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I. Introduction

This article is the second installment of a multiple-
part primer regarding the unique and complex set
of U.S. federal income tax issues associated with
the formation and operation of a natural resources
publicly traded partnership (PTP). Part | of this primer
(“Part 1”) was published in the December issue of
TAXES—THE Tax MAGAZINE. As was indicated in Part
|, this primer focuses primarily on natural resources
PTPs, such as exploration and production (“E&P” or
“upstream”), pipeline (“midstream”), and refining
or marketing (“downstream”) companies. Nonethe-
less, many of the issues discussed in this primer are
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transaction.

common to all PTPs (including PTPs the activities of
which are financial in nature), as well as to partner-
ships in general.

Part | provided background information regard-
ing natural resources PTPs, explored why PTPs may
want to be classified as partnerships for U.S. federal
income tax purposes and discussed the requirements
that must be satisfied in order for a natural resources
PTP to be classified as such. Part | also introduced sev-
eral basic concepts that are critical to understanding
the U.S. federal income tax issues PTPs confront (such
as the typical “players” involved in a PTP structure,
the types of economic rights associated with units
held by the sponsor or management, and the concepts
of “fungibility,” “minimum cash distributions” and
“tax shield”). In addition, Part | highlighted certain
structural issues a sponsor may want to consider in
forming a PTP—such as whether to legally organize
the PTP as a limited partnership or a limited liability
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company (LLC), the potential impact of the choice of
legal entity on allocations of liabilities under Code
Sec. 752" and whether to have the PTP hold property
directly or through a lower-tier entity.

This second installment of the primer delves
more deeply into issues associated with forming
a natural resources PTP classified as a partnership
for U.S. federal income tax purposes. It begins by
explaining how the formation transaction affects the
capital accounts of the unitholders and the PTP’s tax
shield. It then addresses the different U.S. federal
income tax consequences that can stem from the
formation transaction, depending upon how the
sponsor decides to structure the transfer of property
to the PTP.

I1. The Role of the Capital
Account—-In General

A critical piece of information that is established
upon the formation of a partnership is the capital
account of each partner. A partner generally will
have several different types of capital accounts. PTPs
generally will have GAAP capital accounts for their
partners. In addition, each partner will have a tax
basis capital account, representing the partner’s share
of the partnership’s basis in its assets for U.S. federal
income tax purposes. Perhaps most importantly, each
partner will have a capital account maintained under
the rules of Code Sec. 704(b). The Code Sec. 704(b)
capital account is intended to be a measure of the
partner’s economic entitlement under the partner-
ship agreement.?

The typical PTP partnership agreement requires
that the PTP establish and maintain capital accounts
under the Code Sec. 704(b) rules and that the PTP
liquidate in accordance with the positive capital ac-
count balances of the partners. As a result, a partner’s
entitlement to money in a liquidation of the part-
nership or in redemption of its interest is governed
by such partner’s Code Sec. 704(b) capital account
balance. As such, the Code Sec. 704(b) capital ac-
counts of the partners are integrally related to the
economics of the PTP.

The Code Sec. 704(b) capital accounts of the PTP’s
initial partners are established upon the formation of
the PTP. Each partner’s initial capital account is cred-
ited with the amount of money and the fair market
value of any property (net of any liabilities assumed
by the partnership) he or she contributes to the part-
nership.* As will be discussed in a future installment
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of this primer, the partner’s Code Sec. 704(b) capital
account thereafter will be adjusted for the partner’s
allocable share of the partnership’s items of income,
gain, loss and deduction for each year. If a unitholder
sells his or her units on the public market, the buyer
of the units will “step into the shoes” of the Code
Sec. 704(b) capital account that is attributable to the
seller’s units.’

As was explained in the first part of this primer, the
fungibility of the public’s units typically is of utmost
importance to the sponsor of a PTP. In order for a
unit to be fungible, it must not matter to a buyer
on the public market from which current investor
he or she is acquiring units. As a result, it is essen-
tial that each publicly traded unit have an equal
entitlement to money if the PTP were to liquidate.
Because the buyer of units steps into the shoes of
the seller’s Code Sec. 704(b) capital account, each
public investor must have the same per unit capital
account balance for the units to be fungible. The is-
sues associated with maintaining fungibility as units
are purchased and sold in the public marketplace
will be discussed in greater detail in a subsequent
installment of this primer.

III. Significance of the Formation
Transaction to the Tax Shield

From an investor’s perspective, the attractiveness
of a unit in a particular PTP may be influenced by
the PTP’s tax shield.® Very generally, the tax shield
reflects a comparison of the expected amount of an-
nual distributions per unit and the expected share of
income allocable to each unit (and subject to tax at
the investor level). From the investor’s perspective, it
likely will be the case that the bigger the tax shield,
the better; a bigger tax shield reflects a smaller ratio
of taxable income to distributions. Deductions for
depreciation, depletion, and amortization (“DD&A”)
can reduce the share of taxable income allocable
to each unit. Thus as a general rule, the greater the
amount of DD&A deductions allocable to a unit, the
higher the tax shield.

As is explained in the discussion that follows, the
sponsor’s decision as to how to structure the formation
of a PTP can affect the amount of DD&A deductions
the PTP will be able to take and, therefore, the PTP’s
tax shield. In fact, because of the significance of the
tax shield in the marketplace, the sponsor’s structur-
ing decisions may be influenced, in part, by their
potential impact on the tax shield.




IV. Capitalizing the PTP

Typically the sponsor of a PTP transfers property to
the PTP or otherwise arranges for the PTP to acquire
property, while the PTP raises capital to acquire,
develop or operate the property through an initial
public offering (IPO). The U.S. federal income tax
issues surrounding the formation of a PTP are, in
many ways, similar to the issues that have to be taken
into consideration with the formation of any large
partnership. However, the sponsor of a PTP may
have a unique perspective on the capitalization of
the partnership in several regards.

A sponsor generally transfers property to a PTP (1)
by selling the property to the PTP for cash; (2) by
contributing the property in exchange for interests
in the PTP; or (3) by a combination of a sale and a
contribution. As is explained further below, there
can be, for the sponsor, different U.S. federal income
tax issues associated with a sale as opposed to a
contribution and the sponsor may have significant
flexibility with regard to the structure. In many situ-
ations, a sale of property will trigger immediate tax
to the sponsor (to the extent there is gain inherent
in the property from a U.S. federal income tax per-
spective). On the other hand, a contribution can be
structured so as to trigger no immediate tax to the
sponsor. However, under the special “disguised sale”
rules discussed below, a contribution can be treated
as a part sale and a part contribution of the property
to the PTP and, therefore, can be partially taxable
and partially tax-free.

The sponsor’s choice of the form of a transfer of
property to the PTP may be less a choice as to whether
to trigger the built-in gain or loss in the transferred
assets and more a choice as to when to trigger such
gain or loss—immediately upon the transfer or at a
future time during the life of the partnership. Natural
resources PTPs universally use the “remedial method”
for accounting for the “built-in” tax gain or loss that
is not triggered upon the contribution;” using this
method results in the sponsor recognizing such built-
in gain or loss over time as the property is depleted,
depreciated or amortized, or upon its sale by the PTP.2
As will be discussed in a subsequent installment of
this primer, PTPs use this method in order to keep
their common units fungible in the public market.
Thus, while the choice of the method to account for
pre-contribution built-in gain or loss can be a heav-
ily negotiated point in the formation of other large
partnerships, the need for PTP common units to be
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fungible in the public market essentially eliminates
the sponsor’s choice of methods.

