r){ngction 704.—Partner’s

indistributive Share

itadg CFR 1.704-1: Determination of paers dis
)f tributive shae.

| jfAlso § 752;1.752-2.)

tax Calculation of a partner’s limited
taxdeficit restoration obligation. This ruk



amg holds that the amount of a partiser

limited deficit restoration obligation is the
bamount of money that the partner wou
lebe required to contribute to the partne
| ship to satisfy partnership liabilities if al
gpartnership property were sold for tf

amount of the partnershgpbook basis in
 the property

all
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> ISSUE

hd If a partner is treated as having air
- ited deficit restoration obligation unde
*§ 1.704-1(b)(2)(ii)§) of the IncomeTax
Regulations by reason of the partsdia-
bility to the partnershig creditors, how is
d the amount of that obligation calculated'

the
bﬁACTS

ied |n year 1,GP andLP, general partner
@4nd limited partnereach contribute $180
to form limited partnershipPRS In gen
'C|éraI,GP andLP shareLPRSs income and
loss 50 percent each. HowevePRSal-
?qocates toGP all depreciation deduction:
€3nd gain from the sale of depreciable ¢
ets up to the amount of those deductio
€ PRSmaintains capital accounts accor
.%g to the rules set forth in § 1.704— (b
n! 2)(iv), and the partners agree to liquida
ccording to positive capital account bz
, ances under the rules of§ 1.704-1(b)(:
MO o
Under applicable state la@P is liable
to creditors for all partnership recourse |
abilities, butLP has no personal liability
GP andLP do not agree to unconditione
| deficit restoration obligations as de
scribed in § 1.704-1(b)(2)(iBY(3) (in
general, a deficit restoration obligation r
quires a partner to restore any deficit-ce
ital account balance following the liquide
tion of the partnes interest in the
partnership)GP is obligated to restore
deficit capital account only to the extel
necessary to pay creditorshus, ifLPRS
SYfere to liquidate after paying all creditor
andLP had a positive capital account ba
ance,GP would not be required to restor
GP's deficit capital account to permit
liquidating distribution toLP. In addi
tion, GP andLP agree to a qualified in
come ofset, thus satisfying the require
ments of the alternate test for econon
effect of § 1.704-1(b)(2)(ii{). GP and
LP also agree that no allocation will b
made that causes or increases a def



balance in any partnercapital account in economic efiect provided in § 1.704— the partnership assets is conclusively
excess of the partnarobligation to re  1(b)(2)(ii)(d). LPRSs partnership agree presumed to equal the book basis of those
store the deficit. ment complies with the alternate test foassets under the capital account mainte
LPRSpurchases depreciable propertgconomic gect. nance rules of § 1.704-1(b)(2)(iv)See

for $1,00& from an unrelated sellepay The alternate test for economidesft § 1.704-1(b)(2)(ii)(d)(value equals basis
ing $20 in cash and borrowing therequires the partners to agree to a quajpresumption applies for purposes of de
$800 balance from an unrelated bank thdfied income dfset in lieu of an uncondi termining expected allocations and distri
is not the seller of the propertffhe note tional deficit restoration obligation. If thebutions under the alternate test for eco
is recourse tdPRS The principal of the partners so agree, allocations will havaeomic efect); § 1.704-1(b)(2)(iii)(value
loan is due in 6 years; interest is payableconomic dect to the extent that they doequals basis presumption applies for-pur
semi-annually at the applicable federalot create a deficit capital account for anposes of the substantiality test); § 1.704—
rate. GP bears the entire economic risk ofartner (in excess of any limited deficitl(b)(3)(iii) (value equals basis presump
loss forLPRSs recourse liabilityand restoration obligation of that partner) asion applies for purposes of the partser
GP's basis inLPRS(outside basis) is in Of the end of the partnership taxable yeanterest in the partnership test); § 1.704—

creased by $860 See§ 1.752-2. to which the allocation relates. Sectior2(d) (value equals basis presumption ap
In each of years 1 through 5, the propl-704-1(b)(2)(i)¢)(3) (flush language). plies in computing partnership minimum
erty generates $28®f depreciation.All A partner is treated as having a limitedain).

other partnership deductions and lossékficit restoration obligation to the extent The LPRSagreement allocates all -de
exactly equal income, so that in each @f: (1) the outstanding principal balancepreciation deductions and gain on the sale
years 1 through EPRShas a net loss of Of any promissory note contributed to thef depreciable property to the extent of

