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In short, the Service sought to make 707 function in the partnership
area in much the way section 267 functions in the corporate area. Section
267 disallows losses on sales or exchanges with a related corporation67 and
further provides that an accrual method corporation may not deduct trade
or business or interest expenses it accrues to related persons unless they are
actually paid within 2'/2 months after the close of the taxable year of the
accrual.68 The effect of the latter rule is to deny the deduction entirely. The
general partners emphasized that 267 does not apply to partnerships,
which the Tax Court accepted quite readily. The 267 Regulations,6" how-
ever, which were referred to by the Tax Court, direct the reader to section
707 for the rules governing transactions between partner and partnership.
Section 707(b), which deals with sales or exchanges with a controlled part-
nership, is based on section 267.70 The Tax Court may have assumed that
section 707(a) and 707(c) were intended to treat the problem of different
accounting methods in an analogous way to section 267. The general part-
ners tried to prevent the court from interpreting 707 in such a way by
emphasizing that, if the partnerships had been corporations, the recipi-
ents had an insufficient ownership interest to bring 26-7 into play.71

Given that 707 does not contain a specific 267-type provision to limit
the interplay of accounting methods, the Service argued in the alternative
that the payments were not deductible in the computation of partnership
taxable income or loss and that, if they were deductible by the partnership,
they were also includible in the partners' income even though not actually
received. The general partners argued that all the credits were deductible
under 707(a), which, we have seen, has no counterpart to the 707(c) "paid
or accrued" Regulation.

C. The Interest on the Loans
The Tax Court characterized the position of the general partners with

respect to the interest payments as follows:
[The general partners] agree with [the Service] that under section 707(c) the
interest on the notes are guaranteed payments but argue that these amounts

67
CODE §§ 267(a) and 267(b) (2) and (3).

68CODE § 267(a) (2).
69'Treas. Reg. § 1.267(b)-1(b)(1)(1960).
70

CODE § 707(b)(3):
(3) Ownership of a capital or profits interest.- For purposes of paragraphs (1) and (2)

of this subsection, the ownership of a capital or profits interest in a partnership shall be
determined in accordance with the rules for constructive ownership of stock provided in
section 267(c) other than paragraph (3) of such section.
7164 T.C. at 208:
Petitioners further argue that even were the provisions of section 267 applicable to part-
nerships they would not qualify as related taxpayers under the provisions of section 267
since they did not own over a 50 percent interest in either partnersbip. Petitioners suggest
that if we do not accept the position that the partnerships are entitled to deduct the ac-
crued management fees and interest expense and petitioners are not for that reason re-
quired to include these amounts in their incomes for the years in which the partnerships
take the deduction, then, rather than including the items in the incomes of each petition-
er, the basis of each one's partnership interest should be decreased to the extent of the
accrued fees and interest as provided in section 1.267(b)- I (b) (2), example (1). Income Tax
Regs.

The Tax Court said that the inapplicability of 267 rendered it unnecessary to consider the
Regulationjust cited.
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are includible in their income only when received, and that the regulation mak-
ing such payments includible in income by partners in the year paid or accrued
by the partnership . . . is "an overextension of [the Service's] authority. ' 2

Not surprisingly, the Tax Court relied on the legislative history discussed
earlier to uphold the "paid or accrued" Regulation.7 3 On appeal, the gen-
eral partners objected strenuously to the Tax Court's assertion that they
had conceded the interest payments were guaranteed payments under
707(c).7 4 They stressed that their primary argument was that the interest
was deductible by the partnership under 707(a), and not under 707(c), and
that their assertion of the invalidity of the 707(c) Regulation was merely a
fall-back position.

The basic position of the partners was that 707(a) covers interest on
loans from partners and that 707(c) embraces only "interest" on their capi-
tal contributions:

[T]he use by Congress of the well-defined and commonly understood term
"capital" clearly indicates that . . . 707(c) is applicable only to guaranteed re-
turns on capital contributions while . . . 707(a) applies to interest paid by a
partnership to a partner on loans.7 5

They stressed that the 707(a) Regulations specifically refer to interest on
loans from partners and that the 707(c) Regulations do not. To treat the
loans in this case as falling outside 707(a) and within 707(c), they argued,
would render the 707(a) Regulations nugatory because if the loans in Pratt
did not qualify under 707(a), none would:

The loan transactions in the instant case were straight loan transactions occur-
ring subsequent to the formation of the partnerships and were neither contem-
plated or required by the limited partnership agreement of either.76

At the very most, they said, the only loans that would fall within 707(c)
would be those that were required of the partners in the partnership agree-
ment.

In its Brief, the Government joined the taxpayers in their request that
the Tax Court be reversed on the matter of interest payments and that they
be held deductible under section 707(a) rather than under 707(c):

The Commissioner . . . concedes that, since there is no dispute . . . that
taxpayers' loans . . . were bona fide loans (as opposed to, for example, dis-
guised capital contributions), the loan transactions are to be treated
under . . . Section 707(a) and that the interest accrued on such loans there-
fore does not constitute a "guaranteed payment" under Section 707(c). As a
result, the rules for recognizing income regarding "guaranteed
payments" . . . are inapplicable. Rather, taxpayers, as cash basis taxpayers,
must recognize the interest payments when they are actually or constructively
received by them.77

7 264 T.C. 212-13 (1975).
73'Text accompanying note 54, supra.
74Brief for Appellants at 17-18, Pratt v. Commissioner, 550 F.2d 1023 (5th Cir. 1977)

[hereinafter "Brief for Appellants"].
75Brief for Appellants at 21.
76ld.
"7Brief for the Appellee at 7-8, Pratt v. Commissioner, 550 F.2d 1023 (5th Cir. 1977)

