Section 108.—Income From to purchase nondepreciable property fdfons results in a tax loss to either partnel
Discharge of Indebtedness $10,000. The loan was nonrecoursé\to Rather, the allocations result only in ad-
andB and was secured only by the propjustments toA’'s andB'’s capital accounts.

26 CFR 1.108-1(a)(1): Income from discharge of erty. No principal payments were due foifhus, the cumulative effect of the specia
indebtedness. 6 years, and interest was payable semi-aaHocations is to reduce each partner’

Do allocations of cancellation of indebtedness innually at a market rate. capital account to zero immediately fol-
come to an insolvent partner lack substantiality After one year, the fair market value ofowing the allocations despite the fact tha
under § 1.704-1(b)(2)(ii)) of the Income Tax Reguthe property fell from $10,000 to $6,000B is allocated $2,000 of income for tax
lations when the partners amend the partnership, ;¢ the principal amount of the loan repurposes.

agreement to create offsetting special allocations of _.
particular items after the events giving rise to thénamed $8,000. As part of a workout

items have occurred? See Rev. Rul. 99-43, on ti¥Tangement among the baﬁ’BS A, and

page. B, the bank reduced the pr|nC|pa_I amount gection 61(a)(12) provides that gross
of the loan by $2,000, andl contributed jncome includes income from the dis-
an additional $500 tBRS A’s capital ac- charge of indebtedness.

Section 704.—Partner’s count was credited with the $500, which Rey. Rul. 91-31, 1991-1 C.B. 19,

Distributive Share PRSused to pay currently deductible exno|ds that a taxpayer realizes COD in-
penses incurred in connection with th@ome when a creditor (who was not the

26 CFR 1.704-1: Determination of partners  workout. All $500 of the currently de- sejier of the underlying property) reduces

distributive share. ductible workout expenses were allocateghe principal amount of an under-securec

26 CFR 1.704-2: Allocations attributable to to A. B made no additional contribution nonrecourse debt.

nonrecourse liabilities. of Capital. At the time of the WOI’kOLB Under § 704(b) and the regu|ations

Also Part 1, section 108; 1.108-1(a)(1). P el : . .
( @) was insolvent within the meaning ofthereunder, allocations of a partnership’s

Partnership allocations; cancellation & 108(a) of the Internal Revenue Code. jtems of income, gain, loss, deduction, ol
of nonrecourse indebtednessThis rul- andB agreed that, after the workow, credit provided for in the partnership
ing provides guidance on the substantiavould have a 60-percent interest ad agreement will be respected if the alloca:
ity of special allocations made by amendwould have a 40-percent interest in th@ons have substantial economic effect. Al-

ments to a partnership agreement after ttofits and losses ¢tRS ~locations that fail to have substantial eco

events giving rise to the specially allo- As a result of the property’s decline innomic effect will be reallocated according

cated items have occurred. value and the workoutPRShad two to the partners’ interests in the partnershi
items to allocate betweehandB. First, (as defined in § 1.704-1(b)(3)).

Rev. Rul. 99-43 the agreement to cancel $2,000 of the Section 1.704—-1(b)(2)(ivi( provides
loan resulted in $2,000 of cancellation ofhat a partnership may, upon the occur

ISSUE indebtedness income (COD income)tence of certain events (including the

, , SecondA's contribution of $500 t®°RS contribution of money to the partnership
Do partnership allocations lack subyyas an event that requir@®RS under the by a new or existing partner), increase o
stantiality under § 1.704-1(b)(2)(ii)) of partnership agreement, to revalue partnegiecrease the partners’ capital accounts |
the Income Tax Regulations when thghip property and adjusts andB's capi- reflect a revaluation of the partnership
partners amend the partnership agreemegj accounts. Because of the decline iproperty.
to create offsetting special allocations ofajye of the property, the revaluation re- Section 1.704—1(b)(2)(iyj provides
particular items after the events givingjted in a $4,000 economic loss thamhat, to the extent a partnership's propert
rise to the items have occurred? must be allocated betweekis andB’s s reflected on the books of the partner
FACTS capital accounts. ship at a book value that differs from the
Under the terms of the original partneradjusted tax basis, the substantial ecc
A and B, both individuals, formed a ship agreement,PRSwould have allo- nomic effect requirements apply to the al-
general partnershig?RS A andB each cated these items equally betwe®mand locations of book items. Section 704(c)
contributed $1,000 and also agreed th&. A andB, however, amend the partnerand § 1.704-1(b)(4)(i) govern the part-
each would be allocated a 50-percergthip agreement (in a timely manner) tmers’ distributive shares of tax items.
share of all partnership items. The parthake two special allocations. FirBRS Section 1.704-1(b)(2)(i) provides that
nership agreement provides that, upon ttepecially allocates the entire $2,000 ofhe determination of whether an alloca-
contribution of additional capital by eitherCOD income toB, an insolvent partner. tion of income, gain, loss, or deduction
partner,PRS must revalue the partner-SecondPRSspecially allocates the book(or item thereof) to a partner has substar
ship’s property and adjust the partnerdoss from the revaluation $1,000Acand tial economic effect involves a two-part
capital accounts under § 1.704-1(b)(2)$3,000 toB. analysis that is made at the end of the
@(iv)(F). While Areceives a $1,000 allocation ofpartnership year to which the allocation
PRSborrowed $8,000 from a bank andook loss an® receives a $3,000 alloca-relates. In order for an allocation to have
used the borrowed and contributed fundson of book loss, neither of these allocasubstantial economic effect, the allocatior



