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- o . . - - FEDERAL TAX DIVISION
of the

American Institute of Cerzified Public Accountants

Comments on Proocsed Amendments
- to Treasury Regulations Sections {.704-1(b)l - 5
Regarding Partner's Distridbutive Share

GENERAL COMMENTS

The Proposed Regulations under Section 704(b)(2) provide much-needed clarification.

in the complex subject of partnersnip allecations.

dur members have submitted n:uany commeﬁts and suggested improvements. A brief

listing of their major concerns includes the following issues.

I. We believe the effective date of these new Regulations should be for
partnersnip taxable years teginning afier Cecempter 31, 1983. The partial
retroactivity contained in the Sroposals snould be eiiminated.

2. The ‘"partner's interest in the partership” is a facts and circumstances
determination in each individual case. Mcre guidance is needed in the
Regularions as to the Treasury's views on this subject.

3. . Tné spééiéi ruiés 'fﬁr a.lldcarions Q/heré there are disparities between tax and.

Scok capital acccunts shculd Se revisec 0 remove references o 'financial
accounting' and to clarify the meaning of "Dook' czpital acZounts.

. The new concepts in the Proposed Regulaticns regarcing allecaticns of loss or
deduction attributable 1o nonrecourse cedbt shouid te clarified in several
respects.

Cur specific ccmments cn these ar< >iner mariers ire cconiained n tne Icilocwing

pages.



SPECIFIC COMMENTS

L.

Section
1.704=1(BI(LXi) Effective Date - The general rules contained in

o Proposed Regulation Section 1.704-l(b)(1)i) provide
that the fundamental principles of Section 1.704-1(b)(2)
are generally applicable for partnership taxable years
beginnning after December 31, 1975. There are
numerocus reasons suggested by cur members for
eliminating this rewroactivity inciuding the following:
l) ‘It is aniear whibh pdrtions of the subsection are
considered "fundamental" ancd are 0 be apolied
retrcactively.
2.) Taxpayers will be ourcdened with substantial
professional iees mereiy 0 review old agreements.
3.) The langﬁage contained in Section 1.704-1(bX2Xiv)
| requiring that capital accounts be maintained .'m
acceorcance wlItn 'lax  actcunung  crinciples o
estapiisn eccnemic eflect is 2 new <¢onc2pt and it
shcuid not De retroactively appiied.
4.) Many oil and gas garznersnips have been structured

in reliance cn Revenue Ruling 63-13%9; 1[968-

Py

1C331! :c zchieve subsiantial eccnomic 2fiace,
sinc2 e dasic princicies 3i suosiantial 2conemic

effect were not changec 2y e Tax Reform Act of

'

-

S L e
L97s. ine ncicing I et rujing  accears

[¢AY

inconsistent  with the regquirements of Section

1.704-1(bX(22(i).



1.704-1(b)(2)€Li)

1.704-1(b)(2) (ilike?

- The Propesed Regulations are intended to establish

"safe harbors" of which taxpayers may avail themselves
to avoid challenge of their allecations. The

implications of retrcactive application are that revenue

-agents should apply these safe harbors as audit criteria.

to challenge any parinership's allccations that do not fit

within the new requirements. The retroacTtivity shouid

be eliminated in its antirety.

2.
The rule regarding determination of deficit” capital
accounts where casn and preperty is held by the
partnersnip at the 2na of its axaole vear and there is 2
"reasonable expectation” it will be distributed to a
partner prior © a corresponding increase in that

partner's capital account needs to be clarified. An

" example should be adced to cemonstrate its apolication..

—

Tne existence of 2 '"easonaple 2xcectzticn” shculd e
limited 10 cover oniy cases I abuses ang zatierns of

tax avoidance.

(§Y)

This secticn snculd Te clariiied 1o 2xplain furzher :ne
relationsnip of [I2MS sUCH 2S5 :CCl=2ierz=I2d oS8T recovery
deductions with the wansitery zllccaticn conc2ot and
the related illustraticn in Example Z(il) of zaragraon
1.704-1(bj(5). This secz:icn should also Se expanced 1

include intangible drilling costs.



1.704-1(bi(3)

1706 L(9(ax(0)

4.
Thnere is a need Icr further clarification of the meaning
of the partner's interest in the partnership. The

Proposed Regulations give some guidance in certain

_.examples in paragraph (b)5; however, Exampie 13(i)

causes considerable confusion as to its meaning. This
confusion arises from the language in the example
indicating a reallocation as necessary where the facts
seemn clearly to point to the original allocation being in
accordance with the partners’ interest in the

partnersiip.

An additional clarification in this area would be most
helpful if a conclusion was reached as to the pariners’
interest in the partnership under the facts of Example

16(1) of paragraph (b)(5) of the prooosals.

