






EXHIBIT 3
RPartnership's Closing Belanee Sheet

. Real Estate .. $ 900,000.00$1,500,000.00

Total Assets ,$ :900..000.00 ,$1,500,000.00

Debt $1,000,000.00 .$1 ,000,000.00.

. c8pital-'X $'33;333.33$ 166,666.67

capital-Y .$ 33,333.33 $166,666.67

Capital-Z $ -33,333.33 $ 166,666.67
Total Uabilities

and Capital. $.900,000.00 $1,500,000,00

Book Value Fair Market

(Basis) Value

Appealo{ lJermall A. Ahlers and Donna M Ahlers."
The Ahlers and their partners tried to use special al·
locations to allow the Ahlers a partially tax deferred
exchange of properties. The transaction was struc­
tured as follows: The Ahlers owned 40% of Terra
Nova Associates Clcrra Nova). TN Associates (TN)
owned the remaining 60%. lcrra Nova owned a
multi-family housing project. TN was owned 62.5%
by the Ahlers, 25W, by Thomas Carter, 7.5% by George
Kruer, and 5% by William Kruer. The parties decided
that it was time to dispose of the housing project
owned by Terra Nova, with both George Kruer and
William Kruer looking to cash out of the partnership.

Effect ive 1/1/94. the 'rerra Nova partnership agree­
ment was amended so that all cash and boot from the
pending sale ofthe housing project would be allocated
to TN. On 3/14/94, lerra Nova sold the housing proj­
ect (through a qualified intermediary), and three re­
placement properties were identified: a Hilton hotel,
a commercial office building ("6th & Grape-), and a
46.153R% tenant-in-common interest in an apartment
building ("Escondido"). Terra Nova, on behalf of the
Ahlers, purchased a 76% interest in the Hilton with the
proceeds and debt allocated to the Ahlers' 40% inter­
est in Term Nova. TN purchased the remaining 24%
interest in the Hilton, as well as the 6th &Grape build­
ing and Escondido interest with its proceeds, includ­
ing the boot allocated to it from the sale of the housing
project The eighth amendment to the TN partnership

fair market value concepts are used-see e.g .. Notice 2005-43.
2005-1 CB 1221: Reg. 1.704-1(b)(2Xiv)(b)

15 case No. 257952 before the State Board of Equalization, State
of CaJijornia, available on Westlaw at 2005 WL 3530147. There
is also a companion case regarding other partners in the same
transaction. In the Matter of the Appeal of: Thomas F. Carter and
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"W LlC Starting Balance Sheet
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agreement, effective 1/) /94, stated that there would be
a special allocation of gain to each partner based on
cash received after the transaction. By a modification
to the eighth amendment effective 3/15/94, it was
stated that both George Kruers and William Kruers
interest in TN had been liquidated. The ninth amend·
ment to the TN partnership agreement, effective
8/18/94, stated that all gains and loss ofTN were to be
allocated as follows; Carter should have all income and
loss from the 6th & Grape building and Escondido in­
terest, the Ahlers all income and loss from the Hilton,
and all other income and loss was to be split 71.43% to
Ahlers and 28.57% to Carter. In July 1995, both Terra
Nova and TN dissolved, with the Hilton beingdistrib­
uted to the Ahlers, and the 6th & Grape building and
the Escondido interest being distributed to Carter.
(See Exhibit 1on page 54.)

In reporting the transactions, the parties treated
them as if two distinct 1031 exchanges had occurred.
Terra Nova showed a sale with a recognized gain of
$1,410,896, and a Iike·kind exchange of the housing
project for only the Hilton, with all gain on the ex­
change deferred. Terra Nova also reported an exchange
ofthe housing project for the 6th & Grape building and
the Escondido interest from which again of$I.340,214
was realized. but only $306,909 was recognized. Terra
Nova reported $1,717,805 oftaxable gain on the trans­
actions, all of which was allocated to TN, and the
$378,000 in cash proceeds was distributed by Terra
Nova to TN. On audit, the State of California found

! Terra Nova had a realized gain of$8, 151 ,489, including
$\,862,434 of cash boot and $3,128,168 ofdebt relief
boot. for a total of$4,990,603 ofboot to be recognized.

Judith J. Garter. Case No. 258811 before the State Board of
Equalization, State of CalHomia.

, '8 Id. Importantly. because of these defects, the court·s opinion
goes to great lengths to show that the partners' interests in the
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The court largely followed the states position by
disallowing the special allocation of gain to TN
under the 1/1/94 amendmentto the Terra Nova part­
nership agreement because the agreement did not re­
quire (1) proper maintenance of capital accounts or
(2) liquidating distributions to be made in accor­
dance with partners' positive capital accounts, and
thus the allocations did not have substantial eco­
nom ic effect,'8 Therefore, the court allocated the first
$378,000 ofTerra Nova's gain to TN, because it actu·
ally received cash in that amount. The balance of
$4,612,603 was allocated in accordance with the
partners' interest in Terra Nova, so 40% (or
$1,845,041) was allocated to the Ahlers and 60% (or
$2,767,561) was allocated to TN.

