, except that the partnership agreement
contains a “Subsequent Allocation” provision similar to the one provided above.  Under 
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these revised facts, the capital accounts of Partner A and Partner B after the first year 
would still equal the numbers used in Example 15 (that is, $70 for Partner A and $0 fo
Partner B).  However, instead of allocating the $30 profit equally in the partnership’s 
second year, the “Subsequent Allocation” provision would override the general sharing 
ratios of the partners and assign the $30 profit in a manner that would reverse the effect 
of the regulatory allocation provision in year one.  As a result, the partnership would 
assign $20 of the $30 profit to Partner A and increase Partner A’s capital account from
$70 to $90.  Similarly, the partnership would assign only $10 of the $30 profit to Partn
B to increase Partner

r 

 
er 

 B’s capital account from $0 to $10.  Under this revised approach, 
subsequent liquidation distributions of $90 to Partner A and $10 to Partner B would 

ers because each partner 

In addition to all of the boilerplate provisions above addressing issues under section 704(b), most 
partner ax 
boilerp le 
the foll

the 
 

 as to 

e 

 
or 

bly reflects the purpose and intention of this Agreement.  Allocations 
pursuant to this section are solely for purposes of federal, state and local taxes and shall 

een the 
erty 

 is, “reverse section 704(c)”)), then future tax 
allocations shall “take that variation into account.”  To “take that variation into account” 
effectively means allocating built-in gain and built-in loss items in accordance with section 
704(c) principles back to contributing partners and thereby preventing shifting of built-in gain or 
built-in loss away from contributing partners.   

correspond to the overall economic arrangement of the partn
would effectively bear 50% of the partnership’s net loss of $20 for the combined two 
years of operations. 

C. Boilerplate Provisions Related to Section 704(c). 

ship agreements will include at least one provision relating to section 704(c) in their t
late.  Section 704(c) boilerplate provisions may take many forms, but many will resemb
owing: 

Section 704(c) Allocations.  In accordance with Section 704(c) of the Code and 
Regulations thereunder, income, gain, loss and deduction with respect to any property
contributed to the capital of the Partnership shall, solely for tax purposes, be allocated 
among the Partners under any reasonable method selected by the General Partner so
take account of any variation between the adjusted basis of such property to the 
Partnership for federal income tax purposes and its initial Gross Asset Value.  If the 
Gross Asset Value of any Partnership asset is adjusted pursuant to clause (c) or (d) of th
definition thereof, subsequent allocations of income, gain, loss and deduction with 
respect to such asset shall take account of any variation between the adjusted basis of 
such asset for federal income tax purposes and its Gross Asset Value in the same manner
as under Section 704(c) of the Code and the Regulations thereunder.  Any elections 
other decisions relating to such allocations shall be made by the General Partner in a 
manner that reasona

not affect, or in any way be taken into account in computing, any Partner’s Capital 
Account or share of Profits, Losses, other items or distributions pursuant to any provision 
of this Agreement. 

The section 704(c) paragraph above essentially provides that if there are differences betw
book and tax basis of property (either as a result of contributions of built-in gain or loss prop
to the partnership under section 704(c) (that is, “forward section 704(c)”) or through partnership 
revaluations of assets under section 704(b) (that

28 
DCDOCS\7054520.2 



In short, the section 704(c) paragraph above mirrors the statutory and regulatory requirements 
under section 704(c).30  This paragraph, moreover, allows the General Partner to decide how to 
make section 704(c) allocations that are consistent with the intent of the agreement.  In contrast, 
many agreements specifically provide for the method under the regulations for taking such 
difference into account (for example, the “Traditional,” the “Traditional with Curative 
Allocations,” or the “Remedial” method under Regulations section 1.704-3(b), (c), or (d), 
respectively).   

