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A brief look 
at Tax Considerations 

of Partnerships 
by David J. Vander Broek 

DAVID J. VANDER BROEK, supervisor in our Detroit 
office, joined TRB&S in 1957 after graduating from Michigan 
State University with a B.A. degree. 

Mr. Vander Broek is active in the Michigan Association of 
Certified Public Accountants and is presently serving on its 
Committee on Federal Taxation. He is a member of the 
American Institute of Certified Public Accountants, Beta 
Alpha Psi, and Beta Gamma Sigma. 

A native of Michigan, he is married and the father of four 
children. 

This article is not intended to thoroughly explore all 

considerations for the partnership form of operations or 

the full implication of federal taxation of partnerships. 

Rather, its purpose is to provide general knowledge of 

partnership taxation and to highlight certain partnership 

tax problems and planning areas. 

The partnership form of business operation is one of 

the dominant forms of business organization existing in 

our country today. Laws governing these operations vary 

among the states, although the general tendency at pres

ent is toward the adoption of the Uniform Partnership 

Act. 

Federal taxation of partnership income is based upon 

passing annual partnership profits or losses through to the 

individual partners for inclusion in their respective indi

vidual income tax returns. Although this generality is 

true, specific partnership transactions can present a vari

ety of complex income tax problems which should be 

carefully explored (or deplored, as is often the case) by 

competent tax personnel. This article, however, leaves the 

details of partnership tax complexities to tax personnel 

and concentrates on a more general review of partnership 

tax considerations. 

Choice of Taxable Operation 

When two or more persons join their capital, property, 

or services to carry on a business for profit, they first must 

decide which business entity to use for their operations. 

The nontax aspects of this decision, such as capital re

quirements, nature, size, and duration of the business, may 

automatically formulate this decision for them. Often, 

however, the federal income tax consequences in the 

small-to-medium size business operations are equally im

portant factors for owners to consider in arriving at their 

choice of business entity. 

In addition to normal partnership arrangements, syndi-
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cates, groups, pools, joint ventures, and other forms of 

dual ownership, unincorporated organizations will nor

mally be taxed as partnerships. Accordingly, the choice of 

taxation on the results of multiowned business operations 

is generally limited to partnership or corporate taxation. 

All items of tax significance with respect to a partner

ship's operations are determined and reported to the 

government as an accounting entity. However, as the 

partnership is not a taxable entity, it annually allocates its 

operational results among its partners in agreed propor

tions for inclusion in their tax returns for the year in 

which, or with which, the taxable year of the partnership 

ends. Current normal partnership distributions of cash to 

the partners of these annual operating results generally 

bear no incident of taxation. 

Corporations, however, are both an accounting and a 

taxable entity. Accordingly, for a corporate stockholder 

to receive distributions of income from the results of cor

porate operations, such income must generally first be 

taxed at the corporate level and again at the time it is 

distributed to the stockholder as a dividend. 

In comparing the total tax costs of these two forms of 

operation, realistic estimates of anticipated income, 

growth, risk, duration, and tax brackets of individual 

owners must first be determined. With this information, it 

is then possible to arithmetically calculate and compare 

the tax costs to the owners of each form of business enter

prise. 

Additional items for consideration in making a choice 

of business entity would include the possibility of (1) by

passing double taxation through annual reasonable salary 

payments to active corporate stockholder employees; (2) 

the after tax potential to stockholder-employees of vari

ous deferred compensation plans (pension, profit-sharing, 

insurance, etc.) available to partners only through the 

Self-Employed Individuals Tax Retirement Act; (3) cor

porate penalty surtaxes upon personal holding companies 

and improper accumulations of surplus; and (4) treat

ment of capital gains and losses, additional first-year de

preciation, and other items which pass annually for 

taxation to partners but which are retained at the cor

porate level for taxation. 

Existing business entities should also be reviewed when 

a combination of events has materially altered the origi

nal factors considered in establishing the form of enter

prise. One such event could be the passage of the Revenue 

Act of 1964 with its reduction of individual and corporate 

tax rates, provisions for income averaging, and personal 

holding company changes. The need for constant review 

in this area for business enterprises which do not have 

obvious reasons for their existing form of business opera

tions seems apparent. 

This section would be incomplete without briefly point

ing out, for federal income tax purposes, the existence of 

elections which permit certain small business corporations 

to bypass taxation on the corporate level by directly al

locating to stockholders the annual income or loss of the 

corporation. Conversely, certain unincorporated business 

enterprises can elect to be taxed as corporations, rather 

than having their operating results taxed to the individual 

owners or partners. 

