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Facts:

Partner A and Partner B are engaged in an AB Partnership with their business “Cutting Edge Espresso.” This partnership has one asset; a “Coffee Shop Espresso and Knife Sharpening Machine” and is classified as a §1231 asset meaning that it is depreciable.  During tax year one, partner A and B reach an agreement with a service providing partner, Partner C, such that Partner C will gain a one-third interest in the existing partnership for past services rendered.  

The details of the asset are as follows:  

§1231 Asset: Coffee Shop Espresso and Knife Sharpening Machine

·   Built-in-gain:

o   Fair Market Value  = $200k

o   Basis                       = $150k (cost of acquisition of machine)

o   Adj. Basis               = $100k (adjusted as a result of depreciation deductions)
Issues:  Must a partnership recognize a gain and/or loss if it exchanges a partnership interest for past services, provided that partnerships has appreciated or depreciated assets? 


 If  a service providing partner joins a partnership, is it possible to avoid the §6694 preparer penalty and the §6672 substantial understatement penalty using a non-recognition theory?

Rules:  We will be analyzing §1.721-1(a) which states “No gain or loss shall be recognized to the partnership or to any of its partners upon case of a contribution of property including installment obligations, to the partnership in exchange for an interest in the partnership. 


 From here we must define property.  We find an appropriate definition in regulation §1.83-3(e).  It states property “… includes a beneficial interest in assets (including money.)”


Regarding preparer and substantial understatement penalties, we will look at the Cash-in-cash-out theory.  This treats the exchange as if Partner C sold his services to the AB partnership, then supplied cash to the partnership for a capital interest.  

Application:  When we apply §1.721-(a), we can take the position that calls for no gain or loss being recognized, provided that we can assert Partner C’s services as property.   When we use the definition provided in regulation §1.83-3(e), we see that money is included as a “beneficial interest in assets”  Now taking this further, if we apply the cash-in-cash-out theory, by treating the services exchange as two separate cash related transactions, we can hold Partner C did contribute property in exchange for an interest in the partnership.  This leads us back to §1.721-(a) and we can confirm no gain or loss shall be recognized.  

Since no gain/loss is to be recognized, the partnership and each partner can avoid the understatement penalty, and the preparer penalty.


When analyzing the McDougal v. Commissioner case (in which the court held for recognition), there are some similarities, but there are also glaring differences.  One such difference is its ruling was based on precedent that upon formation of the “joint venture” and the thus ensuing partnership was forced to recognize the gain.  Here, we have partnership that is previously formed, with property being explicit exchanged for interest.

Conclusion:  We hold neither the partnership nor its partners are required to recognize gain upon entry of Partner C into the partnership agreement.  We also hold that the preparer penalty and substantial understatement penalty should be avoided.