Insisting that a partnership agreement specifically identify the particular section 704(c) method 
that will apply to built-in gain or loss property clearly makes sense when one does not represent 
the person with the authority to select section 704(c) methods or when such a method issue may 
create significant controversy among the partners.  In general, partners contributing built-in gain 
property will prefer the Traditional Method while partners contributing built-in loss property will 
prefer either the Traditional Method with Curative Allocations or the Remedial Method.  
Conversely, partners who contribute neither built-in gain nor built-in loss property (so-called 
“noncontributing partners”) generally will prefer the Traditional Method with Curative 
Allocations or the Remedial Method when other partners contribute built-in gain property and  
the Traditional Method when other partners contribute built-in loss property.  One advantage of 
the Traditional Method with Curative Allocations is that there is more flexibility in when and 
how to cure a shortfall.  For example, if there is a depreciation shortfall, the tax cure can be 
through a special allocation of gain on sale to cure the shortfall without resorting to the notional 
income items that the Remedial Method requires.31 

D. Other Boilerplate Provisions. 

The tax boilerplate provisions discussed above certainly do not represent an exhaustive list of all 
of the tax boilerplate provisions included in partnership agreements.  Many partnership 
agreements, for example, will include provisions addressing how to adjust capital accounts when 
elections are made under section 754, how to allocate profit or loss when the interests of  
partners vary during the year, how to allocate “excess nonrecourse liabilities” for basis purposes 
or other tax boilerplate provisions in addition to the provisions discussed in above.  Nevertheless, 
tax practitioners who adequately understand both the tax and economic consequences that can 
arise with the boilerplate provisions discussed in this article should be well positioned to more 
than adequately represent their clients who are entering into partnership arrangements. 

V. Conclusion. 

As mentioned in the Introduction to this article, professionals who expect to regularly read and 
write partnership and LLC agreements must be prepared to continually adapt to almost never 
ending changes in both the business environment and the law for partnerships and LLCs.  
However, even as partnership and LLC agreements expand or contract to address new business 
and legal issues, the structure, organization and many of the provisions of such agreements are 
likely to largely remain the same.  Professionals who fully understand the points raised and 

                                                 
30 The regulations require this whether it is in the agreement or not – all the provision does is give the General 
Partner the right to select the method. 
31 See Reg. § 1.704-3(c)(3)(iii)(B). 
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discussed in this article, therefore, should be more than able to read and write sophisticated 
partnership and LLC agreements for many years to come. 

VI. Appendix – Tax Boilerplate In Context of LLC Agreement 

 

OPERATING AGREEMENT 
OF 

COMPANY, LLC 

Explanatory Statement 

SECTION 1 
THE COMPANY 

1.10 Definitions. 

Additional Capital 
Contributions 

The section 704(b) value of post-formation capital contributed. 

Adjusted Capital 
Account Deficit 

The amount the section 704(b) capital account is impermissibly negative 
(i.e., negative after adjusting for certain expected events and after adding 
back the amount a partner is obligated to contribute or is deemed 
obligated to contribute due to partner’s share of nonrecourse debt 
“Minimum Gain”). 

Allocation Year The definition of the fiscal tax year for allocating Profits and Losses 
based on tax year rules under section 706.  This is usually a calendar year 
but is based on the tax years the partners use. 

Capital Account The economic capital account of a partner based on section 704(b) asset 
values (not necessarily fair market values).  The value starts with the net 
section 704(b) “Gross Asset Value” (or “book value”) of contributions, 
adjusted up or down for the partner’s share of Profits and Losses, and 
adjusted up or down for net partner contributions or distributions.  The 
accounts are typically reset to fair market value on certain “book-up” 
events such as non-de minimis contributions, distributions, or issuances 
of profits interests to service partners. 

Capital 
Contributions 

The section 704(b) value of net contributions at formation or through 
Additional Capital Contributions. 

Company Minimum 
Gain 

This is the LLC equivalent of Partnership Minimum Gain, which is the 
cumulative amount of unrecaptured deductions allocated to partners 
funded by nonrecourse debt. 

Depreciation This is the annual section 704(b) depreciation of property based on the 
book values of property.  The annual book depreciation rate parallels the 
tax depreciation rate so both book and tax depreciation end up at zero at 
the same time.  Thus, if the book value is $100 and the tax basis is $40 on 
4-year straight line property, there is $10 of tax depreciation and $25 of 
book Depreciation each year. 
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Gross Asset Value This is the section 704(b) value of property, often referred to as “book 
value”.  The book value of a property starts at the fair market value of the 
property at the acquisition date, and is adjusted downward for the annual 
Depreciation and is also adjusted up or down to fair market value if there 
is a book-up or book-down event. 