Incidences of enterprises enjoying these optional fed

eral income tax elections are not numerous as these elec

tions are conditioned upon many events. However, they 

do present interesting possibilities for tax savings under 

the proper circumstances. One such possibility could be a 

partnership organization to initially pass through to part

ners losses during early periods of operations, followed by 

an election to be taxed as a corporation in later periods 

of substantial profits or increased capital retention needs 

of the business. 

In summary, it must be remembered that the owners' 

enthusiasm for their enterprise, including the glamour of 

incorporation, may quickly fade if their choice of taxing 

entity has not been formulated with the proper evalua- 9 

tion of available information. Presumably, as much can 

be said for the thoughts of their professional advisors. 
) 

Starting the Partnership 

Having determined that their business enterprise will j 

be operated as a partnership, the partners should then 

agree upon each partner's distributive share of all part- / 

nership items which will annually be allocated to them. 

For many legitimate business reasons, certain items of 

partnership income, deductions, or credits should be divi

ded among the partners in one manner, while other items 

should receive different allocations. Or, to state it differ- . 

ently, allocable partnership items should be evenly dis

tributed between all partners only when each has 

contributed equal amounts of cash and services to the 

operation. 

It is important to incorporate these special distributive 

share arrangements into the partnership agreement; with

out such provision all items would be shared by the part

ners in relation to their general share of partnership 

taxable income or loss. 

The need for such special allocation agreements be

tween partners can best be illustrated by contributed 

property. A partner generally realizes no gain or loss on 

his contribution of property to a partnership in exchange 

12 T H E QUARTERLY 



for his interest in the partnership. The partnership's tax 

basis for the contributed property is the same as that for 

the property in the hands of the contributing partner. 

Assume A and B form a partnership with equal 50% 

interests in partnership capital and profits. A contrib

utes $10,000 in cash while B contributes property with 

a fair market value of $10,000, but with a basis of 

$5,000 to B. Assume further that the property is sold 

by the partnership for $10,000 cash. At such time, the 

partnership has realized a taxable gain of $5,000 (dif

ference between sales price of $10,000 and B's $5,000 

basis for the property at the time contributed to the 

partnership). Although A's economic interest in all 

partnership assets is still represented by his original 

$10,000 contribution, he will currently be taxed on his 

$2,500 share of partnership profit on the transaction, 

unless the full profit is taxed to B by specific provisions 

of the partnership agreement. 

Although the partnership agreement can simply be an 

oral understanding evidenced by the conduct of the part

ners and the recording of partnership transactions, it is 

evident that a written agreement is preferable. A prop

erly written legal agreement not only documents all spe

cial partnership allocations but, among other things, 

generally provides for all type partnership transfers of 

interest and the termination of the partnership. The part

nership agreement may be modified (orally or in writing) 

with respect to a taxable year at any time prior to and in

cluding the date prescribed by law (excluding extensions 

of time) for the filing of the partnership return. 

A new partnership must also make elections which 

affect its accounting computations. These would include 

elections as to methods of accounting and as to deprecia

tion, bad debt, and intangible drilling policies. 

A partnership may elect the accrual method of account

ing even though all its partners are on a cash basis. How

ever, in general, it must adopt the same taxable year as 

that of all its principal partners (those with 5 % or more 

interest in partnership profits or capital) or a calendar 

year if all its principal partners are not on the same taxa

ble year. 

Annual Operating Results 

As previously mentioned, partnerships do not pay in

come taxes. They must, however, file income tax returns 

setting forth the results of their operations for the year 

and the allocation of these results among the various part

ners. In arriving at net ordinary income (or loss) which 

will be allocated among the partners, all special items of 

income, deductions, and credits must first be segregated 

and allocated separately. This separation is necessary be

cause of the host of limitations and special computations 

relating to capital gains and losses, dividends, contribu

tions, foreign taxes and other credits. Since the special 

partnership items passed on to the partners maintain their 

same characteristics in the hands of the partners, the part

ners must be informed by the partnership of their shares 

of these special items as well as their shares of ordinary 

income or loss. 

In arriving at allocable ordinary income or loss, the 

partnership must also eliminate nontaxable items (tax-

free interest, political contributions, nonbusiness expen

ses) and guaranteed payments. The latter is most often 

simply annual guaranteed amounts due certain partners 

for their services or capital utilized by the partnership 

regardless of the firm's profit or loss for the year. Accord

ingly, its payment is taxable to the applicable partners and 

deductible by the partnership as if made to third parties. 

Although it is clear that the amount (as opposed to 

character) of special items subject to limitations or spe

cial computations which a partner reports on his return 

is determined at his own level, the quantity of partner

ship mechanics needed to compute these special items 

varies. This is illustrated by examing the partnership 

mechanics relating to the additional 20% first-year de

preciation allowance and the investment credit limitation 

on purchases of used property. 