[hereinafter "Appellee's Brief"].
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In a footnote, the government warned that the doctrine of constructive
receipt of income should prevent the result in the case but would not be
urged for the first time on appeal.7 8 Presumably, future cases involving
707(a) claims for deductions for interest on loans to partners might also be
met with challenges by the Service that the "loans" do not represent genu-
ine indebtedness, that they represent contributions to capital rather than
debt, 9 or that the interest deductions, under the circumstances, represent
a material distortion of income.8 0

D. The Management Fees
The Tax Court characterization of the partners' argument about the

management fees is similar to its characterization of their argument with
respect to the interest payments:

Petitioners contend that the management fees credited to them fall within
the provisions of either 707(a) or 707(c) and under either section are properly
deductible by the partnership but not includable in their income for the years
accrued by the partnership and credited to their accounts.81

Again, the characterization is somewhat misleading because the partners
sought to have the fees treated under 707(a) in order to avoid the 707(c)
"paid or accrued" Regulations. Although they apparently recognized it was
unlikely that the "paid or accrued" Regulations would be invalidated, they
made no attempt to argue that the payments were deductible in the compu-
tation of partnership taxable income or loss under any other provisions or
Regulations than those of 707(a). 2

The Service argued that the management fees were guaranteed pay-
ments even though they were in the form of a percentage of gross receipts.
F. A. Falconer,83 it said, made clear that the substance of the "without regard
to income" requirement, rather than the form of the payment in question,
controls:

The touchstone for determining "guaranteed payments" is whether they
are payable without regard to partnership income. And, in determining wheth-
er in a particular case an amount paid by a partnership to a partner is a "draw-
ing" or a "guaranteed payment," the substance of the transaction, rather than
its form, must govern. These are both factual matters to be judged from all the
circumstances."

Falconer involved a member of a two person partnership who claimed that
his salary payments were not guaranteed payments because they were sim-

"'Id. at 8 n. 4.
7"SeeJoseph W. Hambuechen, 43 T.C. 90, 100-01 (1964).
8"See generally CODE § 446(b) and Treas. Reg. §§ 1.446-1(b) and (c) (1973).
8164 T.C. 209 (1975).
121d. at 209:
Petitioners point to no provisions of the statute other than sections 707(a) and 707(c)
under which management fees to partners for services to the partnership might be
treated differently than such items were treated under the law prior to the enactment of
the 1954 Code.

40T.C. 1011 (1963).
-40 T.C. 1015 (1963) (citation omitted).
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ply withdrawals. The Tax Court held they were guaranteed payments be-
cause they had been treated by the partners as compensation for services,
were subject to change only by mutual agreement, and were treated as
partnership expenses that were to be paid even when the partnership was
unprofitable. Pratt involved all these factors, said the Service, and the same
result should follow even though the payments were based on gross rent
receipts. The "without regard to income" requirement, it said, refers to net
income, and does not require a predetermined dollar amount:

Code § 707 (c) and the regulations thereunder do not require a fixed
salary . ..

It is submitted that the purpose of Code § 707(c) is to distinguish between
those payments that are actually part of a partner's distributive share and those
payments that have no relation to the profit or loss of the partnership. Thus it
appears that in substance the management fees in question were guaranteed
payments.85

In advocating that salaries in the form of a percentage of gross receipts
constitute guaranteed payments, the Service urged an interpretation adopt-
ed by many in the real estate industry. Although 707(c)'s scope has never
been clear, many have assumed that payments based on a percentage of
gross receipts would satisfy the "without regard to income" requirement,
even if payments based on a percentage of net cash flow would not.86 The
reasoning was that salaries in the form of a percentage of gross receipts are
"guaranteed" because they constitute an enforceable obligation of the part-
nership independent of its profitability. The Tax Court found

no merit to such a distinction. The amounts of the management fees are based
on a fixed percentage of the partnership's gross rentals which in turn constitute
partnership income. To us it follows that the payments are not determined
without regard to the income of the partnership as required by section 707(c)

87

The Tax Court also rejected the taxpayers' argument that the manage-
ment fees were deductible by the partnership pursuant to 707(a). It noted
the lack of authority interpreting the "other capacity" requirement88 and,
ironically, turned for guidance to 1939 Code cases that had been cited by
the commentators as part of the confusion that gave rise to the need for

85Brief for Respondent at 22-24. Edward T. Pratt, 64 T.C. 203 (1975).
6See, e.g., Sexton and Charyk, Does the Recent Pratt Case Provide A Method of Insuring Guar-

anteed Payment Deductions?, 43 J. TAX. 66 (1975). But see I A. WILLIS, supra note 49 at 214:
The present statute makes no change with respect to salaries or interest paid to a part-

ner, if based on partnership income. As under prior law, such amounts are restored to
partnership income and are reflected through adjustments to that partner's distributive
share of taxable income. This treatment presumably would be applied regardless of
whether the salary or interest is a percentage of net income or gross income. Compen-
sation contingent on sales is a debatable point. Technically speaking, it is "determined
without regard to the income of the partnership." On the other hand, its character is
contingent, unlike the payment of fixed dollar amounts that were contemplated by the
draftsmen as "guaranteed payments."
1164 T.C. at 210 (1975).
8864 T.C. 211 (1975).
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section 707.89 Its review of the 1939 Code cases moved the court to disquali-
fy the fees from 707(a) because they had been paid to partners "for per-
forming services within the normal scope of their duties as general part-
ners and pursuant to the partnership agreement." 9 It raised, but did not
decide, whether payments for the continuing services of a partner could
ever be included in 707(a).