Member 
Nonrecourse Debt 

This is the LLC equivalent of Partner Nonrecourse Debt, which is debt 
that is nominally nonrecourse, but for which a partner has personal 
liability such as through a partner guarantee or if the partner or a related 
person is at risk as the maker of the loan. 

Member 
Nonrecourse Debt 
Minimum Gain 

This is the parallel to Company/Partnership Minimum Gain except it 
applies to Member/Partner Nonrecourse Debt as opposed to 
Company/Partnership Nonrecourse Debt. 

Member 
Nonrecourse 
Deductions 

This is the parallel to Company/Partnership Nonrecourse Deductions 
except it applies to Member/Partner Nonrecourse Debt as opposed to 
Company/Partnership Nonrecourse Debt. 

Nonrecourse 
Deductions 

These are the deductions funded from nonrecourse debt.  For example, if 
a $100 property is purchased with $30 of equity and $70 of nonrecourse 
debt, these are the depreciation deductions after the first $30 of equity-
sourced deductions. 

Nonrecourse 
Liability 

This is debt where the partnership’s obligation to pay is limited to the 
value of specified partnership assets. 

Percentage Interest This is the percentage that the partners agree to share profits and losses 
and is generally set forth in an exhibit at the back of the agreement 
although is sometimes set forth in the Profit and Loss allocation section. 

Profits and Losses This is the definition of section 704(b) book profits and losses that are 
allocated to the partners each year.  The computation starts with the tax 
profits and losses and adjusts for differences such as (1) adding back tax-
exempt income; (2) subtracting non-deductible non-capitalizable 
expenses; (3) adjusting for book-up gains or book down losses; (4) 
adjusting the amount of gains or losses from property sales to measure 
the amount by reference to book values and not tax basis; and (5) 
adjusting the amount of annual depreciation to use book Depreciation 
instead of tax depreciation.  The definition of Profit and Losses also 
specifically excludes any book items that are specially allocated such as 
through the Regulatory Allocations. 

Regulatory 
Allocations 

This is a definitional reference to the Regulatory Allocations for purposes 
of the later Curative/Subsequent Allocation provision to minimize the 
risk of the Regulatory Allocations unintentionally affecting the general 
economics of the LLC agreement.  The Regulatory Allocations dictate 
the allocations relating to Nonrecourse Debt and include an overall loss 
limitation as is required to meet the alternative economic effect safe 
harbor under the section 704(b) regulations. 

Tax Matters Member This is the person designated to represent the partnership in tax audits 
and make certain other tax decisions. 
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SECTION 2 
MEMBERS’ CAPITAL CONTRIBUTIONS 

SECTION 3 
ALLOCATIONS 

3.1 Profits 

[This includes the scheme for allocating Profits after special allocations.] 

3.2 Losses. 

[This includes the scheme for allocating Losses after special allocations.] 

3.3 Special Allocations.  The following special allocations shall be made in the 
following order: 

(a) Minimum Gain Chargeback.  [Allocate Minimum Gain Chargeback to 
the partner who received the prior Company/Partnership Nonrecourse Deductions.  There is a 
chargeback when there is a decrease in Minimum Gain such as a repayment of debt that has 
supported prior Company/Partnership Nonrecourse Deductions.  For example, assume a 
partnership bought a property using $70 of Nonrecourse Debt and depreciated the property to 
$50 to create $20 of Minimum Gain.  If the partnership later repays $15 of debt, the Minimum 
Gain decreases to $5 ($55 debt less $50 of book value) and the partnership must allocate the $15 
of Minimum Gain Chargeback to the partners who received the prior Nonrecourse Deductions.] 

(b) Member Minimum Gain Chargeback.  [Allocate gain to the partner 
who received the prior Member/Partner Nonrecourse Deductions when there is a decrease in 
Member/Partner Minimum Gain.  This is the equivalent of a partnership Minimum Gain 
Chargeback except that it relates to a decrease in Member/Partner Minimum Gain as opposed to 
a decrease in Company/Partnership Minimum Gain.] 

