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LEARNING OBJECTIVES PP. 253

• Partnership Profit Interests
• Partnership Elections
• Basis in a partnership Interest



ISSUE #1 PARTNERSHIP PROFITS INTERESTS
PP. 254

Partnership Partnership

Partner Partner Partner Partner

Capital Interest Profits Interest

Amount that would be 
distributed if the partnership sold 
all it’s assets at FMV, after paying 
liabilities

Gives the partner only an 
interest in future income and 
gains



EXAMPLE 7.1 – KEY EMPLOYEE
PP. 254

Northeast 
Cabinets, LLC

Jack Tanner

Capital 
interests

John Key
employee

10% Profits Interest

Liquidation value 
of interest is zero



PROFIT INTEREST IN EXCHANGE FOR SERVICES
PP. 254

Partnership Partner
Capital Interest

Services

Partnership
Profits Interest Partner

Services

TAXABLE

NONTAXABLE



PARTNERSHIP AGREEMENT PP. 255

Schedule:
Capital Interests Partners:

50%
50%

Profits Interests Partner:                           0% 

Liquidating distribution provisions:
Liquidating distributions in accordance with 
capital account balances



VESTED INTERESTS PP. 255

Rev Proc 93-27 provides guidance on vested interests

Receipt of a profits interest generally nontaxable, but will 
be taxable if:
1. Substantially certain predictable stream of income

2. Partner disposes of the interest within 2 years 

3.   If a limited partnership interest in a PTP

Decision made at time of receipt of the interest



EXAMPLE 7.2 – CERTAIN PREDICTABLE INCOME PP. 255

Sweet Peaks 
LLC

Jerome
Carlos

Capital 
interests

Juanita

Property 
manager

10% Profits Interest

Taxable at time of receipt –
substantially certain and 
predicable stream

3 leased 
buildings
8 year terms
360,000 
annual net 
income



NON-VESTED INTERESTS PP. 255 & 256

Rev Proc 2001-43 clarifies Rev Proc 93-27

Profits interest 
granted.
Non-vested 

Event occurs that 
makes it vested

This is when the 
taxability determination 
is made under Sec 83.
Zero value

Not taxable if 3 conditions met:
1. Partner properly picks up the 

income
2. Partnership does not take a 

deduction for payments to 
partner

3. Conditions of Rev Proc 93-27 met



PROPOSED CHANGES PP. 256

Notice 2005-43 – still proposed!!
Proposed Reg 1.83 -3 safe harbor would apply to 
granting partnership interests for services. 
Make election?

Elect Safe Harbor – FMV
of partnership interest
granted for services is 
treated as being equal to 
the liquidating value of 
the interest. Zero

Don’t elect safe harbor – hold
interest until it substantially vests.
Compensation income 
equal to the liquidation value 
on the date the interest 
substantially vests, less any 
amount paid for the interest.

granted vests



PLANNING POINTER
PP. 256

If the partnership interest is transferred in 
exchange for services, subject to a risk of 
forfeiture, before the proposed changes 
become final, might want to make the election. 

Why? Has a value of zero and no compensation 
income. 



INCOME ON TRANSFER OF PARTNERSHIP INTEREST
PP. 256 - 257

Partnership

partner partnerpartner

Grant profit interest

Could affects the 
allocation of liabilities. 
Nonrecourse liabilities 
generally allocated 
based on profit 
sharing percentages.  

Deemed 
distribution 
for decrease 
in liabilities. 

The reduction in 
liabilities is a distribution. 
Affects basis 



EXAMPLE 7.3 DEEMED DISTRIBUTION PP. 257

McConnell
Enterprises

Sam Mary Margo

50%

Basis          150,000
(Includes 350,000 share of 
nonrecourse liabilities)

Surprise!
Constructive distribution
Mary’s share of 
nonrecourse debt 
reduced by      175,000 
Basis                 (150,000)
Capital gains     25,000

No hot assets



DEEMED SALE OF HOT ASSETS PP. 257

McConnell
Enterprises

Sam Mary Margo

50%

Basis          150,000
(Includes 350,000 share of 
nonrecourse liabilities)

Surprise!
Constructive distribution
Mary’s share of 
nonrecourse debt 
reduced by      175,000 
Basis                 (150,000)
Capital gains     25,000

hot assets

Ordinary income



EXAMPLE 7.5 - NO INCOME   - RECOURSE DEBT PP. 258

H & G Tax 
Services

HenryGrover

50%

Each has basis of 
200,000,
Includes 50,000 
recourse debt 

Debbie

40,000 hot assets

No reduction in Henry’s 
partnership liabilities and 
no deemed sale of hot 
assets. 