E. The Fifth Circuit
Because the taxpayers and the government joined in a request that the

Tax Court be reversed on its treatment of the interest payments, 1 the Fifth
Circuit dealt only with the management fees. It said that the "sole issue" on
appeal was

the correctness of the Tax Court's decision that the management fees payable
to the . . . general partners . . . were includable in their income as part of
their distributive share of partnership profits, or, in the alternative, as a "guar-
anteed payment" under § 707(c) .... 92

This is a rather surprising statement in light of the Tax Court's opinion
that 707(c) is inapplicable because the management fees were based on
income.93 The court's language was taken virtually verbatim from the
Commissioner's Statement of the Issue on Appeal. 94 However, the Com-
missioner's Brief itself recognized that the Tax Court had said that the
management fees did not qualify under 707(c). Indeed, the Service
changed its position on appeal and argued that the Tax Court had correct-
ly rejected its argument below that 707(c) applied. It said the Tax Court
"correctly decided that the managerial fees involved herein could not be
treated as guaranteed payments under Section 707(c) since they were, in
fact, dependent on the amount of rental income received by the partner-
ship."95 In short, no one argued 707(c) before the Fifth Circuit; the sole
question became whether the partnership could deduct the fees under
707(a).

As was the case at the Tax Court level, the Fifth Circuit was struck by
the results of the interplay in accounting methods:

The fact that the differing methods of reporting income by the partner-
ship . . . and by the taxpayers . . . resulted in somewhat of an anomaly
does not of itself, of course, require a holding in favor of the Government
... . The fact, however, that the tax returns of the individual taxpayer
partners claimed advantages of losses which, in an economic sense did not

8964 T.C. 212 (1975). The Tax Court cited Svedrup and Wegener, supra note 30, which
were, in testimony before the House Committee on Ways and Means, cited as inconsistent with
other decisions. Forty Topics, supra note 42 at 1382. See also A Proposed Revision, supra note 42 at
137 n. 38; Partnerships, supra note 60 at 1200 n. 41; Crampton, Partner-Partnership Transac-
tions, 1957 N.Y.U. 15th Inst. on Fed. Tax. 71,73 n. 7.

9064 T.C. at 212 (1975).
91Text accompanying notes 76-78, supra.
"Pratt v. Commissioner, 550 F.2d 1024 (5th Cir. 1977).
3IText accompanying notes 86-7, supra.

9Appellee's Brief at 1.
951d. at 19.
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truly exist, may explain the reason why the Commissioner considered it nec-
essary to raise the issue.

The question thus posed is whether the "transaction" encompassed by the
partnership contract providing for the five per cent fees to the partners for
their management services is a "transaction" which is carried out "other than in
his capacity as a member of such partnership."' '

By enclosing the word "transaction" with quotation marks, the Fifth Circuit
echoed the Tax Court's dictum that the word "transaction" might not in-
clude continuing payments for services.97 It did not decide the matter, be-
cause it held that the "plain meaning" of 707(a)'s "other capacity" require-
ment had been violated:

It is perfectly clear that the contract creating the partnership, which pro-
vided for the percentage payments to the general partners for their manage-
ment efforts was made with them qua partners. Furthermore, it is equally clear
that the duties to be performed were activities for which the partnership was
created in the first place, i.e., the management of the shopping centers.9

These two sentences raise two very different points. The first reflects the
Tax Court's emphasis on the fact that the partnership agreement had
mandated the services and fees. This interpretation leaves open the possi-
bility that salaries for partners could qualify under 707(a) if they were pro-
vided for in a separate contract rather than in the partnership agreement.
Although this approach sounds somewhat mechanical, it does reflect the
approach taken in some of the pre- 1954 Code cases Pratt apparently resur-
rects.99 The second sentence, however, suggests that the relation to part-
nership purpose is what is critical. So, too, does the following language:

• ..Congress determined that in order for the partnership to deal with one of
its partners as an "outsider" the transaction dealt with must be something out-
side the scope of the partnership.

The particular provision relied on by the taxpayers here simply does not per-
mit a partnership to treat as a deduction for ordinary and necessary business
expenses amounts paid to partners, as partners, for the performance of ser-
vices for which the partnership exists.?°

The rule that 707(a) only embraces transactions outside the scope of the
partnership is unsupported by the legislative history and is in conflict with
the 707(a) Regulations that specifically embrace a transaction with a part-
ner in pursuance of partnership purposes. m01 It is also inconsistent with the
treatment of the Pratt loans as within 707(a). Nowhere was it suggested that
the loans were outside the scope of the partnership business. Not only does

9Pratt v. Commissioner, 550 F.2d 1025-26 (5th Cir. 1977).
sr17ext accompanying note 90, supra.
9 8Pratt v. Commissioner, 550 F.2d 1026 (5th Cir. 1977).
99See, e.g., Stout, supra note 18 at 1208:
But here the stipulated facts show that the amounts were paid to [the partners] pursuant
to the provisions of the partnership agreement and not pursuant to a separate contract
for performance of services. Cf. H.H. Wegener [supra, note 30].
1 OPratt v. Commissioner, 550 F.2d 1026-27 (5th Cir. 1977).
' t Text accompanying note 41, supra.
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Pratt represent an unfortunately restrictive interpretation of sections
707(a) and (c), it relegates the treatment of garden-variety payments based
on a percentage of gross receipts to the "other capacity" requirement of
707(a). The grant of vitality to the "other capacity" concept is unfortunate
because, long before there ever was an income tax, it was considered a task
suitable for only the most skilled of metaphysicians to determine whether
or not a percentage payment is made to a person in the capacity of a part-
ner. The late Mr. Justice Story is irresistible on this point:

The distinction, as thus presented, does certainly wear the appearance of
no small subtlety and refinement, and scarcely meets the mind in a clear and
unambiguous form; for the question must still recur; when may a party prop-
erly be said to have "an interest in the profits, as profits?" When also may it
properly be said, that "the interest in the profits is mutual," and that "each per-
son has a specific interest in the profits, as a principal trader?"''2

V. BEYOND PRATT
Pratt forces us to consider how non-707 salary payments are to be

treated by partnership and partner. The Tax Court said that aggregate
treatment is "prevailing as under prior law except where the [1954 Code]
provides otherwise.' ' 03 This has led to speculation that Lloyd is still good
law and that other strategies may be adopted to avoid entity treatment
when it is to taxpayer advantage. 10 4 This section of the paper proceeds to
make two, interrelated points. First, Lloyd no longer controls. Second, there
are other provisions of the Code than 707 that mandate entity treatment of
compensation payments to partners, provisions, the Tax Court noted, that
were not raised in Pratt.10 5

