Partnerships.

Partnerships come in various forms.  They can be a general or limited partnership or an LLP or an LLC.  There is no federal income tax on partnerships, the income is taxed to the partners based on their ownership percentage which can vary depending on the partnership agreement.

Generally, there is no tax when a partner contributes assets to a partnership unless a capital interest is received for services or unless the partner is relieve of liabilities in excess of the basis of the property contributed.  

As for distributions, generally no income can occur unless cash (and relief of liabilities) exceeds the partner’s basis.  Other property distributions are taken by the partner at the partnership’s basis, but not in excess of the partner’s basis.  In the case of a liquidating distribution there is a slight change.  After reducing the basis by the amount of the cash distribution, the partner takes a basis in receivables and inventory equal to the partnership’s basis (but not more than the partner’s basis).  If there is still remaining basis then two things can occur.  If additional property is distributed, the basis of that property is equal to the partner’s remaining basis.  If no other property is received, then the partner receives a loss equal to the remaining basis.

These distribution rules are summarized below.

Summary of Partnership Distribution rules.

Non - Liquidating Distributions 

1
Partner's Basis




___

2
Less:  Cash Received



___

3
Remaining Basis
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Basis Available
 (from 3 unless gain 
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Liquidating Distribution
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Less:  Cash Received
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3
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Basis Available 
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6
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Then if property is distributed, its basis 

is equal to no. 7 or if no property is received, 

there is a loss equal to the remaining basis.

1. Partnerships for tax purposes encompasses a wide range of businesses, such as joint ventures, limited partnerships and even limited liability companies.  –T

2.   Partnerships are often reacquired to pay income tax. -F-

3. The partnership rules require that the tax year end of the majority partner(s) will be the tax year end of the partnership, if they have the same tax year. -T-

4. A partner’s distributive share of income is reported on Schedule K-1.  -T-

5. Most elections (such as what depreciation method is to be used) are made by the partners rather than the partnership.  -F-

6. Foreign tax credits pass through to partners who can either take the credit or take a deduction. -T- 

7. Partners are not employees.  Instead they can receive a guaranteed payment which they treat as self-employment income. -T-

8. Generally, the partnership can deduct the guaranteed payment.  -T-

9. A partner can always deduct his, her or its loss in total.  -F-

10. The at risk rules basically state that losses may be limited if the partner is not liable on the debts.  -T-

11. Because they have invested in the partnership, partners of a real business can deduct their share of the loss, even if they don’t work at the partnership.  -F-

12. Partnerships are allowed to allocate profits, losses, gains etc. in almost any way they agree on, unless those items are not reflected in their capital accounts.  -T-

13. Partners only report their net income or loss from the partnership on their tax returns..  -F-

14. Gain and loss is recognized when contributing to a partnership –F-

15. The value of a capital interest exchanged for services is taxable. –T-

16. The value of a profits interest exchanged for services is taxable. –F-

17. Property transferred to a partnership generally retains its tax basis.  –T-

18. A basis in a partner’s interest is deceased by the cash and the adjusted basis of property distributed, even if that exceeds the partner’s basis.  –T-

19. Liabilities that increase or decease, increase or decrease the partner’s basis as if there had been a contribution or distribution of cash.  –T-

20. Recourse debt means that one or more partners are personally liable if the partnership does not pay the debt. –T-

21. Non recourse debts are allocated based on the profits interests of each partner (unless otherwise agreed to).  –T-

22. Partners are only taxable on their “distributive share” of income if in fact the income is distributed.  –F-

23. Loss due to distribution of property exists if for any year the partner’s basis exceeds the amount of the cash and property distributions.  –F-

24. If a final distribution consists solely of cash, receivables and inventory and the basis of those assets is less than the partner’s basis in the partnership, a loss can be taken.  –T-

25. The basis of property distributed to a partner (other than in termination) is the same as the partnership’s basis.  –T-

26. If a partnership basis in property is $600 and it is distributed to a partner with only $500 of basis, the partner will recognize a gain.  –F-

27. If a partner acquires the interest by death or purchase, the partner can adjust their share of the partnership’s basis to reflect the difference between their “outside” basis and the partnership’s basis in that share of the partnership.  –F-

28. In the above example, the adjustment can be made if the partnership makes an election (under Section 754) to do that. –T-

29. A partnership can elect to amortize organization costs and syndication costs over a period of not less than 60months.  –F-

30. Start up expense can be amortized, if elected, over 60 months.  –T-

S CORPORATIONS

2. A corporation meeting certain qualifications, can elect to be taxed as an S Corporation, generally passing its income to its shareholders. –T-

3. An S Corporation generally must file on the calendar year.  –T-

4. Any corporation can qualify as an S Corporation as long as its shareholder are qualified and the number of shareholders does not exceed the limitation.  –F-

5. To be an eligible shareholder, the shareholder must either be a citizen or resident of the US, Mexico or Canada.  –F-

6. S corporations can have either a wholly owned subsidiary which itself can either be an S corporation or a taxable corporation. –T-

7. Shareholders can revoke an S election retroactive to the beginning of the year, if done by the 15th day of the third month. –T-

8. Shareholder can elect S corporation status for the year, as long as it is done by the 15th day of the third month. –T-

9. The advantage of an S corporation is that the shareholder’s pay tax on their pro-rata share of income, rather than the S corpoation. –T-

10. Cash distributions from an S corporation are generally taxable dividends when paid.  –F-

11. AAA represents the amount that can be distributed tax free.  -T-

12. All tax free distributions must be made by the last S Corporation tax year, if the entity becomes a taxable corporation.  -F-

13. If an existing taxable corporation becomes and S Corporation it will be subject to the Built in Gains tax for the next five years. -F-

14. If an existing taxable corporation is on LIFO, when it becomes an S corporation, it will recapture the LIFO to FIFO adjustment over a five year period. -F-

If an exiting taxable corporation has earnings and profits at the end of a subsequent S corporation tax year, it may have to pay corporate tax on excess net passive income. -T-