The discussion below first summarizes briefly the
U.S. federal income tax consequences of a sale of ap-
preciated property by the sponsor to the partnership
and explains why some sponsors structure transfers
of property as sales, notwithstanding the immediate
recognition of gain.’ The discussion then addresses
the U.S. federal income tax rules applicable to con-
tributions of property by sponsors in exchange for
PTP interests, including certain key exceptions to
tax-free treatment. As is mentioned below, although
the discussion focuses on the common situation in
which the sponsor transfers property to the PTP, the
concepts explained below also can be relevant to
other situations such as the acquisition of property
through a merger, through a contribution of property
by a third party in exchange for units in a “PIPEs”
transaction,'® or through the direct purchase of the
property by the PTP from a third party.

A. Transfer Structured As a Sale

As a general matter, a seller recognizes gain if it
transfers appreciated property in a transaction treated
as a sale for U.S. federal income tax purposes under
Code Sec. 1001. In the case of such a taxable sale
transaction, the buyer generally takes a basis in the
property equal to its purchase price and has a new
holding period in the purchased assets."

In some situations, a sponsor will structure a trans-
fer of property to a PTP as, in whole or in part, a sale
for cash to monetize all or part of the value of the
property. For example, as was discussed in Part |, the
sponsor may want to receive some cash in order to de-
velop property outside of the PTP, with the objective
of contributing the property to the PTP in the future
after its value has been enhanced, often in conjunc-
tion with a secondary public offering. Because such
an approach can result in property being contributed
to the PTP at a time when the property will generate
significant DD&A deductions, sponsors often employ
such an approach in attempting to maximize the tax
shield associated with a PTP’s units.

Moreover, there are some situations in which
sponsors may not find recognizing gain on the
transfer of property to a PTP to be exceedingly
burdensome. For example, this may be the case if
the amount of gain inherent in the property is rela-
tively small (as is not uncommon in today’s market
environment). In addition, the sponsor’s tax position
(such as the availability of offsetting losses) may
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affect its willingness to recognize immediate gain,
rather than deferring the gain.

The sponsor may also be able to defer the recogni-
tion of gain on a sale of the property by structuring
the transaction as part of a “like-kind exchange”
under Code Sec. 1031." Code Sec. 1031 has sev-
eral specific technical requirements that must be
followed strictly, requiring diligent planning and
compliance on the part of any taxpayer seeking like-
kind exchange treatment.”® For example, the ability
to utilize Code Sec. 1031 depends on the ability to
locate suitable replacement property within certain
prescribed time constraints.

Nonetheless, sponsors who are willing to run the
gauntlet of Code Sec. 1031’s requirements may find
structuring the transfer of property to a PTP as part of a
like-kind exchange to be well worth considering. Like-
kind exchanges can be a particularly attractive option
for E&P PTP sponsors. As the recovery from oil and gas
producing property declines over time, the depletion
deductions available to the public unitholders may
decline. As a result, the sponsor must look for new
property to transfer to the PTP in order to maintain the
tax shield. As was suggested above, to this end, the
sponsor may sell property to a PTP and use the cash
proceeds to acquire new, less mature, properties that
the sponsor will develop and transfer to the PTP in
the future. If the transfer of the “old” property and the
acquisition of the “new” property can be structured as
a like-kind exchange, such an approach can defer the
gain on the sale of property while aiding the sponsor
in renewing the tax shield of the PTP.

It is important to note that it is not necessary for
the sponsor to structure the transfer of property to the
PTP as a sale as a legal matter in order to monetize
the property’s value. As was suggested above, the
sponsor instead can receive a distribution of cash
from the PTP in conjunction with its contribution of
property to the PTP in exchange for PTP interests.
Under the disguised sale rules of Code Sec. 707(a)
(2)(B), the distribution coupled with the contribution
can be treated as a sale of all or part of the property
for U.S. federal income tax purposes. Some sponsors
affirmatively structure contributions so as to consti-
tute disguised sales in order to monetize a portion
of the contributed property. The disguised sale rules
are discussed in depth below.

B. Contribution of Property to PTP

As an alternative to selling property to the PTP, the
sponsor can contribute the property to the PTP in
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exchange for PTP interests. As is explained below,
the contribution can be structured so as not to trigger
any immediate recognition of gain to the sponsor or
the PTP. Nonetheless, there are several exceptions to
nonrecognition treatment.

1. General Rules for Tax-Free Treatment

In general, the partnership rules allow partners to
enter and exit a partnership on a tax-free basis in
many circumstances. For example, under Code Sec.
721(a), no gain or loss generally is recognized by a
partnership or any of its partners upon the contribu-
tion of property to a partnership in exchange for an
interest in the partnership. If no gain or loss is recog-
nized on the contribution, Code Sec. 722 generally
provides that the partner’s basis in its partnership
interest is the same as the basis of the property it
contributed (i.e., the partner has a “carryover basis”
in its interest);'* Code Sec. 723 generally provides that
the partnership’s basis in the contributed property is
the same as the basis the partner had in such property
prior to contribution (i.e., the partnership takes the
property with a carryover basis);'* and, in the case
of a contribution of a capital asset, Code Sec. 1223
generally provides that the holding periods of both
the partnership interest and the partnership’s property
include the holding period of the contributed prop-
erty.'® Therefore, in many ways, the contribution of
property by the sponsor to a PTP can be structured
as essentially a continuation of the sponsor’s invest-
ment in the property.

Nonetheless, to the extent a sponsor decides to
contribute (rather than to sell) property to a PTP,
the PTP must track any pre-contribution built-in
gain or loss in the property in order to comply
with the rules of Code Sec. 704(c). As will be
discussed in detail in a subsequent installment
of this primer, Code Sec. 704(c) requires income,
gain, loss, and deduction with respect to property
contributed to the partnership by a partner to be
shared among the partners so as to take account
of the variation between the basis of the property
to the partnership and the property’s fair market
value at the time of contribution. Code Sec. 704(c)
not only applies to allocations of gains and losses
on the sale of contributed property, but also re-
quires deductions for DD&A with respect to the
property to be allocated in a manner that takes into
account any difference between the tax basis of
the property and its fair market value at the time
of its contribution to the partnership.



The stated purpose of the Code Sec. 704(c) rules
is to prevent partners who contribute property to a
partnership from shifting the tax consequences of
pre-contribution gains or losses in the contributed
property to other partners.'”” However, Code Sec.
704(c) can also be viewed as a mechanism for
maintaining the economic deal of the partners by
attempting to treat the noncontributing partners as
if the sponsor had contributed property with a tax
basis equal to its fair market value. It is this view that
makes Code Sec. 704(c) a useful tool for sponsors
of PTPs who contribute appreciated property to the
PTP. Code Sec. 704(c), in effect, allows the sponsor
to create tax shield for public investors from deduc-
tions for DD&A even where property contributed by
the sponsor has a lower tax basis than its fair market
value at the time of the contribution.

More specifically, the remedial method of Code
Sec. 704(c) (which is universally employed by natural
resources PTPs)'® provides for the creation of notional
items of deduction for noncontributing partners and
offsetting notional items of income for the contribu-
tor of the property.'® Therefore, through Code Sec.
704(c), a sponsor is able to give public investors the
tax effect of contributed property having a tax basis
equal to its fair market value at the time of the con-
tribution, without the need to recognize all of the
gain in the property up front. A subsequent install-
ment of this primer will illustrate the mechanics of
Code Sec. 704(c) and how it aids in the creation of
a PTP’s tax shield.