There are two basic reasons why Lloyd is unlikely to control non-707
payments to partners. 10 6 First, pre-1954 Code law had developed to the
point of substantially restricting the Lloyd approach. Most notably, Stout
held that general principles governing compensation, notwithstanding the
partnership doctrine explained in Lloyd, require partners to include salaries
in income. 10 7 Stout expressly limited the Lloyd approach of permitting part-
ners to directly deduct or exclude payments traceable to charges against

'
02J. STORY, LAW OF PARTNERSHIP 50-51 (1841). Somewhat more recent and to the point is

Cowan, Compensating the Promoter-General Partner, 22d WM.& MARY TAX CONF. 81, 83 n.6
(1977).

Several years ago, a subcommittee of the Committee on Partnerships of the New York
State Bar Association's Tax Section, attempted to recommend possible legislation to clari-
fy the definitional problems of § 707. After a full year of discussion among a number of
experienced practitioners, it was not possible to develop a consensus either of what the
law was or of what it should be, and no recommendation emerged. The major conceptual
obstacle was trying to determine when a partner was acting in his capacity as a partner,
either generally or in specific instances.
1-64 T.C. 209 (1975).
1"4See, e.g., Sexton and Charyk, supra note 86.
"'See note 82, supra.
"'See Weiss, Payments Between Partners and Partnerships, 1977-1 N.Y.U. 35TH INST. ON FED.

TAX. 169, 182, for the opinion that "decisions like Lloyd were not intended to survive the 1954
Code."

1'Text accompany note 24 supra.
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their capital accounts: no partner may deduct or exclude charges against
his capital account in excess of the amount of his actual cash contribution.
Stout applied this limitation even though it assumed that the capital ac-
counts in question had economic significance. If anything, the skepticism
about the reality of charges against capital account, particularly in the con-
text of real estate partnerships, has increased in the twenty years since
Lloyd. In Stanley C. Orrisch,10 8 for example, the issue was whether a special
allocation of depreciation to two partners had substantial economic effect.
The taxpayers stressed that the depreciation they had been specially allo-
cated had been charged against their capital account and had resulted in a
negative capital account that was far below that of their fellow partners.
The Tax Court accepted that, under normal accounting principles, the
disparate negative capital account would be treated either as a debt to the
partnership or would be taken into account in the division of partnership
assets on liquidation. However, it found no evidence that the partners in-
tended normal accounting principles to govern the significance of their
capital accounts. No debt was intended and the allocations of economic
benefits and burdens continued unchanged. Accordingly, the charges
against capital account had no economic effect. Finally, the appellate court
in Stout indicated that an aggregate approach could not be relied upon to
permit individual partners to directly deduct what was, in business reality,
a capital expenditure of their partnership.

The second basic reason why Lloyd is unlikely to control non-707 pay-
ments lies in the 1954 Code and its legislative history. The legislative histo-
ry is strident in its denunciation of the Lloyd approach as "unrealistic and
unnecessarily complicated." 10 9 The Service years ago declared obsolete the
General Counsel Memorandum that explained the proper computations to
be performed under the principles outlined in Lloyd.110 If, as Pratt holds,
the legislative intent to reject Lloyd and apply an entity theory to compensa-
tion payments to partners is only partially realized in 707, the question is
whether the realization can be made more complete through other sec-
tions. The answer, it is submitted, is yes.

A. Current Distributions
Perhaps the simplest way to begin is to step back and consider the

payment of a "salary, so called" that does not actually represent compensa-
tion for services. Consider, for example, partner A who supplies capital,
not services, and has a 10 percent interest in partnership net cash flow,
which amounts in year x to $1,000. The actual payment to A of the $1,000 is
governed by section 731. It provides that no gain or loss is recognized by a
partnership when it makes a current distribution of cash to a partner.' It
also provides that no gain is recognized to the partner who receives the dis-
tribution, except to the extent it exceeds his basis in his partnership inter-

1055 T.C. 395(1970), affd per curiam, 31 A.F.T.R.2d 73-1069(9th Cir. 1973).

'Text accompanying notes 34-8, supra.
110G.C.M. 6582, supra note 28.
"'CODE § 73 1(b).
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est. 112 Stated differently, a current distribution of cash to a partner reduces
his basis, but not below zero; 11 3 to the extent it exceeds his basis in his part-
nership interest it represents capital gain.114 Note that the consequences of
the distribution itself tell us little of the overall tax consequences to partner-
ship and partner. Assume that the partnership has taxable income in year x
that equals net cash flow and that A shares in taxable income in the same
ratio that he shares in net cash flow. A is required to report $1,000 in in-
come in year x whether it is distributed to him or not." 5 His basis in his
partnership interest is increased by the $1,000 of income he reports.11 6 The
actual distribution to him of the $1,000 correspondingly reduces his basis
in his interest, resulting in a wash.

Distributions do not simply wash out previously increased basis if they
differ in amount from taxable income or are allocated differently than tax-
able income. In real estate partnerships, for example, distributions fre-
quently exceed taxable income because they constitute net cash flow that is
sheltered from tax by depreciation deductions. Assume that the $1,000 dis-
tributed to partner A represents his distributive share of net cash flow in
year x. Assume further that A shares in taxable income or loss in the same
ratio that he shares in net cash flow but that depreciation deductions have
resulted in zero taxable income. The only tax consequence to A in year x is
the consequence of the distribution itself: his basis in his partnership inter-
est is lowered, but not below zero; he has capital gain if and to the extent
the distribution exceeds his basis in his partnership interest. It is not un-
common among real estate partnerships for depreciation deductions to be
large enough to result in tax losses passed through to A at the same time as
positive cash flow. In such situations, A's basis in his partnership interest is
lowered by both the cash distribution and his share in tax loss.

