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I. Generally.  Section 736 controls the tax treatment of payments from a partnership to

a retiring or deceased partner's successor in interest in liquidation of his entire interest in the

partnership. When Congress enacted the Section 736 provisions governing the retirement of

a partner, the intent was to provide the partner and the partnership great flexibility in

structuring their arrangements.  In 1993, Section 736 was amended to limit some of this

flexibility.  After the 1993 revisions, partnerships other than service partnerships generally

will not be able to take advantage of the some of the provisions of Section 736.   Section 736

requires that the liquidating payments be divided into two categories:

A. First, payments for partnership property ("Section 736(b) payments").

Generally speaking, these payments are treated as distributions to the retiring

or deceased partner; gain recognized by the retiring or deceased partner will

generally be capital (though not always) and the partnership and the remaining

partners will not be entitled to deductions for the payments. 

B. Second, "all" other payments ("Section 736(a) payments") which will be

treated as either (1) a distributive share of income or (2) a guaranteed payment.

Generally speaking, the character (capital or ordinary) of the income generated

by these payments when received by the retiring or deceased partner will be

identical to the character of the income generated by the partnership.  If the

payments are treated as a distributive share, the remaining partners’ tax

distributive share and corresponding tax liability will be reduced. If the

payments are treated as guaranteed payments, the partnership may be entitled

to a deduction for the payments. 

Because of the different tax consequences created by the characterization of payments as

Section 736(b) or Section 736(a) payments, retiring partners will generally desire to receive

Section 736(b) payments, while the remaining partners will generally desire to characterize

the payments as 736(a) payments.  These conflicting interests mean that all partnerships,

especially service partnerships like CPA firms, law firms, medical firms and other

professionals, must plan carefully for the death or retirement of a partner.

II. Payment for Partnership Property (Section 736(b) Payments).



2 Terms used throughout this paper: (1) "Inside basis" - a partnership’s basis in its assets. (2) "Outside

basis"  - a partner’s basis in her partnership interest. 

A. Generally.  Section 736(b) provides that payments made in liquidation of the

interest of a retiring partner or a deceased partner are considered as a

distribution by the partnership, but only to the extent such payments are made

in exchange for the interest of such partner in partnership property.  Because

Section 736(b) payments are treated as distributions, these payments are  taxed

under the general rules of Section 731 (taxable to the extent "cash" distributed

exceeds the retiring or deceased partner's outside basis2 in her partnership

interest).  Accordingly, under this general rule, payments to a retiring or

deceased partner are first treated as Section 736(b) payments to the extent of

the partner's interest in the partnership assets.  

B. Section 736(b)(2) Exception.  If the partnership is a service partnership, and

the retiring or deceased partner is a general partner, unrealized receivables and

goodwill (except "specified" goodwill) are not treated as partnership property

under the "special rules" of Section 736(b)(2).  Therefore, in service

partnerships, some payments to retiring or deceased partners for unrealized

receivables or goodwill may be characterized as Section 736(a) payments,

resulting in tax savings for the remaining partners and avoiding the "hot asset"

rules of Section 751(b). See Section D below.

C. Tax Treatment.  The amount and character of any gain or loss upon receipt of

a Section 736(b) payment is controlled by the following Sections:

(1) Section 731: because Section 736(b) payments are distributions, no gain

is recognized except to the extent cash received exceeds the partner’s

adjusted outside basis in her partnership interest.  Remember that under

the Section 752 rules, there is also an additional deemed cash

distribution due to the reduction of the retiring partner’s responsibility

for partnership debt.  No loss is recognized unless only cash, unrealized

receivables and inventory are distributed.

(2) Section 751(b): treats gain as ordinary to the extent of a partner's

interest in substantially appreciated inventory or unrealized receivables

(unless such unrealized receivables are within the Section 736(b)(2)

exception).  In the case of a "disproportionate" distribution,

substantially appreciated inventory or unrealized receivables are treated

as distributed to the deceased or retired partner and repurchased by the

partnership under Section 751(b). This may result in ordinary gain to



the retiring partner and a basis step up for the partnership.  Substantially

appreciated inventory means inventory that has a fair market value in

excess of 120% of basis.  Section 751(b) assets are commonly referred

to as "hot assets".

(3) For amounts not affected by Section 751(b), Section 741 characterizes

gain or loss recognized from Section 736(b) payments as gain or loss

from the sale of a capital asset.

(4) Any payment characterized as a Section 736(b) payment is not

deductible by the partnership (as compared to a Section 736(a) payment

which is deductible or its equivalent).