The additional first-year depreciation allowance on 

purchases of qualified personal property must be elected 

by the partnership. The amount of such allowance must 

be determined separately for each partner and may equal 

a maximum of 20% of such property allocable to each 

partner. The portion allocable to each partner is further 

limited to $10,000 or $20,000, depending upon his marital 

status and whether he files a separate or joint tax return. 

Accordingly, the partnership must schedule the qualifying 

property, compute the allocable interest of each partner 

in such property, apply the maximum limitation applic

able to each partner, and then calculate each partner's 

dollar amount. This last information is passed on to the 

individual partners for inclusion in their returns. 

In contrast, the credit against taxable income for in

vestment in used tangible personal property by a partner

ship is computed upon a maximum of $50,000 of annual 

purchases of such property by the partnership. The part

nership simply selects the applicable $50,000 or less of 

used property, determines each partner's share of such 

property, and passes the information along to the part

ners. 
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Basis of Partnership Interests 

A partner's basis in partnership capital and profits is 

generally a capital asset and should be carefully main

tained and documented for future needs, as required for 

any capital asset. As will be noted below, the adjusted 

basis of a partner's interest in the partnership at any 

particular time will not necessarily be determined by ref

erence to the partnership records which reflect his capital 

or equity account for book purposes. 

When entering a partnership, the partner's basis is 

normally represented by his cash contributions and the 

basis to him of other property contributed. The fair mar

ket value at the time of contribution of property (other 

than cash) does not affect his basis even though recorded 

at the fair market value on the books of the partnership. 

Should a partner initially contribute nothing to the part

nership but services to be rendered in the future, his basis 

is zero until the end of the year in which such services 

are rendered. 

In general, this initial basis is increased by the part

ner's share of partnership taxable and nontaxable income 

and any additional property contributions by him. It is 

decreased by his share of partnership losses (deductible 

and nondeductible) and by draws or distributions of prop

erty to him by the partnership. In no event, however, can 

his basis be reduced below zero. 

A partner's basis for his partnership interest at a partic

ular time must also be increased by his share of partner

ship liabilities since this is considered, for basis determina

tion purposes, a contribution of cash to the partnership. 

Correspondingly, any decrease in a partner's share of part

nership liabilities will be considered a distribution of cash 

to him by the partnership. This factor combined with 

partnership losses can present a planning area, as will be 

subsequently noted. 

A partner is limited in deducting his share of annual 

partnership losses on his individual tax return to the ex

tent of the adjusted basis of his partnership interest deter

mined as of the end of such taxable year and excluding 

his loss for such year. Any such loss disallowed in one year 

because of a zero basis for his partnership interest can be 

carried over (without time limitation) and deducted on 

subsequent years' returns when the basis for his partner

ship interest has been sufficiently increased. Accordingly, 

a partner facing potential allocable partnership losses in 

excess of his partnership basis in any particular year could 

secure such losses for use in his personal return by in

creasing his basis in the partnership prior to year-end. 

This could be accomplished by his additional contribu

tions of capital or by the partnership incurring additional 

liabilities which would be allocable to him. Conversely, 

a partner wishing to defer his reportable losses to the sub

sequent year could force the basis for his partnership in

terest down to zero prior to year-end by current partner

ship distributions of cash to him and thereby effectively 

carry over his share of reportable partnership losses to the 

subsequent year. 

An alternative rule exists for determining a partner's 

basis for partnership interest when it is impracticable (or 

impossible) to apply the above-noted general rules. Sim

ply stated, it allows determination of a partner's basis for 

his interest in a partnership by reference to his share of 

the adjusted basis of partnership property which would 

be distributed to him upon termination of the partnership. 

In practice, such basis would presumably be the partner's 

capital account on the books of the partnership. This rule 

applies only to situations where the partnership has been 

in existence for a number of years and the information 

needed to correctly determine a partner's basis is totally 

lacking or in a hopeless state of confusion. Unfortunately, 

this situation often exists. 

Partner and Partnership Transactions 

Ordinarily, transactions between a partner and the 

partnership, entered into by the partner in a capacity 

other than that of a partner, will be considered as between 

the partnership and a third party. Therefore, a partner 

can in good faith buy or sell property, make loans to, and 

render services to the partnership without incurring detri

mental federal income tax effects. Exceptions to this rule 

(1) disallow losses on sale or exchange of property 

(other than a partnership interest) between a partnership 

and a partner whose interest (direct or indirect) in capital 

or profits is more than 50%; (2) disallow losses on sale of 

exchange of property between two partnerships where 

the same persons own more than 50% of the capital or 

profit interest of each partnership; (3) deny capital gain 

treatment on certain transfers between a partnership and 

partner owning more than an 80% interest in capital or 

profits, or between two partnerships in which the same 

persons own more than 80% of such interests; and (4) 

require inclusion in the return of a partner on the cash 

basis of his accrued partner's guaranteed payments in the 

same year within which, or with which, ends the partner

ship year in which the payments were accrued and 

deducted. 

