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though the transaction may fall within
the literal words of a particular statutory
or regulatory provision, the
Commissioner can determine, based on
the particular facts and circumstances,
that to achieve tax results that are
consistent with the intent of subchapter
K—

(1) The purported partnership should
be disregarded in whole or in part, and
the partnership’s assets and activities
should be considered, in whole or in
part, to be owned and conducted,
respectively, by one or more of its
purported partners;

(2) One or more of the purported
partners of the partnership should not
be treated as a partner;

(3) The methods of accounting used
by the partnership or a partner should
be adjusted to reflect clearly the
partnership’s or the partner’s income;

(4) The partnership’s items of income,
gain, loss, deduction, or credit should
be reallocated; or

(5) The claimed tax treatment should
otherwise be adjusted or modified.

(c) Facts and circumstances analysis;
factors. Whether a partnership was
formed or availed of with a principal
purpose to reduce substantially the
present value of the partners’ aggregate
federal tax liability in a manner
inconsistent with the intent of
subchapter K is determined based on all
of the facts and circumstances,
including a comparison of the purported
business purpose for a transaction and
the claimed tax benefits resulting from
the transaction. The factors set forth
below may be indicative, but do not
necessarily establish, that a partnership
was used in such a manner. These
factors are illustrative only, and
therefore may not be the only factors
taken into account in making the
determination under this section.
Moreover, the weight given to any factor
(whether specified in this paragraph or
otherwise) depends on all the facts and
circumstances. The presence or absence
of any factor described in this paragraph
does not create a presumption that a
partnership was (or was not) used in
such a manner. Factors include:

(1) The present value of the partners’
aggregate federal tax liability is
substantially less than had the partners
owned the partnership’s assets and
conducted the partnership’s activities
directly;

(2) The present value of the partners’
aggregate federal tax liability is
substantially less than would be the
case if purportedly separate transactions
that are designed to achieve a particular
end result are integrated and treated as
steps in a single transaction. For
example, this analysis may indicate that

it was contemplated that a partner who
was necessary to achieve the intended
tax results and whose interest in the
partnership was liquidated or disposed
of (in whole or in part) would be a
partner only temporarily in order to
provide the claimed tax benefits to the
remaining partners;

(3) One or more partners who are
necessary to achieve the claimed tax
results either have a nominal interest in
the partnership, are substantially
protected from any risk of loss from the
partnership’s activities (through
distribution preferences, indemnity or
loss guaranty agreements, or other
arrangements), or have little or no
participation in the profits from the
partnership’s activities other than a
preferred return that is in the nature of
a payment for the use of capital;

(4) Substantially all of the partners
(measured by number or interests in the
partnership) are related (directly or
indirectly) to one another;

(5) Partnership items are allocated in
compliance with the literal language of
§§ 1.704–1 and 1.704–2 but with results
that are inconsistent with the purpose of
section 704(b) and those regulations. In
this regard, particular scrutiny will be
paid to partnerships in which income or
gain is specially allocated to one or
more partners that may be legally or
effectively exempt from federal taxation
(for example, a foreign person, an
exempt organization, an insolvent
taxpayer, or a taxpayer with unused
federal tax attributes such as net
operating losses, capital losses, or
foreign tax credits);

(6) The benefits and burdens of
ownership of property nominally
contributed to the partnership are in
substantial part retained (directly or
indirectly) by the contributing partner
(or a related party); or

(7) The benefits and burdens of
ownership of partnership property are
in substantial part shifted (directly or
indirectly) to the distributee partner
before or after the property is actually
distributed to the distributee partner (or
a related party).

(d) Examples. The following examples
illustrate the principles of paragraphs
(a), (b), and (c) of this section. The
examples set forth below do not
delineate the boundaries of either
permissible or impermissible types of
transactions. Further, the addition of
any facts or circumstances that are not
specifically set forth in an example (or
the deletion of any facts or
circumstances) may alter the outcome of
the transaction described in the
example. Unless otherwise indicated,
parties to the transactions are not
related to one another.

Example 1. Choice of entity; avoidance of
entity-level tax; use of partnership consistent
with the intent of subchapter K. (i) A and B
form limited partnership PRS to conduct a
bona fide business. A, the corporate general
partner, has a 1% partnership interest. B, the
individual limited partner, has a 99%
interest. PRS is properly classified as a
partnership under §§ 301.7701–2 and
301.7701–3. A and B chose limited
partnership form as a means to provide B
with limited liability without subjecting the
income from the business operations to an
entity-level tax.

(ii) Subchapter K is intended to permit
taxpayers to conduct joint business activity
through a flexible economic arrangement
without incurring an entity-level tax. See
paragraph (a) of this section. Although B has
retained, indirectly, substantially all of the
benefits and burdens of ownership of the
money or property B contributed to PRS (see
paragraph (c)(6) of this section), the decision
to organize and conduct business through
PRS under these circumstances is consistent
with this intent. In addition, on these facts,
the requirements of paragraphs (a)(1), (2), and
(3) of this section have been satisfied. The
Commissioner therefore cannot invoke
paragraph (b) of this section to recast the
transaction.

Example 2. Choice of entity; avoidance of
subchapter S shareholder requirements; use
of partnership consistent with the intent of
subchapter K. (i) A and B form partnership
PRS to conduct a bona fide business. A is a
corporation that has elected to be treated as
an S corporation under subchapter S. B is a
nonresident alien. PRS is properly classified
as a partnership under §§ 301.7701–2 and
301.7701–3. Because section 1361(b)
prohibits B from being a shareholder in A, A
and B chose partnership form, rather than
admit B as a shareholder in A, as a means
to retain the benefits of subchapter S
treatment for A and its shareholders.

(ii) Subchapter K is intended to permit
taxpayers to conduct joint business activity
through a flexible economic arrangement
without incurring an entity-level tax. See
paragraph (a) of this section. The decision to
organize and conduct business through PRS
is consistent with this intent. In addition, on
these facts, the requirements of paragraphs
(a)(1), (2), and (3) of this section have been
satisfied. Although it may be argued that the
form of the partnership transaction should
not be respected because it does not reflect
its substance (inasmuch as application of the
substance over form doctrine arguably could
result in B being treated as a shareholder of
A, thereby invalidating A’s subchapter S
election), the facts indicate otherwise. The
shareholders of A are subject to tax on their
pro rata shares of A’s income (see section
1361 et seq.), and B is subject to tax on B’s
distributive share of partnership income (see
sections 871 and 875). Thus, the form in
which this arrangement is cast accurately
reflects its substance as a separate
partnership and S corporation. The
Commissioner therefore cannot invoke
paragraph (b) of this section to recast the
transaction.

Example 3. Choice of entity; avoidance of
more restrictive foreign tax credit limitation;


