
Userid: ________ Leading adjust: -10% ❏ Draft ❏ Ok to Print
PAGER/SGML Fileid: P541.cvt ( 4-Dec-2002) (Init. & date)

Page 1 of 28 of Publication 541 11:14 -  4-DEC-2002

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

Publication 541 ContentsCat. No. 15071D

Important Change for 2002 . . . . . . . . . . 1
Department
of the Important Change for 2003 . . . . . . . . . . 2PartnershipsTreasury

Important Reminder . . . . . . . . . . . . . . . 2Internal
Revenue

Introduction . . . . . . . . . . . . . . . . . . . . . 2Service For use in preparing
Forming a Partnership . . . . . . . . . . . . . 22002 Returns Terminating a Partnership . . . . . . . . . . . 3

Exclusion From Partnership
Rules . . . . . . . . . . . . . . . . . . . . . . 4

Tax Year . . . . . . . . . . . . . . . . . . . . . . . 4

Partnership Return (Form 1065) . . . . . . . 5

Penalties . . . . . . . . . . . . . . . . . . . . . . . 5

Partnership Income or Loss . . . . . . . . . 6

Partner’s Income or Loss . . . . . . . . . . . 6

Partnership Distributions . . . . . . . . . . . 9

Transactions Between
Partnership and Partners . . . . . . . . 12

Basis of Partner’s Interest . . . . . . . . . . . 14

Disposition of Partner’s Interest . . . . . . 16

Adjusting the Basis of
Partnership Property . . . . . . . . . . . 18

Form 1065 Example . . . . . . . . . . . . . . . 18

How To Get Tax Help . . . . . . . . . . . . . . 27

Index . . . . . . . . . . . . . . . . . . . . . . . . . . 28

Important Change
for 2002
Tax shelter disclosure statement. A partner-
ship must file a disclosure statement for each
reportable tax shelter transaction in which it par-
ticipated, directly or indirectly, if the transaction
is reasonably expected to affect any partner’s
federal income tax liability. For more informa-
tion, see the tax shelter disclosure statement
discussion in the Form 1065 instructions under
Other Forms, Returns, and Statements That
May Be Required.

A partner must file a disclosure statement for
each reportable tax shelter transaction in which
the partner participated, directly or indirectly, if
the partner’s federal income tax liability was
affected by the transaction. For more informa-
tion, see the tax shelter disclosure statement
discussion in the Schedule E (Form 1040) in-
structions.



Page 2 of 28 of Publication 541 11:14 -  4-DEC-2002

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

est. For more information, see Publication 515, Organizations Classified as
Withholding of Tax on Nonresident Aliens andImportant Change Partnerships
Foreign Entities.

for 2003 An unincorporated organization with two or
more members is generally classified as a part-Comments and suggestions. We welcome
nership for federal tax purposes if its membersReportable transactions. New disclosure your comments about this publication and your
carry on a trade, business, financial operation,rules require partnerships and partners to file suggestions for future editions.
or venture and divide its profits. However, a jointForm 8886, Reportable Transaction Disclosure

You can e-mail us while visiting our web site undertaking merely to share expenses is not aStatement, to report certain transactions en-
at www.irs.gov. partnership. For example, co-ownership of prop-tered into after 2002. For more information, see

erty maintained and rented or leased is not athe tax shelter disclosure statement discussion You can write to us at the following address:
partnership unless the co-owners provide serv-in the Form 1065 instructions under Other
ices to the tenants.Forms, Returns, and Statements That May Be Internal Revenue Service

Required and the Instructions for Form 8886. The rules you must use to determineTax Forms and Publications
whether an organization is classified as a part-W:CAR:MP:FP
nership changed for organizations formed after

1111 Constitution Ave. NW 1996.
Washington, DC 20224Important Reminder

Organizations formed after 1996. An organi-
zation formed after 1996 is classified as a part-Photographs of missing children. The Inter- We respond to many letters by telephone. nership for federal tax purposes if it has two ornal Revenue Service is a proud partner with the Therefore, it would be helpful if you would in- more members and it is none of the following.National Center for Missing and Exploited Chil- clude your daytime phone number, including the

dren. Photographs of missing children selected • An organization formed under a federal orarea code, in your correspondence.
by the Center may appear in this publication on state law that refers to it as incorporated
pages that would otherwise be blank. You can or as a corporation, body corporate, orUseful Itemshelp bring these children home by looking at the body politic.

You may want to see:photographs and calling 1–800–THE–LOST
• An organization formed under a state law(1–800–843–5678) if you recognize a child.

that refers to it as a joint-stock company orPublication
joint-stock association.

❏ 505 Tax Withholding and Estimated Tax
• An insurance company.

❏ 533 Self-Employment TaxIntroduction • Certain banks.
❏ 535 Business ExpensesThis publication explains how the income tax • An organization wholly owned by a statelaw applies to partnerships and to partners. ❏ 537 Installment Sales or local government.Generally, a partnership does not pay tax on its
❏ 538 Accounting Periods and Methodsincome but “passes through” any profits or • An organization specifically required to be

losses to its partners. Partners must include taxed as a corporation by the Internal Rev-❏ 544 Sales and Other Dispositions of
partnership items on their tax returns. enue Code (for example, certain publiclyAssets

For a discussion of business expenses a traded partnerships).
❏ 551 Basis of Assetspartnership can deduct, see Publication 535, • Certain foreign organizations.

Business Expenses. Members of oil and gas ❏ 925 Passive Activity and At-Risk Rules
• A tax-exempt organization.partnerships should read about the deduction

❏ 946 How To Depreciate Propertyfor depletion in chapter 10 of that publication. • A real estate investment trust.
Certain partnerships must have a tax matters

Form (and Instructions) • An organization classified as a trust underpartner (TMP) who is also a general partner. For
section 301.7701–4 of the regulations orinformation on the rules for designating a TMP, ❏ 1065 U.S. Return of Partnership Income
otherwise subject to special treatmentsee the instructions for Schedule B of Form

❏ Schedule K–1 (Form 1065) Partner’s under the Internal Revenue Code.1065 and section 301.6231(a)(7)–1 of the regu-
Share of Income, Credits,lations. • Any other organization that elects to beDeductions, etc.

classified as a corporation by filing FormMany rules in this publication do not
❏ 8308 Report of a Sale or Exchange of 8832.apply to partnerships that file Form

Certain Partnership Interests1065–B, U.S. Return of Income forCAUTION
!

For more information, see the instructions for
Electing Large Partnerships. For the rules that ❏ 8582 Passive Activity Loss Limitations Form 8832.
apply to these partnerships, see the instructions

❏ 8736 Application for Automatic Extension Community property. A husband and wifefor Form 1065–B. However, the partners of
of Time To File U.S. Return for a who own a qualified entity (defined later) canelecting large partnerships can use the rules in
Partnership, REMIC, or for Certain choose to classify the entity as a partnership forthis publication except as otherwise noted.
Trusts federal tax purposes by filing the appropriate

partnership tax returns. They can choose to
❏ 8832 Entity Classification Election

classify the entity as a sole proprietorship byWithholding on foreign partner or firm. If a
❏ 8865 Return of U.S. Persons With filing a Schedule C (Form 1040) listing onepartnership acquires a U.S. real property inter-

spouse as the sole proprietor. A change in re-Respect to Certain Foreignest from a foreign person or firm, the partnership
porting position will be treated for federal taxPartnershipsmay have to withhold tax on the amount it pays
purposes as a conversion of the entity.for the property (including cash, the fair market See How To Get Tax Help near the end of

A qualified entity is a business entity thatvalue of other property, and any assumed liabil- this publication for information about getting meets all the following requirements.ity). If a partnership has income effectively con-
publications and forms.nected with a trade or business in the United • The business entity is wholly owned by aStates, it must withhold on the income allocable

husband and wife as community propertyto its foreign partners. A partnership may have to
under the laws of a state, a foreign coun-withhold tax on a foreign partner’s distributive
try, or a possession of the United States.Forming a Partnershipshare of fixed or determinable income not effec-

tively connected with a U.S. trade or business. A • No person other than one or both spouses
The following sections contain general informa-partnership that fails to withhold may be held would be considered an owner for federal
tion about partnerships.liable for the tax, applicable penalties, and inter- tax purposes.
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• The business entity is not treated as a Partners can modify the partnership agree-• The owner withdraws from the partner-
corporation. ment for a particular tax year after the close of

ship.
the year but not later than the date for filing the

For more information about community prop- • The partnership liquidates. partnership return for that year. This filing date
erty, see Publication 555, Community Property. does not include any extension of time.

The mere right to share in earnings and profitsPublication 555 discusses the community prop- If the partnership agreement or any modifica-
erty laws of Arizona, California, Idaho, Louisi- is not a capital interest in the partnership. tion is silent on any matter, the provisions of
ana, Nevada, New Mexico, Texas, Washington, local law are treated as part of the agreement.
and Wisconsin. Gift of capital interest. If a family member (or

any other person) receives a gift of a capitalLimited liability company. A limited liabil-
interest in a partnership in which capital is aity company (LLC) is an entity formed under
material income-producing factor, the donee’s Terminating astate law by filing articles of organization as an
distributive share of partnership income is sub-LLC. Unlike a partnership, none of the members Partnershipject to both of the following restrictions.of an LLC are personally liable for its debts. An

LLC may be classified for federal income tax • It must be figured by reducing the partner- A partnership terminates when one of the follow-purposes as either a partnership, a corporation, ship income by reasonable compensation ing events takes place.or an entity disregarded as an entity separate for services the donor renders to the part-
from its owner by applying the rules in regula- nership. 1) All its operations are discontinued and no
tions section 301.7701–3. See Form 8832 for part of any business, financial operation,• The donee’s distributive share of partner-more details. or venture is continued by any of its part-ship income attributable to donated capital

ners in a partnership.A domestic LLC with at least two mem- must not be proportionately greater than
bers that does not file Form 8832 is 2) At least 50% of the total interest in partner-the donor’s distributive share attributable
classified as a partnership for federal

TIP
ship capital and profits is sold or ex-to the donor’s capital.

income tax purposes. changed within a 12-month period,
including a sale or exchange to anotherPurchase. For purposes of determining a
partner.partner’s distributive share, an interest pur-

chased by one family member from anotherOrganizations formed before 1997. An or- See section 1.708–1(b) of the regulations
family member is considered a gift from theganization formed before 1997 and classified as for more information on the termination of a
seller. The fair market value of the purchaseda partnership under the old rules will generally partnership. For special rules that apply to a
interest is considered donated capital. For thiscontinue to be classified as a partnership as long merger, consolidation, or division of a partner-
purpose, members of a family include onlyas the organization has at least two members ship, see sections 1.708–1(c) and 1.708–1(d)
spouses, ancestors, and lineal descendants (orand does not elect to be classified as a corpora- of the regulations.

tion by filing Form 8832. a trust for the primary benefit of those persons).

Date of termination. The partnership’s tax
Example. A father sold 50% of his businessFamily Partnership year ends on the date of termination. For the

to his son. The resulting partnership had a profit event described in (1), earlier, the date of termi-
of $60,000. Capital is a material income-produc-Members of a family can be partners. However, nation is the date the partnership completes the
ing factor. The father performed services worthfamily members (or any other person) will be winding up of its affairs. For the event described
$24,000, which is reasonable compensation,recognized as partners only if one of the follow- in (2), earlier, the date of termination is the date
and the son performed no services. Theing requirements is met. of the sale or exchange of a partnership interest
$24,000 must be allocated to the father as com- that, by itself or together with other sales or• If capital is a material income-producing pensation. Of the remaining $36,000 of profit exchanges in the preceding 12 months, trans-factor, they acquired their capital interest due to capital, at least 50%, or $18,000, must be fers an interest of 50% or more in both capitalin a bona fide transaction (even if by gift or allocated to the father since he owns a 50% and profits.purchase from another family member), capital interest. The son’s share of partnership

actually own the partnership interest, and profit cannot be more than $18,000. Short period return. If a partnership is termi-actually control the interest.
nated before the end of the tax year, Form 1065• If capital is not a material income-produc- Husband-wife partnership. If spouses carry must be filed for the short period, which is the

ing factor, they joined together in good on a business together and share in the profits period from the beginning of the tax year through
faith to conduct a business. They agreed and losses, they may be partners whether or not the date of termination. The return is due the
that contributions of each entitle them to a they have a formal partnership agreement. If so, 15th day of the fourth month following the date of
share in the profits, and some capital or they should report income or loss from the busi- termination. See Partnership Return (Form
service has been (or is) provided by each ness on Form 1065. They should not report the 1065), later, for information about filing Form
partner. income on a Schedule C (Form 1040) in the 1065.

name of one spouse as a sole proprietor.
Each spouse should carry his or her share of Conversion of partnership into limited liabil-Capital is material. Capital is a material

the partnership income or loss from Schedule ity company (LLC). The conversion of a part-income-producing factor if a substantial part of
K–1 (Form 1065) to their joint or separate nership into an LLC classified as a partnershipthe gross income of the business comes from
Form(s) 1040. Each spouse should include his for federal tax purposes does not terminate thethe use of capital. Capital is ordinarily an
or her respective share of self-employment in- partnership. The conversion is not a sale, ex-income-producing factor if the operation of the
come on a separate Schedule SE (Form 1040), change, or liquidation of any partnership inter-business requires substantial inventories or in-
Self-Employment Tax. This generally does not est, the partnership’s tax year does not close,vestments in plants, machinery, or equipment.
increase the total tax on the return, but it does and the LLC can continue to use the
give each spouse credit for social security earn- partnership’s taxpayer identification number.Capital is not material. In general, capital is
ings on which retirement benefits are based. However, the conversion may change somenot a material income-producing factor if the

of the partners’ bases in their partnership inter-income of the business consists principally of
ests if the partnership has recourse liabilitiesfees, commissions, or other compensation for Partnership Agreement
that become nonrecourse liabilities. Becausepersonal services performed by members or

The partnership agreement includes the original the partners share recourse and nonrecourseemployees of the partnership.
agreement and any modifications. The modifica- liabilities differently, their bases must be ad-
tions must be agreed to by all partners orCapital interest. A capital interest in a part- justed to reflect the new sharing ratios. If a
adopted in any other manner provided by thenership is an interest in its assets that is distrib- decrease in a partner’s share of liabilities ex-
partnership agreement. The agreement or modi-utable to the owner of the interest in either of the ceeds the partner’s basis, he or she must recog-
fications can be oral or written.following situations. nize gain on the excess. For more information,
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see Effect of Partnership Liabilities under Basis • They do not jointly sell services or the Testing day. The partnership determines
of Partner’s Interest, later. property produced or extracted. Each sep- if there is a majority interest tax year on the

arate participant can delegate authority to testing day, which is usually the first day ofThe same rules apply if an LLC classified as
sell his or her share of the property pro-a partnership is converted into a partnership. the partnership’s current tax year.
duced or extracted for the time being for Change in tax year. If a partnership’s
his or her account, but not for a period of majority interest tax year changes, it will notIRS e-file (Electronic Filing)
time in excess of the minimum needs of be required to change to another tax year
the industry, and in no event for more than for 2 years following the year of change.  
one year.

• Principal partner. If there is no majority
However, this exclusion does not apply to an

interest tax year, the partnership must useunincorporated organization one of whose prin-
the tax year of all its principal partners. Acipal purposes is cycling, manufacturing, or Certain partnerships with more than 100 principal partner is one who has a 5% orprocessing for persons who are not members ofpartners are required to file Form 1065, Sched-
more interest in the profits or capital of thethe organization.ules K–1, and related forms and schedules
partnership.electronically (e-file). Other partnerships gener-

Electing the exclusion. An eligible organiza-ally have the option to file electronically. For • Least aggregate deferral of income. If
tion that wishes to be excluded from the partner-details about IRS e-file, see the Form 1065 in- there is no majority interest tax year and
ship rules must make the election not later thanstructions. the principal partners do not have the
the time for filing the partnership return for the same tax year, the partnership generally
first tax year for which exclusion is desired. This must use a tax year that results in the
filing date includes any extension of time. See

least aggregate deferral of income to the
section 1.761–2(b) of the regulations for theExclusion From partners.procedures to follow.

Partnership Rules
Least aggregate deferral of income. The tax
year that results in the least aggregate deferralCertain partnerships that do not actively conduct
of income is determined as follows.Tax Yeara business can choose to be completely or par-

tially excluded from being treated as partner-
1) Figure the number of months of deferralTaxable income is figured on the basis of a taxships for federal income tax purposes. All the

for each partner using one partner’s taxyear. A “tax year” is the accounting period usedpartners must agree to make the choice, and the
year. Count the months from the end offor keeping records and reporting income andpartners must be able to compute their own
that tax year forward to the end of eachexpenses.taxable income without computing the
other partner’s tax year.partnership’s income. However, the partners are

Partnership. A partnership determines its taxnot exempt from the rule that limits a partner’s 2) Multiply each partner’s months of deferralyear as if it were a taxpayer. However, there aredistributive share of partnership loss to the ad- figured in step (1) by that partner’s interestlimits on the year it can choose. In general, ajusted basis of the partner’s partnership interest. in the partnership profits for the year usedpartnership must use its required tax year. ANor are they exempt from the requirement of a in step (1).required tax year is a tax year that is requiredbusiness purpose for adopting a tax year for the
under the Internal Revenue Code and Income 3) Add the results in step (2) to get the totalpartnership that differs from its required tax
Tax Regulations. For a partnership, the required deferral for the tax year used in step (1).year, discussed under Tax Year, later.
tax year is the tax year determined under section

4) Repeat steps (1) through (3) for each706 of the Internal Revenue Code and sectionInvesting partnership. An investing partner-
partner’s tax year that is different from the1.706 of the regulations. See Required Taxship can be excluded if the participants in the
other partners’ years.Year, later. Exceptions to this rule are discussedjoint purchase, retention, sale, or exchange of

under Exceptions to Required Tax Year, later.investment property meet all the following re- The partner’s tax year that results in the
quirements. lowest total number in step (3) is the tax year

Partners. Partners can change their tax year
that must be used by the partnership. If the• They own the property as co-owners. only if they receive permission from the IRS.
calculation results in more than one year qualify-This also applies to corporate partners, who are• They reserve the right separately to take ing as the tax year that has the least aggregateusually allowed to change their accounting peri-or dispose of their shares of any property deferral, the partnership can choose any one ofods without prior approval if they meet certainacquired or retained. those tax years as its tax year. However, if oneconditions.
of the years that qualifies is the partnership’s• They do not actively conduct business or
existing tax year, the partnership must retainClosing of tax year. Generally, theirrevocably authorize some person acting
that tax year.partnership’s tax year is not closed because ofin a representative capacity to purchase,

the sale, exchange, or liquidation of a partner’ssell, or exchange the investment property.
Example. Rose and Irene each have a 50%interest, the death of a partner, or the entry of aEach separate participant can delegate

interest in a partnership that uses a fiscal yearnew partner. However, if a partner sells, ex-authority to purchase, sell, or exchange
ending June 30. Rose uses a calendar yearchanges, or liquidates his or her entire interest,his or her share of the investment property
while Irene has a fiscal year ending Novemberor a partner dies, the partnership’s tax year isfor the time being for his or her account,

closed for that partner. See Distributive share inbut not for a period of more than a year. 30. The partnership must change its tax year to
year of disposition under Partner’s Income or a fiscal year ending November 30 because this
Loss, later. results in the least aggregate deferral of incomeOperating agreement partnership. An oper-

to the partners. This was determined as shownating agreement partnership group can be ex-
in the following table.Required Tax Yearcluded if the participants in the joint production,

extraction, or use of property meet all the follow-
A partnership generally must conform its tax Year Months Interesting requirements.