(c) Qualified Income Offset.  [Allocate gross income items to restore a 
partner’s impermissibly negative capital account from unexpected distributions to the extent 
there is an Adjusted Capital Account Deficit (i.e., the negative capital account exceeds what the 
partner is actually or deemed obligated to restore from deficit restoration obligations or from its 
share of Company/Partnership or Member/Partner Minimum Gain.  Note that the Loss 
Limitation is designed to avoid impermissibly negative capital accounts from loss allocations and 
so should not give rise to a Qualified Income Offset.] 

(d) Gross Income Allocation.  [This is effectively a back-stop to the 
Qualified Income Offset since the former provision is limited to “unexpected distributions” 
creating an Adjusted Capital Account Deficit.  This provision provides a similar gross income 
allocation to offset an impermissible capital account deficit that may otherwise occur, such as 
from “expected” distributions that create an impermissible Adjusted Capital Account Deficit.] 

(e) Nonrecourse Deductions.  [This provision specially allocates 
Company/Partnership Nonrecourse Deductions.  Since no partner is at risk for these deductions, 
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the tax rules limit the ability to specially allocate these deductions to be consistent with some 
other significant allocation that has economic effect.  Frequently these deductions are allocated 
in accordance with residual profit and loss sharing ratios (i.e., Percentage Interests).] 

(f) Member Nonrecourse Deductions.  [This provision specially allocates 
Member/Partner Nonrecourse Deductions.  The regulations mandate that these deductions be 
allocated to the partner who is at risk for these deductions (i.e., the partner-lender or partner-
guarantor of the Nonrecourse Debt).] 

(g) Section 754 Adjustments.  [This provision complies with technical 
details of the §704(b) regulations to take into account certain adjustments under the §734(b) or 
§743(b), such as how to allocate the increase in book value of a property when §734(b) 
adjustment causes the tax basis of a property to exceed its prior book value.] 

3.4 Curative Allocations 

[This curative/subsequent allocation paragraph is designed to reverse any unintended 
long-term effect of the tax boilerplate Regulatory Allocations (§§3.3 and 3.5).  For example, if 
the Loss Limitation provision redirected losses differently than the normal Loss sharing ratios, 
this provision will reallocate future profits in reverse order so that the partner who received the 
excess losses also receives offsetting excess Profits.] 

3.5 Loss Limitation 

[This paragraph prevents the allocation of losses to a partner that would cause that 
partner’s capital account to be impermissibly negative and otherwise cause an Adjusted Capital 
Account Deficit.  This paragraph is designed to work in combination with the Qualified Income 
Offset to satisfy the Alternate test for Economic Effect under the section 704(b) regulations.] 

3.6 Other Allocation Rules 

[This section includes allocation housekeeping provisions such as requiring that the 
partnership follow the rules under section 706 for allocating Profit and Loss items within a single 
year when there have been changes in partners’ interests during the year.] 

3.7 Tax Allocations:  Code Section 704(c) 

[This provision requires that the partnership follow the mandatory rules under section 
704(c) relating to the tracking of built-in tax gain or loss on contributed property or the parallel 
rules for built-in tax gain or loss that is caused by a post-formation book-up or book-down of 
partnership assets.  Typically this provision will pick a specific method among the methods 
allowed in the regulations for allocating such built-in tax gain or loss.  The section 704(c) 
method is often a significantly negotiated item as there can be significant differences in the tax 
results, particularly with low-basis depreciable property.] 

SECTION 4 
DISTRIBUTIONS 
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SECTION 5 
MANAGEMENT 

 

SECTION 6 
ROLE OF MEMBERS 

 

SECTION 7 
ACCOUNTING, BOOKS AND RECORDS 

7.2 Reports. 

[This provision will often dictate when the K-1s are due to the partners.] 

7.3 Tax Matters. 

(a) Tax Elections.  [This provision explains who has authority to make 
certain tax elections and other tax decisions.  This often specifies the more important decisions 
such as who has authority to file a section 754 election, extend the statute of limitations for the 
partnership, and who serves as the Tax Matters Partner in the case of an IRS audit.] 