Distributions to partners and transfers of their interests 

in the partnership can be accomplished in many ways. 

Each method can produce different income tax results to 
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the partners concerned. The following comments reflect 

only broad guidelines for these transactions and do not 

attempt to explore the inherent planning possibilities. 

Nonliquidating Distributions 

As mentioned previously, distributions of cash to a 

partner are ordinarily nontaxable events which simply 

reduce his partnership basis. However, if the cash distri

butions exceed his basis, such excess will normally be 

taxable to him as capital gain. Distributions of property 

other than cash do not result in gain to the distributee 

partner but simply reduce the basis for his partnership 

interest. The amount of this reduction of basis is equal 

to the partnership's adjusted basis for such property im

mediately prior to the distribution. It is also the basis of 

the property in the hands of the distributee partner. 

Should the basis of the distributed noncash partnership 

property exceed the basis of the distributee's interest in 

the partnership, special rules require the allocation of 

this lower basis to all the distributed property. Special 

attention must be given in such an allocation to unrealized 

receivables and certain inventory items which, upon ulti

mate disposal by the distributee partner, will result in 

the recognition to him of ordinary income. 

The partnership recognizes no gain or loss on these 

distributions but may, in certain instances, elect to adjust 

the basis of its remaining property to offset the tax effect 

of the distribution on the distributee partner. 

Liquidating Distributions 

Similar rules apply to the complete liquidation of a 

partner's interest in a partnership. In addition, it is possi

ble to have a loss on a complete liquidation if (1) the 

liquidating partner receives only money, unrealized re

ceivables, and certain inventory items; and (2) the basis 

for his partnership interest being liquidated exceeds the 

money and the partnership's adjusted basis for the un

realized receivables and inventory distributed to him. 

Such excess basis is reportable as a capital loss by the 

partner in the year of liquidation. 

Termination of Partnership Interest 

When a partner's interest in a partnership is terminated 

by sale, withdrawal, or death, the economic effect is 

similar to that regarding complete liquidation noted 

above. The normal tax effects can be generalized as 

follows: 

A. The terminated partner's share of actual partner

ship income or loss for the current year through the 

date of termination of his interest is taxable to him. 

B. Payments for his interest in partnership capital 

assets result in capital gain or loss. 

C. Payments for his interest in partnership unrealized 

receivables or certain inventory items generally result 

in ordinary income. 

However, the tax effects of the termination of a part

ner's interest on a sale of his interest may differ in several 

ways from those resulting from receiving withdrawal pay

ments from the partnership. Primarily, these differences 

relate to the year in which the terminated partner must 

include the payments for his partnership interest in his 

own return and the character (ordinary or capital gain) 

of the income to be reported. 

The partnership (and thus the remaining partners) 

will also be affected by the form of the transaction. For 

instance, on a withdrawal, the partnership may receive a 

current deduction on account of payments to the with

drawing partner for unrealized receivables. On a sale, 

however, the partnership may merely be entitled to in

crease its basis for these unrealized receivables (with the 

proper election) and thereby receive only a future tax 

benefit for such payment. 

Termination of Partnership 

Neither provisions of local law nor provisions in part

nership agreements for the addition of new partners or 

withdrawal of partners will terminate an existing partner

ship for federal income tax purposes. A termination will 

occur for tax purposes only (1) when the partnership 

ceases to conduct any portion of its business as a partner

ship or (2) when within any 12-month period there is 

a sale or exchange of 50% or more of the total interest in 

partnership capital and profits. 

Professional Responsibilities to Partnerships 

The average partnership does not usually compare in 

size with the average corporation. With smaller businesses, 

there is often a tendency to ignore professional assistance 

in the belief that it is either too costly or not necessary. 

Too often this belief persists as the business grows and 

prospers, regardless of an increasing need for professional 

assistance and the status of financial position. As originally 

stated, this article was not intended to develop "partner

ship tax experts." It was, however, intended to increase 

the reader's general familiarity with partnership tax prob

lems which, hopefully, will ultimately benefit our clients. 

GENERAL F O O T N O T E 

Specific references for items included in this article are con
tained in Sections 701 - 771, Internal Revenue Code (1954) and 
the Treasury Department Regulations thereunder. 
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