End Year Profits of ×year to its partners’ tax years. The rules for
12/31: End Interest Deferral Deferraldetermining the required tax year are as follows.• They own the property as co-owners, ei-

ther in fee or under lease or other form of • Majority interest tax year. If one or more Rose . . 12/31 0.5 -0- -0-contract granting exclusive operating partners having the same tax year own an
rights. Irene . . 11/30 0.5 11 5.5interest in partnership profits and capital of

• They reserve the right separately to take more than 50% (a majority interest), the Total Deferral . . . . . . . . . . . . . . 5.5
in kind or dispose of their shares of any partnership must use the tax year of those
property produced, extracted, or used. partners.
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Year Months Interest 52-53-week tax year. A partnership can use a during any part of the tax year for each month (or
End Year Profits of × tax year other than its required tax year if it part of a month) the return is late or incomplete,
11/30: End Interest Deferral Deferral elects a 52-53-week tax year that ends with up to 5 months.

reference to its required tax year or a tax year The penalty will not be imposed if the part-Rose . . 12/31 0.5 1 0.5 elected under section 444 (discussed earlier). nership can show reasonable cause for its fail-
See 52-53-Week Tax Year under Fiscal Year inIrene . . 11/30 0.5 -0- -0- ure to file a complete or timely return. Certain
Publication 538 for information on the small partnerships (with 10 or fewer partners)

Total Deferral . . . . . . . . . . . . . . 0.5 52-53-week tax year. meet this reasonable cause test if:

1) All partners are individuals (other thanSpecial de minimis rule. If the tax year that
nonresident aliens), estates, or C corpora-results in the least aggregate deferral produces Partnership Return tions,an aggregate deferral that is less than 0.5 when

compared to the aggregate deferral of the cur- 2) All partners have timely filed income tax(Form 1065)rent tax year, the partnership’s current tax year returns fully reporting their shares of the
is treated as the tax year with the least aggre- partnership’s income, deductions, andEvery partnership that engages in a trade orgate deferral. credits, andbusiness or has gross income must file an infor-

When determination is made. Generally, mation return on Form 1065 showing its income, 3) The partnership has not elected to be sub-
determination of the partnership’s required tax deductions, and other required information. The ject to the rules for consolidated audit pro-
year under the least aggregate deferral rules is partnership return must show the names and ceedings (explained later under Partner’s
made at the beginning of the partnership’s cur- addresses of each partner and each partner’s Income or Loss, in the discussion under
rent tax year. However, the IRS can require the distributive share of taxable income. The return Reporting Distributive Share).
partnership to use another day or period that will must be signed by a general partner. If a limited

The failure to file penalty is assessed againstmore accurately reflect the ownership of the liability company is treated as a partnership, it
the partnership. However, each partner is indi-partnership. must file Form 1065 and one of its members
vidually liable for the penalty to the extent themust sign the return.

Procedures. A partnership can get an auto- partner is liable for partnership debts in general.A partnership is not considered to engage in
matic approval to change to a required tax year a trade or business, and is not required to file a If the partnership wants to contest the pen-
by filing Form 1128 with the Service Center Form 1065, for any tax year in which it neither alty, it must pay the penalty and sue for refund in
where it files its federal income tax returns. The receives income nor pays or incurs any ex- a U.S. District Court or the U.S. Court of Federal
partnership should write “FILED UNDER REV. penses treated as deductions or credits for fed- Claims.
PROC. 2002–38” at the top of page 1 of Form eral income tax purposes.
1128 and file it by the due date (including exten- See the instructions for Form 1065 for more Failure to furnish copies to the partners.
sions) for filing the short period tax return. information about who must file Form 1065. The partnership must furnish copies of Schedule

K–1 (Form 1065) to the partners. A penalty forShort period return. When a partnership Due date. Form 1065 generally must be filed
each statement not furnished will be assessedchanges its tax year, a short period return must by April 15 following the close of the
against the partnership unless the failure to dobe filed. The short period return covers the partnership’s tax year if its accounting period is
so is due to reasonable cause and not willfulmonths between the end of the partnership’s the calendar year. A fiscal year partnership gen-
neglect.prior tax year and the beginning of its new tax erally must file its return by the 15th day of the

year. 4th month following the close of its fiscal year.
Trust fund recovery penalty. A person re-If a partnership changes to the tax year re- If a partnership needs more time to file its
sponsible for withholding, accounting for, or de-sulting in the least aggregate deferral, it must file return, it should file Form 8736 by the regular
positing or paying withholding taxes who willfullya Form 1128 with the short period return show- due date of its Form 1065. The automatic exten-
fails to do so can be held liable for a penaltying the computations used to determine that tax sion is 3 months.
equal to the tax not paid.year. The Form 1128 should also be attached to If the partnership has made a section 444

the partnership tax return. The short period re- election to use a tax year other than a required “Willfully” in this case means voluntarily, con-
turn must indicate at the top of page 1, “FILED year, an automatic extension of time for filing a sciously, and intentionally. Paying other ex-
UNDER SECTION 1.706–1.” return will run concurrently with any extension of penses of the business instead of the taxes due

time allowed by the section 444 election. The is considered willful behavior.
filing of an application for extension does notExceptions to Required A responsible person can be a partner, an
extend the time for filing a partner’s personal employee of the partnership, or an accountant.Tax Year
income tax return or for paying any tax due on a This may also include someone who signs
partner’s personal income tax return.There are certain exceptions to the required tax checks for the partnership or otherwise has au-

If the due date for filing a return falls on ayear rule. thority to cause the spending of partnership
Saturday, Sunday, or legal holiday, the due date funds.
is extended to the next business day.Business purpose tax year. If a partnership

establishes an acceptable business purpose for Other penalties. Criminal penalties can beSchedule K–1 due to partners. The partner-
having a tax year different from its required tax imposed for willful failure to file, tax evasion, orship must furnish copies of Schedule K–1 (Form
year, the different tax year can be used. Admin- making a false statement.1065) to the partners by the date Form 1065 is
istrative and convenience business reasons Other penalties can be imposed for the fol-required to be filed, including extensions.
such as the deferral of income to the partners lowing actions.
are not sufficient to establish a business pur-
pose for a particular tax year. • Not supplying a taxpayer identification

number.See Business Purpose Tax Year in Publica- Penalties
tion 538 for more information. • Not furnishing information returns.

To help ensure that returns are filed correctlySection 444 election. A partnership can elect • Underpaying tax due to a valuation mis-and on time, the law provides penalties for fail-under section 444 of the Internal Revenue Code statement.ure to do so.to use a tax year different from its required tax • Not furnishing information on tax shelters.year. Certain restrictions apply to this election. Failure to file. A penalty is assessed against
In addition, the electing partnership may be re- • Promoting abusive tax shelters.any partnership that must file a partnership re-
quired to make a payment representing the turn and fails to file on time, including exten-
value of the extra tax deferral to the partners. However, certain penalties may not be im-sions, or fails to file a return with all the

posed if there is reasonable cause for noncom-See Section 444 Election in Publication 538 information required. The penalty is $50 times
pliance.for more information. the total number of partners in the partnership
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Organization expenses and syndication Expenses not amortizable. Expenses that
fees. Neither the partnership nor any partner cannot be amortized (regardless of how thePartnership Income

partnership characterizes them) include ex-can deduct, as a current expense, amounts paid
penses connected with the following actions.or incurred to organize a partnership or to pro-or Loss

mote the sale of, or to sell, an interest in the • Acquiring assets for the partnership or
partnership.A partnership computes its income and files its transferring assets to the partnership.

return in the same manner as an individual. The partnership can choose to amortize cer- • Admitting or removing partners other thanHowever, certain deductions are not allowed to tain organization expenses over a period of not
at the time the partnership is first organ-the partnership. less than 60 months. The period must start with
ized.the month the partnership begins business. This

Separately stated items. Certain items must • Making a contract relating to the operationelection is irrevocable and the period the part-
be separately stated on the partnership return of the partnership trade or business (evennership chooses in this election cannot be
and included as separate items on the partners’ if the contract is between the partnershipchanged. If the partnership elects to amortize
returns. These items, listed on Schedule K and one of its members).these expenses and is liquidated before the end
(Form 1065), are the following.

of the amortization period, the remaining bal- • Syndicating the partnership. Syndication
ance in this account is deductible as a loss.• Ordinary income or loss from trade or expenses, such as commissions, profes-

business activities. sional fees, and printing costs connectedMaking the election. The election to amor-
with the issuing and marketing of intereststize organization expenses is made by attaching• Net income or loss from rental real estate
in the partnership, are capitalized. Theya statement to the partnership’s return for the taxactivities.
can never be deducted by the partnership,year the partnership begins its business. The• Net income or loss from other rental activi- even if the syndication is unsuccessful.statement must provide all the following informa-ties.

tion.
• Gains and losses from sales or exchanges

• A description of each organization ex-of capital assets.
pense incurred (whether or not paid). Partner’s Income• Gains and losses from sales or exchanges

• The amount of each expense.of property described in section 1231 of or Lossthe Internal Revenue Code. • The date each expense was incurred.
• Charitable contributions. A partner’s income or loss from a partnership is• The month the partnership began its busi-

the partner’s distributive share of partnershipness.• Dividends (passed through to corporate
items for the partnership’s tax year that endspartners) that qualify for the dividends-re- • The number of months (not less than 60) with or within the partner’s tax year. These itemsceived deduction. over which the expenses are to be amor- are reported to the partner on Schedule K–1

tized.• Taxes paid or accrued to foreign countries (Form 1065).
and U.S. possessions.

Expenses less than $10 need not be sepa- Gross income. When it is necessary to deter-• Other items of income, gain, loss, deduc- mine the gross income of a partner, the partner’srately listed, provided the total amount is listed
tion, or credit, as provided by regulations. gross income includes his or her distributivewith the dates on which the first and last of theExamples include nonbusiness expenses, share of the partnership’s gross income. Forexpenses were incurred. A cash basis partner-intangible drilling and development costs, example, the partner’s share of the partnershipship must also indicate the amount paid beforeand soil and water conservation expenses. gross income is used in determining whether anthe end of the year for each expense.

income tax return must be filed by that partner.
Amortizable expenses. Amortization ap-Elections. The partnership makes most

plies to expenses that are: Estimated tax. Partners may have to makechoices about how to figure income. These in-
payments of estimated tax during the year as aclude choices for the following items.

1) Incident to the creation of the partnership, result of partnership income.
• Accounting method. Generally, estimated tax for individuals is the2) Chargeable to a capital account, and

smaller of the following amounts, reduced by• Depreciation method. 3) The type that would be amortized if they any expected withholding and credits.
• Method of accounting for specific items, were incurred in the creation of a partner-

1) 90% of the tax expected to be shown onsuch as depletion or installment sales. ship having a fixed life.
the current year’s tax return.• Nonrecognition of gain on involuntary con- To satisfy (1), an expense must be incurred

2) 100% of the total tax shown on the priorversions of property. during the period beginning at a point that is a
year’s tax return.reasonable time before the partnership begins• Amortization of certain organization fees

business and ending with the date for filing the Different rules apply to certain higher incomeand business start-up costs of the partner-
partnership return (not including extensions) for individuals and individuals who receive at leastship.
the tax year in which the partnership begins two-thirds of their gross income from farming or
business. In addition, the expense must be for fishing.However, each partner chooses how to treat
creating the partnership and not for starting or See Publication 505 for more information.the partner’s share of foreign and U.S. posses-
operating the partnership trade or business.sions taxes, certain mining exploration ex-

Self-employment income. A partner is not anpenses, and income from cancellation of debt. To satisfy (3), the expense must be for a type
employee of the partnership. The partner’s dis-of item normally expected to benefit the partner-More information. For more information on tributive share of ordinary income from a part-ship throughout its entire life.a specific election, see the listed publication. nership is generally included in figuring net

Organization expenses that can be amor- earnings from self-employment. However, a lim-• Accounting methods: Publication 538. tized include the following. ited partner generally does not include his or her
distributive share of income or loss in computing• Depreciation methods: Publication 946. • Legal fees for services incident to the or-
net earnings from self-employment. This exclu-ganization of the partnership, such as ne-• Installment sales: Publication 537. sion does not apply to guaranteed paymentsgotiation and preparation of a partnership• Amortization and depletion: Publication made to a limited partner for services actuallyagreement.

535, chapters 9 and 10. rendered to or on behalf of a partnership en-
• Accounting fees for services incident to gaged in a trade or business.• Involuntary conversions: Publication 544 the organization of the partnership.

(condemnations) and Publication 547 Self-employment tax. If an individual part-
• Filing fees.(casualties and thefts). ner has net earnings from self-employment of
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$400 or more for the year, the partner must • The interests of all partners in economic tion, the partner’s death, or otherwise, his or her
figure self-employment tax on Schedule SE distributive share of partnership items must beprofits and losses (if different from inter-
(Form 1040). For more information on self-em- included in the partner’s income for the tax yearests in taxable income or loss) and in cash
ployment tax, see Publication 533. in which membership in the partnership ends.flow and other nonliquidating distributions.

To compute the distributive share of these• The rights of the partners to distributionsAlternative minimum tax. To figure alterna- items, the partnership’s tax year is considered
of capital upon liquidation.tive minimum tax, a partner must separately ended on the date the partner disposed of the

take into account any distributive share of items interest. To avoid an interim closing of the part-
of income and deductions that enter into the Varying interests. A change in a partner’s nership books, the partners can agree to esti-
computation of alternative minimum taxable in- interest during the partnership’s tax year re- mate the distributive share by taking the
come. For information on which items of income quires the partner’s distributive share of partner- prorated amount the partner would have in-
and deductions are affected, see the Form 6251 ship items to be determined by taking into cluded in income if he or she had remained a
instructions. partner for the entire partnership tax year.account his or her varying interests in the part-

nership during the tax year. Partnership itemsPartners of electing large partnerships Self-employment income of deceasedare allocated to the partner only for the portion ofshould see the Partner’s Instructions partner. A different rule applies in computing athe year in which he or she is a member of thefor Schedule K–1 (Form 1065–B), forCAUTION
!

deceased partner’s self-employment income forpartnership.information on alternative minimum tax. the year of death. The partner’s self-employ-
This rule applies to a partner who sells or ment income includes the partner’s distributive

exchanges part of an interest in a partnership, or share of income earned by the partnership
whose interest is reduced or increased (whether through the end of the month in which theFiguring Distributive Share by entry of a new partner, partial liquidation of a partner’s death occurs. This is true even though
partner’s interest, gift, additional contributions, the deceased partner’s estate or heirs may suc-Generally, the partnership agreement deter-
or otherwise). ceed to the decedent’s rights in the partnership.mines a partner’s distributive share of any item

For this purpose, partnership income for theor class of items of income, gain, loss, deduc- Example. ABC is a calendar year partner- partnership’s tax year in which a partner dies istion, or credit. However, the allocations provided ship with three partners, Alan, Bob, and Cathy. considered to be earned equally in each month.for in the partnership agreement or any modifi- Under the partnership agreement, profits and
cation will be disregarded if they do not have losses are shared in proportion to each partner’s Example. Larry, a partner in WoodsPar, is asubstantial economic effect. If the partnership

contributions. On January 1 the ratio was 90% calendar year taxpayer. WoodsPar’s fiscal yearagreement does not provide for an allocation, or
for Alan, 5% for Bob, and 5% for Cathy. On ends June 30. For the partnership year endingan allocation does not have substantial eco-
December 1 Bob and Cathy each contributed June 30, 2002, Larry’s distributive share of part-nomic effect, the partner’s distributive share of
additional amounts. The new profit and loss nership profits is $2,000. On August 18, 2002,the partnership items is generally determined by
sharing ratios were 30% for Alan, 35% for Bob, Larry dies and his estate succeeds to his part-the partner’s interest in the partnership. For spe-
and 35% for Cathy. For its tax year ended De- nership interest. For the partnership year endingcial allocation rules for items attributable to
cember 31, the partnership had a loss of $1,200. June 30, 2003, Larry and his estate’s distributivebuilt-in gain or loss on property contributed by a
This loss occurred equally over the partnership’s share is $3,000.partner, see Contribution of Property under
tax year. The loss is divided among the partners Larry’s self-employment income to be re-Transactions Between Partnership and Part-
as follows: ported on Schedule SE (Form 1040) for 2002 isners, later.

$2,500. This consists of his $2,000 distributive
Profit PartSubstantial economic effect. An allocation share for the partnership tax year ending June

or of Sharehas substantial economic effect if both of the 30, 2002, plus $500 (2/12 × $3,000) of the distribu-
Loss Year Total offollowing tests are met. tive share for the tax year ending June 30, 2003.Partner % x Held x Loss = Loss

• There is a reasonable possibility that the
Reporting Distributive Shareallocation will substantially affect the dollar Alan 90 x 11/12 x $1,200 = $990

amount of the partners’ shares of partner-
30 x 1/12 x 1,200 = 30 A partner must report his or her distributiveship income or loss independently of tax

share of partnership items on his or her taxconsequences.
return, whether or not it is actually distributed.Bob 5 x 11/12 x $1,200 = $55• The partner to whom the allocation is (However, a partner’s deduction for his or her

35 x 1/12 x 1,200 = 35made actually receives the economic ben- distributive share of a loss may be limited. See
efit or bears the economic burden corre- Limits on Losses, later.) These items are re-
sponding to that allocation. ported to the partner on Schedule K–1 (FormCathy 5 x 11/12 x $1,200 = $55

1065).
35 x 1/12 x 1,200 = 35 The following discussions explain how part-Allocation attributable to a nonrecourse

nership items are treated on a partner’s return.liability. An allocation of a loss, deduction, or
See the Partner’s Instructions for Scheduleexpense attributable to a partnership nonre- Certain cash basis items prorated daily.