Consider if partner A receives his 10 percent interest in exchange for
his personal services to the partnership rather than in exchange for a capi-
tal contribution. How, if at all, do partner and partnership treat this 10
percent interest differently than the 10 percent interest given in exchange
for a capital contribution? Two distinctions should be made at the outset of
our consideration of this question. First, the transfer of a fractional interest
must be distinguished from the payments made pursuant to the fractional
interest. Second, transfers for past services must be distinguished from
transfers contingent on the performance of substantial future services.

B. Section 721
Section 721 has traditionally governed the transfer of a fractional in-

terest in a partnership for services. It adopts an entity approach that per-
mits a deduction in the computation of partnership taxable income or loss,
and requires ordinary income treatment to the recipient. The current Sec-
tion 721 Regulations provide that gain shall be recognized

" 2CODE § 731(a)(1) and Treas. Reg. § 1.7 31-1(a)( I)(i)(1960).
11

3
CODE § 705(a)(2).

I 4 Treas. Reg. § 1.731 -I (a)(3) (1960).
1 1 Treas. Reg. § 1.702-1(a) (1972).
116CODE § 705(a)(1)(A).
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[t]o the extent that any of the partners gives up any part of his right to be re-
paid his contributions (as distinguished from a share in partnership profits) in
favor of another partner as compensation for services .... The value of an in-
terest in such partnership capital so transferred to a partner as compensation
for services constitutes income to the partner under section 61 .117

The amount of ordinary income to the recipient "is the fair market value of
the interest in capital so transferred .. 118 The partnership is entitled to a
deduction because, to the extent the value of the interest transferred is
"compensation for services rendered to the partnership, it is a guaranteed
payment under section 707(c)."I 19

The rule that the value of an interest in capital transferred for services
is a guaranteed payment under 707(c) was extended to transfers of inter-
ests in partnership profits in the now famous case of Sol Diamond.120 Dia-
mond was a mortgage broker who received a partnership interest from one
Kargman as compensation for obtaining 100 percent financing of the pur-
chase price of an office building. Diamond was not obligated to contribute
any money, nor was he obligated to provide any further services. It was
agreed that Kargman would pay all acquisition costs above the amount of
financing, and that Kargman and Diamond would share profits in a 40-60
ratio and "be chargeable with all losses in the same proportions." Net pro-
ceeds of any sale of the building were to be divided in the same ratio, after
first being applied to reimburse Kargman for any acquisition expenditures
he incurred. Three weeks after closing the acquisition of the building,
Diamond sold his interest for $40,000 and reported that amount as a short-
term capital gain from the sale of a partnership interest.

The Tax Court could not resist requiring Diamond to treat as ordinary
income the value of the interest he had received for his fully-performed
services as a mortgage broker. Prior to Diamond, the parenthetical in the
721 Regulation excerpted above had been interpreted to mean that the
receipt of an interest in partnership capital for services was a taxable event
but that the receipt of an interest in partnership profits was not.' Under
the "no taxable event" interpretation, the recipient obtains a zero basis in
his partnership interest, except to the extent he shares in partnership liabil-
ities, 2 2 must subsequently report as ordinary income his allocable share of
partnership profits, and pays capital gain on the sale of the interest. Be-
cause Diamond's interest in sales proceeds was subordinated, he argued
that he had received an interest in profits, not capital, and that the "no tax-
able event" interpretation should apply. The court assumed it was dealing
with a profits interest and rejected the "no taxable event" interpretation. It
said that the "opaque draftsmanship" in the Regulations was insufficient to
override the general rule that the fair market value of property received
for services must be included in gross income.

117Treas. Rig. § 1.721-1(b)(1) (1960).
118 d"
119Treas. Reg. § 1.721-1(b)(2)(i) (1960).
12056 T.C. 530 (1971), affid 492 F.2d 286 (7th Cir. 1974).
12'See generally Cowan, Receipt of a Partnership Interest for Services, 1974-2 N.Y.U. 32D INST.

ON FED. TAX. 1501.
1
22See CODE §§ 752(a) and (c) and the Regulations thereunder.
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The Seventh Circuit affirmed the Tax Court, and noted that it was
repudiating "a startling degree of unanimity" among the commentators in
so doing. 123 It then addressed the argument that there will be double taxa-
tion if the right to share in future profits and the subsequent receipt of
those profits are both taxed. For example, if a partner must include in ordi-
nary income the fair market value of the right to receive approximately
$1,000 a year for several years in the future, will he again be taxed at ordi-
nary income rates on the $1,000 payments as they are actually received? Or
can the basis obtained by paying tax on the fair market value of the interest
when it is received be amortized as the profits are earned? The court said
that the "absence of a recognized procedure for amortization [did not] mili-
tate against the treatment of the creation of the profit share as income. '

"124

Diamond came as a shock to many who had believed, with some good
reason, that the receipt of an interest in partnership profits was not a tax-
able event.125 As the shock wore off, however, it was realized that Diamond
might be relied upon to taxpayer advantage. That is, the recipient of a sub-
ordinated partnership interest might include the value of the interest in
income when it is received, which presumably would be a low value because
of the subordination, and report any profit on the sale of the interest as
capital gain. However, both Diamond opinions express doubt as to whether
this can be done. The Tax Court and the Seventh Circuit each raised, but
did not decide, whether Diamond would have been prohibited from claim-
ing capital gain treatment if he sold at a profit what they characterized as
the right to receive a future stream of ordinary income. 126