$200. partnership by the partneand (2) the those deductions t6P. BecauséPRSs
amount of any unconditional obligation ofpartnership agreement satisfies the alter
LAW AND ANALYSIS the partner (whether imposed by the parhate test for economicfett, the alloca

nership agreement or by state or locdlons of depreciation deductions @P

Under § 704(b) of th? Internal Revenuqeaw) to make subsequent contributions twill have economic dééct to the extent
Code anc_i the regl_JIatlons_ thereunc@r the partnership. Section 1.704-1(b)(2)that they do not create a deficit capital ac
partnerships allocations of income, gain, iy ¢y count forGPin excess of5P's obligation
loss, dedqctlon, or credit set forth in the. LP has no obligation under the partherto restore the deficit balancét the end
partnership agreement are respected df;i; agreement or state or local law tof year 1, the basis of the depreciable
they have substantial economideet. If ,aye additional contributions to the partproperty has been reduced to $800f
allocations under the partnership agreg,ership and, therefore, has no deficitPRSliquidated at the beginning of year
ment would not have substantial eCorestoration obligation. Under applicable, selling its depreciable property for its
nomic efect, the partnershig'allocations giate Jaw GP may have to make addi basis of $808, the proceeds would be
are determined according to the partnergonga| contributions to the partnership taised to repay the $88@rincipal on
interests in the partnershipthe funda pay creditors. HoweveGP's obligation LPRSs recourse liability All of LPRSs
mental principles for establishing ecoony arises to the extent that the amountreditors would be satisfied ar@P
nomic efect require an allocation to begf | pRSs Jiabilities exceeds the value ofwould have no obligation to contribute to
consistent with the partnershderlying | pr3s assets available to satisfy the liapay them. Thus, at the end of year GP
economic arrangementA partner alle pjjities. Thus, the amount @P’s limited has no obligation to restore a deficit in its
cated a share of income should enjoy anyeficit restoration obligation each year isapital account.
corresponding economic benefit, and @aqual to the difierence between the BecauseGP has no obligation to re
partner allocated a share of losses or dgmount of the partnershiptrecourse lia store a deficit balance in its capital-ac
ductions should bear any correspondingilities at the end of the year and the valueount at the end of year 1, an allocation
economic burden.See§ 1.704-1(b) of the partnershig’assets available to satthat reducessP's capital account below
(2)(i)(a). isfy the liabilities at the end of the year $0 is not permitted under the partnership

To come within the safe harbor for-es  To ensure consistency with the otheagreement and would not satisfy the alter
tablishing economic &ct in § 1.704— requirements of the regulations undenate test for economicfett. An alloca
1(b)(2)(ii), partners must agree to maing 704(b), where a partrisrobligation to tion of $20& of depreciation deductions
tain capital accounts under the rules ahake additional contributions to the partto GP would reduceGP's capital account
§ 1.704-1(b)(2)(iv), liquidate according tonership is dependent on the value of thi® negative $100 Because the allocation
positive capital account balances, angartnerships assets, the partigrdeficit would result in a deficit capital account
agree to an unconditional deficit restorarestoration obligation must be computethalance in excess &P's obligation to re
tion obligation for any partner with aby reference to the rules for determiningtore, the allocation is not permitted under
deficit in that partnés capital account, asthe value of partnership property eonthe partnership agreement, and would not
described in § 1.704-1(b)(2)(iBY(3). tained in the regulations under § 704(b)katisfy the safe harbor under the alternate
Alternatively, the partnership may satisfyConsequentlyin computingGP's limited test for economic &ct. Therefore, the
the requirements of the alternate test fateficit restoration obligation, the value ofdeductions for year 1 must be allocated



$100 each taGP andLP (which is in ac- of Assistant Chief Counsel (Passthrouc
cordance with their interests in the partand Special Industries). For further infc
nership). mation regarding this revenue ruling, cc

The allocation of depreciation of $200 tact Robert Honigman on (202) 622-30
to GP in year 2 has economidfect Al- (not a toll-free call).
though the allocation reduc€s#'s capital
account to negative $2@0while LP’s
capital account remains $0, the allocation
to GP does not create a deficit capital ac-
count in excess o&P's limited deficit
restoration obligation. IfEPRSliquidated
at the beginning of year 3, selling the de-
preciable property for its basis of $6Q0
the proceeds would be applied toward the
$80x LPRS liability. BecausésP is ob-
ligated to restore a deficit capital account
to the extent necessary to pay creditors,
GP would be required to contribute $200
to LPRS to satisfy the outstanding liabil-
ity. Thus, at the end of year @P has a
deficit restoration obligation of $280
and the allocation of depreciatioo GP
does not reduc&P’'s capital account
below its obligation to restore a deficit
capital account.

This analysis also applies to the alloca-
tion of $20&x of depreciation tdGP in
years 3 through.5At the beginning of year
6, when the property is fully depreciated,
the $80& principal amount of the partner-
ship liability is due The partnerscapital
accounts at the beginning of year 6 will
equal negative $8&Gnd $0, respectivgl
for GP and LP. Because value is conclu-
sively presumed to equal basis, the depre-
ciable property would be worthless and
could not be used to satisfifPRSs $80&
liability. As a resultGP is deemed to be
required to contribute $8RGo LPRS A
contribution byGP to satisfy this limited
deficit restoration obligation would in-
creag GP's capital account balance to $0.

HOLDING

When a partner is treated as having a
limited deficit restoration obligation by
reason of the partn's liability to the part-
nerships creditors, the amount of that
obligation is the amount of money that the
partner would be required to contribute to
the partnership to satisfy partnership lia-
bilities if all partnership property were
sold for the amount of the partnerslsip
book basis in the propgrt
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