2. Exceptions to Tax-Free Treatment—

In General

As with the formation of any partnership, other rules
can cause gain to be recognized on the contribution
of appreciated property in exchange for a partnership
interest, notwithstanding the general rule of Code
Sec. 721.2° The exception to tax-free treatment that
comes into play most frequently in forming a natu-
ral resources PTP is the application of the disguised
sale rules of Code Sec. 707(a)(2)(B). Because of the
frequency with which the disguised sale rules arise,
the discussion below addresses these rules in con-
siderable detail.

Before turning to the disguised sale rules, however,
it is worth at least mentioning some of the other
rules that can cause a contribution of property to be
treated as wholly or partially a taxable transaction.
Although these rules may not be relevant with regard
to the formation and ongoing operation of many
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natural resources PTPs, it is important to keep them

in mind and to evaluate whether they may have any

application given the facts and circumstances of a

particular situation.

m Investment Company Rules. Code Sec. 721(b)
provides that Code Sec. 721(a) “does not apply
to gain realized on a transfer of property to a part-
nership which would be treated as an investment
company (under section 351(e)) if the partnership
were incorporated.” A transfer of property to a
corporation generally is treated as a transfer to an
investment company under Reg. §1.351-1(c)(1) if
both of two requirements are met: (1) the transfer
results, directly or indirectly, in diversification of
the transferors’ interests; and (2) the transferee is a
regulated investment company (RIC), a real estate
investment trust (REIT), or a corporation more
than 80 percent of the value of the assets of which
(excluding cash and nonconvertible debt obliga-
tions from consideration) are held for investment
and are readily marketable stocks or securities or
interests in RICs or REITs (i.e., the transferee is
an “Investment Company”). The Taxpayer Relief
Act of 1997%" amended Code Sec. 351(e)(1) to
expand the types of assets considered to deter-
mine investment company status. Although the
regulation described above currently refers only
to “readily marketable stocks or securities,” the
statutory amendment to Code Sec. 351(e) pro-
vides that all stocks and securities are included
in the 80-percent test regardless of whether they
are marketable. The amendment also provides
that the following assets are treated as stocks or
securities for purposes of the 80-percent test:
(1) money; (2) stock and other equity interests
in a corporation,?? evidences of indebtedness,
options, forward or futures contracts, notional
principal contracts, or derivatives; (3) foreign
currencies; (4) interests in real estate investment
trusts, common trust funds, regulated invest-
ment companies or PTPs; (5) certain interests
in precious metals; (6) interests in any entity if
substantially all of the assets of such entity consist
(directly or indirectly) of stock and securities; (7)
to the extent provided in regulations, any interests
in an entity not described in clause six, but only
to the extent of such interest that is attributable
to stock and securities; and (8) any equity inter-
est (other than in a corporation) which pursuant
to its terms or any other arrangement, is readily
convertible into, or exchangeable for, any asset

75



Significant U.S. Federal Income Tax Issues for Natural Resources Publicly Traded Partnerships (Part II)

76

described in clauses 1 through 5. Because of the
nature of the property typically contributed to a
natural resources PTP, such a PTP usually will
not constitute an investment company. As such,
although the facts and circumstances of each in-
dividual situation must be considered, Code Sec.
721(b) seldom comes into play on the formation
of such PTPs. However, Code Sec. 721(b) can be
a significant concern to financial services PTPs,
which are more likely to hold the assets listed in
Code Sec. 351(e).

Rules Regarding “Liability Shifts” and Deemed
Cash Distributions. Code Sec. 752(b) generally
treats a partner as receiving a distribution of
money to the extent there is a decrease in the
partner’s share of liabilities in the partnership or
a decrease in a partner’s individual liabilities by
reason of the assumption by the partnership of
such individual liabilities. If the amount of such
a deemed distribution of money is greater than
the partner’s basis in its partnership interest, the
partner recognizes gain under Code Sec. 731(a).
However, the Code Sec. 752 liability allocation
rules are designed to minimize the risk of a Code
Sec. 752(b) liability shift triggering gain on the
formation of a partnership.

“Anti-Mixing Bowl” Rules. Under Code Sec.
704(c)(1)(B), a partner who contributes appreci-
ated or depreciated property to a partnership
may recognize gain or loss if the partnership
distributes that property, or “successor” Code Sec.
704(c) property, to another partner within seven
years of the contribution.?* Similarly, under Code
Sec. 737, a partner who contributes appreciated
property to a partnership may recognize gain
on a subsequent distribution of other property
from the partnership to the contributing partner
within seven years of the contribution.?* Because
PTPs typically do not distribute property to their
partners, these exceptions to nonrecognition
treatment do not frequently arise in the context
of the formation of a natural resources PTP.
Proposed Reg. §1.337(d)-3. Regulations were
proposed in 1992 relating to partnership trans-
actions involving equity interests of partners.
Under these proposed regulations, a partner
may recognize gain in certain circumstances if
a partnership acquires the stock of a partner or
if any other transaction has the economic effect
of an exchange by a partner of its interest in ap-
preciated property for an interest in the stock of

the partner owned, acquired or distributed by the
partnership.?® The regulations were proposed to
be effective for any transaction that occurred after
March 9, 1989, but have not been finalized. In
the PTP context, it is not common for a sponsor to
contribute stock of a partner to a natural resources
PTP. As such, issues with regard to the potential
applicability of these proposed regulations typi-
cally do not arise in forming such a PTP.

3. The Disguised Sales Rules

The disguised sale rules in Code Sec. 707(a)(2)(B) are
intended to prevent a partnership from being used
to defer gain on a transaction that is, in substance, a
sale of property. In order to prevent taxpayers from
easily circumventing the disguised sale rules, the
rules are drafted broadly so as to potentially cover a
wide variety of transactions.

As a general matter, under the disguised sale rules,
if a contribution to a partnership and a related dis-
tribution to a partner are recast as a sale of property
to the partnership, the transaction is treated as a sale
for all purposes of the Code.?® Thus, the partnership
takes a purchase price basis in the property deemed
purchased as well as a new holding period.?”

The amount of the distribution that is recast as
an amount realized on the sale will determine the
portion of the property that will be considered to
have been purchased. For example, if a partner con-
tributes property with a fair market value of $100,
and immediately receives a distribution of $50 in a
transaction that is treated as a sale, only half of the
property is considered to be sold to the partnership.
The remaining half of the property is considered to
have been contributed to the partnership under Code
Sec. 721(a).?® In the PTP context, tracking the tax
consequences of this bifurcation can be burdensome
when the sponsor transfers numerous properties to
a partnership in a partial disguised sale transaction,
such that the sponsor is considered to have sold a
proportionate share (and contributed the remaining
share) of each of the transferred properties.?’

The disguised sale rules are very complex. The dis-
cussion below first summarizes the general statutory
and regulatory rules for treating a contribution and a
distribution as a disguised sale. Then, it addresses the
exceptions to such treatment. Next, it explores the
significant role liabilities can play in analyzing the
potential impact of the disguised sale rules.