Vestal v. United States127 cast even greater doubt on the extent to which a
taxpayer may report a low market value in the year of receipt based on the
contingent nature of future profits and claim appreciation realized on the
liquidation of the interest as capital gain. Vestal was acquainted with assign-
ees of an oil and gas lease who were attempting to sell limited partnership
interests to raise money to drill wells. He contacted four investors who, in
1962, became limited partners and agreed to pay him a finder's fee. Each
agreed in writing to convey to Vestal one-eighth of the limited partnership
interest acquired upon recovery of investment plus 6 percent interest. Two
years later, the partnership's assets were sold at a substantial profit. The
four investors received their share of the proceeds, deducted the amount
of their investment, plus interest, and paid Vestal one-eighth of the re-
maining balance, which totalled $139,730. The district court accepted Ves-
tal's argument that the finder's fee agreements gave him an interest in a
capital asset that had a fair market value of $29,375 in 1962 and should
have been reported in that year. Vestal made this argument because the
statute of limitations had run against the government for 1962. The court

123492 F.2d at 289.

'241. at 290-91. Peter P. Risko, 26 T.C. 485 (1956), has been cited as authority for the
proposition that the amount included in income may be amortized when the partnership has a
determinable life.

125Cowan, supra note 121.
12656 T.C. at 547, n. 16; 492 F.2d at 287, n.3.
127498 F.2d 487 (8th Cir. 1974), rev'g 73-1 U.S.T.C. 9260 (W.D.Ark. 1973).
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held that Vestal had acquired a basis in his partnership interest of $29,375,
a tax cost basis as if he had properly reported in 1962. It permitted him to
report his 1964 liquidation proceeds in excess of this basis as long-term
capital gain.

The Eighth Circuit reversed, finding that the interests obtained by
Vestal in 1962 "were contingent, conditional, and speculative, and as a mat-
ter of law, did not constitute income taxable to Vestal in 1962. '

121 The court
admitted that his rights had value in 1962, but said that "such recognition
does not support a view that Vestal received income under the federal tax
laws."' 129 The court did not want "compensatory income taxable at ordinary
income rates to be treated as capital appreciation ....

When dealing with a situation such as the present where taxpayer holds an
executory contingent contract payable in the future, the tax laws should not be
construed. . to permit him to establish a basis for those same contract rights
in the absence of a showing that there was an actual trading or marketing of
those rights. 130

Vestal is somewhat difficult to reconcile with the rationale of Diamond.13 1

The common ground appears to be hostility to the notion that capital gain
can result from interests received as compensation. In any event, these
cases are substantially tempered by statutory developments, at least if the
proposed section 721 Regulations are followed. They provide that trans-
fers of partnership interests for services made after June 30, 1969 are gov-
erned by section 83.132

C. Section 83
Section 83 was passed as part of the Tax Reform Act of 1969.133 The

proposed 721 Regulations that state that -section 83 controls transfers of
partnership interests came as a surprise because section 83 had been dis-
cussed and passed in the context of corporate restricted stock plans. Nei-
ther section 83 nor its proposed Regulations makes any reference to trans-
fers of interests in partnerships. Although it is often difficult to determine

128498 F.2d 490 (8th Cir. 1974).

129498 F.2d 491 (8th Cir. 1974).
130498 F.2d 493-94 (8th Cir. 1974).

'3'Diamond was not cited to the Vestal court until Vestal's petition for a rehearing, in which
he raised it as authority for the proposition that the value of his interest was income in 1962.
The court denied the petition and said that the effect of its decision was to tax Vestal upon his
acquisition of "the actual joint venture interests" and was consistent with the decision in Dia-
mond that the taxable event was "when the parties actually acquired the building to be held as a
joint venture." 498 F.2d at 496 (order on petition for rehearing).

"3 2 Prop. Reg. § 1.721-1(b)(1)(i)(1971):
If the partnership interest is transferred afterJune 30, 1969 (except to the extent para-

graph (b) of § 1.83-8 applies), then the transfer of such interest in partnership capital
shall be treated as a transfer of property to which section 83 and the regulations thereun-
der applies.

The Proposed Regulations simply parrot the parenthetical in the original section 721 Regula-
tions that Diamond said was insufficient to support differential treatment of compensation pay-
ments of interests in capital versus interests in profits.

"mTax Reform Act of 1969 § 321 (a), Pub. L. 91-172.
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how some of the language of the proposed Regulations will be applied to
partnerships, most of the basic pattern is clear. 134

Section 83 governs transfers of "property"'135 for services, "whether
such transfer is in respect of past, present, or future services."'1 36 It re-
quires, in the words of the Regulations, that the fair market value of prop-
erty transferred for services be reported as compensation as soon as the
transfer is "complete." Even if the property transferred has a clear market
value, it need not be reported as compensation until the transfer is com-
plete.13 7 The value reported is the value at the time the transfer becomes
complete. 3 8 The transfer becomes complete as soon as the property be-
comes free from substantial risk of forfeiture or transferable. 3 9 These two
statutory concepts are interdependent. The recipient's.rights are subject to
a substantial risk of forfeiture "if such person's rights to full enjoyment of
such property are conditioned upon the future performance of substantial
services by any individual.' ' 40 The rights are transferable only if they are
free from substantial risk of forfeiture when they are in the hands of the
transferee.' 4' As soon as the transfer is complete and the interest is report-
ed as compensation, a deduction is authorized "to the person for whom
were performed the services .. 4.. ,, However, if the expenditure is capital,
an increase in basis, rather than a deduction, results. 143

Return, now, to our consideration of partner A who receives a 10 per-
cent interest in a partnership in exchange for his promise to manage the
partnership properties. His interest, whether in his own hands or in the
hands of his transferee, is subject to a substantial risk of forfeiture 44 and
therefore also nontransferable because it will be extinguished if the services
are not performed satisfactorily. Accordingly, the transfer is not complete

'34Thus, for example, the Regulations provide that section 83 controls transfers of prop-
erty "to an employee or an independent contractor." Prop. Reg. § 1.83-1 (a) (1971). The obvi-
ous question is whether a partner is "an employee or an independent contractor" within the
meaning of this Regulation. Prop. Reg. § 1.721-1(b)(1)(i)(1971) answers this question in the
affirmative. Unfortunately, the Regulations offer no other guidance concerning the appli-
cability of section 83 and its Regulations to partnerships.

