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MAXIMIZING THE
SECTION 1014
BASIS ADJUSTMENT



Inside Basis Adjustment at Death Is a Blunt Instrument

30% Estate Beneficiary (C):
\Iga_luauor: Distribution Donates $5 Mil. to Charity
Seotn Sells $5 Mil. to Diversify
OB/CA OB/CA OB/CA OB/CA OB/CA OB/CA
$0x/$10 Mil. $4 Mil./$10 Mil. $7 Mil./$10 Mil. $4 Mil./$10 Mil. $7 Mil./$10 Mil. $4 Mil./$10 Mil.
Partner A Partner B Estate of A Partner B Estate of A Partner B
AB PartnerA AB § 754 AB
Partnership Dies Partnership Election Partnership
Stock Z Stock Z Stock Z Stock Z Stock Z Stock Z
IB/FMV IB/FMV IB/FMV IB/FMV IB/FMV IB/FMV
$0/$10 Mil.  $4 Mil./$10 Mil. $0/$10 Mil.  $4 Mil./$10 Mil $7 Mil./$10 Mil. ~ $4 Mil./$10 Mil

Section 743(b)
Inside Basis
Adjustment




No Section 754 Election: “Staggering Distributions”

¥ ?O(Vt" Estate
aluation Distribution :
Discount C I] Charlty >
]
kZ
OB/CA OB/CA OB/CA OB/CA OB/CA Stoc OB/CA
$0x/$10 Mil. $4 Mil./$10 Mil. $7 Mil./$10 Mil. $4 Mil./$10 Mil. $7 Mil./$5 Mil. AB/FMV $4 Mil./$10 Mil.
Mil.
Partner A Partner B Estate of A Partner B Estate of A $0/$5 Mi Partner B
AB Partner A AB Current AB
Partnership Dies Partnership Distribution Partnership
Stock Z Stock Z Stock Z Stock Z Stock Z Stock Z
IB/IEMV IB/IEMV IB/FMV IB/IEMV IB/IEMV IB/IEMV
$0/$10 Mil. $4 Mil./$10 Mil. $0/$10 Mil. $4 Mil./$10 Mil

$0/$5 Mil. $4 Mil./$10 Mil



No Section 754 Election: “Staggering” Distributions

Estate
Distribution

Stock Z
OB/CA OB/CA OB/CA OB/CA OB/CA Stock Z OB/CA
$7 Mil./$5 Mil. $4 Mil./$10 Mil. $0/$0 AB/FMV $4 Mil./$10 Mil. $0/$0 $0/$0
$7 Mil./$5 Mil. AB/FMV
Estate of A Partner B Estate of A Partner B Estate of A $4 Mil./$10 Mil. Partner B

AB Liquidating Liquidating
Partnership Distribution Partnership Distribution Partnership
Basis Lost Because of the
“Substantial Basis Reduction”
Stock Z Stock Z Stock Z Restored on Liquidation
IB/EMV IB/EMV IB/EMV
$0/$5 Mil. $4 Mil./$10 Mil $2 Mil./$10 Mil

“Substantial Basis Reduction”
Mandatory Section 734(b)
Inside Basis Adjustment




Inside Basis Adjustment v. “Staggering Distributions”

SUMMARY OF THE SECTION 743(b) INSIDE BASIS ADJUSTMENT

Savings Due to $5 Mil. Charitable Deduction @ 37.0% Rate $1,850,000

Unrecognized Gain of $1.5 Mil. Due to Charitable Donation @ 23.8% Rate $357,000
$1.5 Mil. Recognized Capital Gain Tax on $5 Mil. Sale of Stock Z @ 23.8% ($357,000)
Total Net Tax Benefit $1,850,000

After-Tax Amount Reinvested in Diversified Portfolio $4,643,000

TOTAL ECONOMIC BENEFIT $6,493,000

SUMMARY OF “STAGGERED DISTRIBUTIONS”
Savings Due to $5 Mil. Charitable Deduction @ 37.0% Rate $1,850,000
Unrecognized Gain of $5 Mil. Due to Charitable Donation @ 23.8% Rate $1,190,000

Savings from ($2 Mil.) Capital Loss on $5 Mil. Sale of Stock Z @ 23.8% $476,000 +$2,023,000
Total Net Tax Benefit $3,516,000 Benefit

After-Tax Amount Reinvested in Diversified Portfolio $5,000,000

TOTAL ECONOMIC BENEFIT $8,516,000



Other Applications for “Staggering Distributions”

| Hold >

Stock Z

AB/EMV
$0/$3 Mil.