K–1 (Form 1065) for more information.course liability does not have any economic If any partner’s interest in a partnership changes
effect because the partner does not bear the during the tax year, each partner’s share of Character of items. The character of eacheconomic burden corresponding to that alloca- certain cash basis items of the partnership must item of income, gain, loss, deduction, or credittion. (See Effect of Partnership Liabilities under be determined by prorating the items on a daily included in a partner’s distributive share is deter-Basis of Partner’s Interest, later.) Therefore, the basis. That daily portion is then allocated to the mined as if the partner realized the item directlypartner’s distributive share of the item must be partners in proportion to their interests in the from the same source as the partnership ordetermined by his or her interest in the partner- partnership at the close of each day. This rule incurred the item in the same manner as theship. For more information, see section 1.704–2 applies to the following items for which the part- partnership.of the regulations. nership uses the cash method of accounting. For example, a partner’s distributive share of

gain from the sale of partnership depreciablePartner’s interest in partnership. If a • Interest.
property used in the trade or business of thepartner’s distributive share of a partnership item • Taxes. partnership is treated as gain from the sale ofcannot be determined under the partnership
depreciable property the partner used in a tradeagreement, it is determined by his or her interest • Payments for services or for the use of
or business.in the partnership. The partner’s interest is de- property.

termined by taking into account all the following Inconsistent treatment of items. Partners
items. Distributive share in year of disposition. If a must generally treat partnership items the same

partner’s entire interest in a partnership is dis-• The partners’ relative contributions to the way on their individual tax returns as they are
posed of, whether by sale, exchange, liquida-partnership. treated on the partnership return. If a partner
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treats an item differently on his or her individual At-risk limits. At-risk rules apply to most trade structions for Form 8582 and the Partner’s In-
return, the IRS can immediately assess and or business activities, including activities con- structions for Schedule K–1 (Form 1065).
collect any tax and penalties that result from ducted through a partnership. The at-risk rules
adjusting the item to make it consistent with the limit a partner’s deductible loss to the amounts Partner’s Exclusions and
partnership return. However, this rule will not for which that partner is considered at risk in the Deductionsapply if a partner identifies the different treat- activity.
ment by filing Form 8082, Notice of Inconsistent A partner is considered at risk for all the To determine the allowable amount of any ex-
Treatment or Administrative Adjustment Re- following amounts. clusion or deduction subject to a limit, a partner
quest (AAR), with his or her return. must combine any separate exclusions or de-• The money and adjusted basis of any

ductions on his or her income tax return with theConsolidated audit procedures. In a consol- property the partner contributed to the ac-
distributive share of partnership exclusions oridated audit proceeding, the tax treatment of any tivity.
deductions before applying the limit.partnership item is generally determined at the • The partner’s share of net income retainedpartnership level rather than at the individual

by the partnership. Cancellation of qualified real property busi-partner’s level. After the proper treatment is de-
ness debt. A partner other than a C corpora-termined at the partnership level, the IRS can • Certain amounts borrowed by the partner-
tion can elect to exclude from gross income theautomatically make related adjustments to the ship for use in the activity if the partner is
partner’s distributive share of income from can-tax returns of the partners, based on their share personally liable for repayment or the
cellation of the partnership’s qualified real prop-of the adjusted items. amounts borrowed are secured by the
erty business debt. This is a debt (other than aThe consolidated audit procedures do not partner’s property (other than property
qualified farm debt) incurred or assumed by theapply to certain small partnerships (with 10 or used in the activity).
partnership in connection with real propertyfewer partners) if all partners are one of the
used in its trade or business and secured by thatfollowing. A partner is not considered at risk for amounts
property. A debt incurred or assumed after 1992protected against loss through guarantees,• An individual (other than a nonresident qualifies only if it was incurred or assumed tostop-loss agreements, or similar arrangements.alien). acquire, construct, reconstruct, or substantiallyNor is the partner at risk for amounts borrowed if
improve such property. A debt incurred to refi-• A C corporation. the lender has an interest in the activity (other
nance a qualified real property business debtthan as a creditor) or is related to a person (other• An estate of a deceased partner.
qualifies, but only up to the refinanced debt.than the partner) having such an interest.

However, small partnerships can make an elec- A partner who elects the exclusion must re-For more information on determining the
tion to have these procedures apply. duce the basis of his or her depreciable realamount at risk, see Publication 925, the instruc-

property by the amount excluded. For this pur-tions for Form 6198, At-Risk Limitations, and
the Partner’s Instructions for Schedule K–1 pose, a partnership interest is treated as depre-Limits on Losses
(Form 1065). ciable real property to the extent of the partner’s

share of the partnership’s depreciable real prop-Partner’s adjusted basis. A partner’s distrib- Passive activities. Generally, section 469 of erty. However, a partnership interest cannot beutive share of partnership loss is allowed only to the Internal Revenue Code limits the amount a treated as depreciable real property unless thethe extent of the adjusted basis of the partner’s partner can deduct for passive activity losses partnership makes a corresponding reduction inpartnership interest. The adjusted basis is fig- and credits. The passive activity limits do not the basis of its depreciable real property withured at the end of the partnership’s tax year in apply to the partnership. Instead, they apply to respect to that partner.which the loss occurred, before taking the loss each partner’s share of income, loss, or credit To elect the exclusion, the partner must fileinto account. Any loss more than the partner’s from passive activities. Because the treatment Form 982, Reduction of Tax Attributes Due toadjusted basis is not deductible for that year. of each partner’s share of partnership income, Discharge of Indebtedness, with his or her origi-However, any loss not allowed for this reason loss, or credit depends on the nature of the nal income tax return. However, if the partnerwill be allowed as a deduction (up to the activity that generated it, the partnership must timely filed the return without making the elec-partner’s basis) at the end of any succeeding report income, loss, and credits separately for tion, he or she can still make the election by filingyear in which the partner increases his or her each activity. an amended return within six months of the duebasis to more than zero. See Basis of Partner’s
Generally, passive activities include a trade date of the original return (excluding exten-Interest, later.

or business activity in which the partner does not sions). The election must be attached to the
materially participate. The level of each amended return with “Filed pursuant to sectionExample. Mike and Joe are equal partners
partner’s participation must be determined by 301.9100–2” written on the election statement.in a partnership. Mike files his individual return
the partner. The amended return should be filed at the sameon a calendar year basis. The partnership return

address as the original return.is also filed on a calendar year basis. The part- Rental activities. Passive activities also in-
nership incurred a $10,000 loss last year and clude rental activities, regardless of the partner’s Exclusion limit. The partner’s exclusion
Mike’s distributive share of the loss is $5,000. participation. However, a rental real estate activ- cannot be more than the smaller of the following
The adjusted basis of his partnership interest ity in which the partner materially participates is two amounts.
before considering his share of last year’s loss not considered a passive activity. The partner
was $2,000. He could claim only $2,000 of the must also meet both of the following conditions 1) The partner’s share of the excess (if any)
loss on last year’s individual return. The ad- for the tax year. of:
justed basis of his interest at the end of last year • More than half of the personal services thewas then reduced to zero. a) The outstanding principal of the debt

partner performs in any trade or businessThe partnership showed an $8,000 profit for immediately before the cancellation,
are in a real property trade or business inthis year. Mike’s $4,000 share of the profit in- over
which the partner materially participates.creases the adjusted basis of his interest by

b) The fair market value (as of that time)$4,000 (not taking into account the $3,000 ex- • The partner performs more than 750 hours of the property securing the debt, re-cess loss he could not deduct last year). His of services in real property trades or busi- duced by the outstanding principal ofreturn for this year will show his $4,000 distribu- nesses in which the partner materially par- other qualified real property businesstive share of this year’s profits and the $3,000 ticipates. debt secured by that property (as ofloss not allowable last year. The adjusted basis
that time).of his partnership interest at the end of this year Limited partners. Limited partners are gen-

is $1,000. erally not considered to materially participate in 2) The total adjusted bases of depreciable
trade or business activities conducted through real property held by the partner immedi-Not-for-profit activity. Deductions relating to
partnerships. ately before the cancellation (other thanan activity not engaged in for profit are limited.

property acquired in contemplation of theFor a discussion of the limits, see chapter 1 in More information. For more information on
cancellation).Publication 535. passive activities, see Publication 925, the in-
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Effect on partner’s basis. Because of off- Figuring partner’s taxable income. For allocation of interest expense related to debt-fi-
purposes of the taxable income limit, the taxable nanced distributions.setting adjustments, the cancellation of a part-
income of a partner who is engaged in the activenership debt does not usually cause a net
conduct of one or more of a partnership’s trades Debt-financed acquisitions. The interest ex-change in the basis of a partnership interest.
or businesses includes his or her allocable pense on loan proceeds used to purchase anEach partner’s basis is:
share of taxable income derived from the interest in, or make a contribution to, a partner-

1) Increased by his or her share of the part- partnership’s active conduct of any trade or ship must be allocated as explained in chapter 5
nership income from the cancellation of business. of Publication 535.
debt (whether or not the partner excludes Basis adjustment. A partner who is allo-
the income), and cated section 179 expenses from the partner-

ship must reduce the basis of his or her2) Reduced by the deemed distribution re- Partnershippartnership interest by the total section 179 ex-sulting from the reduction in his or her
penses allocated, regardless of whether the fullshare of partnership liabilities. Distributionsamount allocated can be currently deducted.

(See Adjusted Basis under Basis of Partner’s See Adjusted Basis under Basis of Partner’s
Partnership distributions include the following.Interest, later.) The basis of a partner’s interest Interest, later. If a partner disposes of his or her

will change only if the partner’s share of income • A withdrawal by a partner in anticipation ofinterest in a partnership, the partner’s basis for
is different from the partner’s share of debt. the current year’s earnings.determining gain or loss is increased by any

As explained earlier, however, a partner’s outstanding carryover of disallowed deductions • A distribution of the current year’s or priorelection to exclude income from the cancellation of section 179 expenses allocated from the part- years’ earnings not needed for workingof qualified real property business debt may nership. capital.reduce the basis of the partner’s interest to the The basis of a partnership’s section 179
extent the interest is treated as depreciable real • A complete or partial liquidation of aproperty must be reduced by the section 179
property. partner’s interest.deduction elected by the partnership. This re-

duction of basis must be made even if any part-Basis of depreciable real property re- • A distribution to all partners in a complete
ner cannot deduct his or her entire allocableduced. If the basis of depreciable real prop- liquidation of the partnership.
share of the section 179 deduction because oferty is reduced and the property is disposed of,
the limits.then the following rules apply for purposes of A partnership distribution is not taken into

determining the ordinary income from recapture account in determining the partner’s distributiveMore information. See Publication 946 for
of depreciation under section 1250 of the Inter- share of partnership income or loss. If any gainmore information on the section 179 deduction.

or loss from the distribution is recognized by thenal Revenue Code.
Amortization deduction for reforestation partner, it must be reported on his or her return

• Any such basis reduction is treated as a costs. A partnership can elect to amortize cer- for the tax year in which the distribution is re-
deduction allowed for depreciation. tain reforestation costs for qualified timber prop- ceived. Money or property withdrawn by a part-

erty over an 84-month period. The amortizable ner in anticipation of the current year’s earnings• The determination of what would have
costs are passed through to the partners as a is treated as a distribution received on the lastbeen the depreciation adjustment under
separately stated item. day of the partnership’s tax year.the straight line method is made as if there

had been no such reduction. Annual limit. The election can be made for
Effect on partner’s basis. A partner’s ad-no more than $10,000 of qualified costs each tax
justed basis in his or her partnership interest isTherefore, the basis reduction recaptured as year. Both the partnership and partner are sub-
decreased (but not below zero) by the moneyordinary income is reduced over the time the ject to this limit. The partnership applies the
and adjusted basis of property distributed to thepartnership continues to hold the property, as $10,000 limit in determining the amount of its
partner. See Adjusted Basis under Basis ofthe partnership forgoes depreciation deductions amortizable costs and allocates that amount
Partner’s Interest, later.due to the basis reduction. among its partners. The partner adds the

amount allocated from the partnership to his or
Effect on partnership. A partnership gener-Section 179 deduction. A partnership can her qualified costs from other sources and then
ally does not recognize any gain or loss becauseelect to deduct all or part of the cost of certain applies the $10,000 limit ($5,000 limit, if married
of distributions it makes to partners. The part-assets under section 179 of the Internal Reve- filing a separate return).
nership may be able to elect to adjust the basisnue Code. The deduction is passed through to More information. See chapter 9 of Publi- of its undistributed property, as explained later

the partners as a separately stated item. cation 535 for more information. under Adjusting the Basis of Partnership Prop-
Limits. The section 179 deduction is sub- erty.

Partnership expenses paid by partner. Inject to certain limits that apply to the partnership
general, a partner cannot deduct partnership Certain distributions treated as a sale or ex-and to each partner. The partnership determines
expenses paid out of personal funds unless the change. When a partnership distributes theits section 179 deduction subject to the limits. It
partnership agreement requires the partner to following items, the distribution may be treatedthen allocates the deduction among its partners.
pay the expenses. These expenses are usually as a sale or exchange of property rather than aEach partner adds the amount allocated
considered incurred and deductible by the part- distribution.from the partnership (shown on Schedule K–1)
nership.to his or her other nonpartnership section 179 • Unrealized receivables or substantially ap-

If an employee of the partnership performscosts and then applies the maximum dollar limit preciated inventory items distributed in ex-
part of a partner’s duties and the partnershipto this total. To determine if a partner has ex- change for any part of the partner’s
agreement requires the partner to pay the em-ceeded the $200,000 investment limit, the part- interest in other partnership property, in-
ployee out of personal funds, the partner canner does not include any of the cost of section cluding money.
deduct the payment as a business expense.179 property placed in service by the partner- • Other property (including money) distrib-ship. After the maximum dollar limit and invest-
Interest expense for distributed loan. If the uted in exchange for any part of ament limit are applied, the remaining cost of the
partnership distributes borrowed funds to a part- partner’s interest in unrealized receivablespartnership and nonpartnership section 179
ner, the partnership should list the partner’s or substantially appreciated inventoryproperty is subject to the taxable income limit.
share of interest expense for these funds as items.

Figuring partnership’s taxable income. “Interest expense allocated to debt-financed dis-
For purposes of the taxable income limit, taxable tributions” under “Other deductions” on the See Payments for Unrealized Receivables
income of a partnership is figured by adding partner’s Schedule K–1. The partner deducts and Inventory Items under Disposition of
together the net income (or loss) from all trades this interest on his or her tax return depending Partner’s Interest, later.
or businesses actively conducted by the partner- on how the partner uses the funds. See chapter This treatment does not apply to the follow-
ship during the tax year. 5 in Publication 535 for more information on the ing distributions.

Page 9



Page 10 of 28 of Publication 541 11:14 -  4-DEC-2002

The type and rule above prints on all proofs including departmental reproduction proofs. MUST be removed before printing.

ter the distribution at the fair market value ship immediately before the distribution,• A distribution of property to the partner
in (1). were distributed to another partner, otherwho contributed the property to the part-

than a partner who owns more than 50%nership. For more information, including the definition
of the partnership. For information aboutof marketable securities, see section 731(c) of• Payments made to a retiring partner or the distribution of contributed property tothe Internal Revenue Code.successor in interest of a deceased part- another partner, see Contribution of Prop-

ner that are the partner’s distributive share erty, under Transactions Between Partner-Loss on distribution. A partner does not rec-
of partnership income or guaranteed pay- ship and Partners, later.ognize loss on a partnership distribution unless
ments. all the following requirements are met. The character of the gain is determined by

reference to the character of the net precontribu-• The adjusted basis of the partner’s interestSubstantially appreciated inventory items.
tion gain. This gain is in addition to any gain thein the partnership exceeds the distribution.Inventory items of the partnership are consid-
partner must recognize if the money distributedered to have appreciated substantially in value • The partner’s entire interest in the partner- is more than his or her basis in the partnership.if, at the time of the distribution, their total fair ship is liquidated.

For these rules, the term “money” includesmarket value is more than 120% of the • The distribution is in money, unrealized re- marketable securities treated as money, as dis-partnership’s adjusted basis for the property.
ceivables, or inventory items. cussed earlier.However, if a principal purpose for acquiring

inventory property is to avoid ordinary income Effect on basis. The adjusted basis of theThere are exceptions to these general rules.treatment by reducing the appreciation to less partner’s interest in the partnership is increasedSee the following discussions. Also, see Liqui-than 120%, that property is excluded. by any net precontribution gain recognized bydation at Partner’s Retirement or Death under
the partner. Other than for purposes of deter-Disposition of Partner’s Interest, later.
mining the gain, the increase is treated as occur-Partner’s Gain or Loss
ring immediately before the distribution. SeeDistribution of partner’s debt. If a partner-

A partner generally recognizes gain on a part- Basis of Partner’s Interest, later.ship acquires a partner’s debt and extinguishes
nership distribution only to the extent any money the debt by distributing it to the partner, the The partnership must adjust its basis in any
(and marketable securities treated as money) partner will recognize capital gain or loss to the property the partner contributed within 7 years
included in the distribution exceeds the adjusted extent the fair market value of the debt differs (5 years for property contributed before June 9,
basis of the partner’s interest in the partnership. from the basis of the debt (determined under the 1997) of the distribution to reflect any gain that
Any gain recognized is generally treated as cap- rules discussed in Partner’s Basis for Distributed partner recognizes under this rule.
ital gain from the sale of the partnership interest Property, later).

Exceptions. Any part of a distribution that ison the date of the distribution. If partnership The partner is treated as having satisfied the
property the partner previously contributed toproperty (other than marketable securities debt for its fair market value. If the issue price
the partnership is not taken into account in de-treated as money) is distributed to a partner, he (adjusted for any premium or discount) of the
termining the amount of the excess distributionor she generally does not recognize any gain debt exceeds its fair market value when distrib-
or the partner’s net precontribution gain. For thisuntil the sale or other disposition of the property. uted, the partner may have to include the excess
purpose, the partner’s previously contributedFor exceptions to these rules, see Distribu- amount in income as canceled debt.
property does not include a contributed interesttion of partner’s debt and Net precontribution Similarly, a deduction may be available to a
in an entity to the extent its value is due togain, later. Also, see Payments for Unrealized corporate partner if the fair market value of the
property contributed to the entity after the inter-Receivables and Inventory Items under Disposi- debt at the time of distribution exceeds its ad-
est was contributed to the partnership.tion of Partner’s Interest, later. justed issue price.