General Statutory and Regulatory Rules. Code Sec.
707(a)(2)(B) provides that, if there is a direct or indi-



rect transfer of money or other property by a partner

to a partnership, there is a related direct or indirect

transfer of money or other property by the partnership
to such partner (or another partner), and the transfers,
when viewed together, are properly characterized as

a sale or exchange of property, such transfers shall be

treated either as a transaction between a partnership

and a partner acting other than in his capacity as a

member of such partnership under Code Sec. 707(a)

or as a transaction between two or more partners

acting other than in their capacity as members of
the partnership. Importantly, as is explained further
below, a deemed distribution of cash due to the as-
sumption of liabilities from a partner by a partnership
can also give rise to a disguised sale transaction.
The regulations under Code Sec. 707(a)(2)(B)
provide that the contribution of property to a partner-
ship and a distribution of cash to the partner will be
viewed as a sale only if, based on all the facts and
circumstances: (1) the transfer of money or other
consideration would not have been made but for
the transfer of property; and (2) in cases in which the
transfers are not made simultaneously, the subsequent
transfer is not dependent on the entrepreneurial risks
of partnership operations. The regulations under Code

Sec. 707(a)(2)(B) provide the following list of factors

to consider in making the determination as to whether

the transfers should be viewed as a sale:

m The timing and amount of a subsequent transfer
are determinable with reasonable certainty at the
time of an earlier transfer.

m The transferor has a legally enforceable right to
the subsequent transfer.

m The partner’s right to receive the transfer of money
or other consideration is secured in any manner,
taking into account the period during which it
is secured.

m Any person has made or is legally obligated to
make contributions to the partnership in order
to permit the partnership to make the transfer of
money or other consideration.

B Any person has loaned or has agreed to loan the
partnership the money or other consideration
required to enable the partnership to make the
transfer, taking into account whether any such
lending obligation is subject to contingencies
related to the results of partnership operations.

m The partnership has incurred, or is obligated
to incur, debt to acquire the money or other
consideration necessary to permit it to make the
transfer, taking into account the likelihood that
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the partnership will be able to incur that debt
(considering such factors as whether any person
has agreed to guarantee or otherwise assume
personal liability for that debt).

m The partnership holds money or other liquid
assets, beyond the reasonable needs of the busi-
ness, that are expected to be available to make
the transfer (taking into account the income that
will be earned from those assets).

m Partnership distributions, allocations or control of
partnership operations are designed to effect an
exchange of the burdens and benefits of owner-
ship of property.

m The transfer of money or other consideration by
the partnership to the partner is disproportion-
ately large in relationship to the partner’s general
and continuing interest in partnership profits.

m The partner has no obligation to return or repay
the money or other consideration to the partner-
ship, or has such an obligation, but it is likely to
become due at such a distant point in the future
that the present value of that obligation is small
in relation to the amount of money or other
consideration transferred by the partnership to
the partner.®°

In addition to the factors above, the regulations
include two important “presumptions” affecting
when a transaction may be recast as a disguised sale
under Code Sec. 707(a)(2)(B). First, the regulations
provide that, if within a two-year period a partner
transfers property to a partnership and the partner-
ship transfers money or other consideration to the
partner (without regard to the order of the transfers),
the transfers are presumed to be a sale of the property
to the partnership unless the facts and circumstances
clearly establish that the transfers do not constitute
a sale.’’ Conversely, the regulations provide that
transfers that occur more than two years apart are
presumed not to constitute a sale, unless the facts
and circumstances clearly establish that the transfers
constitute a sale.*

Because of the two-year presumptions, a spon-
sor can face an uphill battle in establishing that a
distribution of cash received within two years of the
contribution of property to the PTP is not part of a
sale of the property to the PTP. Moreover, even in
situations where the facts and circumstances clearly
establish that such a distribution and contribution
should not be viewed as a sale, the regulations require
the disclosure of transfers that occur within two years
of each other that are not treated as part of a sale,
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unless certain exceptions described below apply to
the transfers.?* Conversely, the presumptions provide
the sponsor with the benefit of the doubt on transfers
outside of the two-year period.

Exceptions to Disguised Sale Treatment. The regu-
lations under Code Sec. 707(a)(2)(B) also contain
several exceptions to disguised sale treatment. As is
explained below, two of these exceptions often prove
relevant in the PTP context. These relate to certain
reimbursements of preformation expenditures and
distributions of cash from operations.

Reimbursement for Preformation Expenditures. The
regulations provide, in relevant part, that a transfer of
money or other consideration by the partnership to a
partner is not treated as part of a sale of property by
the partner to the partnership to the extent that the
transfer to the partner by the partnership is made to
reimburse the partner for, and does not exceed the
amount of, capital expenditures that (1) are incurred
during the two-year period preceding the transfer by
the partner to the partnership, and (2) are incurred by
the partner with respect to property contributed to the
partnership by the partner.>* This exception allows a
partner to acquire or improve a property on behalf of
a partnership and to be repaid for the costs that the
partnership could have incurred itself. Importantly, the
exception does not appear to be limited to situations
in which the expenditures were made by the partner
in anticipation of the formation of the partnership. In-
stead, it appears that any contributed property that was
acquired or improved within the two years prior to the
contribution may be eligible for reimbursement.*®

The regulations, however, limit the availability
of this exception in cases where the contributed
property has a fair market value that exceeds 120
percent of its tax basis at the time of the contribu-
tion.>® In such cases, the contributing partner is
limited to a reimbursement of 20 percent of the
fair market value of the property.”” As a result, if a
property has appreciated by 19 percent over its tax
basis, the exception allows reimbursement of 100
percent of the capital expenditures with respect to
the property within the prior two years. By contrast,
if the same property has appreciated by 21 percent
over its tax basis, the reimbursement would be
limited to 20 percent of the fair market value of the
property. Therefore, particular attention must be
paid to whether and how this exception applies to
a specific contributed property.*

Exception for Certain Distributions of Cash from
Operations. The regulations recognize that the dis-
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guised sale rules should not prevent partners from
being able to share in distributions of the economic
returns of the partnership’s business. As such, the
regulations contain exceptions from disguised sale
treatment with respect to three common ways in
which a partner receives a share of the cash gener-
ated by the partnership’s operations.*

The most obvious in terms of concept, and least
obvious in terms of mechanics, is the exception for
a partner’s share of the operating cash flow of the
partnership.* Under this exception, a distribution will
not be treated as part of a sale to the extent it does
not exceed the product of (1) the net cash flow of the
partnership from operations for the year multiplied by
(2) the lesser of (a) the partner’s percentage interest
in overall partnership profits for that year or (b) the
partner’s percentage interest in overall partnership
profits for the life of the partnership.*' The regulations
provide the following formula for determining the
partnership’s net cash flow for the year:

m  Start—Taxable income or loss of the partnership
arising in the ordinary course of the partnership’s
business and investment activities

B Plus—Tax-exempt interest

m  Plus—Depreciation, amortization, cost recovery
allowances

m Plus—Noncash charges deducted in determining
taxable income

m  Minus—Principal payments made on any partner-
ship indebtedness

m  Minus—Property replacement or contingency
reserves actually established by the partnership

m  Minus—Capital expenditures when made other
than from reserves or from borrowings the pro-
ceeds of which are not included in operating
cash flow

B Minus—Any other cash expenditures (including
preferred returns) not deducted in determining
such taxable income or loss

m  EFquals—Net Cash Flow*

By adding back into taxable income any cost
recovery deductions and taking into account items
such as tax-exempt income and nondeductible
expenses, the formula focuses on the actual cash
returns of the partnership. However, because the
formula is mechanical, it can produce some un-
expected results. Therefore, close attention should
be paid to the application of the formula to the
particular facts.*

In addition to the two exceptions discussed above,
the regulations allow a partner to receive a reason-



able guaranteed payment or reasonable preferred
return without running afoul of the disguised sale
rules.** Guaranteed payments and preferred returns
are two ways in which partners can take priority
shares of the economic returns of the partnership.*
The payment of a guaranteed payment for the use
of a partner’s capital, or the distribution of money
attributable to a preferred return, is not considered to
be part of a sale as long as the sum of the payments
is reasonable in amount.* “Reasonable” is defined
in the regulations as not being in excess of the part-
ner’s unreturned capital,” multiplied by an interest
rate equal to 150 percent of the highest applicable
federal rate, at the appropriate compounding period
or periods, in effect at any time between when the
payment is added to the agreement and the end of
the tax year.*® While this exception is very useful
for many partnerships, PTP partnership agreements
historically have not often provided for guaranteed
payments and preferred returns payable within two
years of the formation of the PTP. The type of ad-
ditional economic return from a partnership that
typically are satisfied by a reasonable preferred re-
turn or guaranteed payment are, in the PTP context,
more commonly factored into the return on any
incentive distribution rights (IDRs), management
incentive units (MIUs) or other incentive interests.*
Thus, these exceptions have been used less fre-
quently by sponsors of PTPs than the exception for
reimbursement of preformation expenditures and
operating cash flow distributions.