OB/CA
$7 Mil./$7 Mil.

Estate of A

Current
Distribution

AB
Partnership

Stock Z

IB/EMV
$0/$7 Mil.

[ Sl >

Stock Z

AB/EMV
$7 Mil./$7 Mil.

OB/CA
$0/$0

A 4

Estate of A

Liquidating
Distribution

AB
Partnership




Other Applications for “Staggering Distributions”

. Marlt§I Maximize Credit
. Funding Deduction Basis | 0 Shelter
Trust Adjustment Trust
e at Death of
Stock Z Surviving Spouse Stock Z
AB/FMV AB/FMV
$0/$3 Mil. $7 Mil./$7 Mil.
OB/CA OB/CA
$7 Mil./$7 Mil. > $0/%0
Estate of A Estate of A

Current
Distribution

AB
Partnership

Stock Z

IB/EMV
$0/$7 Mil.

Liquidating
Distribution

AB
Partnership




Eliminating Valuation Discounts on Pre-Existing Partnerships

(G1)
Partner A

OB/CA
$0/$5 Mil.

25%

Partner B

$0/$5 Mil.

Contribute Partnership

Potential No
Valuation Valuation = (r?” A (G1) (G2)
Discounts Discounts artner Partr|1erB
100% 100% 100%
(G1) (G2) (G2) ) Lo )
Partner C Partner D o RN B ™ e C
OB/CA OB/CA OB/CA , o o Hoding 1 Hong
$0/$5 Mil.  $0/$5 Mil. N N N
25% 25% 25% 25% 25% 25%

Interest to LLC (DRE)

“Partnership”
LPor LLC

Convert LPor LLC

“Partnership”
GP

To General Partnership

Depreciable
Property

IB/EMV
$0/$20 Mil.

v

Depreciable
Property

|IB/EMV
$0/$20 Mil.

Partner C

(G2)

Partner D

100%

| Holding !
\_ LLC /

-
- -

25%

Each Partner
in GP Entitled
to Greater of
Liquidation Value
or Fair Market Value

Section 754 Election

Section 743(b)
Inside Basis
Adjustment Maximized




TAX FREE EXCHANGES
OF
PROPERTY



Avoiding the “Anti-Mixing Bowl” Rules

OB/CA OB/CA OB/CA
$0x/$100x $20x/$100x $50x/$100x
Partner A Partner B Partner C
Partnership
Asset A Asset B Asset C
IB/FMV IB/FMV IB/FMV

$0x/$100x $20x/$100x $50x/$100x

7 Years After Last Contribution

“Mixing Bowl” Transaction:

§ 704(c)(1)(B)
Contributed Property Is Distributed to Another
Partner within 7 Years of Contribution

§ 737
Other Property Is Distributed to a Contributing

Partner within 7 Years of the Contribution

| m——

Asset C Asset A Asset B
AB/FMV AB/FMV AB/FMV
$0x/$100x $20x/$100x $50x/$100x
Partner A Partner B Partner C

/

N

Partnership

10



Swapping Interests in Different Properties

A wishes to own 100% of CA property
B wishes to own 100% of NY property
A wishes to own 100% of FL property

OB/CA OB/CA OB/CA OB/CA OB/CA OB/CA OB/CA OB/CA OB/CA
$0/$100x $0/$100x $0/$100x $0/$110x $0/$110x $0/$110x $0/$100x $0/$100x $0/$100x
(CA) (NY) (FL) (CA) (NY) (FL) (CA) (NY) (FL)
Partner A Partner B Partner C Partner A Partner B Partner C Partner A Partner B Partner C
Partnership Partnership Partnership
1 2 3

CA Property NY Property FL Property
IB/FMV IB/FMV IB/FMV
$0/$300x $0/$330x $0/$300x
Contributed: Contributed: Contributed:
5 years ago

10 years ago 15 years ago
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Common Mistake: Contribution to a New Partnership

OB/CA OB/CA OB/CA
$0x/$100x $0x/$100x $0x/$100x
(CA) (NY) (FL)
Partner A Partner B Partner C
Partnership
1

Contribution to a newly-created partnership
Starts a NEW holding period for “mixing bowl” purposes

OB/CA OB/CA OB/CA
$0x/$110x $0x/$110x $0x/$110x
(CA) (NY) (FL)
Partner A Partner B Partner C
Partnership
2
Partnership
4