Recognition of gain under this rule also does
Net precontribution gain. A partner gener- not apply to a distribution of unrealized receiv-Example. The adjusted basis of Jo’s part-
ally must recognize gain on the distribution of ables or substantially appreciated inventorynership interest is $14,000. She receives a dis-
property (other than money) if the partner con- items if the distribution is treated as a sale ortribution of $8,000 cash and land that has an
tributed appreciated property to the partnership exchange, as discussed earlier.adjusted basis of $2,000 and a fair market value
during the 7-year period before the distribution.of $3,000. Because the cash received does not

exceed the basis of her partnership interest, Jo Partner’s Basis forA 5-year period applies to property
does not recognize any gain on the distribution. contributed before June 9, 1997, or Distributed Property
Any gain on the land will be recognized when under a written binding contract:CAUTION

!
she sells or otherwise disposes of it. The distri- Unless there is a complete liquidation of a
bution decreases the adjusted basis of Jo’s part- partner’s interest, the basis of property (other
nership interest to $4,000 [$14,000 − ($8,000 + 1) That was in effect on June 8, 1997, and than money) distributed to the partner by a part-
$2,000)]. at all times thereafter before the contri- nership is its adjusted basis to the partnership

bution, and immediately before the distribution. However,
Marketable securities treated as money. the basis of the property to the partner cannot be2) That provides for the contribution of aGenerally, a marketable security distributed to a more than the adjusted basis of his or her inter-fixed amount of property.partner is treated as money in determining est in the partnership reduced by any money
whether gain is recognized on the distribution. The gain recognized is the lesser of the fol- received in the same transaction.
This treatment, however, does not generally ap- lowing amounts.
ply if that partner contributed the security to the Example 1. The adjusted basis of Beth’s
partnership or an investment partnership made 1) The excess of: partnership interest is $30,000. She receives a
the distribution to an eligible partner. distribution of property that has an adjusted ba-a) The fair market value of the propertyThe amount treated as money is the sis of $20,000 to the partnership and $4,000 inreceived in the distribution, oversecurity’s fair market value when distributed, cash. Her basis for the property is $20,000.
reduced (but not below zero) by the excess (if b) The adjusted basis of the partner’s in-
any) of: terest in the partnership immediately Example 2. The adjusted basis of Mike’s

before the distribution, reduced (but not partnership interest is $10,000. He receives a1) The partner’s distributive share of the gain
below zero) by any money received in distribution of $4,000 cash and property that hasthat would be recognized had the partner-
the distribution. an adjusted basis to the partnership of $8,000.ship sold all its marketable securities at

His basis for the distributed property is limited totheir fair market value immediately before 2) The “net precontribution gain” of the part- $6,000 ($10,000 − $4,000, the cash he re-the transaction resulting in the distribution, ner. This is the net gain the partner would ceives).over recognize if all the property contributed by
2) The partner’s distributive share of the gain the partner within 7 years (5 years for Complete liquidation of partner’s interest.

that would be recognized had the partner- property contributed before June 9, 1997) The basis of property received in complete liqui-
ship sold all such securities it still held af- of the distribution, and held by the partner- dation of a partner’s interest is the adjusted
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basis of the partner’s interest in the partnership $4,000) and her basis in property B is $11,000 chosen the optional adjustment to basis, dis-
($10,000 + $1,000). cussed later under Adjusting the Basis of Part-reduced by any money distributed to the partner

nership Property, when the partner acquired thein the same transaction. Allocating a basis decrease. Use the fol-
partnership interest.lowing rules to allocate any basis decrease re-

If a partner chooses this special basis adjust-Partner’s holding period. A partner’s holding quired in rule (1) or rule (2), earlier.
ment, the partner’s basis for the property distrib-period for property distributed to the partner in-
uted is the same as it would have been if thecludes the period the property was held by the 1) Allocate the basis decrease first to items
partnership had chosen the optional adjustmentpartnership. If the property was contributed to with unrealized depreciation to the extent
to basis. However, this assigned basis is notthe partnership by a partner, then the period it of the unrealized depreciation. (If the basis
reduced by any depletion or depreciation thatwas held by that partner is also included. decrease is less than the total unrealized
would have been allowed or allowable if thedepreciation, allocate it among those items
partnership had previously chosen the optionalin proportion to their respective amounts ofBasis divided among properties. If the basis
adjustment.unrealized depreciation.)of property received is the adjusted basis of the

The choice must be made with the partner’spartner’s interest in the partnership (reduced by 2) Allocate any remaining basis decrease tax return for the year of the distribution if themoney received in the same transaction), it must among all the items in proportion to their distribution includes any property subject to de-be divided among the properties distributed to respective assigned basis amounts (as de- preciation, depletion, or amortization. If thethe partner. For property distributed after August creased in (1)). choice does not have to be made for the distribu-5, 1997, allocate the basis using the following
tion year, it must be made with the return for therules. 
first year in which the basis of the distributedExample. Tom’s basis in his partnership in-
property is pertinent in determining the partner’sterest is $20,000. In a distribution in liquidation1) Allocate the basis first to unrealized receiv-
income tax.of his entire interest, he receives properties Cables and inventory items included in the

and D, neither of which is inventory or unrealized A partner choosing this special basis adjust-distribution by assigning a basis to each
receivables. Property C has an adjusted basis to ment must attach a statement to his or her taxitem equal to the partnership’s adjusted
the partnership of $15,000 and a fair market return that the partner chooses under sectionbasis in the item immediately before the
value of $15,000. Property D has an adjusted 732(d) of the Internal Revenue Code to adjustdistribution. If the total of these assigned
basis to the partnership of $15,000 and a fair the basis of property received in a distribution.bases exceeds the allocable basis, de-
market value of $5,000. The statement must show the computation ofcrease the assigned bases by the amount

the special basis adjustment for the propertyof the excess. To figure his basis in each property, Tom first
distributed and list the properties to which theassigns bases of $15,000 to property C and2) Allocate any remaining basis to properties
adjustment has been allocated.$15,000 to property D (their adjusted bases toother than unrealized receivables and in-

the partnership). This leaves a $10,000 basisventory items by assigning a basis to each Example. Bob purchased a 25% interest indecrease (the $30,000 total of the assigned ba-property equal to the partnership’s ad- X partnership for $17,000 cash. At the time ofses minus the $20,000 allocable basis). He allo-justed basis in the property immediately the purchase, the partnership owned inventorycates the entire $10,000 to property D (itsbefore the distribution. If the allocable ba- having a basis to the partnership of $14,000 andunrealized depreciation). Tom’s basis in prop-sis exceeds the total of these assigned a fair market value of $16,000. Thus, $4,000 oferty C is $15,000 and his basis in property D isbases, increase the assigned bases by the the $17,000 he paid was attributable to his share$5,000 ($15,000 − $10,000).amount of the excess. If the total of these of inventory with a basis to the partnership of
assigned bases exceeds the allocable ba- Distributions before August 6, 1997. For $3,500.
sis, decrease the assigned bases by the property distributed before August 6, 1997, allo- Within 2 years after acquiring his interest,amount of the excess. cate the basis using the following rules. Bob withdrew from the partnership and for his

entire interest received cash of $1,500, inven-1) Allocate the basis first to unrealized receiv-Allocating a basis increase. Allocate any
tory with a basis to the partnership of $3,500,ables and inventory items included in thebasis increase required in rule (2), above, first to
and other property with a basis of $6,000. Thedistribution to the extent of theproperties with unrealized appreciation to the
value of the inventory received was 25% of thepartnership’s adjusted basis in thoseextent of the unrealized appreciation. (If the ba-
value of all partnership inventory. (It is immate-items. If the partnership’s adjusted basis insis increase is less than the total unrealized
rial whether the inventory he received was onthose items exceeded the allocable basis,appreciation, allocate it among those properties
hand when he acquired his interest.)allocate the basis among the items in pro-in proportion to their respective amounts of un-

Since the partnership from which Bob with-portion to their adjusted bases to the part-realized appreciation.) Allocate any remaining
drew did not make the optional adjustment tonership.basis increase among all the properties in pro-
basis, he chose to adjust the basis of the inven-portion to their respective fair market values. 2) Allocate any remaining basis to other dis- tory received. His share of the partnership’s ba-

tributed properties in proportion to their ad- sis for the inventory is increased by $500 (25%Example. Julie’s basis in her partnership in- justed bases to the partnership. of the $2,000 difference between the $16,000terest is $55,000. In a distribution in liquidation
fair market value of the inventory and its $14,000of her entire interest, she receives properties A Partner’s interest more than partnership basis to the partnership at the time he acquiredand B, neither of which is inventory or unrealized basis. If the basis of a partner’s interest to be his interest). The adjustment applies only forreceivables. Property A has an adjusted basis to divided in a complete liquidation of the partner’s purposes of determining his new basis in thethe partnership of $5,000 and a fair market value interest is more than the partnership’s adjusted inventory, and not for purposes of partnershipof $40,000. Property B has an adjusted basis to basis for the unrealized receivables and inven- gain or loss on disposition.the partnership of $10,000 and a fair market tory items distributed, and if no other property is The total to be allocated among the proper-value of $10,000. distributed to which the partner can apply the ties Bob received in the distribution is $15,500To figure her basis in each property, Julie remaining basis, the partner has a capital loss to ($17,000 basis of his interest − $1,500 cashfirst assigns bases of $5,000 to property A and the extent of the remaining basis of the partner- received). His basis in the inventory items is$10,000 to property B (their adjusted bases to ship interest. $4,000 ($3,500 partnership basis + $500 specialthe partnership). This leaves a $40,000 basis
adjustment). The remaining $11,500 is allocatedincrease (the $55,000 allocable basis minus the Special adjustment to basis. A partner who
to his new basis for the other property he re-$15,000 total of the assigned bases). She first acquired any part of his or her partnership inter-
ceived.allocates $35,000 to property A (its unrealized est in a sale or exchange or upon the death of

appreciation). The remaining $5,000 is allocated another partner may be able to choose a special Mandatory adjustment. A partner does not
between the properties based on their fair mar- basis adjustment for property distributed by the always have a choice of making this special
ket values. $4,000 ($40,000/$50,000) is allo- partnership. To choose the special adjustment, adjustment to basis. The special adjustment to
cated to property A and $1,000 ($10,000/ the partner must have received the distribution basis must be made for a distribution of prop-
$50,000) is allocated to property B. Julie’s basis within 2 years after acquiring the partnership erty, (whether or not within 2 years after the
in property A is $44,000 ($5,000 + $35,000 + interest. Also, the partnership must not have partnership interest was acquired) if all the fol-
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Payments by accrual basis partnership tolowing conditions existed when the partner re- For 2002, a partner who qualifies can deduct
cash basis partner. A partnership that usesceived the partnership interest. 70% of the health insurance premiums paid by
an accrual method of accounting cannot deduct the partnership on his or her behalf as an adjust-• The fair market value of all partnership any business expense owed to a cash basis ment to income. The partner cannot deduct theproperty (other than money) was more partner until the amount is paid. However, this premiums for any calendar month or part of athan 110% of its adjusted basis to the rule does not apply to guaranteed payments month in which the partner is eligible to partici-partnership. made to a partner, which are generally deducti- pate in any subsidized health plan maintained
ble when accrued.• If there had been a liquidation of the by any employer of the partner or the partner’s

partner’s interest immediately after it was spouse. For more information on the self-em-
acquired, an allocation of the basis of that ployed health insurance deduction, see chapterGuaranteed Payments
interest under the general rules (discussed 7 in Publication 535.
earlier under Basis divided among proper- Guaranteed payments are those made by a

Including payments in partner’s income.ties) would have decreased the basis of partnership to a partner that are determined
Guaranteed payments are included in income inproperty that could not be depreciated, de- without regard to the partnership’s income. A
the partner’s tax year in which the partnership’spleted, or amortized and increased the ba- partnership treats guaranteed payments for
tax year ends.sis of property that could be. services, or for the use of capital, as if they were

made to a person who is not a partner. This• The optional basis adjustment, if it had Example 1. Under the terms of a partner-
treatment is for purposes of determining grossbeen chosen by the partnership, would ship agreement, Erica is entitled to a fixed an-
income and deductible business expenses only.have changed the partner’s basis for the nual payment of $10,000 without regard to the
For other tax purposes, guaranteed paymentsproperty actually distributed. income of the partnership. Her distributive share
are treated as a partner’s distributive share of of the partnership income is 10%. The partner-
ordinary income. Guaranteed payments are not ship has $50,000 of ordinary income after de-Required statement. Generally, if a partner subject to income tax withholding. ducting the guaranteed payment. She mustchooses a special basis adjustment and notifies The partnership generally deducts guaran- include ordinary income of $15,000 ($10,000the partnership, or if the partnership makes a teed payments on line 10 of Form 1065 as a guaranteed payment + $5,000 ($50,000 × 10%)distribution for which the special basis adjust- business expense. They are also listed on distributive share) on her individual income taxment is mandatory, the partnership must provide Schedules K and K–1 of the partnership return. return for her tax year in which the partnership’sa statement to the partner. The statement must The individual partner reports guaranteed pay- tax year ends.provide information necessary for the partner to ments on Schedule E (Form 1040) as ordinary

compute the special basis adjustment. income, along with his or her distributive share Example 2. Mike is a calendar year tax-
of the partnership’s other ordinary income. payer who is a partner in a partnership. TheMarketable securities. A partner’s basis in Guaranteed payments made to partners for partnership uses a fiscal year that ended Janu-marketable securities received in a partnership organizing the partnership or syndicating inter- ary 31, 2002. Mike received guaranteed pay-distribution, as determined in the preceding dis- ests in the partnership are capital expenses and ments from the partnership from February 1,cussions, is increased by any gain recognized are not deductible by the partnership. (See Or- 2001, until December 31, 2001. He must includeby treating the securities as money. See Market- ganization expenses and syndication fees under these guaranteed payments in income for 2002able securities treated as money under Partnership Income or Loss, earlier). However, and report them on his 2002 income tax return.Partner’s Gain or Loss, earlier. The basis in- these payments must be included in the part-

crease is allocated among the securities in pro- Payments resulting in loss. If guaranteedners’ individual income tax returns.
portion to their respective amounts of unrealized payments to a partner result in a partnership
appreciation before the basis increase. loss in which the partner shares, the partnerMinimum payment. If a partner is to receive a

must report the full amount of the guaranteedminimum payment from the partnership, the
payments as ordinary income. The partner sep-guaranteed payment is the amount by which the
arately takes into account his or her distributiveminimum payment is more than the partner’s
share of the partnership loss, to the extent of theTransactions Between distributive share of the partnership income
adjusted basis of the partner’s partnership inter-before taking into account the guaranteed pay-Partnership and est.ment.

Partners Example. Under a partnership agreement, Sale or Exchange
Sandy is to receive 30% of the partnership in- of PropertyFor certain transactions between a partner and come, but not less than $8,000. The partnership

his or her partnership, the partner is treated as has net income of $20,000. Sandy’s share, with- Special rules apply to a sale or exchange ofnot being a member of the partnership. These out regard to the minimum guarantee, is $6,000 property between a partnership and certain per-transactions include the following. (30% × $20,000). The guaranteed payment that sons.
can be deducted by the partnership is $2,0001) Performing services for or transferring Losses. Losses will not be allowed from a sale($8,000 − $6,000). Sandy’s income from theproperty to a partnership if— or exchange of property (other than an interestpartnership is $8,000, and the remaining

in the partnership) directly or indirectly between$12,000 of partnership income will be reporteda) There is a related allocation and distri-
a partnership and a person whose direct or indi-by the other partners in proportion to theirbution to a partner, and
rect interest in the capital or profits of the part-shares under the partnership agreement.

b) The entire transaction, when viewed to- nership is more than 50%.If the partnership net income had been
gether, is properly characterized as oc- If the sale or exchange is between two part-$30,000, there would have been no guaranteed
curring between the partnership and a nerships in which the same persons directly orpayment since her share, without regard to the
partner not acting in the capacity of a indirectly own more than 50% of the capital orguarantee, would have been greater than the
partner. profits interests in each partnership, no deduc-guarantee.

tion of a loss is allowed.
2) Transferring money or other property to a Self-employed health insurance premiums. The basis of each partner’s interest in the

partnership if— Premiums for health insurance paid by a part- partnership is decreased (but not below zero) by
nership on behalf of a partner for services as a the partner’s share of the disallowed loss.

a) There is a related transfer of money or partner are treated as guaranteed payments. If the purchaser later sells the property, only
other property by the partnership to the The partnership can deduct the payments as a the gain realized that is greater than the loss not
contributing partner or another partner, business expense and the partner must include allowed will be taxable. If any gain from the sale
and them in gross income. However, if the partner- of the property is not recognized because of this

b) The transfers together are properly ship accounts for insurance paid for a partner as rule, the basis of each partner’s interest in the
characterized as a sale or exchange of a reduction in distributions to the partner, the partnership is increased by the partner’s share
property. partnership cannot deduct the premiums. of that gain.
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Gains. Gains are treated as ordinary income the rules explained later under Disposition of This rule applies to limited partnerships and
in a sale or exchange of property directly or Partner’s Interest. general partnerships, regardless of whether
indirectly between a person and a partnership, they are privately formed or publicly syndicated.Disguised sales. A contribution of money or
or between two partnerships, if both of the fol- other property to the partnership followed by a Contribution to foreign partnership. A do-lowing tests are met. distribution of different property from the part- mestic partnership that contributed property af-

nership to the partner is treated not as a contri-• More than 50% of the capital or profits ter August 5, 1997, to a foreign partnership in
bution and distribution, but as a sale of property,interest in the partnership(s) is directly or exchange for a partnership interest may have to
if both of the following tests are met.indirectly owned by the same person(s). file Form 8865 if either of the following apply.

• The distribution would not have been• The property in the hands of the trans- 1) Immediately after the contribution, themade but for the contribution.feree immediately after the transfer is not partnership owned, directly or indirectly, at
a capital asset. Property that is not a capi- • The partner’s right to the distribution does least a 10% interest in the foreign partner-
tal asset includes accounts receivable, in- not depend on the success of partnership ship.
ventory, stock-in-trade, and depreciable or operations.

2) The fair market value of the property con-real property used in a trade or business.
tributed to the foreign partnership, whenAll facts and circumstances are considered in
added to other contributions of propertydetermining if the contribution and distributionMore than 50% ownership. To determine if made to the partnership during the preced-are more properly characterized as a sale. How-there is more than 50% ownership in partnership ing 12-month period, is greater thanever, if the contribution and distribution occurcapital or profits, the following rules apply. $100,000.within 2 years of each other, the transfers are

1) An interest directly or indirectly owned by presumed to be a sale unless the facts clearly The partnership may also have to file Form
or for a corporation, partnership, estate, or indicate that the transfers are not a sale. If the 8865, even if no contributions are made during
trust is considered to be owned proportion- contribution and distribution occur more than 2 the tax year, if it owns a 10% or more interest in
ately by or for its shareholders, partners, years apart, the transfers are presumed not to a foreign partnership at any time during the year.
or beneficiaries. be a sale unless the facts clearly indicate that See the form instructions for more information.

the transfers are a sale.2) An individual is considered to own the in- Basis of contributed property. If a partner
terest directly or indirectly owned by or for Form 8275 required. A partner must attach contributes property to a partnership, the
the individual’s family. For this rule, “fam- Form 8275, Disclosure Statement, (or other partnership’s basis for determining depreciation,
ily” includes only brothers, sisters, statement) to his or her return if the partner depletion, and gain or loss for the property is the
half-brothers, half-sisters, spouses, ances- contributes property to a partnership and, within same as the partner’s adjusted basis for the
tors, and lineal descendants. 2 years (before or after the contribution), the property when it was contributed, increased by

partnership transfers money or other considera- any gain recognized by the partner at the time of3) If a person is considered to own an inter-
tion to the partner. For exceptions to this require- contribution.est using rule (1), that person (the “con-
ment, see section 1.707 – 3(c)(2) of thestructive owner”) is treated as if actually

Allocations to account for built-in gain orregulations.owning that interest when rules (1) and (2)
loss. The fair market value of property at theA partnership must attach Form 8275 (orare applied. However, if a person is con-
time it is contributed may be different from theother statement) to its return if it distributes prop-sidered to own an interest using rule (2),
partner’s adjusted basis. The partnership musterty to a partner, and, within 2 years (before orthat person is not treated as actually own-
allocate among the partners any income, deduc-after the distribution), the partner transfersing that interest in reapplying rule (2) to
tion, gain, or loss on the property in a mannermoney or other consideration to the partnership.make another person the constructive
that will account for the difference. This rule alsoForm 8275 must include the following infor-owner.
applies to contributions of accounts payable andmation.
other accrued but unpaid items of a cash basis• A caption identifying the statement as aExample. Individuals A and B and Trust T partner.

disclosure under section 707 of the Inter-are equal partners in Partnership ABT. A’s hus- The partnership can use different allocation
nal Revenue Code.band, AH, is the sole beneficiary of Trust T. methods for different items of contributed prop-