3.
The special ruies fcr allcgaticns wnere thers 2re
discarities setween :ax and >ook capital zaccounts

should be revised and clarifiec in severaj respects.

This section cermits some zilccations to meet the safe-
narber tests of the Regulaticns if sheir "Sock" capital
accTuUNTS are agjusiec UOWard <r JoOWnwars ricr o e
recogniucn icr @x Zurgcses of ne zamn or loss

creflected by such adjustments. Tne gorcposals limit



recogniticn of these adjustments to include cnly those
made "in accorzance with sound {inancial accounting

orinciples and wnere cartain other conditions are mez.

Qur concerns are based on the fact that "sound
fiﬁancial acv;:ounting principies" may be d}iff‘erent than
generaily accepted accounting orinciples, and that
partnership allocations may be invalidated or validated
because of this difference. Example 13(ii) of paragraph
(b)(5) illustrates this issue. The admission of MK into
the par*;netship, in that example, would not be viewed
by many of our mémbers as an event permitling an
increase in the capital accounts of WM and JL in the
apolication of Zenerally accepted accounting drincipies.
The facts of this example assume inese adjustments are

cased on sound iinancial accounting principies.

If the partnership in the example prepared its financial
statements (n  accordance  with  Zenerally accepted
accountng orinciples leiiminating the increases 0 WM
and JL's capital accounts) wrnat wouid constitute "book”
capital accounts? [f the parznersnip agreement clearly
contzmplates the valuation ncreases in WM and JL's
zapital  3czcunts. sut me issuance of financial
stat=ments 0 3CIIrIanc2 vitn zenerzly acce=oted
acccounNUIng SrinciZies ravanis nese ncreases, vnat

are the zzorsorizi2 'scund financial  accounting



1.704-1(b)(s)(iv)

Another - concern is. that the proposed safe-harbor
permits allocatiens unaer section 704(b)(2) only if :hey
impose the concepts of secticn 7C4(c)(2). While this

may operate to reduce shifting of tax liabilities through

“allocations ’pursu'ant to section 704(c)(1), there does not

appear to have Deen the raquisite legisiative history 10

limit the eifect of that section.

Allocations under secticn 704(c)(2) are elective with the
partnership. There is no known Congressional intent to
mandate its vprinciples in the enactment of the Tax
Reform Act of 1976. |
Tne special rules apclicabie o losses and deductions
attributable to nonrecourse cent snould be clariiied with
respect to tne following matzers:
l.) In defining the "minimum gain”, reference is mace
, to the excess of the o_utstanding principal balancs
of such debt over the basis of the oroperty securing
such deot. The princizal nziance used for tnis
measurement is {uriner limitea 0 excluce any
porticn nNot treated as in amount realized uncer
section 100! and Reg. seczion (.1C001-2, if such cdedt

were Icracicsed uoon.

‘Ye recommend ha: me Tezasursment 237 nis
minlmum gain Se revisec 0 [ncluce ne principal
amount of the nonrecsurse <ent pius any accrued

inTer=st ther=2cn, Sut !limited in all czses o the

lad

amount realized pursuant to section 1QQl if the

property were foreclosed upen. Ve



believe this is the result that was intencded. The
language in the Proposed Regulation could cause

confusion and represent a wrap {or taxpayers who
! L b4

did not convert interest accrued into principal

amounts in the terms of their debts.

It should be made clear that the partnership
allocations of gain required under section [.704-
L(b)(s)iv)(b) will be reduced to the extent of any
other income or gain recognized Dy a parter which
resuits from a reduction in the debt and the
operation of sections 752 and 73l. This is
necessary in orcer 0 p2revent an allecation of
income by tne partnersnip wnen the cartner has

previcusly included the deficit in capital into

lncome cue o the latter sections,

3)

. The timing of required income or gain allocations

under section 1.706-1()N&)(iv)(b) is not clear from
the language in that seciicn. [t can e interpreted
as reguiring allocations of gress income or net
income. [t can Se read :nat if no income exisis fer
the taxable year wnen e minimum gain is

recduced, no ailccarticns wcuic ce required in & later

[}

vear. Zxamcie (7Tvu 2f zsarzgrapn (5)(5) also

contains ISniusing (E@nNTiEge In INLS issue in citing

tne regquirement Nat such ailccations coincice, in

ameunt ing LTme, w It 34V Irincipal recduction in

! the amount af Acrrecoursa cent.



4.)

We suggest the regulatory language and sxampies

be clariiied to make <clear the intent that
allocations of income or gain will be made as soon

thereafter as possibie (after reguction in minimum

gain) and that gross income allocations are not

required for this purpose.

The rule for determining the sum of partners’
deficit capital account balances in this. section,
dealing with anticipated distributions after the end
of a taxable year should be clarified as suggested

earlier with respect to section 1.704-1(b)}(2)(ii).
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