Role of Liabilities in Disguised Sales. An often
overlooked component of the disguised sale analysis
is the impact liabilities have on the amount of gain
potentially recognized. It should come as no surprise
that liabilities would come into play in a disguised
sale scenario, given that the general rules of the Code
include liabilities in the amount realized upon the a
sale of encumbered property.>® As such, the Treasury
and the IRS could have written rules that would treat
the assumption of any liability in connection with the
contribution of encumbered property as proceeds
from a sale of the property. However, the disguised
sale regulations instead generally attempt to treat
liability assumptions within the normal functioning
of a partnership as not giving rise to a sale in those
situations in which a sale otherwise would not have
existed. To achieve this, the Code Sec. 707(a)(2)(B)
liability rules generally look to the extent to which
a contributing partner has used a liability to “cash
out” of the property.
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The disguised sale regulations divide the universe
of liabilities into two categories—liabilities that are
“qualified” and those that are not. If a liability is quali-
fied, its assumption by the partnership generally will
only be treated as the proceeds of a sale to the extent
that the transaction already is treated as a sale under
Code Sec. 707(a)(2)(B).”' Thus, the partnership’s as-
sumption of this special category of liabilities cannot,
on its own, create a sale transaction. The regulations
provide four categories of qualified liabilities:

m A liability (1) that was incurred by the partner
more than two years prior to the earlier of the
date the partner agrees in writing to transfer
the property or the date the partner transfers
the property to the partnership, and (2) that has
encumbered the transferred property throughout
that two-year period.* This category encompasses
“old and cold” liabilities that are unlikely to have
been incurred in anticipation of the formation of
the partnership. It does not matter what the pro-
ceeds of the borrowing were used for in order for
this type of liability to be considered qualified.
However, special attention should be paid to
make sure that the liability has encumbered the
contributed property for the last two years.

m  Aliability that is allocable under the interest trac-
ing rules® to capital expenditures with respect to
the property.** The logic behind making this kind
of liability “qualified” appears to be that, where
the proceeds of the borrowing are put into the
property through the acquisition or capital expen-
ditures, it cannot generally be said that the partner
has used the liability to “cash out” of the property.
Moreover, the partnership itself could have bor-
rowed the funds and acquired the property.

m Aliability that was incurred in the ordinary course
of the trade or business in which the property
transferred to the partnership was used or held,
but only if all the assets related to that trade or
business are transferred (other than assets that
are not material to a continuation of the trade or
business).> This category takes into account the
types of trade or business liabilities that would
be expected to be part of the contribution of a
trade or business to a partnership.

m A liability that was not incurred in anticipation
of the transfer of the property to a partnership,
but that (1) was incurred by the partner within
the two-year period prior to the earlier of the
date the partner agrees in writing to transfer the
property or the date the partner transfers the
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property to the partnership; and (2) has encum-
bered the transferred property since incurred.>
This category appears to be intended to include
liabilities that do not meet the other three catego-
ries of qualified liabilities (for example, newer
debts where the proceeds were used for purposes
unrelated to the partnership), but that nonetheless
do not evidence an attempt by the contributing
partner to cash out of the contributed property.
Importantly, however, a liability incurred within
two years of the contribution that is not in the
second or third categories described above is
presumed to have been incurred in anticipation
of the transfer unless the facts and circumstances
clearly establish otherwise.”” Further, the contrib-
uting partner is required to disclose on its return
that it is treating a liability as a qualified liability
under this category.>®
As mentioned above, the ability to exclude quali-
fied liabilities from potential proceeds realized in a
disguised sale is limited to those situations in which
the contributing partner has not received any other
consideration that is treated as part of a disguised
sale. Where the contribution is otherwise treated as
a disguised sale, the regulations provide that a por-
tion of any qualified liability also will be considered
amount realized on the sale.** This portion is the lesser
of (1) the amount that would be considered proceeds
if the liability were not a qualified liability; and (2)
the amount obtained under a formula provided in the
regulations.® This formula incorporates a proportion-
ate share of the qualified liability to consider as an
additional amount realized on the sale. Specifically,
the formula is shown in Chart 1.

Chart 1.

Other disguised sale proceeds

Amount of (incl. nonqualified liabilities)

qualified liability

FMV of the property minus
the qualitied liability

' Reg. §1.707-5(a)(5).

Unlike a qualified liability, a partnership’s as-
sumption from a partner of a liability that is not a
qualified liability can, on its own, create a disguised
sale under Code Sec. 707(a)(2)(B). The disguised sale
rules relating to nonqualified liabilities generally are
based on how liabilities are allocated for purposes of
determining their impact on a partner’s basis under
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Code Sec. 752. Code Sec. 752 allocates liabilities
among the partners with the view that the partners
remain economically “on the hook” in some way
for the payment of the liabilities. The disguised sale
rules borrow from that view to determine the extent
to which the burden for the payment of a liability
assumed by the partnership has shifted to the other
partners. For recourse liabilities (i.e., liabilities for
which a partner or person related to a partner bears
the economic risk of loss), the regulations measure
the shift in the burden by comparing the amount of
the liability with the contributing partner’s Code Sec.
752 share after the contribution.®' The contributing
partner is generally considered to have received
proceeds on a disguised sale to the extent that the
amount of the recourse liability assumed from the
contributing partner by the partnership exceeds such
partner’s share of the liability under Code Sec. 752.

The rule for nonrecourse liabilities (i.e., liabilities
for which only the creditor bears the economic risk of
loss) is less obvious. Rather than following the way in
which the liabilities are allocated under the Code Sec.
752 nonrecourse liability rules, the disguised sale rules
apply a modified version of the Code Sec. 752 rules. For
nonrecourse liabilities, Code Sec. 752 employs a three-
tier allocation scheme. For purposes of the disguised
sale rules, however, the amount a nonrecourse liability
shifts away from the contributing partner is determined
as if the entire liability were allocated under the third
tier.” The allocation under the third tier can vary by
partnership, but the default is for the allocation to be
based on the partners’ sharing of profits.** By using
only this tier, the disguised sale rules look to how the
partner’s share of partnership profits will be burdened
by the payment of the liability by the partnership. In
situations in which a partner will be contributing non-
qualified liabilities that may give rise to proceeds on
a disguised sale, the partner may consider whether he
or she would be willing to guarantee the liability to
prevent the liability from shifting to other partners.

In a situation in which a sponsor wishes to monetize
a portion of the value of property it contributes to the
PTP, the sponsor may want to consider using the rules
regarding nonqualified liabilities, as opposed to having
the PTP distribute a portion of the money received from
the public in the IPO. Because only the portion of a
nonqualified liability that shifts to the public unitholders
is treated as giving rise to amount realized on a sale, the
sponsor may be able to borrow against the value of the
contributed property, retain the proceeds of the borrow-
ing and be treated as having a smaller amount realized



Chart 2.