CA Property NY Property FL Property

IB/EMV IB/EMV IB/EMV
$0x/$300x  $0x/$330x  $0x/$300x

OB/CA OB/CA OB/CA
$0x/$100x $0x/$100x $0x/$100x
(CA) (NY) (FL)
Partner A Partner B Partner C
Partnership
3

12



Swapping Interests in Different Properties

OB/CA OB/CA
$0x/$100x $0x/$100x
(CA) (NY)
Partner A Partner B

Partnership
1

CA Property

IB/EMV
$0x/$300x

Contributed:
10 years ago

OB/CA
$0x/$100x
(FL)
Partner C

OB/CA
$0x/$110x
(CA)
Partner A

OB/CA
$0x/$110x
(NY)
Partner B

Partnership
2

NY Property

IB/EMV
$0x/$330x

Contributed:
15 years ago

OB/CA
$0x/$110x
(FL)
Partner C

OB/CA OB/CA OB/CA
$0x/$100x $0x/$100x $0x/$100x
(CA) (NY) (FL)
Partner A Partner B Partner C

Partnership
3

FL Property

IB/EMV
$0x/$300x

Contributed:
5 years ago

13



“Assets-Over” Merger Into an Existing Partnership

OB/CA OB/CA

$0x/$100x $0x/$100x
(CA) (NY)
Partner A Partner B
Partnership
1

CA Property

IB/[EMV

$0x/$300x

Partnerships 1 & 3 Contribute
All Assets and Liabilities to
Partnership 2 under Section 721 in
Exchange for Interests in Partnership 2

$0x/$100x

Partner A

OB/CA OB/CA OB/CA OB/CA
$0x/$100x $0x/$110x $0x/$110x $0x/$110x
(FL) (CA) (NY) (FL)
Partner C Partner A Partner B Partner C

Partnershi
) § 721 SP g

§ 721

2

NY Property

IB/EMV
$0x/$330x

OB/CA OB/CA
$0x/$100x $0x/$100x
(NY) (FL)
Partner B Partner C

Partnership
3

FL Property

IB/EMV
$0x/$300x
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“Assets-Over” Merger Into an Existing Partnership

OB/CA OB/CA
$0x/$100x $0x/$100x
(CA) (NY)
Partner A Partner B

N

Partnership
1

OB/CA
$0/$300x

OB/CA
$0x/$100x
(FL)
Partner C

Partnership 2 Is a
Continuation of
Partnerships 1 & 3

Liquidation and Termination
of
Partnerships 1 & 3

OB/CA OB/CA OB/CA
$0x/$110x $0x/$110x $0x/$110x
(CA) (NY) (FL)
Partner A Partner B Partner C
Partnership
2

CA Property NY Property FL Property

IB/[EMV IB/[EMV IB/[EMV
$0x/$300x  $0x/$330x  $Ox/$300x

OB/CA OB/CA OB/CA
$0x/$100x $0x/$100x $0x/$100x
(CA) (NY) (FL)
Partner A Partner B Partner C

N

Partnership
3

OB/CA
$0/$300x

15



“Assets-Over” Merger Into an Existing Partnership

Transfers of Partnership Interest
by Contributing Partner (Parents):

Transferees (A, B & C) stand in the shoes of the
contributing partner for “mixing bowl!” purposes

OB/CA OB/CA OB/CA
$0x/$310x $0x/$310x $0x/$310x
(CA) (NY) (FL)
Partner A Partner B Partner C
Partnership
2

CA Property NY Property FL Property

IB/[EMV IB/EMV IB/[EMV
$0x/$300x  $0x/$330x  $Ox/$300x

10 years 15 years 5 years
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Holding Companies: Disregarded Entities

OB/CA OB/CA OB/CA
$0x/$310x $0x/$310x $0x/$310x
(CA) (NY) (FL)
Partner A Partner B Partner C

Partnership

100% 100% 100%
Pl S JRSNSEY
/S CA N/ NY N FRL
! Holding | | Holding ' Holding
\ L , .\ LCc , \ LLC
CA Property NY Property FL Property
IB/[EMV IB/[EMV IB/[EMV
$0x/$300x $0x/$330x $0x/$300x

Disregarded LLCs Provide:

Limited Liability
&
Will Facilitate Transfers

17



Planning for Differences in Value

OB/CA OB/CA OB/CA
$20x/$330x $20x/$330x $20x/$330x
(CA) (NY) (FL)
Partner A Partner B Partner C