'ult would be helpful if the Treasury would clarify how its proposed definition of proper-
ty applies in the partnership area:

For purposes of section 83 and the regulations thereunder, the term "property" in-
cludes both realty and personalty other than money and other than an unfunded and
unsecured promise to pay deferred compensation.

Prop. Reg. § 1.83-3(e) (1971).
136Prop. Reg. § 1.83-3(f) (1971).
"'3 Prop. Reg. § 1.83-1(e), Example (1)(197 1).
138ld., Example (2).
1
3 9

CODE § 83(a).
140CODE § 83(c)(1).
41CODE § 83(c)(2).

1
42

CODE § 83(h).
143 Prop. Reg. § 1.83-6(a)(1971):
[Nbo deduction is allowed under section 83(h) to the extent that property transferred in
connection with the performance of services constitutes a capital expenditure. In such a
case, the basis of the property to which such capital expenditure relates shall be increased
at the same time and to the same extent as any amount is includible in the employee's
gross income in respect of such transfer.
'See Prop. Reg. § 1.83-3(c)(1)(1971) for consideration whether the services are substan-
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and A is not yet required to report as compensation the value of his 10 per-
cent interest.

Consider the tax consequences to partner A of his 10 percent interest
prior to the time his transfer is complete. Does A receive any different treat-
ment than that outlined earlier for the partner who acquires his interest for
cash, not services? 145 The answer of the section 83 Regulations is yes:

Until such transfer becomes complete, the transferor shall be regarded as the
owner of such property, and any income from such property received . . . by
the employee or independent contractor constitutes additional compensation
and shall be included in the gross income of such employee or independent
contractor for the taxable year in which such income is received .... 146

Thus, A's distributions of net cash flow constitute additional compensation
until he reports the receipt of the 10 percent interest. The Regulations also
seem to prevent A from being treated as a partner until the transfer of the
10 percent interest is complete. If the "transferor," presumably the part-
nership, "shall be regarded as the owner" of the partnership interest until
the transfer is complete, A is presumably not a partner for tax purposes
until that time. If A is not a partner, he is not entitled to a distributive share
of partnership losses. Conversely, he would not be responsible for any dis-
tributive share of partnership income. There does not appear to be any
reason why the Service should insist on a literal application of these Regula-
tions to partnerships. 47 It would presumably have to explain the result if
the interests of all of the partners were conditioned on the performance of
substantial future services. It might also refrain from a literal interpreta-
tion to avoid establishing a mechanism that would pass all tax losses from
service partners to high-bracket investor-partners.

A way to avoid the risk that partner A will be treated as a non-partner
under the section 83 Regulations lies in the election offered by section
83(b). The person who receives an incomplete transfer is given the election
to value and report the interest as compensation when the incomplete
transfer is first made. 14 The election must be made within 30 days after the
incomplete transfer is made.'4 9 The advantage of the election is that the
reporting of the interest as compensation is the equivalent of a purchase of
the interest insofar as "any subsequent appreciation in value is not taxable
as compensation."' 150 The disadvantage of the election is that the transferee
is not allowed a deduction if the property is subsequently forfeited. 5 1

14 Text accompanying notes 111-16, supra.
146Prop. Reg. § 1.83-1(a)(2)(1971).
147See Cowan, Receipt of an Interest in Partnership Profits in Consideration for Services: The Dia-

mond Case, 27 TAx L. REV. 161, 209-10 (1972).
141CODE § 83(b).
14 9

CODE § 83(b)(2).
15 0Prop. Reg. § 1.83-2(a)(197 1).
'5 1CoDE § 83(b)(1). See also Treas. Reg. § 1.83-2(a)(l 971):
[If the property is later forfeited or sold in an arm's length transaction before the trans-
fer of such property becomes complete, such forfeiture or sale shall be treated as a dispo-
sition upon which there is recognized a loss equal to the excess (if any) of-

(I) The amount that the taxpayer actually paid for such property, over
(2) The amount realized (if any) upon such forfeiture or sale.

If such property is a capital asset in the hands of the taxpayer, such loss shall be a capital
loss.
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Thus, if partner A elects to report his contingent 10 percent interest as
compensation when he first receives it, he would appear to be treated as if
he acquired it by purchase. Stated differently, a literal application of the
section 83 election Regulations appears to permit A to treat his interest as
if he had acquired it for cash rather than services. Partner A would thus
presumably be entitled not only to capital gain on sale of his interest and a
pass-through of losses, he would be entitled to treat current cash distribu-
tions as any other partner: as payments that serve only to reduce his basis in
his partnership interest. The Service may recoil from the idea that distribu-
tions of net cash flow for services are reported as distributions in reduction
of basis rather than as compensation. However, that result flows quite read-
ily not only from the section 83 Regulations, but also from the decision in
Pratt that non-707 salaries are nothing other than normal distributive
shares.