February 2010

The partner’s share of the liability determined
under the non-qualified liability rules

The amount of the proceeds of the borrowing
distributed to the partner

The total amount of the liability’

' Reg. §1.707-5(b)2)(i).

than if public money had been distributed to the partner.
For example, assume that a sponsor is forming a PTP in
which the sponsor will have a 55-percent profit share
and the sponsor wishes to receive $100 on formation.
If $100 in cash is distributed to the sponsor out of the
public’s money, the full $100 will be presumed to be
proceeds in a disguised sale unless one of the excep-
tions discussed above applies. In contrast, if the sponsor
were to borrow $100 on a nonrecourse basis against the
value of the contributed property and retain the $100,
only $45 (i.e., the amount of the liability that would
be considered to have shifted under the nonqualified
liability rules) would be treated as amount realized on
a disguised sale. While the drawback is that the PTP
would have $100 of additional liabilities on its books
atformation, the sponsor may want to consider whether
this is an attractive alternative.

Rather than having the partnership assume liabilities
from the sponsor in connection with the contribu-
tion of property, it is also possible that the PTP may
encumber the contributed property after the contri-
bution and distribute the proceeds of the borrowing
to the sponsor. To the extent the distribution is made
within two years of the contribution, the transfers
would generally be within the two-year presumption
for disguised sales described above. However, the
disguised sale liability rules also include an alterna-
tive, pursuant to which a partner is allowed to borrow
money through the partnership and receive a distribu-
tion of money that will, at least in part, be respected
as a partnership distribution rather than as proceeds
from a disguised sale. The regulations provide that,
if a partner transfers property to a partnership, the
partnership incurs a liability, and all or a portion of
the proceeds of that liability are allocable under the
interest tracing rules® to a transfer of money or other
consideration to the partner made within 90 days of
incurring the liability, the transfer of money or other
consideration to the partner is taken into account only
to the extent that the amount of money or the fair
market value of the other consideration transferred
exceeds that partner’s allocable share of the partner-
ship liability.®® For purposes of this “debt-financed

Taxes—THE TAx MAGAZINE®

distribution rule,” a partner’s share of the liability is
determined as shown in Chart 2.

The formula itself highlights an important issue
to note when considering a debt-financed distribu-
tion: The rule generally does not allow a partner to
withdraw a dollar-for-dollar share of the proceeds of
the borrowing. For example, the fact that a partner
would have a $50 share of a $100 liability under the
nonqualified liability rules does not translate into the
partner being able to receive a distribution of $50 as
a tax-free debt-financed distribution. Based on the
formula in the regulations, under these simple facts
every dollar distributed to the partner includes $0.50
taken from the other partners’ share of the debt pro-
ceeds.®” Therefore, while a debt-financed distribution
can be a useful alternative to receiving a distribution
of the public’s contributed money where a sponsor
wishes to monetize a portion of the value of contrib-
uted property, consideration should be given to the
impact of the formula on the distribution.

C. Acquisition of Property by the
PTP Through a Merger

As an alternative to the sponsor contributing property
to the PTP, the sponsor may consider merging an ex-
isting entity that currently holds property into the PTP.
The U.S. federal income tax consequences of such a
merger will largely depend on whether the entity that
is merging into the PTP is regarded for U.S. federal
income tax consequences.® For example, if the spon-
sor merges a wholly owned limited liability company
that is classified as a disregarded entity® into the
PTP, the U.S. federal income tax consequences will
generally be the same as a direct contribution of the
property by the sponsor as discussed above.

If the entity that is merged into the PTP is classified
as a partnership for U.S. federal income tax purposes,
however, additional complexities may be raised. The
partnership merger regulations generally provide that
the merged entity is considered a continuation of the
partnership the members of which own an interest of
more than 50 percent in the capital and profits of the
resulting partnership.” In situations where the sponsor
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intends to hold more than 50 percent of the PTP after
the merger, this could mean that either the PTP or the
merging entity could be viewed as the continuing part-
nership. To break such a “tie,” the regulations provide
that, if the merged partnership could be viewed as the
continuation of more than one of the merging partner-
ships, it will be considered to be a continuation of the
partnership that is credited with the contribution of the
assets with the greatest fair market value.”” The other
partnerships involved in the merger transaction will be
considered to have terminated for U.S. federal income
tax purposes, even in situations where the merged
entity continues to exist for state law purposes.”

The determination of which partnership is consid-
ered to be the continuing partnership for U.S. federal
income tax purposes can produce some unexpected
results in connection with the formation of a PTP.
Specifically, where the existing entity holds all of the
property that will be held by the PTP, it is possible
that the PTP will be considered a continuation of the
existing entity for U.S. federal income tax purposes.
This may be the opposite of the state law outcome of
the transaction and can catch sponsors off-guard with
regard to the proper employer identification number
(EIN) to be used by the PTP. The regulations provide
that the merged entity must continue to use the EIN of
the partnership deemed to be the continuing partner-
ship for U.S. federal income tax purposes.” However,
it is common for the sponsor to apply for a new EIN
for the newly formed PTP state law partnership and
to use this EIN on all public filings. This often is done
before the sponsor has determined how the PTP will
be capitalized. In such a situation, applying the rule
in the merger regulations may be inconsistent with the
PTP’s public filings.”*

A merger of an existing entity into the PTP also
can create additional complexity in tracking the
built-in gain or loss in the property acquired in the
merger. The partnership merger regulations provide
a “default form” for the accomplishment of a part-
nership merger. The regulations generally provide
that the merged or consolidated partnership that is
considered terminated is deemed to contribute all of
its assets and liabilities to the continuing partnership
in exchange for an interest in the continuing part-
nership, and immediately thereafter, the terminated
partnership is deemed to distribute interests in the
resulting partnership to its partners in liquidation of
the terminated partnership.”> Additional complexity
may result with regard to the application of Code Sec.
704(c) to the extent the terminating partnership was
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required to track built-in gain or loss in its property
prior to the merger. How this pre-merger built-in gain
or loss is to be taken into account by the partnership
is not entirely clear. Although the IRS and the Treasury
have issued proposed regulations that are intended
to address some of the uncertainty,” the proposed
regulations raised some additional questions about
the proper application of the Code Sec. 704(c) rules
in the context of a merger, with respect to which the
IRS and the Treasury have invited public input.””

D. Purchase of Property by the
PTP from a Third Party

Where the sponsor does not currently hold the prop-
erty that will make up the operating assets of the
PTP, it may be desirable for the PTP to purchase the
assets directly from a third party. This often involves
the sponsor first negotiating for the acquisition of the
property, and then assigning the purchase agreement
to the newly formed PTP.

If the decision is made that the PTP will acquire its
operating assets directly from a third party, the spon-
sor must determine how the purchase will be funded.
As with the decision making process above regard-
ing whether to contribute or sell the property to the
partnership, the decision with regard to funding the
PTP’s acquisition may be determined based on the
cash needs of the sponsor. A sponsor with cash on
hand to contribute to the PTP’s business may fund all
or a part of the purchase price of the assets. A spon-
sor without the luxury of cash to invest in the venture
may be forced to look to the public’s investment or a
loan to fund the acquisition. In making this decision,
the sponsor must weigh the PTP’s need for operating
capital with the possible negative rating agency impact
of leveraging the PTP at the time of its formation.

V. Conclusion

The above discussion highlights some of the partner-
ship tax issues that the sponsor will face in deciding
how the sponsor may acquire its units and the PTP
may acquire its property. The next installment of this
primer will pick up with the U.S. federal income tax
issues surrounding the admission of the public and
management to the PTP. It also will focus on some of
the unique U.S. federal income tax issues arising from
the operation of a natural resources PTP (including
the difficulties that a natural resources PTP will face
in applying the allocation provisions in its partner-
ship agreement).
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contained herein is of a general nature and
based on authorities that are subject to
change. Applicability of the information
to specific situations should be determined
through consultation with your tax advi-
sor. This article represents the views of
the authors only, and does not necessarily
represent the views or professional advice
of KPMG LLP.