Trust T’s partnership interest will be attributed to erty. A single reasonable method must be con-• A description of the transferred property or
AH only for the purpose of further attributing the sistently applied to each item, and the overallmoney, including its value.
interest to A. As a result, A is a more-than-50% method or combination of methods must be rea-• A description of any relevant facts in de-partner. This means that any deduction for sonable. See section 1.704–3 of the regulations

termining if the transfers are properlylosses on transactions between her and ABT will for allocation methods generally considered rea-
viewed as a disguised sale. (See sectionnot be allowed, and gain from property that in sonable.
1.707–3(b)(2) of the regulations for athe hands of the transferee is not a capital asset If the partnership sells contributed property
description of the facts and circumstancesis treated as ordinary, rather than capital, gain. and recognizes gain or loss, built-in gain or loss
considered in determining if the transfers is allocated to the contributing partner. If contrib-
are a disguised sale.)More information. For more information on uted property is subject to depreciation or other

these special rules, see Sales and Exchanges cost recovery, the allocation of deductions for
Between Related Persons in chapter 2 of Publi- Contribution to investment company. Gain these items takes into account built-in gain or
cation 544. is recognized when property is contributed (in loss on the property. However, the total depreci-

exchange for an interest in the partnership) to a ation, depletion, gain, or loss allocated to part-
partnership that would be treated as an invest- ners cannot be more than the depreciation orContribution of Property
ment company if it were incorporated. depletion allowable to the partnership or the

Usually, neither the partner nor the partnership A partnership is generally treated as an in- gain or loss realized by the partnership.
recognizes a gain or loss when property is con- vestment company if over 80% of the value of its
tributed to the partnership in exchange for a assets is held for investment and consists of Example. Sara and Gail formed an equal
partnership interest. This applies whether a part- certain readily marketable items. These items partnership. Sara contributed $10,000 in cash to
nership is being formed or is already operating. include money, stocks and other equity interests the partnership and Gail contributed depreciable
The partnership’s holding period for the property in a corporation, and interests in regulated in- property with a fair market value of $10,000 and
includes the partner’s holding period. vestment companies and real estate investment an adjusted basis of $4,000. The partnership’s

The contribution of limited partnership inter- trusts. For more information, see section basis for depreciation is limited to the adjusted
ests in one partnership for limited partnership 351(e)(1) of the Internal Revenue Code and the basis of the property in Gail’s hands, $4,000.
interests in another partnership qualifies as a related regulations. Whether a partnership is an In effect, Sara purchased an undivided
tax-free contribution of property to the second investment company under this test is ordinarily one-half interest in the depreciable property with
partnership if the transaction is made for busi- determined immediately after the transfer of her contribution of $10,000. Assuming that the
ness purposes. The exchange is not subject to property. depreciation rate is 10% a year under the Gen-
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eral Depreciation System (GDS), she would exceeded the property’s fair market value cause of an assumption of partnership liabilities
have been entitled to a depreciation deduction immediately before the contribution. is considered a contribution of money to the
of $500 per year, based on her interest in the partnership by the partner.4) Substituted basis property. If the dispo-
partnership, if the adjusted basis of the property sition of any of the property listed in (1),
equaled its fair market value when contributed. Interest acquired by gift, etc. If a partner(2), or (3) is a nonrecognition transaction,
(To simplify this example, the depreciation de- acquires an interest in a partnership by gift,these rules apply when the recipient of the
ductions are determined without regard to any inheritance, or under any circumstance otherproperty disposes of any substituted basis
first-year depreciation conventions.) than by a contribution of money or property toproperty (other than certain corporate

However, since the partnership is allowed the partnership, the partner’s basis must be de-stock) resulting from the transaction.
only $400 per year of depreciation (10% of termined using the basis rules described in Pub-
$4,000), no more than $400 can be allocated lication 551.
between the partners. The entire $400 must be Contribution of Services
allocated to Sara. Adjusted Basis

A partner can acquire an interest in partnershipDistribution of contributed property to an-
capital or profits as compensation for services The basis of an interest in a partnership is in-other partner. If a partner contributes prop-
performed or to be performed. creased or decreased by certain items.erty to a partnership and the partnership

distributes the property to another partner within Capital interest. A capital interest is an inter- Increases. A partner’s basis is increased by7 years of the contribution, the contributing part- est that would give the holder a share of the the following items.ner must recognize gain or loss on the distribu- proceeds if the partnership’s assets were sold at
tion. fair market value and the proceeds were distrib- • The partner’s additional contributions to

uted in a complete liquidation of the partnership.A 5-year period applies to property the partnership, including an increased
This determination generally is made at the timecontributed before June 9, 1997, or share of or assumption of partnership lia-
of receipt of the partnership interest. The fairunder a written binding contract: bilities.CAUTION

!
market value of such an interest received by a • The partner’s distributive share of taxablepartner as compensation for services must gen-

and nontaxable partnership income.1) That was in effect on June 8, 1997, and erally be included in the partner’s gross income
at all times thereafter before the contri- in the first tax year in which the partner can • The partner’s distributive share of the ex-
bution, and transfer the interest or the interest is not subject cess of the deductions for depletion over

to a substantial risk of forfeiture. The capital the basis of the depletable property, un-2) That provides for the contribution of a
interest transferred as compensation for serv- less the property is oil or gas wells whosefixed amount of property.
ices is subject to the rules for restricted property basis has been allocated to partners.

The recognized gain or loss is the amount discussed in Publication 525 under Employee
the contributing partner would have recognized Compensation.

Decreases. The partner’s basis is decreasedif the property had been sold for its fair market The fair market value of an interest in part- (but never below zero) by the following items.value when it was distributed. This amount is the nership capital transferred to a partner as pay-
difference between the property’s basis and its ment for services to the partnership is a • The money (including a decreased sharefair market value at the time of contribution. The guaranteed payment, discussed earlier. of partnership liabilities or an assumptioncharacter of the gain or loss will be the same as

of the partner’s individual liabilities by thethe character of the gain or loss that would have Profits interest. A profits interest is a partner- partnership) and adjusted basis of prop-resulted if the partnership had sold the property ship interest other than a capital interest. If a erty distributed to the partner by the part-to the distributee partner. Appropriate adjust- person receives a profits interest for providing nership.ments must be made to the adjusted basis of the services to or for the benefit of a partnership in a
contributing partner’s partnership interest and to • The partner’s distributive share of the part-partner capacity or in anticipation of being a
the adjusted basis of the property distributed to nership losses (including capital losses).partner, the receipt of such an interest is not a
reflect the recognized gain or loss. taxable event for the partner or the partnership. • The partner’s distributive share of nonde-

However, this does not apply in the followingDisposition of certain contributed property. ductible partnership expenses that are not
situations.The following rules determine the character of capital expenditures. This includes the

the partnership’s gain or loss on a disposition of partner’s share of any section 179 ex-• The profits interest relates to a substan-certain types of contributed property. penses, even if the partner cannot deducttially certain and predictable stream of in-
the entire amount on his or her individualcome from partnership assets, such as1) Unrealized receivables. If the property income tax return.income from high-quality debt securities orwas an unrealized receivable in the hands

a high-quality net lease. • The partner’s deduction for depletion forof the contributing partner, any gain or loss
any partnership oil and gas wells, up toon its disposition by the partnership is ordi- • Within 2 years of receipt, the partner dis-
the proportionate share of the adjusted ba-nary income or loss. Unrealized receiv- poses of the profits interest.
sis of the wells allocated to the partner.ables are defined later under Payments for

• The profits interest is a limited partnershipUnrealized Receivables and Inventory
interest in a publicly traded partnership. Partner ’s  l iabi l i t ies assumed byItems. When reading the definition, substi-

partnership. If contributed property is subjecttute “partner” for “partnership.”
A profits interest transferred as compensation to a debt or if a partner’s liabilities are assumed

2) Inventory items. If the property was an for services is not subject to the rules for re- by the partnership, the basis of that partner’s
inventory item in the hands of the contrib- stricted property that apply to capital interests. interest is reduced (but not below zero) by the
uting partner, any gain or loss on its dispo- liability assumed by the other partners. This
sition by the partnership within 5 years partner must reduce his or her basis because
after the contribution is ordinary income or the assumption of the liability is treated as a
loss. Inventory items are defined later in distribution of money to that partner. The otherBasis of Partner’sPayments for Unrealized Receivables and partners’ assumption of the liability is treated as
Inventory Items.

a contribution by them of money to the partner-Interest
3) Capital loss property. If the property was ship. See Effect of Partnership Liabilities, later.

a capital asset in the contributing partner’s The basis of a partnership interest is the money
Example 1. John acquired a 20% interest inhands, any loss on its disposition by the plus the adjusted basis of any property the part-

a partnership by contributing property that hadpartnership within 5 years after the contri- ner contributed. If the partner must recognize
an adjusted basis to him of $8,000 and a $4,000bution is a capital loss. The capital loss is gain as a result of the contribution, this gain is
mortgage. The partnership assumed payment oflimited to the amount by which the included in the basis of his or her interest. Any
the mortgage. The basis of John’s interest is:partner’s adjusted basis for the property increase in a partner’s individual liabilities be-
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Adjusted basis of contributed property $8,000 • A corporation and a partnership if the
1) Creates or increases the partnership’s ba- same persons own 80% or more in valueMinus: Part of mortgage assumed by sis in any of its assets, of the outstanding stock of the corporationother partners (80% × $4,000) . . . . . . 3,200

and 80% or more of the capital or profits2) Gives rise to a current deduction to the
Basis of John’s partnership interest . . . $4,800 interest in the partnership.partnership, or

• Two S corporations or an S corporation3) Is a nondeductible, noncapital expense ofExample 2. If, in Example 1, the contributed and a C corporation if the same personsthe partnership.property had a $12,000 mortgage, the basis of own 80% or more in value of the outstand-
John’s partnership interest would be zero. The The term “assets” in (1) includes capitalized ing stock of each corporation.
$1,600 difference between the mortgage as- items allocable to future periods, such as organi-

• An executor and a beneficiary of an es-sumed by the other partners, $9,600 (80% × zation expenses.
tate.$12,000), and his basis of $8,000 would be A partner’s share of accrued but unpaid ex-

treated as capital gain from the sale or exchange penses or accounts payable of a cash basis • A partnership and a person owning, di-
of a partnership interest. However, this gain partnership are not included in the adjusted ba- rectly or indirectly, 80% or more of the
would not increase the basis of his partnership sis of the partner’s interest in the partnership. capital or profits interest in the partnership.
interest.

• Two partnerships if the same persons di-Partner’s basis increased. If a partner’s
rectly or indirectly own 80% or more of theshare of partnership liabilities increases, or aBook value of partner’s interest. The ad-
capital or profits interests.partner’s individual liabilities increase becausejusted basis of a partner’s interest is determined

he or she assumes partnership liabilities, thiswithout considering any amount shown in the
Property subject to a liability. If propertyincrease is treated as a contribution of money bypartnership books as a capital, equity, or similar

contributed to a partnership by a partner or dis-the partner to the partnership.account.
tributed by the partnership to a partner is subject
to a liability, the transferee is treated as havingPartner’s basis decreased. If a partner’sExample. Sam contributes to his partner-
assumed the liability to the extent it does notshare of partnership liabilities decreases, or aship property that has an adjusted basis of $400
exceed the fair market value of the property.partner’s individual liabilities decrease becauseand a fair market value of $1,000. His partner

the partnership assumes his or her individualcontributes $1,000 cash. While each partner has Partner’s share of recourse liabilities. A
liabilities, this decrease is treated as a distribu-increased his capital account by $1,000, which partnership liability is a recourse liability to the
tion of money to the partner by the partnership.will be reflected in the partnership books, the extent that any partner or a related person, de-

adjusted basis of Sam’s interest is only $400 fined earlier, has an economic risk of loss for
Assumption of liability. A partner or relatedand the adjusted basis of his partner’s interest is that liability. A partner’s share of a recourse
person is considered to assume a partnership$1,000. liability equals his or her economic risk of loss for
liability only to the extent that: that liability. A partner has an economic risk of

When determined. The adjusted basis of a loss if that partner or a related person would be1) He or she is personally liable for it,partner’s partnership interest is ordinarily deter- obligated (whether by agreement or law) to
mined at the end of the partnership’s tax year. 2) The creditor knows that the liability was make a net payment to the creditor or a contribu-
However, if there has been a sale or exchange assumed by the partner or related person, tion to the partnership with respect to the liability
of all or part of the partner’s interest or a liquida- if the partnership were constructively liquidated.3) The creditor can demand payment fromtion of his or her entire interest in a partnership, A partner who is the creditor for a liability thatthe partner or related person, andthe adjusted basis is determined on the date of would otherwise be a nonrecourse liability of the
sale, exchange, or liquidation. 4) No other partner or person related to an- partnership has an economic risk of loss in that

other partner will bear the economic risk of liability.
loss on that liability immediately after theAlternative rule for figuring adjusted basis.

Constructive liquidation. Generally, in aassumption.In certain cases, the adjusted basis of a partner-
constructive liquidation, the following events areship interest can be figured by using the
treated as occurring at the same time.Related person. Related persons, for thesepartner’s share of the adjusted basis of partner-

purposes, includes all the following.ship property that would be distributed if the • All partnership liabilities become payable
partnership terminated. in full.• An individual and his or her spouse, an-

This alternative rule can be used in either of cestors, and lineal descendants. • All of the partnership’s assets have a
the following situations. value of zero, except for property contrib-• An individual and a corporation if the indi-

uted to secure a liability.• The circumstances are such that the part- vidual directly or indirectly owns 80% or
ner cannot practicably apply the general more in value of the outstanding stock of • All property is disposed of by the partner-
basis rules. the corporation. ship in a fully taxable transaction for no

consideration (except relief from liabilities• It is, in the opinion of the IRS, reasonable • Two corporations that are members of the
for which the creditor’s right to reimburse-to conclude that the result produced will same controlled group.
ment is limited solely to one or more as-not vary substantially from the result under

• A grantor and a fiduciary of any trust. sets of the partnership).the general basis rules.

• Fiduciaries of two separate trusts if the • All items of income, gain, loss, or deduc-
Adjustments may be necessary in figuring the same person is a grantor of both trusts. tion are allocated to the partners.

adjusted basis of a partnership interest under
• A fiduciary and a beneficiary of the same • The partnership liquidates.the alternative rule. For example, adjustments

trust.would be required to include in the partner’s
share of the adjusted basis of partnership prop- Example. Ted and Jane form a cash basis• A fiduciary and a beneficiary of two sepa-
erty any significant discrepancies that resulted general partnership with cash contributions ofrate trusts if the same person is a grantor
from contributed property, transfers of partner- $20,000 each. Under the partnership agree-of both trusts.
ship interests, or distributions of property to the ment, they share all partnership profits and• A fiduciary of a trust and a corporation ifpartners. losses equally. They borrow $60,000 and

the trust or the grantor of the trust directly purchase depreciable business equipment. This
or indirectly owns 80% or more in value ofEffect of Partnership debt is included in the partners’ basis in the
the outstanding stock of the corporation. partnership because incurring it creates an addi-Liabilities

• A person and a tax-exempt educational or tional $60,000 of basis in the partnership’s
A partner’s basis in a partnership interest in- charitable organization controlled directly depreciable property.
cludes the partner’s share of a partnership liabil- or indirectly by the person or by members If neither partner has an economic risk of
ity only if, and to the extent that, the liability: of the person’s family. loss in the liability, it is a nonrecourse liability.
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Each partner’s basis would include his or her However, see Payments for Unrealized Receiv- interest in partnership property and other pay-
share of the liability, $30,000. ables and Inventory Items, later, for certain ex- ments. The partnership’s payments include an

If Jane is required to pay the creditor if the ceptions. Gain or loss is the difference between assumption of the partner’s share of partnership
partnership defaults, she has an economic risk the amount realized and the adjusted basis of liabilities treated as a distribution of money.
of loss in the liability. Her basis in the partnership the partner’s interest in the partnership. If the For income tax purposes, a retiring partner
would be $80,000 ($20,000 + $60,000), while selling partner is relieved of any partnership or successor in interest of a deceased partner is
Ted’s basis would be $20,000. liabilities, that partner must include the liability treated as a partner until his or her interest in the

relief as part of the amount realized for his or her partnership has been completely liquidated.Limited partner. A limited partner generally
interest.has no obligation to contribute additional capital

Liquidating payments. Payments made into the partnership and therefore does not have Example 1. Fred became a limited partner liquidation of the interest of a retiring or de-an economic risk of loss in partnership recourse in the ABC Partnership by contributing $10,000 ceased partner in exchange for his or her inter-liabilities. Thus, absent some other factor, such in cash on the formation of the partnership. The
est in partnership property are considered aas the guarantee of a partnership liability by the adjusted basis of his partnership interest at the
distribution, not a distributive share or guaran-limited partner or the limited partner making the end of the current year is $20,000, which in-

loan to the partnership, a limited partner gener- teed payment that could give rise to a deductioncludes his $15,000 share of partnership liabili-
ally does not have a share of partnership re- (or its equivalent) for the partnership.ties. The partnership has no unrealized
course liabilities. receivables or inventory items. Fred sells his Unrealized receivables and goodwill.

interest in the partnership for $10,000 in cash. Payments made for the retiring or deceasedPartner’s share of nonrecourse liabilities.
He had been paid his share of the partnership partner’s share of the partnership’s unrealizedA partnership liability is a nonrecourse liability if
income for the tax year. receivables or goodwill are not treated as madeno partner or related person has an economic

Fred realizes $25,000 from the sale of hisrisk of loss for that liability. A partner’s share of in exchange for partnership property if both of
partnership interest ($10,000 cash payment +nonrecourse liabilities is generally proportionate the following tests are met.
$15,000 liability relief). He reports $5,000to his or her share of partnership profits. How-

• Capital is not a material income-producing($25,000 realized − $20,000 basis) as a capitalever, this rule may not apply if the partnership
factor for the partnership. (Whether capitalgain.has taken deductions attributable to nonre-
is a material income-producing factor iscourse liabilities or the partnership holds prop-
explained in the discussion under FamilyExample 2. The facts are the same as inerty that was contributed by a partner.
Partnership near the beginning of this pub-Example 1, except that Fred withdraws from the

More information. For more information on lication.)partnership when the adjusted basis of his inter-
the effect of partnership liabilities, including est in the partnership is zero. He is considered to • The retiring or deceased partner was arules for limited partners and examples, see have received a distribution of $15,000, his relief general partner in the partnership.sections 1.752–1 through 1.752–5 of the regu- of liability. He reports a capital gain of $15,000.
lations. However, this rule does not apply to payments

Exchange of partnership interests. An ex- for goodwill to the extent that the partnership
change of partnership interests generally does agreement provides for a reasonable payment
not qualify as a nontaxable exchange of to a retiring partner for goodwill.
like-kind property. This applies regardless ofDisposition of
whether they are general or limited partnership Payments for unrealized receivables orPartner’s Interest interests or interests in the same or different goodwill are not treated as made in
partnerships. However, under certain circum- exchange for partnership propertyCAUTION