D. The Special Allocation Approach
One final approach to non-707 salaries requires mention because it has

received considerable attention recently. 52 It treats a non-707 percentage-
based salary as a special allocation. Under this approach, the payments of a
percentage of gross rentals Pratt says are not deductible under 707(a) or (c)
have the same effect as guaranteed payments. The allocation of a percent-
age of gross receipts has the same effect as a partnership deduction because
the amount specially allocated is removed from the computation of part-
nership taxable income or loss and attributed directly to the service part-
ner. It has the same effect as a guaranteed payment to the recipient because
the rental income is ordinary income. Such an allocation, it is argued, can-
not be disregarded because it represents actual dollars and, hence, has the
requisite "substantial economic effect."'153

Although the special allocation argument as thus initially presented
seems relatively inoffensive becasue it parallels guaranteed payment treat-
ment, it seems vulnerable when applied in other contexts because it proves
too much. Consider, for example, if the special allocation is of a share of
net cash flow rather than of gross receipts. Although the partnership would
not claim a deduction or its equivalent, the recipient would treat the pay-
ment as a distribution in reduction of basis rather than as an item of ordi-
nary income. This, it could be argued, is what Pratt apparently mandates
and is the same result as that apparently mandated if the section 83(b) elec-
tion is made. The Service may object because the results of the special allo-
cation approach in this situation are far preferable to the recipient than
those required by section 707 or section 83. Sections 707(a) and (c) both
require payments to be reported as compensation. Section 83 also requires
the payments to be reported as compensation until the transfer is complete
unless the 83(b) election is made. Note that the special allocation approach
also avoids the problem of treating the service partner as a non-partner
under section 83. In short, the special allocation approach enables partners

'52Cowan, supra note 102; Weiss, supra note 106.
'53CODE § 704(b)(2).
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to claim the advantages of the classical aggregate approach and trace their
"salaries, so called" to items of tax-exempt or preferred income.

The special allocation approach may also meet resistance because of
the amount of the deduction equivalent it yields. Recall that section 707(c)
has never been available to convert capital expenditures into currently
deductible items. 154 Guaranteed payments are only deductible to the extent
they represent ordinary and necessary business expenses under section
162. Recall, too, that section 83 prohibits deductions for compensation
payments that are not ordinary and necessary. 55 It has already been sug-
gested that the special allocation approach produces the "equivalent of
a deduction" for payments that would not be deductible if made to third
parties:

Allocating an item of income to the general partner removes it from the
computation of partnership taxable income or loss allocable to the other part-
ners; therefore, it has the same "bottom line" impact as a deduction-except
that it need not run the gamut of § 162 as an ordinary and necessary business
expense.156

This approach is similar in effect to the old argument that guaranteed
payments are automatically deductible even though they would not be
deductible if made to third parties.

The question remains whether and how a percentage allocation for
services could be disregarded. It is clear that the "substantial economic
effect" requirement was intended "to prevent the use of special allocations
for tax avoidance purposes .. 5.. 1117 However, an allocation that is disregard-
ed is normally reallocated. For example, if a 100-0 allocation of the depre-
ciation deduction in an otherwise 50-50 partnership is disregarded, the
deduction will be reallocated on a 50-50 basis. An actual dollar allocation of
a percentage of gross receipts would not be reallocated. It would be the
characterization of the allocation, rather than the allocation itself, that
could be disregarded.

One final argument can be made to qualify percentage salaries as guar-
anteed payments. The Code provides that the partnership agreement con-
trols allocations that have substantial economic effect. 15s It also defines the
partnership agreement to include any modifications made up until the time
required for the filing of the partnership return. 159 It can be argued that
707(c) applies if the partnership agreement is amended at the end of the
year to restate a percentage-based salary in terms of a fixed dollar amount.
Unlike the special allocation approach, the retroactive allocation approach
does not result in treating salaries as distributions of preferred or exempt
income or in the equivalent of a deduction for expenses that are not ordi-
nary and necessary.

'54Supra note 35.
""5Supra note 143.
'-5 6Cowan, supra note 102 at 87.
1
5

7S. REP. No. 94-938, 94th Cong., 2d Sess. 100 (1976).
11

8
CODE §§ 704(a) and (b).

'
5 9

CoDE § 76 1(c).
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VI. CONCLUSION
The partnerships in Pratt deducted amounts they credited to accounts

payable to their members for salaries and interest, even though the ac-
cruals were never actually paid. Unfortunately, this unsympathetic case for
the taxpayers was litigated entirely within the confines of 707, rather than
under principles of constructive receipt or material distortion of income.
The result of the litigation, during which the Service changed its position
with respect to the. proper treatment of both interest and management
fees, is restrictive interpretations of 707(a) and 707(c) by the Tax Court,
and a restrictive interpretation of 707(a) by the Fifth Circuit. The opinions
appear to frustrate the intent behind 707 to reject the "unrealistic and
unnecessarily complicated" approach of prior law and adopt, for the sake
of simplicity, an entity approach to payments to partners for services and
capital. In particular, 707(c) was intended to be the primary vehicle for the
application of the entity approach to payments to partners for their ser-
vices and capital. Although the legislative history is cast primarily in terms
of fixed dollar amounts, legislative intent would appear to be furthered,
not frustrated, if 707(c) were interpreted to include binding obligations to
pay ordinary and necessary compensation in the form of a percentage of
gross or net receipts. Stated differently, the Government's position before
the Tax Court should have been adopted: 707(c) is not confined to prede-
termined dollar amounts because the "without regard to income" limitation
was intended only to exclude partners' drawings that were conditional or
that served to reduce the recipient's interest in partnership assets or profits.

A great deal of confusion would be avoided if the Service would indi-
cate its disapproval of the reasoning in Pratt. If it does not, it should clarify
how non-707 salaries are to be treated by partner and partnership. The
aggregate approach of Lloyd was denounced by commentators and the
Congress as "unrealistic and unnecessarily complicated." The Service will
probably oppose a revival of the Lloyd approach for the additional reason
that it permits partners to directly deduct charges against their capital ac-
counts. The Service may also oppose the notion that payments based on
gross receipts are special allocations, at least to the extent the argument is
made to achieve the effect of a deduction for compensation payments that
fail to qualify as ordinary and necessary business expenses. The most likely
vehicle for applying an entity approach to non-707 salary payments is sec-
tion 83, which proposed Regulations say controls transfers of partnership
interests for services. Unfortunately, the section 83 Regulations do not ex-
plain their application to partnerships. The Service should make clear how
garden-variety payments based on gross receipts are to be treated. Now,
just as prior to the 1954 Code, the primary goal of all concerned is cer-
tainty.