(c) Tax Classification. 

[Sometimes a partnership will specify the making of certain tax elections to treat it as a 
partnership for federal or state purposes.] 

 

SECTION 8 
AMENDMENTS 

 

SECTION 9 
TRANSFERS 

 

SECTION 10 
DISSOLUTION AND WINDING UP 

10.1 Dissolution Events 

10.2 Winding Up 
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[This provision specifies the procedures for winding up including how proceeds are distributed 
upon liquidation after reserves are provided for creditors.  For a partnership that seeks to comply 
with the primary or alternative section 704(b) safe harbors, the agreement will distribute 
proceeds based on the partners’ positive capital accounts.  In these safe harbor agreements, the 
section 704(b) allocation language will directly affect the way the partners shared the economics 
because the allocations drive the amount of the partners’ capital accounts.  Many agreements will 
instead liquidate with a specified distribution scheme, often referred to as a cash Waterfall, out of 
concern that an error in the tax allocations could unintentionally affect the economics of the deal 
(i.e., “cash is king”).] 

10.3 Compliance With Certain Requirements of Regulations; Deficit Capital 
Accounts 

[This provision specifies any partner obligations to restore negative capital accounts.  This is 
typically referred to as a Deficit Restoration Obligation, or DRO.  Although a full DRO is 
unusual because creditors of the partnership can enforce the DRO, sometimes a partner will have 
a partial DRO.] 

 

SECTION 11 
POWER OF ATTORNEY 

 

SECTION 12 
MISCELLANEOUS 

APPENDIX A 
[This section lists the Capital Contributions and Percentage Interests of the partners.] 

 

 


	2075-1 original
	Tax Provisions of Partnership and LLC Agreements: Learning to Read and Write Again
	Introduction
	Review the Cash Flow and Allocations
	Types of Preferred Interests
	Tax Distributions
	Liquidation Alternatives
	Be Aware of the Tax Ramifications�of Entry and Operations
	Elections and Audits
	Accounting, Books, and Records
	Special Partners
	REIT Partners
	Tax-Exempt Partners
	Foreign Partners
	Slide Number 14
	Property contribution; income allocation; distribution
	Tax Allocations – sections 704(b) and 704(c)
	Tax Allocations – section 704(b)
	Tax Allocations – section 704(b)
	Tax Allocations – section 704(c)
	Slide Number 20
	Basic Facts
	Waterfall & Target Allocation
	Example 3:  704(c) Basics
	Built-in Gain/Loss Boilerplate
	Example 4:  Partnership Nonrecourse Deductions 
	Computation of Minimum Gain
	Capital Accounts, Minimum Gain, and Adjusted Capital Accounts
	What Does The Tax Boilerplate Actually Mean? 
	Capital Accounts
	Capital Accounts
	Depreciation
	Slide Number 32
	Depreciation:  Results
	Book Value
	Book Value - Continued
	Slide Number 36
	Book Value:  Results
	Profit and Loss
	Profit and Loss - Continued
	What Does the Tax Boilerplate Actually Mean? 
	Loss Limitation Provision
	Slide Number 42
	Loss Limitation Provision:  Results
	Adjusted Capital Account Deficit
	Slide Number 45
	Adjusted Capital Account Deficit Results
	Gross Income Allocation
	Nonrecourse debt definitions
	Partnership Minimum Gain Chargeback
	Partner Minimum Gain Chargeback
	Partner Nonrecourse Deductions
	Slide Number 52
	Partnership Nonrecourse Debt Minimum Gain Chargeback:  Results
	Slide Number 54
	Curative/Subsequent Allocations
	Slide Number 56
	Loss Limitation:  Results
	Subsequent Profit Allocations
	Slide Number 59
	Curative/Subsequent Allocations Results
	For further information
	Circular 230

	2075-2 original
	I. Introduction.
	II. Structure of a typical partnership agreement.
	Example 1 -  capital account basics:
	Example 2 -  target allocations:
	Example 3 -  section 704(c):