must have both economic effect (withinlor allocations) in a partnership taxabléncome arises in connection with the can-
the meaning of § 1.704-1(b)(2)(ii)) andyear is not substantial if the allocationgellation of a nonrecourse debt.
be substantial (within the meaning ofare transitory. Allocations are considered The economic effect of an allocation is
§ 1.704-1(b)(2)(iii)). transitory if a partnership agreement pronot substantial if, at the time that the allo-
Section 1.704-1(b)(2)(iiif) provides vides for the possibility that one or morecation becomes part of the partnershig
that the economic effect of an allocatiorallocations (the “original allocation(s)”) agreement, the allocation fails each of
(or allocations) is substantial if there is avill be largely offset by other allocationstwo tests. The allocation fails the first test
reasonable possibility that the allocatiorfthe “offsetting allocation(s)”), and, at theif the after-tax consequences of at leas
(or allocations) will substantially affecttime the allocations become part of thene partner may, in present value terms
the dollar amounts to be received by thpartnership agreement, there is a strorip enhanced compared to the conse
partners from the partnership independetikelihood that (1) the net increases anduences if the allocation (or allocations)
of the tax consequences. However, thdecreases that will be recorded in the panvere not contained in the partnership
economic effect of an allocation is noters’ capital accounts for the taxable yeamgreement. The allocation fails the sec:
substantial if, at the time the allocatiorto which the allocations relate will not dif-ond test if there is a strong likelihood that
becomes part of the partnership agreder substantially from the net increases anthe after-tax economic consequences o
ment, (1) the after-tax economic consedecreases that would be recorded in sucio partner will, in present value terms, be
guences of at least one partner may, ipartners’ respective capital accounts fosubstantially diminished compared to
present value terms, be enhanced corstich years if the original and offsetting alsuch consequences if the allocation (or al
pared to the consequences if the alloc#cation(s) were not contained in the partocations) were not contained in the part-
tion (or allocations) were not contained imership agreement, and (2) the total tax Inership agreement.
the partnership agreement, and (2) there ability of the partners (for their respective A andB amended théRSpartnership
a strong likelihood that the after-tax ecotax years in which the allocations will beagreement to provide for an allocation of
nomic consequences of no partner will, inaken into account) will be less than if thehe entire $2,000 of the COD incomeBo
present value terms, be substantially dallocations were not contained in the partB, an insolvent taxpayer, is eligible to ex-
minished compared to the consequence®rship agreement. clude the income under § 108, so it is un-
if the allocation (or allocations) were not Section 761(c) provides that a partnettikely that the $2,000 of COD income
contained in the partnership agreemenship agreement includes any modificawould increaseéB’'s immediate tax liabil-
In determining the after-tax economidions made prior to, or at, the time preity. Without the special allocatiord,
benefit or detriment to a partner, tax conscribed for filing a partnership return (notwho is not insolvent or otherwise entitled
sequences that result from the interactiomcluding extensions) which are agreed tt exclude the COD income under § 108,
of the allocation with the partner’s tax atby all partners, or which are adopted invould pay tax immediately on the $1,000
tributes that are unrelated to the partnesuch other manner as may be provided lf COD income allocated under the gen-

ship will be taken into account. the partnership agreement. eral ratio for sharing incomeA and B
Section 1.704-1(b)(2)(iiil) provides also amended theRSpartnership agree-
that the economic effect of an allocatiof*NALYSIS ment to provide for the special allocation