PRACTITIONER NOTE: ALLOCATING RECOURSE LIABILITIES
PP. 258

partnership

partner partner partner

Recourse
liabilities

Partnership 
Agreement
allocates

Facts and circumstances test

However, must be a “commercially reasonable 
expectation” that the partner will have the ability 
to make required payments. 



CARRIED INTERESTS PP. 258

2017 Act added IRC 1061
Recharacterizes certain long-term capital 
gains as short-term capital gains

Applies to APPLICABLE PARTNERSHIP INTERESTS

Must hold for 3 years to get long-term capital 
gains treatment. 



APPLICABLE PARTNERSHIP INTEREST PP. 259

Partnership-
Applicable 

Trade or 
Business (ATB)

partner
Partnership interest

Substantial services

?
Activity conducted on regular basis
Raising and returning capital (Private Equity Firms)
Either:
• Investing in specified assets (securities, commodities, 

real estate, cash equivalents)
• Developing specified assets



CALCULATING AND REPORTING PP. 259 - 260

Taxpayer’s net long-term capital gain                XXX,XXX
Net long term capital gains if the holding 
period is 3 years instead of 1 year                        (XX,XXX)
Recharacterized to short-term capital gains      XXX,XXX

Partnership must attach the worksheet to the K-1. 
(page 260)

BASIS CONCEPT



EXAMPLE 7.7 RECHARACTERIZATION AMOUNT PP.  261

Received a 10% profits 
interest in exchange for 
substantial services

Limitless 
Skies LLC

partner partner Maria
K-1 9a 
long-term capital gain:
55,000  (1 year)

API 3 year distributive share:
20,000 not on K-1?



55,000 One year API

PP.  261



55,000

20,000

Prepared by 
partnership

Now 
what?

Reported on Sch D as 
long term

PP.  261



55,000

20,000
35,000

35,000
Form 8949 increase S/T CG 
& decrease L/T CG

Prepared by the 
taxpayer

Treat as S/T capital gain

PP.  261



35,000Section 1061 Adjustment

Section 1061 Adjustment (35,000)

PP.  261



55,000

(35,000)

20,000

Nets out 
to 20,000

PP.  261

X



ISSUE #2 PARTNERSHIP ELECTIONS
PP.  262

Electing out of Subchapter K

1. INVESTING PARTNERSHIPS
For investment purposes only and not for the
active conduct of a trade or business

2. OPERATING AGREEMENTS (JOINT VENTURES)
Joint production, extraction or use of property,
but not for purpose of selling services or property

Members must be able to determine their income 
without computing partnership taxable income 



INVESTING PARTNERSHIPS
PP.  262

• Joint purchase, retention, sale or exchange of 
investment property
• Hold as co-owners
• Reserve right to take or dispose their share
• Do not actively conduct business 



OPERATING AGREEMENTS 
PP.  262

• Joint production, extraction or use of property
• Own property as co-owners
• Reserve the right to separate
• Do not jointly sell services



MAKING THE ELECTION
PP.  262 - 263

• By the extended due date for filing the return
• Statement – attached to properly filed 1065
• Include: 

• Names, addresses, ID #
• Statement that it qualifies
• Statement that all members elect
• Where a copy of the agreement is available

(No numbers on 1065, only the 
attached statement)



PRACTITIONER NOTE: DEEMED ELECTIONS PP.  263

Determined              
election should 

Formation                                                       have been made

Look back – facts and circumstances

1. An agreement exists at the beginning

2. The members report their respective shares



PARTIAL ELECTION (IF ELIGIBLE FOR A FULL EXCLUSION)
PP.  263

Partnership rules to
be followed

Partnership rules from 
which exclusion is 
request

ELECTION – Within 90 days of beginning of first year



QUALIFIED JOINT VENTURE
PP.  263

Unincorporated 
business

husband wife
50%               50%  General rule: 

Partnership

1040
Joint

Elect:
Not to be treated 
as a partnership



ENTITY-LEVEL ELECTIONS PP.  263 & 264

IRC 168 elections:
• Slower method of MACRS
• Alternative Depreciation system
• Certain Bonus depreciation