Partnership 2
Retains Cash Partnership
$60x of $60x

Rental Income

100% 100% 100%
Pl SR =
v CA v NY v FL
! Holding | | Holding ' Holding
\ L , .\ LCc , \ LLC
CA Property NY Property FL Property
IB/[EMV IB/EMV IB/[EMV

$0x/$300x $0x/$330x $0x/$300x

Each Partner
Recognizes $20x of
Rental Income

Outside Basis and
Capital Account of
Each Partner
Increased by $20x
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Separating the Property

OB/CA OB/CA OB/CA
$20x/$330x $20x/$330x $20x/$330x
(CA) (NY) (FL)
Partner A Partner B Partner C
Cash Partnership
$60x 2
100% 100% 100%
Pl SR =
/S CA N/ NY N/ FL
! Holding | | Holding !
‘\\ LLC ) \\ LLC )/ \\ LLC
CA Property NY Property
IB/EMV IB/EMV IB/EMV
$0x/$300x $0x/$330x

12 years

2 Years after the Merger:
Liquidate the Partnership.
Distribute the Holding Companies to A, B & C.

Distribute $60x Cash Equally to
Partners A and C.

FL Property

$0x/$300x
17 years 7 years

19



Separation of the Properties

Cash
$30x  (CA)
Partner A
Gain :
$10x !
100%
/ CA N
\ Holding
\ LLC
CA Property
IB/IFMV
$0x/$300x

(NY)
Partner B

- -

NY
Holding
LLC

NY Property

IB/EMV
$20x/$330x

(FL)
Partner C

FL Property

IB/EMV
$0x/$300x

Cash
$30x

Gain
$10x

20



POST-DIVORCE
SLAT
PARTNERSHIP

21



Spousal Lifetime Access Trusts Are Grantor Trusts

§ 677(a)(1) Grantor Trust
Income F/B/O Spouse

Without Consent of Adverse Party

Spouse

SLAT A

Private
Equity

AB/FMV

$4 Mil./$10 Mil.

High Dividend
Equities

AB/FMV
$4 Mil./$6 Mil.

Spouse

SLAT B

Rental
Real Estate

AB/FMV
$0x/$12 Mil.

Growth
Equities

AB/FMV

$3 Mil./$6 Mil.

22



Spousal Lifetime Access Trusts Are Grantor Trusts After Divorce

§ 672(e) Grantor Trust
Grantor Holds Interest of Spouse
That Existed at Creation of the Interest

Former Former
Spouse A Spouse B Grantor Trust Status
P P Remains Even If
Former Spouse:
Benefici
FBO FBO Removed asr eneficiary
Passes Away
SLAT A SLAT B

$16 Mil. Assets $18 Mil. Assets

$8 Mil. Unrealized Gain $15 Mil. Unrealized Gain

Private High Dividend Rental Growth
Equity Equities Real Estate Equities
AB/EMV AB/EMV AB/EMV AB/EMV

$4 Mil./$10 Mil. $4 Mil./$6 Mil. $0x/$12 Mil. $3 Mil./$6 Mil.




Equalize the Value of the Assets

Decant
Excess Value to a Trust
F/B/O of A & B’s Descendants

Spouse

SLAT A

Private
Equity

AB/FMV

$4 Mil./$10 Mil.

High Dividend
Equities

AB/FMV
$4 Mil./$6 Mil.

Spouse
B Descendants
$2 Mil.
FBO m FBO
SLAT B Trust B

Rental
Real Estate

AB/FMV

$0x/$12 Mil.

Growth
Equities

AB/FMV

$2 Mil./$4 Mil.

Growth
Equities

AB/FEMV
$1 Mil./$2 Mil.

24



Exchange and Equalize Assets

$16 Mil. Assets

$8 Mil. Unrealized Gain

OB/CA
$4 Mil./$16 Mil.

Spouse
A

FBO

§ 675(4)(C) Grantor Trust

“Swap” Assets of Equivalent Value
Grantor Trust as to Income and Corpus

SLAT A

OB/CA

$4 Mil./$16 Mil.

Spouse
B

FBO

SLAT B

Exchange
§ 1041 >
Equalize
Private High Dividend
Equity Equities
AB/FMV AB/FMV
$4 Mil./$10 Mil. $3 Mil./$6 Mil.

