Chapter 6 – Allocation of Partnership Income Among the Partners: The Substantial Economic Effect Requirement

Reading:  
Paragraphs 601-605.

1. A, B, and C form the equal ABC partnership by contributing $100,000 each, and purchasing some equipment for $300,000.  The equipment has a depreciable life of six years, and all depreciation (straight line) is allocated to A.  Capital accounts are properly maintained.  Any distributions in liquidation will be made according to the capital accounts of each partner.  Partners are required to restore deficit capital accounts upon liquidation.  Income aside from depreciation is $60,000 each year.  If the partnership were liquidated at the end of year three, how much would each partner get? What would your answer be if the liquidation occurred at the end of year four?

2. Partner A of the AB partnership has $100,000 of NOLs, and partner B has $100,000 of long term capital losses.  The partnership is expected to earn $100,000 of ordinary income and $100,000 of long term capital gains during the year.  The partnership agreement is amended to allocate this year’s ordinary income to A and long term capital gain to B.  Assume that the three tests for economic effect are met.  Is this allocation substantial?  Why or why not?  What type of allocation is it, a shifting allocation or a transitory allocation?  Would the allocation be substantial if A did not have a net operating loss carryforward?


Chapter 7 – Allocation of Income and Losses from Contributed Property: Code Sec. 704(c)

Reading:  
Paragraphs 701-702.

T and K formed new partnership TK to operate a charter boat service in Florida. T contributed a boat with a tax basis of $210,000 and a fair market value of $350,000. K contributed $350,000 cash. The partnership agreement allocates profits, losses, and capital 50% to each partner. The agreement satisfies the requirements of Code Sec. 704(b).
a. Assume the fishing boat is depreciated using the straight-line method over 7 years. Further assume that the partnership deducts a half-year of depreciation expense in its first year of operations. How will year 1 book and tax depreciation be allocated between the partners?

b. Assume the partners agreed to dissolve the partnership at the end of year 1. The partnership sold the boat for $400,000 and liquidated. How much gain will it recognize on sale of the boat for book and tax? How will this gain be allocated between the partners?
Assume the same facts as above, except that the tax basis of the fishing boat was only $140,000, rather than $210,000. If the partnership uses the traditional method under Code Sec. 704(c), how will year 1 tax depreciation be allocated between the partners?
[bookmark: Chseva]Reading:  
Paragraph 703.

1. Daisy Tree Partnership owns and operates two apartment complexes in the metropolitan area. The first complex was contributed to the partnership by partner L. The other two partners (M and N) contributed cash which, together with borrowed funds, was used to purchase the second complex. The three partners share partnership income, loss, gain and deduction equally. The tax basis and book value of the partnership’s assets at the end of the current year are as follows:
	
	Tax
	Book

	Cash and equivalents
	$60,000
	$60,000

	Receivables
	0
	45,000

	Apartment Complex 1
	600,000
	1,500,000

	Accumulated depreciation, complex 1
	(120,000)
	(300,000)

	Apartment Complex 2
	2,475,000
	2,475,000

	Accumulated depreciation, complex 2
	(180,000)
	(180,000)

	Land and other assets
	200,000
	200,000

		Total assets
	$2,035,000
	$4,070,000



 Assume that the partnership uses the traditional method with remedial allocations to make allocations under Code Sec. 704(c). Further assume that complex 1 has a remaining useful life of 8 years for book and tax. Complex 2 has a remaining useful life of 25.5 years. Both are depreciated using the straight line method for both book and tax. Show how book and tax depreciation will be allocated among the partners. 


1. Assume the partnership in the above problem sells apartment complex 1 in January next year for $1,000,000. 
a.    What will be its gain or loss for book and tax? 
b. How will the tax gain be allocated between the partners?

1. A and B form the equal AB partnership.  A contributes property (FMV = $100,000, basis = $30,000) and B contributes $100,000 cash.  The property has three years remaining on its 10 year life.  The partnership uses the remedial allocations method to eliminate ceiling rule disparities.  Under Code Sec. 704(c), how much of tax depreciation with respect to the contributed property in the first year will be allocated to B?  Assuming a remedial allocation is made, how much will it be?  What will be its character?