!
The following discussions explain the treatment stances, such an exchange may be treated as a under any circumstance if the partner retired or
of gain or loss from the disposition of an interest tax-free contribution of property to a partnership. died before January 5, 1993 (or retired on or
in a partnership. See Contribution of Property under Transac- after that date if a written contract to buy the

tions Between Partnership and Partners, earlier. partner’s interest in the partnership was bindingAbandoned or worthless partnership
An interest in a partnership that has a valid on January 4, 1993, and at all times thereafter).interest. A loss incurred from the abandon-

election in effect under section 761(a) of thement or worthlessness of a partnership interest
Internal Revenue Code to be excluded from theis an ordinary loss only if both of the following Unrealized receivables are defined laterpartnership rules of the Code is treated as antests are met. under Payments for Unrealized Receivablesinterest in each of the partnership assets and not

and Inventory Items. However, for this purpose,• The transaction is not a sale or exchange. as a partnership interest. See Exclusion From
they do not include the items listed in that dis-Partnership Rules, earlier.• The partner has not received an actual or cussion under Other items treated as unrealized

deemed distribution from the partnership. Installment reporting for sale of partnership receivables.
interest. A partner who sells a partnership in-If the partner receives even a de minimis actual Partners’ valuation. Generally, the part-terest at a gain may be able to report the sale onor deemed distribution, the entire loss generally

ners’ valuation of a partner’s interest in partner-the installment method. For requirements andis a capital loss. However, see Payments for
ship property in an arm’s-length agreement willother information on installment sales, see Pub-Unrealized Receivables and Inventory Items,
be treated as correct. If the valuation reflectslication 537.later.
only the partner’s net interest in the propertyPart of the gain from the installment sale may
(total assets less liabilities), it must be adjustedPartnership election to adjust basis of part- be allocable to unrealized receivables or inven-
so that both the value of and the basis for thenership property. Generally, a partnership’s tory items. See Payments for Unrealized Re-
partner’s interest include the partner’s share ofbasis in its assets is not affected by a transfer of ceivables and Inventory Items, later. The gain
partnership liabilities.an interest in the partnership, whether by sale or allocable to unrealized receivables and inven-

exchange or because of the death of a partner. tory items must be reported in the year of sale. Gain or loss on distribution. Upon the re-
However, the partnership can elect to make an The gain allocable to the other assets can be ceipt of the distribution, the retiring partner or
optional adjustment to basis in the year of trans- reported under the installment method. successor in interest of a deceased partner will
fer. See Adjusting the Basis of Partnership Prop- recognize gain only to the extent that any money
erty, later, for information on making the (and marketable securities treated as money)Liquidation at Partner’s
election. distributed is more than the partner’s adjustedRetirement or Death

basis in the partnership. The partner will recog-
nize a loss only if the distribution is in money,Sale, Exchange, Payments made by the partnership to a retiring
unrealized receivables, and inventory items. Nopartner or successor in interest of a deceasedor Other Transfer
loss is recognized if any other property is re-partner in return for the partner’s entire interest
ceived. See Partner’s Gain or Loss under Part-The sale or exchange of a partner’s interest in a in the partnership may have to be allocated
nership Distributions, earlier.partnership usually results in capital gain or loss. between payments in liquidation of the partner’s
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Other payments. Payments made by the • Services rendered or to be rendered. Inventory items. Inventory items are not just
partnership to a retiring partner or successor in stock-in-trade of the partnership. They also in-

These rights must have arisen under a con-interest of a deceased partner that are not made clude the following property.
in exchange for an interest in partnership prop- tract or agreement that existed at the time of • Property that would properly be included
erty are treated as distributive shares of partner- sale or distribution, even though the partnership in the partnership’s inventory if on hand at
ship income or guaranteed payments. This rule may not be able to enforce payment until a later the end of the tax year or that is held
applies regardless of the time over which the date. For example, unrealized receivables in- primarily for sale to customers in the nor-
payments are to be made. It applies to payments clude accounts receivable of a cash method mal course of business.
made for the partner’s share of unrealized re- partnership and rights to payment for work or

• Property that, if sold or exchanged by theceivables and goodwill not treated as a distribu- goods begun but incomplete at the time of the
partnership, would not be a capital assettion. sale or distribution of the partner’s share.
or section 1231 property (real or deprecia-If the amount is based on partnership in- The basis for any unrealized receivables in- ble business property held more than onecome, the payment is taxable as a distributive

cludes all costs or expenses for the receivables year). For example, accounts receivableshare of partnership income. The payment re-
that were paid or accrued but not previously acquired for services or from the sale oftains the same character when reported by the
taken into account under the partnership’s inventory and unrealized receivables arerecipient that it would have had if reported by the
method of accounting. inventory items.partnership. For more information, see Partner’s

Income or Loss, earlier. Other items treated as unrealized receiv- • Property held by the partnership that
If the amount is not based on partnership ables. Unrealized receivables include poten- would be considered inventory if held by

income, it is treated as a guaranteed payment. tial gain that would be ordinary income if the the partner selling the partnership interest
The recipient reports guaranteed payments as following partnership property were sold at its or receiving the distribution.
ordinary income. For additional information on fair market value on the date of the payment.
guaranteed payments, see Transactions Be-

Notification required of partner. If a partner• Mining property for which exploration ex-tween Partnership and Partners, earlier.
exchanges a partnership interest attributable topenses were deducted.These payments are included in income by
unrealized receivables or inventory for money orthe recipient for his or her tax year that includes • Stock in a Domestic International Sales property, he or she must notify the partnership inthe end of the partnership tax year for which the Corporation (DISC). writing. This must be done within 30 days of thepayments are a distributive share or in which the
transaction or, if earlier, by January 15 of the• Certain farm land for which expenses forpartnership is entitled to deduct them as guaran-
calendar year following the calendar year of theteed payments. soil and water conservation or land clear-
exchange. A partner may be subject to a $50Former partners who continue to make guar- ing were deducted.
penalty for each failure to notify the partnershipanteed periodic payments to satisfy the • Franchises, trademarks, or trade names. about such a transaction, unless the failure waspartnership’s liability to a retired partner after the
due to reasonable cause and not willful neglect.partnership is terminated can deduct the pay- • Oil, gas, or geothermal property for which

ments as a business expense in the year paid. intangible drilling and development costs Information return required of partnership.
were deducted. When a partnership is notified of an exchange of

Payments for Unrealized partnership interests involving unrealized re-• Stock of certain controlled foreign corpora-
ceivables or inventory items, the partnershipReceivables and Inventory tions.
must file Form 8308. Form 8308 is filed withItems • Market discount bonds and short-term ob- Form 1065 for the tax year that includes the last

ligations. day of the calendar year in which the exchangeIf a partner receives money or property in ex-
took place. If notified of an exchange after filingchange for any part of a partnership interest, the • Property subject to recapture of deprecia-
Form 1065, the partnership must file Form 8308amount due to his or her share of the tion under sections 1245 and 1250 of the
separately, within 30 days of the notification.partnership’s unrealized receivables or inven- Internal Revenue Code. Depreciation re-

On Form 8308, the partnership states thetory items results in ordinary income or loss. capture is discussed in chapter 3 of Publi-
date of the exchange and the names, ad-This amount is treated as if it were received for cation 544.
dresses, and taxpayer identification numbers ofthe sale or exchange of property that is not a
the partnership filing the return and the trans-capital asset. Determining value. Generally, the sales
feree and transferor in the exchange. The part-This treatment applies to the unrealized re- price of unrealized receivables, or their value if nership must also provide a copy of Form 8308ceivables part of payments to a retiring partner received in a distribution treated as a sale or (or a written statement with the same informa-or successor in interest of a deceased partner exchange, is determined by any arm’s-length tion) to each transferee and transferor by theonly if that part is not treated as paid in ex- agreement between the buyer and the seller (or later of January 31 following the end of thechange for partnership property. See Liquida- between the partnership and the partner receiv- calendar year or 30 days after it receives noticetion at Partner’s Retirement or Death, earlier.

ing the distribution). of the exchange.
For a sale or exchange of a partnership If no agreement exists, the price or value The partnership may be subject to a penalty
interest before August 6, 1997, inven- must be determined by taking into account both of up to $50 for each failure to timely file Form
tory must be substantially appreciatedCAUTION

!
the estimated cost to complete performance of 8308 and a $50 penalty for each failure to fur-

before it generates ordinary income (rather than nish a copy of Form 8308 to a transferor orthe contract or agreement and the time between
capital gain). This also applies to any sale or transferee, unless the failure is due to reasona-the sale or distribution and the time of payment.
exchange under a written contract that is in ble cause and not willful neglect. If the failure is
effect on June 8, 1997, and at all times thereaf- intentional, a higher penalty may be imposed.Example. You are a partner in ABC Partner-
ter before the sale or exchange. For the defini- See the form instructions for details.ship. The adjusted basis of your partnership
tion of “substantially appreciated,” see Certain interest at the end of the current year is zero. Statement required of partner. If a partnerdistributions treated as a sale or exchange Your share of potential ordinary income from sells or exchanges any part of an interest in aunder Partnership Distributions, earlier. partnership depreciable property is $5,000. The partnership having unrealized receivables or in-

partnership has no other unrealized receivables ventory, he or she must file a statement with his
or inventory items. You sell your interest in the or her tax return for the year in which the sale orUnrealized receivables. Unrealized receiv- partnership for $10,000 in cash and you report exchange occurs. The statement must containables include any rights to payment not already the entire amount as a gain since your adjusted the following information.included in income for the following items. basis in the partnership is zero. You report as

• The date of the sale or exchange.ordinary income your $5,000 share of potential• Goods delivered or to be delivered to the
ordinary income from the partnership’s depre-extent the payment would be treated as • The amount of any gain or loss attributa-
ciable property. The remaining $5,000 gain is areceived for property other than a capital ble to the unrealized receivables or inven-
capital gain.asset. tory.
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• The amount of any gain or loss attributa- tion) over the basis of the property to tions 734(b) and 743(b) of the Internal Revenue
the distributee, orble to capital gain or loss on the sale of Code. Once a valid election has been made, it

the partnership interest. applies in succeeding years until it is revoked.
2) Decreasing the adjusted basis of the re- If the election cannot be made with the re-

tained partnership property by: turn, a partner or the partnership can request anPartner’s disposition of distributed unreal-
automatic extension of 12 months to make theized receivables or inventory items. In gen- a) Any loss recognized by the distributee election. See section 301.9100–2 of the regula-eral, any gain or loss on a sale or exchange of partner on the distribution, plus
tions for more information.unrealized receivables or inventory items a part-

b) The excess, if any, of the distributeener received in a distribution is an ordinary gain
partner’s basis for the distributed prop- Revoking the election. Generally, the elec-or loss. For this purpose, inventory items do not
erty over the partnership’s adjusted ba- tion can be revoked only with the approval of theinclude real or depreciable business property,
sis for the property (immediately before IRS. An application to revoke the election musteven if they are not held more than 1 year.
the distribution). be filed with the IRS director for your area. This

application must be filed within 30 days after theExample. Mike, a distributee partner, re-
close of the partnership tax year for which theceived his share of accounts receivable when Timing of adjustment. If a partnership
change is to be effective. The application musthis law firm dissolved. The partnership used the completely liquidates the interest of a partner by
be signed by one of the partners and state whycash method of accounting, so the receivables making a series of cash payments treated as
the partnership wishes to revoke the election.had a basis of zero. If Mike later collects the distributions of the partner’s interest in partner-

receivables or sells them, the amount he re- Examples of sufficient grounds for approvingship property, the basis adjustments to partner-
ceives will be ordinary income. the application include the following.ship property must correspond in timing and

amount with the recognition of gain or loss byException for inventory items held more • A change in the nature of the business.the retiring partner, or a deceased partner’s suc-than 5 years. If a distributee partner sells in-
cessor in interest, with respect to those pay- • A substantial increase in assets.ventory items held for more than 5 years after
ments.the distribution, the type of gain or loss depends • A change in the character of the assets.

on how they are being used on the date sold.
Example. Alan owns a one-third interest in • An increased frequency of retirements orThe gain or loss is capital gain or loss if the

the partnership Sylvan Associates. Sylvan has shifts of partnership interests.property is a capital asset in the partner’s hands
an optional adjustment to basis election in ef-at the time sold.
fect. When Alan retires, Sylvan continues with- However, the IRS will not approve an applica-
out dissolution and agrees to liquidate Alan’s tion to revoke the election if its primary purposeExample. Ann receives, through dissolution
one-third interest in the partnership property by is to avoid decreasing the basis of partnershipof her partnership, inventory that has a basis of
making a series of cash payments to Alan that assets upon a transfer or distribution.$19,000. Within 5 years, she sells the inventory
are treated as distributions. The total amount offor $24,000. The $5,000 gain is taxed as ordi-
payments Alan will receive is fixed and exceedsnary income. If she had held the inventory for
the adjusted basis of Alan’s interest in the part-more than 5 years, her gain would have been
nership.capital gain, provided the inventory was a capital Form 1065

Sylvan increases the adjusted basis of itsasset in her hands at the time of sale.
property by Alan’s recognized gain in each part- Example

Substituted basis property. If a distributee nership tax year during which Alan recognizes
partner disposes of unrealized receivables or gain with respect to the payments. This filled-in Form 1065 is for the AbleBaker
inventory items in a nonrecognition transaction, Book Store, a partnership composed of FrankTransfers. When there is a transfer of a part-ordinary gain or loss treatment applies to a later Able and Susan Baker. The partnership uses annership interest because of a sale or exchangedisposition of any substituted basis property re- accrual method of accounting and a calendaror a partner’s death, the partnership makes thesulting from the transaction. year for reporting income and loss. Frank worksoptional adjustment by: 

full time in the business, while Susan works
1) Increasing the adjusted basis of the part- approximately 25% of her time in it. Both part-

nership property by the excess of: ners are general partners.Adjusting the Basis of The partnership agreement states that Frank
a) The transferee’s basis for his or her

will receive a yearly guaranteed payment ofPartnership Property partnership interest, over
$20,000 and Susan will receive $5,000. Any

b) The transferee’s share of the adjusted profit or loss will be shared equally by the part-Generally, a partnership cannot adjust the basis
basis of all partnership property, or ners. The partners are personally liable for allof its property because of a distribution of prop-

partnership liabilities. Both partners materiallyerty to a partner or because of a transfer of an
2) Decreasing the adjusted basis of partner- participate in the operation of the business.interest in the partnership, whether by sale or

ship property by the excess of: In addition to receiving income and payingexchange or because of the death of a partner.
expenses in its partnership operations,The partnership can adjust the basis only if it a) The transferee’s share of the adjusted
AbleBaker made a $650 cash charitable contri-files an election to make an optional adjustment basis of all partnership property, over
bution, received $150 from dividends, and re-to the basis of its property upon all distributions

b) The transferee’s basis for his or her ceived $50 tax-exempt interest from municipaland transfers. A partnership does not adjust the
partnership interest. bonds.basis of partnership property for a contribution of

Frank completes the partnership’s Formproperty, including money, to the partnership.
These adjustments affect the basis of part- 1065 as explained next.

nership property for the transferee partner only.Distributions. When there is a distribution of
They become part of his or her share of thepartnership property to a partner, the partner- Page 1
common partnership basis.ship makes the optional adjustment by: 

The IRS sent Frank a postcard with theMaking the election. The optional adjustment
partnership’s preaddressed label, asking if he1) Increasing the adjusted basis of the re- to basis is made by filing a written statement with
needed a Form 1065 package. He returned thetained partnership property by: Form 1065 for the tax year in which the distribu-
postcard and the IRS sent him the package.tion or transfer occurs. For the election to be

a) Any gain recognized by the distributee When Frank completes the return, he places thevalid, the return must be filed on time, including
partner on the distribution, plus partnership’s label in the address area on pageextensions. The statement must include the

1.b) The excess, if any, of the partnership’s name and address of the partnership, be signed
Frank supplies all the information requestedadjusted basis for the distributed prop- by one of the partners, and state that the part-

at the top of the page.erty (immediately before the distribu- nership elects under section 754 to apply sec-

Page 18
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Income Ordinary Income (Loss) Schedule L

The partnership’s ordinary income from the Schedule L contains the partnership’s balanceLine 22. The amount on line 21 is sub-
sheets at the beginning and end of the tax year.trade or business activity is shown on lines 1a tracted from the amount on line 8. The result,
All information shown on the balance sheets for$49,370, is entered here and on line 1 of Sched-through 8.

ule K. The amount allocated to each partner is the AbleBaker Book Store should agree with its
Line 1. Gross sales of $409,465 are entered listed on line 1 of Schedule K–1. books of record.

on line 1a. Returns and allowances of $3,365
The entry in column (d) of line 14 for totalare entered on line 1b, resulting in net sales of

assets at the end of the year, $45,391, is carried$406,100, entered on line 1c. Signatures to item F at the top of page 1 since the answer to
Line 2. Cost of goods sold, $267,641, from question 5 on Schedule B was “No.”

Frank signs the return as a general partner. TheSchedule A, line 8, is entered here.
AbleBaker Book Store did not have a paid

Line 3. Gross profit of $138,459 is shown on preparer. Schedule M–1this line.

Schedule M–1 is the reconciliation of incomePage 2Line 7. Interest income on accounts receiv-
per the partnership books with income per Formable, $559, is entered on this line. The schedule Schedule A
1065.that must be attached for this line is not shown.

Schedule A shows the computation of cost of Line 1. This line shows the net income perLine 8. Total income, $139,018 (lines 3 goods sold. Beginning inventory, $18,125, is books of $48,920. This amount is from the profitthrough 7), is shown here. entered on line 1 and net purchases, $268,741, and loss account (not shown in this example).
are entered on line 2. The total, $286,866, is

Line 3. This line shows the guaranteed pay-entered on line 6. Ending inventory, $19,225Deductions ments to partners.(entered on line 7), is subtracted from line 6 to
arrive at cost of goods sold, $267,641 (enteredThe partnership’s allowable deductions are Line 5. This is the total of lines 1 through 4
on line 8 and on page 1, line 2).shown on lines 9 through 21. of $73,920.

Frank answers all applicable questions for
Line 9. All salaries and wages are included Line 6. Shown here is the $50 tax-exemptitem 9.

here except guaranteed payments to partners interest income from municipal bonds recorded
(shown on line 10). Frank enters the $29,350 on the books but not included on Schedule K,Schedule Bwages paid to the partnership’s employees. The lines 1 through 7. This interest is reported on
partnership had no employment credits to re- Schedule K, line 19.Schedule B contains 12 questions about the
duce that amount. partnership. Frank answers question 1 by mark- Line 9. This is line 5 less line 8, $73,870.

ing the “Domestic general partnership” box. He This line is the same as line 1 of the Analysis ofLine 10. Guaranteed payments of $25,000
answers questions 2 through 11 by marking the Net Income (Loss) section of Schedule K at theto partners Frank ($20,000) and Susan ($5,000)
“No” boxes. He answers question 12 by entering top of page 4.are entered here.
-0- on this line.

Line 11. Repairs of $1,125 made to partner-
Question 5 asks if the partnership meets allship equipment are entered on this line. Schedule M–2the requirements listed in items 5a, b, and c.

Line 12. During the year, $250 owed to the Because the partnership’s total receipts were
Schedule M–2 is an analysis of the partners’partnership was determined to be a wholly not less than $250,000, all three of these re-
capital accounts. It shows the total equity of allworthless business bad debt. The $250 is quirements are not met. Frank must complete
partners at the beginning and end of the tax yearshown on this line. (If this had been a nonbusi- Schedules L, M–1, M–2, and item F on page 1
and the adjustments that caused any increaseness bad debt, it would have been reported in of Form 1065 and item J on Schedule K–1.
or decrease. The total of all the partners’ capitalPart I of Schedule D (Form 1065) and included
accounts is the difference between theseparately on Schedules K and K–1, line 7, as a Pages 3 – 4 partnership’s assets and liabilities shown onstated short-term capital loss.) Schedule K Schedule L. A partner’s capital account does not

Line 13. Rent paid for the business prem- necessarily represent the tax basis for an inter-
On Schedule K, Frank lists the total of bothises, $20,000, is listed on this line. est in the partnership.
partners’ shares of income, deductions, credits,

Line 14. Deductible taxes of $3,295 are en- Line 1. As of January 1, the total of theetc. Each partner’s distributive share of income,
tered on this line. partners’ capital accounts was $27,550deductions, credits, etc., is reported on Sched-

(Frank — $14,050; Susan — $13,500). Thisule K–1. The line items for Schedule K areLine 15. Interest paid to suppliers during the
amount should agree with the beginning bal-discussed in combination with the Scheduleyear totaled $1,451. This is business interest, so
ance shown on line 21 of Schedule L for theK–1 line items, later.it is entered here.
partners’ capital accounts.