Rental Growth

Real Estate Equities

AB/FMV AB/FMV
$0x/$12 Mil. $2 Mil./$4 Mil.

$16 Mil. Assets

$14 Mil. Unrealized Gain

25



Exchange and Equalize Assets

Spouse

FBO

SLAT A

Rental Growth Private High Dividend
Real Estate Equities Equity Equities
AB/FMV AB/FMV AB/FMV AB/FMV

$0x/$6 Mil  $1 Mil./$2 Mil.  $2 Mil./$5 Mil. $2 Mil./$3 Mil.

$16 Mil. Assets
$11 Mil. Unrealized Gain

Rental
Real Estate

AB/EMV
$0x/$6 Mil

Spouse

FBO

SLAT B

Growth Private High Dividend
Equities Equity Equities
AB/EMV AB/EMV AB/EMV

$1 Mil./$2 Mil.  $2 Mil./$5 Mil. $2 Mil./$3 Mil.

$16 Mil. Assets
$11 Mil. Unrealized Gain

26



Contribute Assets to a Partnership

Each SLAT Is Funding with 50% of (or an
Undivided 50% Interest in) Every Asset
Contributed to the Partnership for
Section 704(c) purposes

Former Former
Spouse A Spouse B
FBO FBO
SLAT A SLAT B

Partnership

Private High Dividend Rental Growth
Equity Equities  Real Estate  Equities



Equal Allocations and Distributions

OB/CA OB/CA
$4 Mil./$16 Mil. $4 Mil./$16 Mil.
Former Former
Spouse A Spouse B
Equal:
Additional Benefits:
FBO FBO
Li Tafl(. One or Both Former Spouses
iability Can Manage Assets and
Control Income Tax
Tax Consequences
Distributions SLAT A SLAT B
Ensures Access to an Equal
Distributions Amount of Assets
o
of ? Property Can Be Distributed to
Cash Each Former Spouse with No
and “Mixing Bowl” Problems
Propert .
perty Partnership
Private High Dividend Rental Growth

Equity Equities  Real Estate  Equities



MARKETABLE SECURITIES
PRIVATE EQUITY
VENTURE CAPITAL

29



Fund All Investments with Cash Through a Partnership

Partner A Partner B Partner A Partner B

No Contributions of Property

No Section 704(c) Property

Partnership

Partnership

No “Mixing Bowl” Issues

No 7-Year Holding Period

Private Venture Marketable
Equity Capital Securities
§ 731(c)(3)(C)

Investment Partnership

Exception to Distributions of
Marketable Securities Treated as
Distributions of Cash




Elements of Basis Shifting

Low

Outside
Basis

Other Partners Partners

Distribution of
High Basis Asset

Partnership 5

Low High
Inside Inside
Basis Basis

Section 754
Election

4|

Partnership Property:
Purchased by the partnership
or

Contributed more than 7 years ago

31



Common Simple Basis Shift Example

OB/CA OB/CA
$25x/$50x $25x/$50x
G2 Partners G1 Partners

$50x of Capital Gain

to Partnership
Diversify Stock A

Stock A Diversified

IB/EMV IB/EMV
$0/$50x $50x/$50x

32



Common Simple Basis Shift Example

the
OB/CA Liquidating OBJ/CA “strip”
$25x/$50x Distribution $25x/$50x
G2 Partners G1 Partners
Diversified
AB/FMV
$25x/$50x

$25x of Capital Gain (Half)
to
Diversify Stock A

Partnership

Diversified

_the IB/FMV
shift $50x/$50x
Stock A
IBIFMY
$25x/$50x

§ 754 Election
&
§ 734(b) Adjustment




How to Be Surgical with Basis Shifting...

OB/CA OB/CA
$325x/$550x $325x/$550x
G2 Partners G1 Partners

Partnership

All Other Stocks Stock A Stock B

IB/EMV IB/EMV IB/EMV
$600x/$1,000x $0/$50x $50x/$50x

Generally, other assets in the partnership:

(i) Will Prevent a Basis “Strip”
(i) Will Not Allow for an Efficient Basis “Shift”

(Inside Basis Adjustment under Section 734(b) Must
Be Allocated Across All of the Partnership Assets)

34



How to Be Surgical with Basis Shifting: Partnership Divisions

OB/CA OB/CA
$325x/$550x $325x/$550x
_--> G2 Partners _-~="777 G2Partners
4 -~
I '

Pro Rata “Assets-Over” Division (Vertical Slice)