While the court did not respect most of Terra
Novas special allocations because they lacked sub­
stantial economic effect. the court found that the TN
partnership agreement did have (at least in part) sub­
stantial economic effect. Specifically, the court ac·
cepted that, to the extent any partner received cash
boot from the sale ofthe 1erra Nova housing project.
that partner would be allocated gain in that amount,
with all other gain to be allocated as the partners
would later determine (as required by the eighth
amendment to the TN partnership agreement). How­
ever, in partitioning the extra boot, the court ignored
the ninth amendment to the TN partnership agree·
ment. Instead, it allocated the extra boot among the
Ahlers, Carter. William Kruer, and George Kruer
based on the proportion ofcash they received during
the 1994 tax year, with the remaining amount allo­
cated according to their ownership interest as stated
in the eighth amendment. The court found that the
ninth amendment was not an effective allocation pro­
vision because it "merely describes the partners' own­
ership interests in the replacement properties but
there is no basis for determining the partners' inter­
ests [in the partnershipl.·l1

Although the Ahlers court criticized drafting
points in the various partnership agreements, and dis­
allowed the majority of the purported special alloca­
tions for the simple reason that the numbers simply
did not work in that case (as the total boot so dramat­
ically exceeded the cash available), the court never­
theless did allow special allocations ofgain to partners
to the extent those partners actually received addi­
tional shares ofcash. This gives some basis to believe
that special allocations ofgain in other 1031 transac­
tions would be respected.

Planning after Ahlers
The first lesson to be learned from Ahlers is that the
entity's partnership agreement must comply with
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the requirements of the Section 704(b) regulations
for substantial economic effect. If capital accounts
are not properly maintained, if liquidations do not
occur in accordance with positive capital accounts,
or if there in not a capital account deficit-restora­
tion provision/qualified income offset proviSion,
the effort is likely doomed from the start. Second,
the allocation ofgain/boot to the withdrawing part­
ner must be such that the cash/property distributed
to the withdrawing partner upon his or her liqui­
dation will be in accordance with his or her posi­
tive capital account. This may mean that not all gain
can be allocated to the withdrawing partner.'· Fi­
nally, by taking advantage of the value-equals-basis
rule for the remaining partners, there is support
that the special allocation of gain should have sub­
stantial effect because the partnership does not own
an asset with a value that can be currently identi­
fied as exceeding the basis (or book value) amount.
Some examples may help to clarify how this could
work in practice.

Example I. Rpartnership is owned in equal thirds
by T. U, and V Rpurchased real estate improvements
(on leased land) for $300 in 1980. and that real estate
is now worth $900. R has an adjusted basis in the
property of$O. and there is no debt encumbering the
real estate. T. U. and Veach have a current capital ac­
count of$O and a current adjusted basis of$O (there
are no book-tax differences between the cost basis
and book value). An agreement is made to sell the real
estate for $900. with T looking to cash out his interest
and U and V hoping to defer taxation by a 1031 ex­
change. R identifies a replacement property worth
$600. and will have an extra $300 in cash from the
sale. Before the transaction. R's balance sheet would
be as shown in Exhibit 2 on page 54.

Rrealizes a gain of$900 ($900 - $0). but will rec­
ognize a gain of only $300 (the amount of cash not
reinvested in the replacement property). The re­
maining gai n of $600 will be deferred. The partners
agree to specially allocate the gain from the sale to T.
As R's partnership agreement requires proper main­
tenance of capital accounts, requires liquidation in
accordance with positive capital accounts, and has
an unlimited deficit restoration provision. the allo­
cation should have economic effect. Under this ap­
proach. T would be allocated the $300 of gain
recognized on the transaction, increasing his capital
account from $0 to $300, and then T would receive
a liquidating distribution of$300 in cash. As the liq­
uidating distribution would be identical to the
amount ofT's capital account. the economic effect
test should be satisfied.

The bigger issue is whether the allocation is "sub­
stantiar' Consistent with the value-equals-basis rule,

U and V arguably have not recognized economic
gains that would be sufficient to create a "strong like­
lihood" that U and V will not suffer economic harm
from the special allocation. as they bear substantial
risk with the replacement property, unlike the "cash­
out" partner. (See Exhibit 3 on page 55.)