IRC 179 – tricky:
• 1,080,000 limit applies at both entity and owner level
• Taxable income limit applies at both levels

IRC 263 elections:
• De minimis safe harbor
• Qualifying building expenditures
• Capitalization of amounts paid for repairs and 

maintenance



RECOVER BASIS RATABLY
PP. 264

Liquidating distribution

Recover basis
= gain/loss recognized

Liquidating fixed-sum payments

Elect to recover basis ratably
= gain/loss recognized as each payment received

(Except Hot assets)



EXAMPLE 7.8 – NO ELECTION. 731 GENERAL RULES
PP. 264 & 265

sales        47,500    47,500    47,500   47,500   47,500   47,500    47,500    47,500   47,500    47,500

Hot assets  (10,000) (10,000) (10,000) (10,000 (10,000) (10,000) (10,000) (10,000) (10,000) (10,000)
Ordinary  Income = 100,000 (some say all in first year)

Capital assets:
Balance      37,500    37,500    37,500   37,500   37,500    37,500   37,500    37,500    37,500   37,500

Basis  6 yrs (37,500) (37,500) (37,500) (37,500) (37,500) (37,500) (25,000) =  250,000

Cap Gain     -0- -0- -0- -0- -0- -0- 12,500    37,500    37,500  37,500
Capital Gains =   125,000

Total gain = 225,000

475,000  - basis 250,000 = gain 225,000



EXAMPLE 7.8 – ELECT TO RECOVER BASIS RATABLY PP. 264 & 265

sales        47,500    47,500    47,500   47,500   47,500   47,500    47,500    47,500   47,500    47,500

Hot assets  (10,000) (10,000) (10,000) (10,000 (10,000) (10,000) (10,000) (10,000) (10,000) (10,000)
Ordinary  Income = 100,000  (no change)

Capital assets:
Balance      37,500    37,500    37,500   37,500    37,500    37,500   37,500    37,500    37,500   37,500

Basis           (25,000) (25,000) (25,000) (25,000) (25,000) (25,000) (25,000) (25,000) (25,000) (25,000)

Cap Gain   12,500     12,500   12,500    12,500    12,500   12,500    12,500   12,500    12,500    12,500
Capital Gains =   125,000

Total gain = 225,000

475,000  - basis 250,000 = gain 225,000

Recognizes income sooner



754 ELECTION TO ADJUST BASIS OF PARTNERSHIP ASSETS
PP. 265

partnership

Basis of assets is cost 
or contributed basis

partner partner partner

Basis in
partnership

Basis in
partnership

Basis in
partnership

+ + =

Different?
Mandatory adjustment
Optional adjustments



PRACTITIONER NOTE: MANDATORY
PP. 265

partnership

Substantial built in loss
Basis of assets        X,XXX,XXX
FMV of assets       (X,XXX,XXX)
Excess over                250,000

partner

Transfer of 
assets



OPTIONAL #1
PP. 266

partnership

Partner 1

Outside basis                  >                  share of inside basis

743Benefits new partner

Inside basis 
of assets

Partner 2
interest

cash



EXAMPLE 7.9  OPTIONAL ADJUSTMENT #1 
PP. 266

ABC

Asset = land 
FMV      150,000
Basis        90,000  

Crystal Bertrand Agatha

Basis 30,000 + + =Basis 30,000 Basis 30,000

Dorita

50,000

Outside basis now 110,000                  =             90,000



EXAMPLE 7.9 IF LAND SOLD FOR 150,000 
PP. 266

ABC

If sold
FMV      150,000
Basis       90,000
Gain       60,000

Crystal Bertrand Agatha

Basis 30,000 + + =Basis 30,000 Basis 30,000

Dorita

50,000

Without election:
20,000                  20,000                20,000                  gain allocated

Unfair!!



EXAMPLE 7.9
PP. 266

If election made, there is a basis adjustment for Dorita equal to 
the amount of gain recognized by Agatha. 