(i) Contribution of “All Other Stocks” to Newly-Created
Partnership/Disregarded Entity

(i) Distribution of Interests in the New Entity to the
Partners of the Old Partnership

Stock A Stock B

IB/EMV IB/EMV
$0/$50x $50x/$50x

Partnership
2

All Other Stocks

IB/EMV
$600x/$1,000x



How to Be Surgical with Basis Shifting: Partnership Divisions

OB/CA
$25x/$50x

G2 Partners

Partnership

Stock A Stock B

IB/EMV IB/EMV
$0/$50x $50x/$50x

$25x/$50x

G1 Partners

$300x/$500x

G2 Partners

Now Original
Partnership Can Do a
Simple Basis shift by

Distributing the
High Basis Asset

OB/CA
$300x/$500x

G1 Partners

Partnership
2

All Other Stocks

IB/EMV
$600x/$1,000x
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How to Be Surgical with Basis Shifting: Partnership Divisions

OB/CA
$0x/$25x

G2 Partners

Partnership

Stock A

IB/FMV
$0/$50x

$0x/$25x

G1 Partners

$325x/$525x

G2 Partners

Can Also Divide Out All
Assets Except for the
Low Basis Assets

OB/CA
$325x/$525x

G1 Partners

Partnership
2

All Other Stocks Stock B
IB/IEMV IB/IEMV
$600x/$1,000x $50x/$50x

37



Basis Shifting with Just Low Basis Stock

OB/CA OB/CA
$0x/$2x $0x/$98x
G1 G2
Partners Partners
Partnership
Stock A
IB/FMV

$0/$100x

38



Basis Shifting with Just Low Basis Stock: Leverage

OB/CA OB/CA
$98x/$2x $0x/$98x
G1 G2
Partners Partners

1. Partnership Borrows $98x.

2. Invests $98x in Diversified ETF or Portfolio. Partnership

3. G1 Partners Guarantee the Debt.

Stock A Diversified
Recourse
IB/EMV Debt IB/[EMV
$0/$100x ($98x) $98x/$98x

39



Basis Shifting with Just Low Basis Stock: Liquidation

M LIC]UIO’atIrIg OB/CA “Strip 17}
$98x/$2x Distribution $0x/$98x
G1 G2

Partners Partners Diversified

IB/FMV
$0x/$98x

Partnership

§ 754
Election
) Diversified
“Sh’f 7
§ 743(b)
_ IB/EMV
Adjustment $98x/$98x
Stock A
Recourse
IB/FMV Debt

$98x/$100x  ($98x)

40



Basis Shifting with Just Low Basis Stock: Repay the Loan

OB/CA
$1.96x/$2x
Former
G1 G2
Partners Partners  Diversified
IB/EMV
$0x/$98x

1. Sell $98x of Stock A ($96.04x of Basis).

2. Recognize $1.96x of gain (OB of G1 Partners
Increased to $99.96x). Partnership

3. Repay $98x to Lender (OB of G1 Partners

This is essentially a personal exchange fund.

Reduced to $1.96x).

Can be used with tangible personal property
in lieu of a “like-kind” exchange.

Stock A

IB/IFMV
$1.96x/$2x
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Private Equity and Venture Capital Fund Investments

G1 Partners G2 Partners G1 Partners G2 Partners

Partnership 2
Partnership

Pro Rata Venture Private
Division Capital Equity
Fund Fund

Stock A Stock B

G1 Partners G2 Partners

Fund
Distribution

Fund
Distribution

Private
Equity
Fund

Venture
Capital
Fund

Partnership

In-Kind Distributions of Investments to a Partnership
from Venture Capital and Private Equity Funds are NOT
Contributions to the Partnership.

Stock A Stock B
They Are NOT Section 704(c) Property.




Carried Interest: In-Kind Distribution

G1 Partners G2 Partners

Family
Partnership

in-Kind Pro Rata
n-Kin Oy,
Distribution Division
Stock
GP
Private Equity

Fund
In-Kind
Carried
Interest

Private

Equity

Fund

G1 Partners G2 Partners

Family
Partnership 2

GP
Private Equity
Fund

G1 Partners G2 Partners

Family
Partnership

Stock

43



AVOIDING GAIN
UPON THE DEATH OF
THE GRANTOR
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Making the Debt Disappear with a Disregarded Entity

(1)

Asset Conversion from IDGT
Grantor to Non-Grantor Is a Ins;‘szll:nent
ote

Deemed Transfer of the Asset:

$4 Mil. Potential Gain
$Dth (Debt in Excess of Basis)
($6Mil.)