! Except to the extent provided otherwise,
all Code Sec. references are to the Internal
Revenue Code of 1986, as amended (“the
Code”), or to the Treasury regulations
promulgated thereunder.

2 As was indicated in Part I, this primer is
limited in scope to a discussion of certain
tax issues. It does not address other issues,
such as legal, regulatory or accounting is-
sues.

> The regulations under Code Sec. 704(b)
provide rules regarding when a partner-
ship’s allocations of tax items are to be
respected for U.S. federal income tax
purposes. Very generally, allocations of
partnership items under a partnership
agreement must have substantial economic
effect (within the meaning of Code Sec.
704(b)) or be in accordance with the part-
ners’ interests in the partnership. In order
for an allocation to have “substantial eco-
nomic effect” under the Code Sec. 704(b)
regulations, among other requirements, the
partnership agreement must provide for
the determination and maintenance of the
partners’ capital accounts in accordance
with certain specific rules set forth in Reg.
§1.704-1(b)(2)(iv).

4 Reg. §1.704-1(b)2)(iv)(b).

5 Reg. §1.704-1(b)(2)(iv)(]).

° This primer is not intended to provide ad-
vice to investors as to the tax consequences
of investing in a PTP. The tax consequences
to each investor may vary depending upon
such investor’s particular facts and circum-
stances. A potential investor should seek
advice from his or her own tax counsel
regarding the tax consequences of invest-
ing in a particular PTP.

7 There are some financial services PTPs that
do not utilize the remedial method (and
that do not have a Code Sec. 754 elec-
tion in effect). This often is the case with
partnerships employing mark-to-market
accounting, which minimizes the need for
the use of such approach.

8 The remedial method is described in
regulations issued under Code Sec. 704(c).
See Reg. §1.704-3(d). A subsequent issue
of this primer will examine the remedial
method in more detail.

Taxes—THE TAx MAGAZINE®

9

The discussion below generally assumes
that there is gain inherent in the property
from a U.S. federal income tax perspective
(i.e., the fair market value of the property
exceeds the tax basis of the property). If
instead there is a loss inherent in the prop-
erty (i.e., the property’s tax basis exceeds its
fair market value), consideration should be
given to the potential application of special
rules applicable to losses, such as rules that
can preclude loss recognition (e.g., Code
Secs. 267 and 707(b)(1)) and rules regard-
ing the allocation of a “built-in loss” by a
partnership (e.g., Code Sec. 704(c)(1)(C)).
As was explained in Part I, PTPs have been
raising an increasing amount of capital
through private placement transactions
known as PIPEs—i.e., Private Investment in
Public Entities. In a PIPEs transaction, large
investors, such as institutional investors
and investment funds, typically negotiate
directly with the PTP to purchase a large
volume of the same common units that
are issued to public investors, but at a dis-
counted rate. The units issued in the PIPEs
transaction often cannot be registered for
sale on the public market for a certain
period of time.

See generally Code Secs. 1012 and
1223.

Code Sec. 1031 generally allows a taxpayer
to defer the recognition of gain where
property held for productive use in a trade
or business or for investment is exchanged
for property of like-kind that will also be
held for productive use in a trade or busi-
ness or for investment.

A complete discussion of the like-kind
exchange rules is beyond the scope of
this article. However, structuring the sale
of property to a partnership as part of a
like-kind exchange under Code Sec. 1031
will generally require the assistance of
an unrelated third party (e.g., a qualified
intermediary within the meaning of Reg.
§1.1031(k)-1(g)) to facilitate the exchange
transaction. After the sponsor sells its
property to the partnership, the qualified
intermediary generally receives the consid-
eration for such property directly from the
partnership. The sponsor will have 45 days
from the date of the transfer to the partner-
ship to identify the potential replacement
properties that may be acquired in the
exchange and 180 days from the date of
the transfer to the partnership to acquire
some or all of the identified properties. See
Code Sec. 1031(a)(3); Reg. §1.1031(k)-1.
Code Sec. 722 provides that the basis of a
partnership interest acquired by a contribu-
tion of property, including money, to the
partnership is the amount of such money
and the adjusted basis of such property to
the contributing partner at the time of the
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contribution, increased by any gain recog-
nized under Code Sec. 721(b) (discussed
in text infra) to the contributing partner at
such time.

Code Sec. 723 generally provides that the
basis of property contributed to a partner-
ship by a partner is the adjusted basis of
such property at the time of the contribu-
tion increased by any gain recognized
under Code Sec. 721(b) to the contributing
partner at such time.

Code Sec. 1223 generally provides that,
in determining the period for which the
taxpayer has held property received in
an exchange, there shall be included the
period for which he held the property
exchanged if the property has, for the
purpose of determining gain or loss from a
sale or exchange, the same basis in whole
or in part in his hands as the property ex-
changed, and the property exchanged at
the time of such exchange was a capital
asset as defined in Code Sec. 1221 or
property described in Code Sec. 1231. A
partner can have a “divided” holding pe-
riod in a partnership interest if the partner
either (1) acquired portions of the interest
at different times or (2) acquired portions
of the interest in exchange for property
transferred at the same time but with dif-
ferent holding periods. The portion of the
interest to which a holding period relates
generally is determined by reference to the
ratio of the fair market value of the interest
received in the transaction to which the
holding period relates to the fair market
value of the entire interest (immediately
after the transaction). See generally Reg.
§1.1223-3(a) and (b).

See, e.g., Reg. §1.704-3(a)(1).

As indicated in note 7, supra, some finan-
cial services PTPs do not use the remedial
method.

As will be explained further in a subse-
quent installment of this article, the reme-
dial method of Code Sec. 704(c) is also key
in maintaining the fungibility of the public
investors’ units.

As indicated in note 9, supra, this discus-
sion generally assumes that there is a tax
gain (rather than a loss) inherent in the
contributed property.

Act Sec. 1002(a) of P.L. 105-34.

For this purpose, stock and securities in a
“subsidiary” corporation are disregarded
and the parent corporation is deemed to
own its ratable share of the subsidiary’s as-
sets. A corporation is generally considered
a subsidiary if the parent owns at least 50
percent of the combined voting power or
the total value of shares of all classes of
stock outstanding. Reg. §1.351-1(c)(4).
Code Sec. 704(c)(1)(B) provides that, if
property is contributed to a partnership
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and, within seven years of contribution,
such property is distributed to another
partner, the contributing partner is treated
as recognizing gain or loss from the sale
or exchange of such property (i.e., on the
distribution) in an amount equal to the
amount of gain or loss that would have
been allocated to such partner under Code
Sec. 704(c)(1)(A) had the property been
sold by the partnership for its fair market
value at the time of the distribution. If
Code Sec. 704(c) property is subsequently
contributed to a lower-tier partnership,
the interest in the lower-tier partnership
received in exchange for the Code Sec.
704(c) property is treated as successor
Code Sec. 704(c) property. Reg. §1.704-
3(a)(8).

Code Sec. 737 generally provides that, in
the case of a distribution by a partnership
to a partner, such partner shall be treated
as recognizing gain in an amount equal to
the lesser of (1) any excess of the value of
the property (other than money) received
in the distribution over the partner’s basis
in its partnership interest reduced (but
not below zero) by the amount of money
distributed, or (2) the “net precontribution
gain” of the partner. Net precontribution
gain generally is the net gain that would
be recognized by the distributee partner
under Code Sec. 704(c)(1)(B) if all the
property the partner had contributed to
the partnership within the previous seven
years that is still held by the partnership
were distributed by the partnership to
another partner.