New basis in the land for Dorita is 110,000:
Original basis      90,000
adjustment        20,000
New basis         110,000

Upon sale:
Bertrand +  Crystal   150,000 – 110,000 = 40,000 / 2 = 20,000 gain      
Dorita no gain 



OPTIONAL #2
PP. 266

partnershippartner
Distribution 
of cash, or 

Gain is recognized

Distribution of property 
where outside basis is less 
than inside basis

734
Benefits partnership



OPTIONAL #2 DISTRIBUTION OF PROPERTY
PP. 267

ABC

partner partner

Distribution of property

Gain

Retained property + optional adjustment



EXAMPLE 7.10 OPTIONAL ADJUSTMENT #2 
PP. 266

ABC

land
FMV      150,000
Basis        90,000

Borrows (50,000)

Crystal Bertrand Agatha

Basis 30,000 + + =Basis 30,000 Basis 30,000

50,000

retires

Gain      20,000

Sell land for 150,000, without election:
30,000                  30,000                   N/A             gain allocated

Unfair to Crystal and Bertrand!! Real gain should be 20,000 each



EXAMPLE 7.10
PP. 266

ABC

land
FMV        150,000
Basis          90,000
Increase +20,000

110,000
Gain          40,000

Crystal Bertrand

Basis 30,000 + Basis 30,000

With  election:
20,000                  20,000        gain allocated

754

fair



OPTIONAL #3
PP. 266

partnershippartner
Contribution 
of property 

Gain is recognized because liabilities in excess of basis

Benefits partnership



TRANSFER ON DEATH
PP. 266

ABCpartner

beneficiary

Upon 
death

Step up 
in basis 
to FMV

Outside basis                =                inside basis

Optional basis adjustment can correct this



Example 7.11 – Calculating the adjustment on transfer of a 
Partnership Interest

Example 7.12 – Calculating the adjustment on a distribution of 
Cash or Property

Example 7.13 – Allocation of Basis Adjustment – transfer of a 
Partnership Interest

PP. 267 - 271

Very detailed examples:



COMPUTATION
PP. 271

Transfer of an interest by sale, exchange, 
or upon death

Distribution of property

Election 



754 ELECTION
PP. 271 & 272

By due date of return when transfer or 
distribution takes place. 
1065 due 3/15

Once made, optional basis adjustment must be made 
each time:

Partnership interest sold or exchanged
Transferred at death
Distributions which resulted in recognition of gain or
loss



STATEMENT
PP. 272

Name, address and TIN

Declaration -754 election applies to 734(b) and 743(b)

Signature (removed to facilitate electronic filing)

Check YES on lines 10a and 10b, Schedule B

x

x



REPORTING 743(B)
PP. 272

PartnershipPartner

Acquires an 
interest by 
sale or 
exchange

754 in effect 

Notify within 30 days
(Inherited – 1 year)

IRS

Statement 
on 1065

Special K-1 
for partner

1.

2.



REPORTING 743(B)
PP. 272

PartnershipPartner

Acquires an 
interest by 
sale or 
exchange

754 in effect 

Notify within 30 days
(Inherited – 1 year)

IRS

Statement 
on 1065 with 
transferee’s 
name and TIN

Fail to give notice

K-1 without basis 
adjustment

If know about it



REPORTING A 734(B) PP. 272

Optional basis adjustment because of a distribution to a 
partner;

Attach a statement

If increases recovery property, treat as newly 
purchased. 

If decreases basis, reduces subsequent depreciation 



REVOCATION OF 754 ELECTION PP. 273



ISSUE #3 BASIS IN A PARTNERSHIP INTEREST PP. 275

Partnership

Partner

Outside basis

Flow-
through 
losses

Gain or loss on 
liquidating 
distribution

How do you calculate and adjust the 
basis of a partnership interest?

Why important?



INITIAL BASIS PP. 275

Partnership

Partner
Purchase = purchase

price

Gift  = Donor’s basis

Inherited = FMV

Partnerinterest

1.

2.

3.



INITIAL BASIS PP. 275

Partnership

Partner contribution of cash 
and/or property

interest

721 – no gain recognized 
by partnership or partner
722 – initial basis equals money 
and adjusted basis in the 
property contributed

752 – increase in share of liabilities 
considered contribution of money

4.