(or allocations) in a partnership taxable prgis free to allocate partnershipOf the book loss resulting from the revalu-
year is not substantial if the allocations regems petweerm andB in accordance with ation- Because the two special allocation:
sult in shifting tax consequences. Shiftg, o provisions of the partnership agreeQﬁset each othe® will not realize any
ing tax consequences result when, at theant if the allocations have substantigfconomic benefit from the $2,000 income
time the allocation (or allocations) be-gconomic effect under § 1_704_1(b)(2)§illocation, even if the property subse-
comes part of the partnership agreemenfy ihe extent that the minimum gainquently appreciates in value.
there is a strong likelihood that (1) the ne&hargeback rules do not appIZOD in- The economics oPRSare unaffected
increases and decreases that will bgyne may be allocated in accordanclY the paired special allocations. After
recorded in the partners’ respective capiyith the rules under 5 1.704_1(b)(2)_the capital accounts &4 andB are ad-
tgl accounts f(_)r the taxable year will notrhis is true notwithstanding that the copusted to reflect the spemal allocations,
differ substantially from the net increases andB each have a capital account of zero
and decreases that would be recorded 1 ynder certain circumstances, the COD incom&Conomically, the situation of both part-
the partners’ respective capital accouniwould be allocated between the partners in acconers is identical to what it would have
for the year if the allocations were nowance with their shares of partnership minimum gaieen had the special allocations not oc
contained in the partnership agreemenpPecause the cancellation of the nonrecourse deg;req. |n addition, a strong likelihood
and (2) the total tax liability of the part-ggiﬁldsr:z; Itl'goj_d;g)ea;i\;:e\?::t?f r;?s'psﬁglmnéxists that the total tax liability @€ andB
ners (for their respective tax years ilnere is no minimum gain because the prmcipgmn be less than iPRShad allocated 50
which the allocations will be taken intoamount of the debt never exceeded the propertypercent of the $2,000 of COD income anc
account) will be less than if the alloca-book value. Therefore, the minimum gain charge50 percent of the $4,000 book loss to eacl
tions were not contained in the partner?ack requirement does not govern the manner ?artner. Therefore, the special allocation:s
. which the COD income is allocated between A an - e
ship agreement. B. and PRS's special allocation of COD incomf COD income and book loss are shifting
Section 1.704-1(b)(2)(iii¥) provides myst satisfy the substantial economic effect stardllocations under § 1.704—1(b)(2)(ib)(
that the economic effect of an allocatiordard. SeeRev. Rul. 92-97, 19922 C.B. 124. and lack substantiality. (Alternatively, the




allocations could be transitory allocationglate the allocations. Insted®RSs allo- DRAFTING INFORMATION

under § 1.704-1(b)(2)(iiip) if the alloca- cations of gain or loss must be closely L )

tions occur during different partnershipscrutinized in determining the appropriate 1€ Principal author of this revenue

taxable years). tax consequencesCf. § 1.704-1(b)- "1ling is David J. Sotos of the Office of
This conclusion is not altered by the(4)(vi). In this situation, the special allo-ASSistant Chief Counsel (Passthrough:

“value equals basis” rule that applies ircations of the $2,000 of COD income an@Nd Special Industries). For further infor-

determining the substantiality of an allo$4,000 of book loss will not be respectedation regarding this revenue ruling con-

cation. See § 1.704-1(b)(2)(ii)(2). and, instead, must be allocated in accofdct Mr. Sotos at (202) 622-3050 (not a

Under that rule, the adjusted tax basis (oflance with the\'s andB's interests in the toll-free call).

if different, the book value) of partnershippartnership under § 1.704-1(b)(3).

property will be presumed to be the fair Close scrutiny also would be required .

market value of the property. This preif the changes were made at a time whep€Ction 832.—Insurance

sumption is appropriate in most cases béhe events giving rise to the allocation&ompany Taxable Income

cause, under § 1.704-1(b)(2)(iv), prophad not yet occurred but were likely to . _

erty generally will be re(fle)zE:t)e(d )onpthgoccur or if, under the original allocation?® CFR 1-832-4: Gross income.

books of the partnership at its fair markerovisions of a partnership agreement, The salvage discount factors are set forth for the

value when acquired. Thus, an allocatiofhere was a strong likelihood that a dis1999 accident year. These factors will be used fo

. . .. roportionate amount of COD incomecomputing estimated salvage recoverable for pur
of gain or loss from the disposition of the?roP oses of section 832 of the Code. See Rev. Pro

property will reflect subsequent change§arned in the future would be allocated t§9_37, page 517.
in the value of the property that generall@ny partner who is insolvent at the time of
cannot be predicted. the allocation and would be offset by an

The substantiality of an a||ocation,increas.ed aIIo_cation of loss or a reducegection 846.—Discounted
however, is analyzed “at the time the a||9allocat|on of income to such partner OrUnpaid Losses Defined
cation becomes part of the partnershipartners.
agreement,” not the time at which the al; 26 CFR 1.846-1: Application of discount factors.

SR . HOLDING

location is first effective. See § 1.704- The loss payment patterns and discount factor
1(b)(2)(iii)(a). |r_1 _the situation described Partne.rs.hip special allocations lacke set forth for the 1999 accident year. These fac
above, the provisions of tHeRSpartner- substantiality when the partners amengrs will be used for computing discounted unpaid
ship agreement governing the allocatiothe partnership agreement to specially alesses under section 846 of the Code. See Rev. Pro
of gain or loss from the disposition oflocate COD income and book items fron?9-36. page 509.
property are changed at a time that is after related revaluation after the events cre-
the property has been revalued on thating such iter_ns have occurred .if the The salvage discount factors are set forth for the
books of the partnership, but are effectiveverall economic effect of the special al1999 accident year. These factors will be used fo
for a period that begins prior to the revallocations on the partners’ capital accountsmputing estimated salvage recoverable for pur
uation. See § 1.704-1(b)(2)(if))( does not differ substantially from the ecoPoses of secton 832 of the Code. See Rev. Pro

Under these facts, the presumption thatomic effect of the original allocations in”>> > Pa9 >
value equals basis does not apply to valthe partnership agreement.