	III. Overview of Tax Rules for Partnerships.
	A. Section 704(b) vs. Section 704(c).
	Example 4 -  Section 704(b) basics:
	Example 5 -  Section 704(c) basics:

	B. Substantial Economic Effect.
	C. Nonrecourse Debt-Sourced Deductions.
	Example 6 -  partnership nonrecourse deductions:

	D. Elections and Audits.

	IV. So What Does the Tax Boilerplate Actually Mean?
	A. Boilerplate Provisions - Capital Accounts.
	(a) To each Partner’s Capital Account there shall be credited the aggregate amount of cash and initial Gross Asset Value of any property contributed by such Partner to the Partnership, such Partner’s distributive share of Profits and any items in the nature of income or gain which are specially allocated pursuant to Article ___ and the amount of any Partnership liabilities assumed by such Partner or which are secured by any Partnership property distributed to such Partner.
	(b) To each Partner’s Capital Account there shall be debited the amount of cash and the Gross Asset Value of any Partnership property distributed to such Partner pursuant to any provision of this Agreement or deemed distributed pursuant to Section ___, such Partner’s distributive share of Losses and any items in the nature of expenses or losses which are specially allocated pursuant to Article ___, and the amount of any liabilities of such Partner assumed by the Partnership or which are secured by any property contributed by such Partner to the Partnership.
	(c) If any interest in the Partnership is transferred in accordance with the terms of this Agreement, the transferee shall succeed to the Capital Account of the transferor to the extent it relates to the transferred interest.
	(d) In determining the amount of any liability for purposes of determining Capital Account balances hereof, there shall be taken into account Section 752(c) of the Code and any other applicable provisions of the Code and Regulations.
	Example 7 -  Capital Accounts with Layer Cake Allocations:
	Example 8 -  Capital Accounts with Targeted Allocations:
	Example 9 -  Depreciation Calculation:
	(a) the initial Gross Asset Value of any asset contributed by a Partner to the Partnership shall be the gross fair market value of such asset at the time of such contribution as determined in good faith by the General Partner;
	(b) the Gross Asset Values of all Partnership assets may, in the sole discretion of the General Partner, be adjusted to equal their respective gross fair market values, as reasonably determined by the General Partner, as of the following times:  (i) the acquisition of an additional interest in the Partnership by any new or existing Partner in exchange for more than a de minimis Capital Contribution; (ii) the distribution by the Partnership to a Partner of more than a de minimis amount of Partnership property as consideration for an interest in the Partnership; and (iii) the liquidation of the Partnership within the meaning of Section 1.704-1(b)(2)(ii)(g) of the Regulations or as otherwise provided in the Regulations;
	(c) the Gross Asset Value of any Partnership asset distributed to any Partner shall be the gross fair market value of such asset on the date of distribution, as reasonably determined by the General Partner; and
	(d) the Gross Asset Values of Partnership assets shall be increased (or decreased) to reflect any adjustments to the adjusted basis of such assets pursuant to Section 734(b) or 743(b) of the Code, but only to the extent that such adjustments are taken into account in determining Capital Accounts pursuant to Section 1.704-1(b)(2)(iv)(m) of the Regulations and Article ___; provided, however, that Gross Asset Values shall not be adjusted pursuant to this clause (d) to the extent the General Partner determines that an adjustment pursuant to clause (b) above is necessary or appropriate in connection with a transaction that would otherwise result in an adjustment pursuant to this clause (d).

	Example 10 -  Gross Asset Value:

	B. Boilerplate Provisions Related to the Regulatory Allocations.
	Example 11 -  Loss Limitation Provision:
	Example 12 -  Adjusted Capital Account Deficit:
	Example 13 -  Partnership Minimum Gain Chargeback:
	Example 14 -  Partner Nonrecourse Debt Minimum Gain Chargeback:
	Example 15 -  Curative/Subsequent Allocations #1:
	Example 16 -  Curative/Subsequent  Allocations #2.

	C. Boilerplate Provisions Related to Section 704(c).
	D. Other Boilerplate Provisions.

	V. Conclusion.
	VI. Appendix – Tax Boilerplate In Context of LLC Agreement