INITIAL BASIS PP. 275

Partnership

Partner
contribution of cash 
and/or property

Partnership Interest 
plus boot (includes 
debt relief)

Gain, if boot > basis



EXAMPLE 7.14 PP. 275 + 276

Partnership

David Annie

Used equipment 
FMV - 250,000
Basis - zero
Liabilities - 150,000

New equipment 
FMV - 100,000
Basis – 100,000
Liabilities - 0

Initial basis                               0
Liabilities to partnership (150,000)
Liabilities assumed          75,000
Tentative basis                  (75,000)
Recognized gain               75,000
Adjusted basis                        0

Initial basis                         100,000
Liabilities to partnership        0
Liabilities assumed          75,000
Tentative basis                  175,000 
Recognized gain              0___    
Adjusted basis                   175,000



ADJUSTMENTS TO OUTSIDE BASIS PP. 277

Increase:
Adjusted tax basis of additional contributed property
Increase share of partnership liabilities
Share of partnership income or gain
Share of tax-exempt income

Decrease:
Cash distributions & tax basis of property distributions
Decrease share of partnership liabilities
Share of losses and deduction
Share of nondeductible expenses



ADJUSTING BASIS WORKSHEET PP. 278

Page 278



TIMING OF BASIS ADJUSTMENTS PP. 277

contributions
distributions

Date occurred                                 12/31

+ taxable and nontaxable income
- Partnership losses 

Timing important – could limit ability to 
deduct partnership losses

Timing important – keep distributions from 
being taxable



TRACKING BASIS PP. 277

PartnershipPartner

Who is responsible for tracking basis?

Outside basis has no 
effect on partnership 
tax reporting 

Partner’s responsibility to 
track outside basis.
• Limits deductibility of losses
• Determines whether cash 

distributions are tax free

IRS
No requirement 
to report outside 
basis to the IRS



TRACKING BASIS PP. 277

CHAPTER 11- RULINGS AND CASES – page 434

Kohout v Commissioner TC MEMO 2022-37

“If the partner cannot establish the adjusted 
basis in his or her interest, then the partner 
cannot deduct any partnership loss. Proof of 
basis is a specific fact that the taxpayer has 
the burden of proving.”



Tax Basis in Partnership   =  Tax Basis Capital Account

Partnership

Partner

Investment: 
money, 
liabilities 
assumed Partnership

Partner PartnerPartner

Important for tax purposes

Share of 
ownership in 
partnership
(no liabilities)

Determines share of income 
and assets if liquidated

PP. 279



EXAMPLE 7.15 PP. 279- 282

Tax Capital Account Initial Outside Basis
George John

Cash                100,000     150,000
New Equip       250,000 250,000
Assets               350,000     350,000
Liabilities         (150,000) (200,000)
Capital acct   200,000     200,000

George John
Cash                        100,000     150,000
New Equip               250,000 250,000
Assets                       350,000     350,000
Liabilities                 (150,000)  (200,000)
Liabilities assumed  175,000 175,000
Initial outside basis  375,000     375,000



OUTSIDE BASIS
PP. 282

George John
Assets contributed         350,000     350,000
Liabilities contributed   (150,000)  (200,000)
Liabilities assumed         175,000 175,000
Initial outside basis         375,000     375,000
2022:
Allocated income         140,000     140,000
Actual distribution        (200,000)   (150,000)
Change in liabilities      (5,000) (55,000)
Ending outside basis      310,000     310,000

Initial outside basis

Ending outside basis
Figure 7.22 – pg 282

Short cut 
next slide!



QUICK FORMULA FOR OUTSIDE BASIS
PP. 283

175,000         120,000    

200,000

140,000

150,000
190,000

190,000
120,000
310,000 outside

basis

John’s
K-1



UNITARY BASIS
PP. 283

A partner has a single unitary basis in total 
partnership interest. Even if:

• Acquired at different times and in different ways

• General and limited interest

• Different classes of partnership interest 



EXAMPLE 7.16 - 2021
PP. 284

PartnershipCody

Contribution of assets

General Interest

150,000 cash

Limited Interest

1/1/21

Outside basis 
200,000

In 2021, partnership allocated 50,000 
income to limited interest, but none to 
general interest



EXAMPLE 7.16  - 2022 PP. 284

Cody:             General Interest Limited Interest
FMV      500,000                             225,000           =  725,000

Cody sells 
for 225,000

Cody 
retained

Unitary basis         200,000               +      150,000 + 50,000  income

400,000  x 225/725  = 124,138

Sales price   225,000
Gain             100,862



SCHEDULE K-2 AND K-3

New for 2021 Partnership tax returns
Also applies to S corps

Intended to improve international tax 
information reporting

PP. 284

10/25/22 – Draft Instructions for 2022 
Partnership Schedule K-2 and K-3 issued by 
IRS. 



SCHEDULE K-2 AND K-3 PP. 284

26 frequently asked questions:

X