AB/FMV IDGT Grantor AB/FMV
$2 Mil./$10 Mil. $0/$6 Mil.

(2)
IDGT and Grantor Contribute Asset
Subject to the Debt and the

“Disregarded Entity”

IDGT Installment Note to a

Limited Liability Company Taxed Asset IDGT
as a Disregarded Entity Installment
Note (3)
Contribution Is Not a
Taxable Event Even Though
Asset Is Subject to Debt
Because IDGT, Grantor, and LLC
AB/FMV Debt AB/FMV Are Considered the Same Taxpayer

$2 Mil./$10 Mil. ($6 Mil.) $0/$6 Mil.
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Debt “Merges” and Disappears: Non-Taxable Event

OB
. $2MM
OB/CA Unitary Basis OB/CA
$2 Mil /$4MM $0/$6MM
IDGT Grantor

(4)
The Debt and the IDGT Installment Note
“Merge” and the Debt Is Extinguished.

“Disregarded Entity”

No Cancellation of Indebtedness Income
Because IDGT, Grantor, and
LLC Are Considered the Same Taxpayer

Asset

AB/EMV
$2 Mil./$10 Mil.
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Death of Grantor Converts Disregarded Entity to a Partnership

Rev. Rul. 99-5
Conversion of Disregarded Entity to Partnership Created by
Transfer of an LLC Interest to Another Taxpayer Treated as
Purchase of Assets and Contribution to a New Partnership.

OB/CA OB/CA
$2 Mil./$4 Mil. $6 Mil./$6 Mil.
Non-Grantor | Deemed Transfer Estate of
Trust Grantor

(5)
Grantor’s Death Converts the .
LLC to a Partnership for Tax Purposes. Partnersh|p

Treated as the Creation of a New Partnership.

(6)
End Results:

Grantor’s Portion of the Asset Gets a
“Step-Up” in Basis, and it is Contributed to a
Newly-Formed Partnership.

No Gain at Grantor’s Death.

Asset Gets a Partial Basis

No Installment Note Included in
AB/FMV Grantor’s Estate.

$8 Mil./$10MM

Adjustment under Section 1014.
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ALLOCATING TAX ITEMS
DISPROPORTIONATELY
AMONG TAXPAYERS
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Contribution of Depreciable Property

No State High State
Income Tax Income Tax
Low Income High Income
Tax Bracket Tax Bracket

Partner A Partner B

“Pro Rata”
Partnership

Section
704(c)
Property

5-Year Depreciable Non-Depreciable

Property Property
IB/EMV IB/EMV
$400K/$1 Mil. $1 Mil./$1 Mil

Book/Tax

Disparity
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Section 704(c): Attempts to Avoid Shifts of Income

“BOOK” DEPRECIATION

Adjusted Basis Depreciation Allocation to A Allocation to B

$1,000,000 $200,000 $100,000 $100,000
$800,000 $200,000 $100,000 $100,000
$600,000 $200,000 $100,000 $100,000
$400,000 $200,000 $100,000 $100,000

Each year B has
$200,000 $200,000 $100,000 $100,000 $60,000
Over 5 Years $1,000,000 $500,000 $500,000 LESS depreciation/
MORE taxable income

“TAX” DEPRECIATION

Adjusted Basis Depreciation Allocation to A Allocation to B
$400,000 $80,000 $40,000
$320,000 $80,000 $40,000 $40,000
$240,000 $80,000 $40,000 $40,000
$160,000 $80,000 $40,000 $40,000
$80,000 $80,000 $40,000 $40,000
Over 5 Years $400,000 $200,000 $200,000

Section 704(c) assumes Ais, in effect, disproportionately shifting
taxable income to B because A has already enjoyed more of the
depreciation prior to the contribution
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“Traditional Method” of Resolving Book/Tax Disparities

No State High State
Income Tax Income Tax
Low Income High Income
Tax Bracket $80k Tax Bracket

Per
Partner A year  Partner B

5-Year Depreciable Non-Depreciable
Property Property

IB/EMV IB/EMV
$400K/$1 Mil. $1 Mil./$1 Mil
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“Ceiling Ruling” Limits the Traditional Method