See Proposed Reg. §1.337(d)-3(d) and
(h), Example 3, 57 FR 59324 (Dec. 15,
1992).

Reg. §1.707-3(a)(2).

The partnership, having newly purchased
the property, will have a new placed-in-
service date for depreciation or amortiza-
tion purposes as well.

See, e.g., Reg. §1.707-3(f), Example 1.
The IRS included an explicit rule against
the “cherry-picking” of high basis proper-
ties in the proposed disguised sale regula-
tions. Prop. Reg. §1.707-3(e), 56 FR 19055
(Apr. 25, 1991). In response to criticism
that this was inconsistent with some exist-
ing case law, under which specific iden-
tification of property may be appropriate
where a business purpose exists, this rule
was removed from the final regulations.
T.D. 8439, 57 FR 44974 (Sept. 30, 1992).
However, this appears to be an area for
caution.

Reg. §1.707-3(b)(2)
Reg. §1.707-3(c)(1)
Reg. §1.707-3(d).
Reg. §1.707-3(c)(2). Under the regula-
tions, disclosure is made on a completed
Form 8275 or on a statement attached to
the return of the transferor of the property
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for the taxable year of the transfer. Reg.
§1.707-8(b).

Reg. §1.707-4(d). A partner may also be
reimbursed for partnership organization
and syndication costs under Code Sec.
709. Id. The impact of the organization
and syndication costs associated with a
PTP will be discussed in a subsequent
installment of this primer.

It should be noted that, while the reim-
bursement for preformation expenditures
is an exception to disguised sale treatment,
it does not eliminate the requirement of
disclosure for transfers within two years of
each other that are not treated as part of a
sale. See, e.g., Reg. §1.707-3(c)(2)(iii).

Id.

Id.

To the extent the sponsor contributes mul-
tiple properties to the PTP, consideration
should also be given to whether the fair
market value limitation applies to the con-
tribution as a whole (taking into account
the net appreciation in all of the assets
contributed by the sponsor) or whether the
limitation is more properly applied to each
contributed property on a property-by-
property basis. For a more detailed discus-
sion of this issue, see Gregory J. Marich and
Barksdale Hortenstine, A Comprehensive
Guide to Interpreting and Living with the
Rules Governing Disguised Sales of Prop-
erty, 2006 TNT 59-35 (2006).

It should be noted that, unlike in the case
of the exception for reimbursement of
preformation expenditures, the use of these
exceptions does not require disclosure for
transfers within two years that are not treated
as part of a sale. Reg. §1.707-3(c)(2).

Reg. §1.707-4(b).

Reg. §1.707-4(b)(2)(i).

Reg. §1.707-4(b)(2)(i). Note that the
regulation does not define “reserves” or
“contingency reserves” for purposes of this
formula.

For example, the disconnect between the
net cash flow definition and the Code
Sec. 704(b) rules is discussed in Gregory
J. Marich and Barksdale Hortenstine, A
Comprehensive Guide to Interpreting
and Living with the Rules Governing Dis-
guised Sales of Property, 2006 TNT 59-35
(2006).

Reg. §1.707-4(a).

Generally, the difference between a guar-
anteed payment and a preferred return is
the capacity in which the partner receives
payment. Under Code Sec. 707(c), a
guaranteed payment is, for some purposes,
treated as made to one not acting in their
capacity as a partner, and is similar to an
interest charge for the use of the partner’s
capital or compensation for services per-
formed by the partner. A preferred return,
in contrast, generally is a priority allocation
of partnership profits to a partner, which
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may be matched with an immediate dis-
tribution of money.

Reg. §1.707-4(a)(3)(i). In addition, the pay-
ments must have been provided for in the
partnership agreement.

Unreturned capital generally is determined
at the beginning of the tax year. However,
the partner has the option of looking to the
weighted average capital balance for the
year. Reg. §1.707-4(a)(3)(ii). This allows
the partner to take into account capital
contributions made during the year.

Reg. §1.707-4(a)(3)(ii).

See Part | for a discussion of IDRs, MIUs
and other incentive interests.

Reg. §1.1001-2(a)(1).

Reg. §1.707-5(a)(5)(i).

Reg. §1.707-5(a)(6)(i)(A).

Reg. §1.163-8T.

Reg. §1.707-5(a)(6)(i)(C).

° Reg. §1.707-5(a)(6)(i)(D).

(
Reg. §1.707-5(a
Reg. §1.707-5(a
Reg. §1.707-5(a)(7)(ii).
Reg. §1.707-5(a)(5
Id.

Reg. §1.707-5(a)(

)2)().
Reg. §1.752-3(a).
)(2)(i

> Reg. §1.707-5(a)(2)(ii).

Reg. §1.752-3(a)(3). It should be noted,
however, that the Code Sec. 752 regula-
tions allow a partnership the option of
first allocating the third tier based on any
remaining built-in gain in the partnership’s
assets after the application of the second
tier. Id.

Reg. §1.163-8T. One complication in
taking advantage of the debt-financed
distribution exception is that, because
the regulations refer to the interest trac-
ing rules, tracing the proceeds of the
borrowing to the distribution made to a
partner may create an additional burden
in determining the deductibility of interest.
However, this is less of a concern in the
case of the formation of a PTP, where the
sponsor likely would employ the distrib-
uted proceeds from the borrowing in its
trade or business.

Reg. §1.707-5(b)(1).

It should be noted that the regulations con-
tain a variation on the rule for situations in
which the partnership makes debt-financed
distributions to multiple partners pursuant to
aplan, in which the formula looks to the total
percentage of the proceeds distributed pursu-
ant to the plan. Reg. §1.707-5(b)(2)(ii).
Under Reg. §1.7701-3(b)(1), unless a busi-
ness entity is a per se corporation or elects
to be classified as a corporation, a domes-
tic entity with a single owner is disregarded
as an entity separate from its owner for U.S.
federal income tax purposes.

As indicated in note 69, supra, the wholly
owned limited liability company cannot be
classified as a disregarded entity if it has
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elected to be classified as a corporation for
U.S. federal income tax purposes.

Reg. §1.708-1(c)(1).

Id.

Id. This is in contrast to situations in which
the sponsor contributes to the PTP a por-
tion of the interests in an existing partner-
ship, while retaining the remainder of the
partnership interests, such that the existing
partnership will continue to be regarded for
U.S. federal income tax purposes. How-

N

ever, the sponsor must be wary of whether
the contribution would cause the existing
partnership to technically terminate under
Code Sec. 708(b)(1)(B). Because a techni-
cal termination will cause depreciation to
re-start on any depreciable property held
by the partnership, this can be a harsh
result. See Code Sec. 168(i)(7).

Reg. §1.708-1(c)(2).

Moreover, the EIN guidance relating to
employment taxes contradicts the merger

February 2010

rules. See, e.g., Reg. §1.6109-1(h). For an
in-depth discussion of the difficult interac-
tion between the partnership merger rules
and the rules relating to EINs see the letter
from KPMG, LLP (KPMG) to Commissioner
Shulman of the IRS, dated May 19, 2009,
2009 TNT 105-15 (June 4, 2009).

7> Reg. §1.708-1(c)(3)(i).
7% FR 46932 (Aug. 22, 2007).
7 Notice 2009-70, IRB 2009-34, 255 (Aug.

24, 2009).
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