Lines 16a and 16c. Depreciation of $1,174
Line 3. This is the net income per books.claimed on assets used in the partnership’s Analysis of Net Income (Loss)

business is entered on these lines. (Line 16b is Line 5. This is the total of lines 1 through 4.
An analysis must be made of the distributiveleft blank because there is no depreciation listed

Line 6. Each partner withdrew $26,440 (to-items on Schedule K. This analysis is based onelsewhere on the return.) Frank does not need
taling $52,880) from the partnership. Thesethe type of partner. Since the AbleBaker Bookto attach Form 4562 because the partnership
withdrawals are shown here and on Schedule K,Store has two individual partners, both of whomdid not place property in service during 2002 or line 22. The partners’ guaranteed payments,are “active” general partners, the total on line 1,depreciate or claim a deduction for a car or other which were actually paid, are not included be-$73,870, is entered on line 2a, column ii.listed property. cause they were deducted when figuring the
amount shown on line 3.Line 20. Other allowable deductions of Page 4$8,003 not listed elsewhere on the return and for Line 9. This shows the total equity of allSchedules L, M–1, and M–2which a separate line is not provided on page 1 partners as shown in the books of record as of

are included on this line. Frank attaches a December 31. This amount should agree withPartnerships do not have to complete Sched-schedule that lists each deduction and the the year-end balance shown on line 21 ofules L, M–1, or M–2 if all the tests listed underamount included on line 20. This schedule is not Schedule L for the partners’ capital accounts.question 5 of Schedule B are met and question 5shown.
Item J on Schedule K–1 reflects eachis marked “Yes.” The AbleBaker Book Store

Line 21. The total of all deductions, $89,648 partner’s share of the amounts shown on lines 1does not meet all the tests, so these schedules
through 9 of Schedule M–2.(lines 9 through 20), is entered on this line. must be completed.
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Line 5. This line on Schedule K–1 shows Self-EmploymentSchedule K–1 (Form 1065)
only the guaranteed payments to Frank of

Line 15a. Net earnings (loss) from self-em-$20,000. This line on Schedule K shows the totalSchedule K–1 lists each partner’s share of in-
ployment are figured using the worksheet in theguaranteed payments to both partners ofcome, deductions, credits, etc. It also shows
Form 1065 instructions for Schedule K (not$25,000.where to report the items on the partner’s indi-
shown). Frank and Susan’s net earnings fromvidual income tax return. Illustrated is a copy of
self-employment are the total of the partnershipthe Schedule K–1 for Frank W. Able. All infor-
income shown on line 1 of Schedule K and theDeductionsmation asked for at the top of Schedule K–1
guaranteed payments shown on line 5. Thismust be supplied for each partner.

Line 8. During the year, the partnership total, $74,370, is entered on Schedule K, and
made a $650 cash contribution to the American each individual partner’s share is shown on hisAllocation of Lung Association. Each partner may be able to or her Schedule K–1. Each partner uses his orPartnership Items deduct his or her share of the partnership’s char- her share to figure his or her self-employment
itable contribution on his or her individual in- tax on Schedule SE (Form 1040), Self-Employ-

The partners’ shares of income, deductions, come tax return if the partner itemizes ment Tax (not shown).
etc., are shown next. deductions. Frank’s share of the contribution,

$325, is entered on this line of Schedule K–1.
This line on Schedule K shows the total contribu- OtherIncome (Loss) tion.

Line 19. Frank enters the $50 municipal
Line 1. This line on Schedule K–1 shows bond interest received by the partnership on this

Frank’s share ($24,685) of the income from the line of Schedule K and $25 on this line of eachInvestment Interestpartnership shown on Form 1065, page 1, line partner’s Schedule K–1.
22. The total amount of income to both partners Line 14b. The partnership had no interest

Line 22. Frank enters the $52,880 cashis shown on line 1, Schedule K. expense on investment debts, but it had invest-
withdrawals made by the partners during thement income (dividends) of $150 as shown onLine 4b. Dividends must be separately year on this line of Schedule K. He enters theline 4b, Schedule K. That amount is also shownstated. They are not included in the income amount each partner withdrew on this line of theon this line of Schedule K, and the partner’s(loss) of the partnership on Form 1065, page 1, partner’s Schedule K–1.share is shown on this line of Schedule K–1.line 22. This line on Schedule K–1 shows

Frank’s share, $75. This line on Schedule K
shows the total dividends of $150.
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1, 2

002

(su
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 change)

Retail

Books

451211 45,391

10-1-79

2
�

409,465
3,365 406,100

267,641
138,459

559

139,018

29,350
25,000

1,125
250

20,000
3,295

1,451

1,174

8,003

89,648

49,370

1,174
– 0 –

Frank W. Able 3-12-03

10-9876543
AbleBaker Book Store
334 West Main Street
Orange, MD 20904

DEC02

OMB No. 1545-0099U.S. Return of Partnership Income1065Form
Department of the Treasury
Internal Revenue Service � See separate instructions.

A Principal business activity D Employer identification number
Use the
IRS
label.
Other-
wise,
print
or type.

Principal product or serviceB E Date business started

Business code numberC F Total assets (see page 14 of
the instructions)

$

Final return(2)Initial return(1)Check applicable boxes:G (3) Name change (5) Amended return

Accrual(2)Cash(1)Check accounting method:H (3) Other (specify) �

Number of Schedules K-1. Attach one for each person who was a partner at any time during the tax year �I

Caution: Include only trade or business income and expenses on lines 1a through 22 below. See the instructions for more information.

1aa1 Gross receipts or sales
1c1bb Less returns and allowances

22 Cost of goods sold (Schedule A, line 8)
33 Gross profit. Subtract line 2 from line 1c
4Ordinary income (loss) from other partnerships, estates, and trusts (attach schedule)4

In
co

m
e

55 Net farm profit (loss) (attach Schedule F (Form 1040))
66 Net gain (loss) from Form 4797, Part II, line 18

77 Other income (loss) (attach schedule)

8 Total income (loss). Combine lines 3 through 7 8

9 Salaries and wages (other than to partners) (less employment credits)
10Guaranteed payments to partners10
11

Rent13

12

Interest15

13

Taxes and licenses14 14

Bad debts12

15

Repairs and maintenance11

16aDepreciation (if required, attach Form 4562)16a
16c16bLess depreciation reported on Schedule A and elsewhere on returnb
17Depletion (Do not deduct oil and gas depletion.)17

19
18 Retirement plans, etc.

Employee benefit programs

21

19

Other deductions (attach schedule)

D
ed

uc
ti

o
ns

 (s
ee

 p
ag

e 
15

 o
f t

he
 in

st
ru

ct
io

ns
 fo

r l
im

ita
tio

ns
)

Total deductions. Add the amounts shown in the far right column for lines 9 through 20

20 20

Ordinary income (loss) from trade or business activities. Subtract line 21 from line 8

21

22
Under penalties of perjury, I declare that I have examined this return, including accompanying schedules and statements, and to the best of my knowledge
and belief, it is true, correct, and complete. Declaration of preparer (other than general partner or limited liability company member) is based on all
information of which preparer has any knowledge.Sign

Here
DateSignature of general partner or limited liability company member

Preparer’s SSN or PTINDatePreparer’s
signature Check if

self-employed �Paid
Preparer’s
Use Only Firm’s name (or yours

if self-employed),
address, and ZIP code

Form 1065 (2002)For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 11390Z

18

22

�

� EIN �

Phone no. ( )

For calendar year 2002, or tax year beginning , 2002, and ending , 20 .

9

(4) Address change

May the IRS discuss this return
with the preparer shown below (see
instructions)? Yes No�

2002
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18,125
268,741

– 0 –
– 0 –
– 0 –

286,866
19,225

267,641

�
�

�

�

�

�

�

�

�
�

�

�

�

�

– 0 –

Form 1065 (2002) Page 2
Cost of Goods Sold (see page 18 of the instructions)

11 Inventory at beginning of year
22 Purchases less cost of items withdrawn for personal use
33 Cost of labor
44
55 Other costs (attach schedule)
66 Total. Add lines 1 through 5
77 Inventory at end of year
88 Cost of goods sold. Subtract line 7 from line 6. Enter here and on page 1, line 2

9a Check all methods used for valuing closing inventory:

Lower of cost or market as described in Regulations section 1.471-4(ii)
Cost as described in Regulations section 1.471-3(i)

(iii)

Check this box if the LIFO inventory method was adopted this tax year for any goods (if checked, attach Form 970) �c
Nod Do the rules of section 263A (for property produced or acquired for resale) apply to the partnership?
NoYese Was there any change in determining quantities, cost, or valuations between opening and closing inventory?

If “Yes,” attach explanation.
Other Information

Designation of Tax Matters Partner (see page 20 of the instructions)
Enter below the general partner designated as the tax matters partner (TMP) for the tax year of this return:

Identifying
number of TMP

Name of 
designated TMP

Address of 
designated TMP

Other (specify method used and attach explanation) �

Yes

�

NoYes

8 Has this partnership filed, or is it required to file, Form 8264, Application for Registration of a Tax Shelter?

1

At any time during calendar year 2002, did the partnership have an interest in or a signature or other authority
over a financial account in a foreign country (such as a bank account, securities account, or other financial
account)? See page 20 of the instructions for exceptions and filing requirements for Form TD F 90-22.1. If “Yes,”
enter the name of the foreign country. �

9

Are any partners in this partnership also partnerships?2

During the partnership’s tax year, did the partnership own any interest in another partnership or in any foreign
entity that was disregarded as an entity separate from its owner under Regulations sections 301.7701-2 and
301.7701-3? If yes, see instructions for required attachment

3

Is this partnership subject to the consolidated audit procedures of sections 6221 through 6233? If “Yes,” see
Designation of Tax Matters Partner below

4

Does this partnership meet all three of the following requirements?5

10

Does this partnership have any foreign partners? If “Yes,” the partnership may have to file Forms 8804, 8805
and 8813. See page 20 of the instructions

6

Schedule A

Schedule B

� �

Was there a distribution of property or a transfer (e.g., by sale or death) of a partnership interest during the tax
year? If “Yes,” you may elect to adjust the basis of the partnership’s assets under section 754 by attaching the
statement described under Elections Made By the Partnership on page 8 of the instructions

11

During the tax year, did the partnership receive a distribution from, or was it the grantor of, or transferor to, a
foreign trust? If “Yes,” the partnership may have to file Form 3520. See page 20 of the instructions

b
c

a The partnership’s total receipts for the tax year were less than $250,000;
The partnership’s total assets at the end of the tax year were less than $600,000; and
Schedules K-1 are filed with the return and furnished to the partners on or before the due date (including
extensions) for the partnership return.
If “Yes,” the partnership is not required to complete Schedules L, M-1, and M-2; Item F on page 1 of Form 1065;
or Item J on Schedule K-1

What type of entity is filing this return? Check the applicable box:
Domestic general partnership Domestic limited partnership
Domestic limited liability company

b Check this box if there was a writedown of “subnormal” goods as described in Regulations section 1.471-2(c) �

a b

Other �

c d Domestic limited liability partnership
f

7 Is this partnership a publicly traded partnership as defined in section 469(k)(2)?

Form 1065 (2002)

Foreign partnershipe

12 Enter the number of Forms 8865, Return of U.S. Persons With Respect to Certain Foreign Partnerships, attached
to this return �

Additional section 263A costs (attach schedule)
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49,370

150

25,000

650

150

74,370

50

52,880

Page 3Form 1065 (2002)

Partners’ Shares of Income, Credits, Deductions, etc.

Ordinary income (loss) from trade or business activities (page 1, line 22)1 1

Net income (loss) from rental real estate activities (attach Form 8825)2 2
3aGross income from other rental activities3a

Expenses from other rental activities (attach schedule)b 3b

Net income (loss) from other rental activities. Subtract line 3b from line 3ac 3c

Portfolio income (loss):4 4a

Ordinary dividendsb 4b

Royalty incomec 4c
4dNet short-term capital gain (loss) (attach Schedule D (Form 1065))d

In
co

m
e 

(L
o

ss
)

Net long-term capital gain (loss) (attach Schedule D (Form 1065))e

4fOther portfolio income (loss) (attach schedule)f
5Guaranteed payments to partners5
6Net section 1231 gain (loss) (other than due to casualty or theft) (attach Form 4797)6
7Other income (loss) (attach schedule)7

8Charitable contributions (attach schedule)8
9Section 179 expense deduction (attach Form 4562)9

10Deductions related to portfolio income (itemize)10

D
ed

uc
-

ti
o

ns

Other deductions (attach schedule)11 11

14a14a Interest expense on investment debts
14b(1)(1)b Investment income included on lines 4a, 4b, 4c, and 4f above

In
ve

st
-

m
en

t
In

te
re

st

14b(2)(2) Investment expenses included on line 10 above

12a Low-income housing credit:
12a(1)(1) From partnerships to which section 42(j)(5) applies
12a(2)(2) Other than on line 12a(1)

C
re

d
it

s

12bQualified rehabilitation expenditures related to rental real estate activities (attach Form 3468)b
12cCredits (other than credits shown on lines 12a and 12b) related to rental real estate activitiesc
12dCredits related to other rental activitiesd

Other credits13 13

15aNet earnings (loss) from self-employment15a
15bGross farming or fishing incomeb

Se
lf-

Em
pl

oy
-

m
en

t

c Gross nonfarm income 15c
16a16a
16bb
16c

Depreciation adjustment on property placed in service after 1986

c
d

Depletion (other than oil and gas)
16d(1)Gross income from oil, gas, and geothermal properties(1)

e
16d(2)Deductions allocable to oil, gas, and geothermal properties(2)

Ad
ju

st
m

en
ts

 a
nd

Ta
x 

Pr
ef

er
en

ce
Ite

m
s

Other adjustments and tax preference items (attach schedule)

Name of foreign country or U.S. possession �17a
17b

Foreign gross income sourced at partnership level:
c

Deductions allocated and apportioned at partner level:

d

Total foreign taxes (check one): � Paid Accrued

e

17g

Deductions allocated and apportioned at partnership level to foreign source income:fFo
re

ig
n 

T
ax

es

18b18 Section 59(e)(2) expenditures: a Type � b Amount �

O
th

er

24 Other items and amounts required to be reported separately to partners (attach schedule)

Schedule K

Adjusted gain or loss

16e

19
20
21

Tax-exempt interest income
Other tax-exempt income
Nondeductible expenses

19
20
21

Distributions of money (cash and marketable securities)
Distributions of property other than money

22
23

22
23

Interest incomea

(2) 28% rate gain (loss) �

b Gross income from all sources

Form 1065 (2002)

Reduction in taxes available for credit (attach schedule)
g

17d(3)

17f(3)

17e(2)(1) Interest expense � (2) Other �

(1) General limitation �(3)

Listed categories (attach schedule) �(1) Passive � (2) General limitation �(3)

(2)

(a) Distributive share items (b) Total amount

17h

Passive � Listed categories (attach schedule) �

4e(1)

(3) Qualified 5-year gain �

(1)

h

Gross income sourced at partner level 17c
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3,455 3,350
7,150 10,990

7,150 10,990
18,125 19,225

1,000 1,000

1,000 1,000
15,00015,000

4,000 11,000 5,174

41,730 45,391

10,180 10,462
4,000 3,600

7,739

27,550 23,590
41,730 45,391

48,920

25,000

73,920

27,550

48,920

76,470

50

50

50

73,870

52,880

52,880
23,590

9,826

73,870

73,870

Page 4Form 1065 (2002)

Balance Sheets per Books Beginning of tax year End of tax year

Assets (d)(c)(b)(a)

1 Cash
2a Trade notes and accounts receivable

b Less allowance for bad debts
3 Inventories
4 U.S. government obligations

Tax-exempt securities5
Other current assets (attach schedule)6
Mortgage and real estate loans7
Other investments (attach schedule)8
Buildings and other depreciable assets9a
Less accumulated depreciationb
Depletable assets10a
Less accumulated depletionb
Land (net of any amortization)11
Intangible assets (amortizable only)12a
Less accumulated amortizationb
Other assets (attach schedule)13
Total assets14

Liabilities and Capital
15 Accounts payable
16 Mortgages, notes, bonds payable in less than 1 year
17 Other current liabilities (attach schedule)
18 All nonrecourse loans
19 Mortgages, notes, bonds payable in 1 year or more
20 Other liabilities (attach schedule)
21 Partners’ capital accounts
22 Total liabilities and capital

Reconciliation of Income (Loss) per Books With Income (Loss) per Return
1 Net income (loss) per books
2 Income included on Schedule K, lines 1

through 4, 6, and 7, not recorded on books
this year (itemize):

4 Expenses recorded on books this year not
included on Schedule K, lines 1 through
11, 14a, 17g, and 18b (itemize):

a Depreciation $
b Travel and entertainment $

5 Add lines 1 through 4

6 Income recorded on books this year not included
on Schedule K, lines 1 through 7 (itemize):

a Tax-exempt interest $

7 Deductions included on Schedule K, lines 1
through 11, 14a, 17g, and 18b, not charged
against book income this year (itemize):

a Depreciation $

8 Add lines 6 and 7
9 Income (loss) (Analysis of Net Income (Loss),

line 1). Subtract line 8 from line 5
Analysis of Partners’ Capital Accounts

1 Balance at beginning of year
2 Capital contributed: a Cash

3 Net income (loss) per books
4 Other increases (itemize):

5 Add lines 1 through 4

6 Distributions: a Cash
b Property

7 Other decreases (itemize):

8 Add lines 6 and 7
9 Balance at end of year. Subtract line 8 from line 5

Schedule L

Schedule M-1

Schedule M-2

3 Guaranteed payments (other than health
insurance)

Net income (loss). Combine Schedule K, lines 1 through 7 in column (b). From the result, subtract the
sum of Schedule K, lines 8 through 11, 14a, 17g, and 18b 1

(ii) Individual
(active)

Analysis by
partner type:

(v) Exempt
organization

(i) Corporate (iv) Partnership (vi) Nominee/Other

General partners

Analysis of Net Income (Loss)

Limited partners

1

2

b
a

(iii) Individual
(passive)

Form 1065 (2002)

b Property

Note: Schedules L, M-1 and M-2 are not required if Question 5 of Schedule B is answered “Yes.”
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Proof as o
f

October 3
1,2002

(su
bject to

 change)

10 9876543123-00-6789

Frank W. Able
10 Green Street
Orange, MD 20904

AbleBaker Book Store
334 West Main Street
Orange, MD 20904

�

50

Cincinnati

10,900

N/A

14,050 24,460 26,440

24,685

75

20,000

325

�
Individual

50
50

12,070

SCHEDULE K-1 OMB No. 1545-0099Partner’s Share of Income, Credits, Deductions, etc.
� See separate instructions.(Form 1065)

For calendar year 2002 or tax year beginning , 2002, and ending , 20
Department of the Treasury
Internal Revenue Service

Partnership’s identifying number �Partner’s identifying number �

Partnership’s name, address, and ZIP codePartner’s name, address, and ZIP code

(ii) End of
year

(i) Before change
or termination

limited partnergeneral partnerA

Enter partner’s percentage of:

F

%

Partner’s share of liabilities (see instructions):

B

Profit sharing

Nonrecourse $

Loss sharing

Qualified nonrecourse financing

Ownership of capital

G Tax shelter registration number �

Other
What type of entity is this partner? �

C foreign partner?