“BOOK” DEPRECIATION

Adjusted Basis Depreciation Allocation to A Allocation to B

$1,000,000 $200,000 $100,000 $100,000
$800,000 $200,000 $100,000 $100,000
$600,000 $200,000 $100,000 $100,000
$400,000 $200,000 $100,000 $100,000
$200,000 $200,000 $100,000 $100,000
Over 5 Years $1,000,000 $500,000

“TAX” DEPRECIATION

Adjusted Basis Depreciation Allocation to A Allocation to B Over 5 years
B is allocated
$400,000 $80,000 $0 $80,000 $100,000
$320,000 $80,000 $0 $80,000 LESS depreciation/
$240,000 $80.000 $0 $80.000 MORE taxable income
$160,000 $80,000 $0 $80,000

$80,000 $80,000 $0 $80,000
Over 5 Years $400,000 $0 $400,000

“The total income, gain, loss, or deduction allocated to the partners for a taxable

year with respect to a property cannot exceed the total partnership income, gain,

or deduction with respect to that property for the taxable year (the ceiling rule).”
Treas. Reg. § 1.704-3(a)(1).
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Traditional Method with “Curative” Allocations

No State High State
Income Tax Income Tax
Low Income High Income
Tax Bracket $10k $80k Tax Bracket

Per Per
Partner A Y@’ year  Partner B

5-Year Depreciable Depreciable & Ordinary
Property Property

IB/EMV IB/EMV
$400K/$1 Mil. $1 Mil./$1 Mil
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Disclosures

LEGAL, INVESTMENT AND TAX NOTICE: This information is not intended to be and should not be treated as legal advice, investment advice or tax advice. Readers, including professionals, should under no
circumstances rely upon this information as a substitute for their own research or for obtaining specific legal or tax advice from their own counsel. These materials do not constitute and should not be treated as, legal, tax
or other advice regarding the use of any particular tax, estate planning or other technique, device, or suggestion, or any of the tax or other consequences associated with them. Although reasonable efforts have been
made to ensure the accuracy of these materials and the seminar presentation, neither Paul Lee, nor The Northern Trust Corporation, assumes any responsibility for any individual’s reliance on the written or oral
information presented during the seminar. Each seminar attendee should verify independently all statements made in the materials and during the seminar presentation before applying them to a particular fact pattern,
and should determine independently the tax and other consequences of using any particular device, technique, or suggestion before recommending it to a client or implementing it for a client.

OTHER IMPORTANT INFORMATION: This presentation is for your private information and is intended for one-on-one use only. The information is intended for illustrative purposes only and should not be relied upon as
investment advice or a recommendation to buy or sell any security. Northern Trust and its affiliates may have positions in, and may affect transactions in, the markets, contracts and related investments described herein,
which positions and transactions may be in addition to, or different from, those taken in connection with the investments described herein. Opinions expressed are current only as of the date appearing in this material and
are subject to change without notice.

No information provided herein shall constitute, or be construed as, a recommendation or an offer to sell or a solicitation of an offer to acquire any security, investment product or service and should not be treated as
legal advice, investment advice or tax advice. This material is provided for educational and informational purposes only. Opinions expressed are those of the presenter and are subject to change without notice.

Past performance is no guarantee of future results. Periods greater than one year are annualized. Performance assumes the reinvestment of dividends and earnings and is shown gross of fees, unless otherwise
noted. Returns of the indexes and asset class projections do not reflect the deduction of fees, trading costs or expenses. It is not possible to invest directly in an index. Indexes and trademarks are the property of their
respective owners, all rights reserved. A client's actual returns would be reduced by investment management fees and other expenses relating to the management of his or her account. To illustrate the effect of
compounding of fees, a $10,000,000 account which earned a 8% annual return and paid an annual fee of 0.75% would grow in value over five years to $14,693,281 before fees, and $14,150,486 million after deduction of
fees. For additional information on fees, please read the accompanying disclosure documents or consult your Northern Trust Representative.

There are risks involved in investing including possible loss of principal. There is no guarantee that the investment objectives or any fund or strategy will be met. Risk controls and asset allocation models do not promise
any level of performance or guarantee against loss of principal. All material has been obtained from sources believed to be reliable, but the accuracy, completeness and interpretation cannot be guaranteed.

Securities products and brokerage services are sold by registered representatives of Northern Trust Securities, Inc. (member FINRA, SIPC), a registered investment adviser and wholly owned subsidiary of Northern Trust
Corporation. Investments, securities products and brokerage services are:

Not FDIC Insured | No Bank Guarantee | May Lose Value
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