Thus, even though U and V now have 50% inter­
ests in a partnership with an asset worth $600, the
IRS (and the partnership) may only presume that
the economic value of that asset is zero. Thus. by
specially allocating the gain to 1~ U and V are
deemed to have forgone all current gain 011 the
transaction. and any future gain potential (due to
appreciation of. or rents derived from, replacement
property) may be ignored in determining if the spe­
cial allocation was substantial.'·

Notably. in conjunction with this transaction. it ap­
pears essential for the partnership to forgo any book­
up ofthe partnership property. The regulations permit
(but do not require) a partnerships assets to be reval-

In conjunction with this transaction, it
appears essential for the partnership to forgo
any book-up of the partnership property.

ued at fair market value upon certain events, such as at
the time of new capital contributions or liquidating
distributions.20 If the book value of the relinquished
property is restated at $900. or the book value of the
replacement property is restated at $600, the applica­
bility of the value-equals-basis rule may be undercut
(because after the restatement the property would be
deemed to be worth its book value). Still. if no such re­
statement occurs, the continued legitimacy of follow­
ing the value-equals-basis rule does appear to comport
with the overall intent of Section 1031. which is that
swapping one like-kind property for another should
essentially be disregarded for tax purposes.

Example 2. W LLC is owned in equal thirds by X,
Y. and Z. W owns real estate with improvements
thereon that has a current fair market value of $1.5
million and an adjusted basis of $900.000. WS prop­
erty is subject to a non-recourse loan of$1 million. X,
Y. and Z each has a current capital account of nega-

partnership could not be identical to the allocations they had set
up.

'7 (d.

,. Some commentators have questioned the feasiWity of special
allocations in section 1031 exchanges because the special allo­
cation of gain and subsequent allocation of cash may not allow
for a liquidation in accordance with the withdrawing partner's
capital account. see. Cuff, 'Working with Some Current Chal­
lenges with Deferred Exchanges under Section 1031" (1/30/04).
available at http://www.abanet.orgl1axltaxiQlmidyr04.html;
McKee. Nelson & Whitmire. Federal Taxation of Partnerships &
Partners ('vVG&ll. at section 9.0211I1cWq.
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live $33,333. 'fhe starting balance sheet would look
as it appears in Exhibit 4 on page 55.

Now. X. Y, and Z determine they want to sell W's
property. Xand Ydesire to defer the taxes on the gain.
while Z prefers to be cashed out. W enters into an
agreement to sell the property for $1.5 million, W

I Identifies a replacement property for $1.2 million
(purchased with $866.667 of debt and $333.333 of
cash held by a qualified intermediary). The total gain
recognized is equal to the $300,000 of"boot" (result·
ing from Ihe decrease in value of the property by
$300,000, or alternatively as a result of a failure to
reinvest $166.667 of capital and due to the debt re­
duction of$ 133.333).

If there is a special allocation to Z of all of the
$300.000 of gain on this transaction. the result
would be as follows: Before the sale Z's capital ac­
count is negative $33.333. Upon the sale he would
be allocated $300.000 of gain and his capital ac-

i count would be increased from negative $33.333 to
$266,667. However. because Z is entitled to a dis-

i tribution ofcash only equal to his value in the part­
nership immediately prior to the sale. he will
receive only $166.667 in cash. Here. the partners
have over-allocated gain to Z because the amount
ofcash distributed to him on liquidation is less than
his capital account immediately prior to liquidation
by $ 100.000. Since Z has been over-allocated gain
without a sufficient increase in cash to compensate
him. the liquidation was not in accordance with Z's
capital account and thus the allocation does not
comply with economic effect requirements.

Instead. Zshould he allocated only so much gain as
is necessary tocause his capital account to be $166.667

REAL ESTATE TAXATlONlI , .. QUARTER 2010

immediately prior to the liquidating distribution being
made to him in that amount. Thus. he should be allo­
cated $200.000 of gain. As for lhe remaining $100.00
ofunallocated gain. that amount would be allcoated to
Xand Y(they could have avoided this gain if the rel­
pacement property had avoided this gain if the replace­
ment property had been $1.3 million. rather than $1.2
million, as boot would have been reduced by
$ 100,000). (See Exhibit 5 00 page 56.)

The remaining partners need to understand the
choices to be made in the.se circumstances. Depend­
ing on the numbers involved, there may be an alloca­
tion of"boot" gain to them even if they do not receive
cash. Further. depending on the mechanics oflhe deal
and the amount of replacement property financing
available, the remaining partners may need to come
out-of-pocket with cash to satisfy the withdrawing
partner. Still. in either of these cases, the use of the
special allocation method reduces the total gain allo­
cable to the exchanging members. and also would
likely reduce their need to contrihute new cash to fa­
cilitate the transaction.

Conclusion
Where does all this leave an advisor? For those look­
ing for well-established planning methods involving
tax-deferred exchanges. the special allocation method
discussed herein may not be the answer. However,
there appears to be a basis to take the position that a
special allocation ofgain to a withdrawing partner in
a 1031 transaction complies with the substantial eco­
nomic effect allocation rules. So to those brave
enough to consider this path. good luck. II
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