D

H Check here if this partnership is a publicly traded
partnership as defined in section 469(k)(2)

E I Check applicable boxes:

(c) 1040 filers enter the
amount in column (b) on:(a) Distributive share item (b) Amount

1Ordinary income (loss) from trade or business activities1 See page 6 of Partner’s
Instructions for Schedule K-1
(Form 1065).

2Net income (loss) from rental real estate activities2
3Net income (loss) from other rental activities3

Portfolio income (loss):4
4a Sch. B, Part I, line 1Interesta
4b Sch. B, Part II, line 5Ordinary dividendsb
4c Sch. E, Part I, line 4Royaltiesc

Net short-term capital gain (loss)d
(1) Net long-term capital gain (loss)e

In
co

m
e 

(L
o

ss
)

4f Enter on applicable line of your return.Other portfolio income (loss) (attach schedule)f
See page 6 of Partner’s
Instructions for Schedule K-1
(Form 1065).

55 Guaranteed payments to partner
Net section 1231 gain (loss) (other than due to casualty or theft)6

Enter on applicable line of your return.Other income (loss) (attach schedule)7 7

Sch. A, line 15 or 168Charitable contributions (see instructions) (attach schedule)8
9Section 179 expense deduction9 See pages 7 and 8 of

Partner’s Instructions for
Schedule K-1 (Form 1065).

10Deductions related to portfolio income (attach schedule)10

D
ed

uc
-

ti
o

ns

Other deductions (attach schedule)11 11

Low-income housing credit:12a
12a(1)(1) From section 42(j)(5) partnerships
12a(2)(2) Other than on line 12a(1)

Form 8586, line 5

Qualified rehabilitation expenditures related to rental real estate
activities

b

C
re

d
it

s

12b

Credits (other than credits shown on lines 12a and 12b) related
to rental real estate activities

c See page 8 of Partner’s
Instructions for Schedule K-1
(Form 1065).

12c

Credits related to other rental activitiesd 12d
Other credits13 13

Schedule K-1 (Form 1065) 2002For Paperwork Reduction Act Notice, see Instructions for Form 1065.

�

$
$

%

%

%

%

%

�

Cat. No. 11394R

�

limited liability company member

IRS Center where partnership filed return: (1) Final K-1 (2) Amended K-1
Analysis of partner’s capital account:J

(e) Capital account at end of
year (combine columns (a)

through (d))

(d) Withdrawals and
distributions

(a) Capital account at
beginning of year

(c) Partner’s share of lines
3, 4, and 7, Form 1065,

Schedule M-2

(b) Capital contributed
during year

( )

4d Sch. D, line 5, col. (f)

(2) 28% rate gain (loss)
(3) Qualified 5-year gain

4e(2) Sch. D, line 12, col. (g)
4e(3) Line 5 of worksheet for Sch. D, line 29

6 �

This partner is a

Is this partner a domestic or a

4e(1) Sch. D, line 12, col. (f)

�

2002
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Proof as o
f

October 3
1, 2

002

(su
bject to

 change)

75

25

26,440

44,685

Page 2Schedule K-1 (Form 1065) 2002

(c) 1040 filers enter the
amount in column (b) on:(b) Amount(a) Distributive share item

16a 16a

Adjusted gain or lossb See page 9 of Partner’s
Instructions
for Schedule K-1
(Form 1065) and
Instructions for Form 6251.

16b
16c

Depreciation adjustment on property placed in service after 1986

c Depletion (other than oil and gas)
d 16d(1)

e

(1) Gross income from oil, gas, and geothermal properties

Ad
ju

st
m

en
ts

 a
nd

 T
ax

Pr
ef

er
en

ce
 It

em
s

(2) Deductions allocable to oil, gas, and geothermal properties 16d(2)
Other adjustments and tax preference items (attach schedule) 16e

Form 1116, Part I

Total foreign taxes (check one): � Paid Accrued Form 1116, Part II

Fo
re

ig
n 

Ta
xe

s

Form 1116, line 12
See page 9 of Partner’s
Instructions for Schedule K-1
(Form 1065).18b

18
b

Section 59(e)(2) expenditures: a Type �

O
th

er

Recapture of low-income housing credit:24
24aFrom section 42(j)(5) partnershipsa Form 8611, line 8

Other than on line 24ab 24b

25 Supplemental information required to be reported separately to each partner (attach additional schedules if more space is
needed):

S
up

p
le

m
en

ta
l I

nf
o

rm
at

io
n

�

�
�

19
20
21

Tax-exempt interest income
Other tax-exempt income
Nondeductible expenses

19
20
21

Form 1040, line 8b

See pages 9 and 10 of
Partner’s Instructions for
Schedule K-1 (Form 1065).

Amount �

22 Distributions of money (cash and marketable securities) 22

23 Distributions of property other than money 23
�

Sch. SE, Section A or B15aNet earnings (loss) from self-employment15a
15b See page 9 of Partner’s

Instructions for Schedule K-1
(Form 1065).

Gross farming or fishing incomeb

Se
lf-

em
-

pl
oy

m
en

t

Gross nonfarm incomec 15c �

14a14a Interest expense on investment debts Form 4952, line 1

14b(1)(1) Investment income included on lines 4a, 4b, 4c, and 4fb See page 9 of Partner’s
Instructions for Schedule K-1
(Form 1065).(2) Investment expenses included on line 10 14b(2)In

ve
st

m
en

t
In

te
re

st

�

S h d l K (F 06 ) 2002

d

e

Name of foreign country or U.S. possession �

Gross income sourced at partner level
Foreign gross income sourced at partnership level:

Deductions allocated and apportioned at partner level:

Deductions allocated and apportioned at partnership level to
foreign source income:

17a

h

c

f

(2) Listed categories (attach schedule) 
(1) Passive

(3) General limitation

(1) Interest expense
(2) Other

17c

17d(1)
17d(2)
17d(3)

17f(1)
17f(2)
17f(3)

17e(1)
17e(2)

g
Reduction in taxes available for credit (attach schedule)

17g
(3) General limitation

17h

(1) Passive
(2) Listed categories (attach schedule) 

Gross income from all sourcesb 17b
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TaxFax Service. Using the phone at- appointment by calling your local IRS of-
tached to your fax machine, you can fice number and, at the prompt, leaving aHow To Get Tax Help
receive forms and instructions by call- message requesting Everyday Tax Solu-

ing 703–368–9694. Follow the directions from tions help. A representative will call youYou can get help with unresolved tax issues,
the prompts. When you order forms, enter the back within 2 business days to scheduleorder free publications and forms, ask tax ques-
catalog number for the form you need. The items an in-person appointment at your conve-tions, and get more information from the IRS in
you request will be faxed to you. nience.several ways. By selecting the method that is

For help with transmission problems, call thebest for you, you will have quick and easy ac-
FedWorld Help Desk at 703–487–4608.cess to tax help. Mail. You can send your order for

forms, instructions, and publications to
the Distribution Center nearest to youContacting your Taxpayer Advocate. If you Phone. Many services are available by

and receive a response within 10 workdays afterhave attempted to deal with an IRS problem phone.
your request is received. Find the address thatunsuccessfully, you should contact your Tax-
applies to your part of the country.payer Advocate.

The Taxpayer Advocate represents your in- • Western part of U.S.:• Ordering forms, instructions, and publica-terests and concerns within the IRS by protect- Western Area Distribution Centertions. Call 1–800–829–3676 to order cur-ing your rights and resolving problems that have Rancho Cordova, CA 95743–0001rent and prior year forms, instructions, andnot been fixed through normal channels. While
publications. • Central part of U.S.:Taxpayer Advocates cannot change the tax law

Central Area Distribution Centeror make a technical tax decision, they can clear • Asking tax questions. Call the IRS with
P.O. Box 8903up problems that resulted from previous con- your tax questions at 1–800–829–4933.
Bloomington, IL 61702–8903tacts and ensure that your case is given a com- • Solving problems. Take advantage of Eve-plete and impartial review. • Eastern part of U.S. and foreignryday Tax Solutions service by calling your
addresses:To contact your Taxpayer Advocate: local IRS office to set up an in-person ap-
Eastern Area Distribution Centerpointment at your convenience. Check• Call the Taxpayer Advocate at P.O. Box 85074your local directory assistance or1–877–777–4778. Richmond, VA 23261–5074www.irs.gov for the numbers.

• Call, write, or fax the Taxpayer Advocate
• TTY/TDD equipment. If you have accessoffice in your area. CD-ROM for tax products. You canto TTY/TDD equipment, call 1–800–829–

order IRS Publication 1796, Federal• Call 1–800–829–4059 if you are a 4059 to ask tax questions or to order
Tax Products on CD-ROM, and obtain:TTY/TDD user. forms and publications.

• TeleTax topics. Call 1–800–829–4477 toFor more information, see Publication 1546, • Current tax forms, instructions, and publi-listen to pre-recorded messages coveringThe Taxpayer Advocate Service of the IRS. cations.various tax topics.
• Prior-year tax forms and instructions.

Free tax services. To find out what services
Evaluating the quality of our telephone serv- • Popular tax forms that may be filled inare available, get Publication 910, Guide to Free
ices. To ensure that IRS representatives give electronically, printed out for submission,Tax Services. It contains a list of free tax publi-
accurate, courteous, and professional answers, and saved for recordkeeping.cations and an index of tax topics. It also de-
we use several methods to evaluate the qualityscribes other free tax information services, • Internal Revenue Bulletins.
of our telephone services. One method is for aincluding tax education and assistance pro-
second IRS representative to sometimes listengrams and a list of TeleTax topics. The CD-ROM can be purchased from Na-
in on or record telephone calls. Another is to ask tional Technical Information Service (NTIS) byPersonal computer. With your per- some callers to complete a short survey at the calling 1–877–233–6767 or on the Internet atsonal computer and modem, you can end of the call. http://www.irs.gov/cdorders. The first releaseaccess the IRS on the Internet at

is available in early January and the final releasewww.irs.gov. While visiting our web site, you
is available in late February.Walk-in. Many products and servicescan:

are available on a walk-in basis.• See answers to frequently asked tax ques- CD-ROM for small businesses. IRS
tions or request help by e-mail. Publication 3207, Small Business Re-

source Guide, is a must for every small• Download forms and publications or • Products. You can walk in to many post business owner or any taxpayer about to start asearch for forms and publications by topic offices, libraries, and IRS offices to pick up business. This handy, interactive CD containsor keyword. certain forms, instructions, and publica- all the business tax forms, instructions, and pub-
tions. Some IRS offices, libraries, grocery• Order IRS products on-line. lications needed to successfully manage a busi-
stores, copy centers, city and county gov- ness. In addition, the CD provides an• View forms that may be filled in electroni- ernments, credit unions, and office supply abundance of other helpful information, such ascally, print the completed form, and then stores have an extensive collection of how to prepare a business plan, finding financ-save the form for recordkeeping. products available to print from a CD-ROM ing for your business, and much more. The de-
or photocopy from reproducible proofs.• View Internal Revenue Bulletins published sign of the CD makes finding information easy
Also, some IRS offices and libraries havein the last few years. and quick and incorporates file formats and
the Internal Revenue Code, regulations, browsers that can be run on virtually any• Search regulations and the Internal Reve-
Internal Revenue Bulletins, and Cumula- desktop or laptop computer.nue Code.
tive Bulletins available for research pur-  It is available in March. You can get a free• Receive our electronic newsletters on hot poses. copy by calling 1-800-829-3676 or by visiting the

tax issues and news. • Services. You can walk in to your local website at www.irs.gov/smallbiz.
• Learn about the benefits of filing electroni- IRS office to ask tax questions or get help

cally (IRS e-file). with a tax problem. Now you can set up an

• Get information on starting and operating
a small business.

You can also reach us with your computer
using File Transfer Protocol at ftp.irs.gov.
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To help us develop a more useful index, please let us know if you have ideas for index entries.
Index See “Comments and Suggestions” in the “Introduction” for the ways you can reach us.

Self-employment tax . . . . . . 6 Losses: Transactions with partner . . 12A
Year of disposition . . . . . . . 7 Limits . . . . . . . . . . . . . . . . 8 Passive activities . . . . . . . . . . 8Activity not for profit . . . . . . . . 8

Partner’s . . . . . . . . . . . . . . 6 Penalties:Allocations:
Sales or exchanges . . . . . 12 Criminal . . . . . . . . . . . . . . 5Built-in gain or loss . . . . . . 13 E

Failure to file . . . . . . . . . . . 5Installment sale . . . . . . . . 16 e-file . . . . . . . . . . . . . . . . . . 4
Failure to furnish copy ofInterest expense . . . . . . . . . 9 MElectronic filing . . . . . . . . . . . 4

Schedule K–1 . . . . . . . . 5Nonrecourse liability . . . . . . 7 Marketable securities . . . . . . 10Estimated tax . . . . . . . . . . . . 6 Other . . . . . . . . . . . . . . . . 5Partnership items . . . . . . . 20 More information (See Tax help)Expenses paid by partner . . . . 9 Trust fund recovery . . . . . . . 5Substantial economic
effect . . . . . . . . . . . . . . . 7 Precontribution gain . . . . . . . 10

NFAlternative minimum tax . . . . . 7 Principal partner defined . . . . . 4
Nonrecourse liability . . . . . . . . 7Family partnership . . . . . . . . . 3Assistance (See Tax help) Profits interest . . . . . . . . . . . 14
Not-for-profit activity . . . . . . . . 8Form 1065:At-risk limits . . . . . . . . . . . . . 8 Publications (See Tax help)

Due date . . . . . . . . . . . . . . 5Audit, consolidated . . . . . . . . 8
Example . . . . . . . . . . . . . 18 O RSchedule K–1 . . . . . . . . 5, 20 Organization expenses . . . . . . 6B Related person . . . . . . . . . . 15Form:

Basis, partnership: Reportable transactions . . . . . 28082 . . . . . . . . . . . . . . . . 8
Adjusting . . . . . . . . . . . . . 18 P8275 . . . . . . . . . . . . . . . 13
Distributions . . . . . . . . . . 18 Partner’s:8308 . . . . . . . . . . . . . . . 17 S
Election, optional Alternative minimum tax . . . . 78582 . . . . . . . . . . . . . . . . 8 Section 179 deduction . . . . . . 9adjustment . . . . . . . . . . 18 Basis:8736 . . . . . . . . . . . . . . . . 5 Self-employed healthTransfer of interest . . . . . . 18 Distributed property . . . . 108832 . . . . . . . . . . . . . . . . 2 insurance . . . . . . . . . . . . 12Built-in gain or loss . . . . . . . 13 Partnership interest . . . . 148865 . . . . . . . . . . . . . . . 13 Self-employment income . . . 6, 7Estimated tax . . . . . . . . . . . 68886 . . . . . . . . . . . . . . . . 2 Self-employment tax . . . . . . . 6Income or loss . . . . . . . . . . 6982 . . . . . . . . . . . . . . . . . 8C Short period return . . . . . . . 3, 5Interest:Free tax services . . . . . . . . . 27Capital interest . . . . . . . . . 3, 14 Substantial economic effect . . . 7Acquired by gift . . . . . . . 14

Comments . . . . . . . . . . . . . . 2 Alternative rule, Substantially appreciated
Community property . . . . . . . . 2 G adjusted basis . . . . . . 15 inventory items . . . . . . . . . 10
Contribution: Gross income, partner . . . . . . 6 Basis . . . . . . . . . . . . . . 14 Suggestions . . . . . . . . . . . . . 2

Basis of property . . . . . . . 13 Guaranteed payments . . . . . 12 Basis adjustments . . . . . 14 Syndication fees . . . . . . . . . . 6
Built-in gain or loss . . . . . . 13 Book value . . . . . . . . . . 15
Distribution of property . . . 14 Liquidation of . . . . . . 10, 16H TNet precontribution gain . . . 10 Mandatory basisHelp (See Tax help) Tax help . . . . . . . . . . . . . . . 27Property . . . . . . . . . . . . . 13 adjustment . . . . . . . . 11

Husband-wife partnership . . . . 3Services . . . . . . . . . . . . . 14 Tax shelter disclosureSale, exchange,
statement . . . . . . . . . . . . . 1transfer . . . . . . . . . . . 16

Tax withholding, foreignI Special basisD
person or firm . . . . . . . . . . 2adjustment . . . . . . . . 11Income or loss, partner’s . . . . . 6Definition, partnership . . . . . . . 2

Transactions with Tax year:Insurance, self-employedDetermining ownership . . . . . 13
partnership . . . . . . . . . . 12 Business purpose . . . . . . . . 5health . . . . . . . . . . . . . . . 12Distributions:

Exceptions . . . . . . . . . . . . 5Partnership:Inventory items,Gain or loss . . . . . . . . . . . 10
Partner . . . . . . . . . . . . . . . 4Abandoned or worthlesssubstantially appreciated . . 10Interest expense, loan . . . . . 9
Partnership . . . . . . . . . . . . 4interest . . . . . . . . . . . . 16Partner’s debt . . . . . . . . . 10
Required . . . . . . . . . . . . . . 4Agreement . . . . . . . . . . . . 3Partnership . . . . . . . . . . . . 9 L Section 444 election . . . . . . 5Basis, contributed

Distributive share: Liability: Short period return . . . . . . . 5property . . . . . . . . . . . . 13
Adjusted basis . . . . . . . . . 14 Assumption of . . . . . . . . . 15 Capital interest . . . . . . . . . . 3 Taxpayer Advocate . . . . . . . 27Canceled qualified real Nonrecourse . . . . . . . . . . . 7 Defined . . . . . . . . . . . . . . . 2 Terminating a partnership . . . . 3property business debt . . . 8 Partner’s assumed by Exclusion from rules . . . . . . 4 TTY/TDD information . . . . . . 27Character of items . . . . . . . 7 partnership . . . . . . . . . . 14 Family . . . . . . . . . . . . . . . 3
Determined by interest in Partnership’s . . . . . . . . . . 15 Forming . . . . . . . . . . . . . . 2

partnership . . . . . . . . . . . 7 ULimited liability company . . . . . 3 Husband-wife . . . . . . . . . . . 3
Figuring . . . . . . . . . . . . . . 7 Unrealized receivables . . . . . 17Liquidation: Income or loss . . . . . . . . . . 6
Guaranteed payments . . . . 12 Constructive . . . . . . . . . . 15 Interest . . . . . . . . . . . . . . . 7 ■Limits on losses . . . . . . . . . 8 Partner’s interest . . . . . . . 10 Liabilities . . . . . . . . . . . . . 15
Reporting . . . . . . . . . . . . . 7 Partner’s retirement or Terminating . . . . . . . . . . . . 3
Self-employment income . . . 6 death . . . . . . . . . . . . . . 16
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