(5) The partnership receives a basis adjustment in its assets if the

partnership has made a Section 754 election.

D. Special Rule - Unrealized Receivables and Goodwill.

(1) In the case of partners retiring or dying prior to January 5, 1993,

amounts paid for "unrealized receivables" or goodwill (unless the

goodwill was specified in the partnership agreement) were not treated

as in exchange for an interest in partnership property under Section

736(b).  They were given "ordinary income" treatment under Section

736(a) as either a "distributive share of income" or a "guaranteed

payment."  After 1993, payments made to a retiring or deceased partner

for his interest in unrealized receivables or goodwill will always be

treated as Section 736(b) payments unless

(a) capital is not a material income producing factor (generally a

service partnership), and

(b) the partner was a general partner.

COMMENT: Presumably, the special rule for service partnerships

would not apply to a limited liability company because a

member/partner (whose liability is limited) would not be treated as a

general partner.  This is the reason that many professional practices are

conducted as limited liability partnerships (LLPs).   Some practitioners

have taken the position that a service partner in an LLC service

partnership is not a "limited partner" because the partner participates in

management.  This position is consistent with the IRS 1997 proposed

regulations on Section 1402 self-employment income, but these



regulations have never been finalized. 

(2) Accordingly, under the special rule, payments for unrealized

receivables and goodwill are treated as being in exchange for property

under Section 736(b) only if capital is a material income producing

factor.  If capital is not material, they are treated as Section 736(a)

payments if made to a general partner.  For this purpose, capital is not

a material income producing factor where substantially all the income

is derived from fees, commissions and other compensation for personal

services performed by an individual (i.e., doctors, lawyers,

accountants).  There is a further exception for payments for goodwill

if the payments are specified in the partnership agreement (see below).

(3) Unrealized Receivables.  The definition of "unrealized receivables" under
Section 751(c) includes account receivables, other rights to ordinary income
payments that have not been included in income, and depreciation recapture.
However, for purposes of Section 736, depreciation recapture is removed
from the definition of unrealized receivables, therefore, depreciation
recapture will always be treated as a Section 736(b) payment.  Payments for
unrealized receivables to general partners in a service partnership are treated
as Section 736(a) payments to the extent that the payments to the partner with
respect to the unrealized receivables exceed the partner’s share of the
partnership’s inside basis in the unrealized receivables.  In non-service
partnerships, these payments are Section 736(b) payments. 

(4) Goodwill.   In a service partnership, payments for goodwill are treated as
Section 736(a) payments for partnership property if the payment exceeds the
partner’s share of the partnership's inside basis in such goodwill.
HOWEVER, to the extent the payments are specifically designated in the
partnership agreement as a payment for goodwill, the payments will still be
treated as Section 736(b) payments.  Therefore, the partnership agreement
will be critically important for determining the characterization of goodwill
payments in service partnerships.

COMMENT: What is the deadline for modifying a partnership agreement to
get the desired result under Section 736(b)(2) when a partner retires or dies?
The Code and regulations do not expressly address this question.  However,
the deadline is probably the due date, without extensions, for the partnership
return for the earlier of (a) the year in which the partner withdraws under
local law, or (b) the year in which the partner receives her first Section 736(b)
payment. The partnership agreement may be written or oral, but it is very
risky to rely on an oral agreement (on general principles, not just for Section
736!).  The partnership agreement should set an easily determinable value on
the goodwill payments. 



E. Allocation of Payments.

(1) The total amount paid for partnership property (Section 736(b) payments) is
determined by agreement among the partners based on the retiring partner’s
share of the fair market value of partnership property.  The total amount of
Section 736(a) payments is the total amount of all payments less the Section
736(b) payments.

(2) Regulations allow the parties to agree on how they will allocate payments
between Section 736(b) payment or Section 736(a) payment.  If no allocation
is made, each payment is allocated pro rata in proportion to each type of
payment over the total payments.  However, if capital is not a material
income producing factor, the purchase price is first allocated to unrealized
receivables.

(3) If the payment is a variable payment, then it is first applied to Section 736(b)
payments, unless the parties agree otherwise.

F. Series of Payments. Frequently, payments to retiring or deceased partners will be
spread out over a number of years.  Under Regulation Section 1.736-1, all payments
will be considered a recovery of basis until the partner’s basis is exhausted;
thereafter, the remaining payments will be fully taxable.  If the partner is recognizing
a loss on the partnership interest, the loss cannot be recognized until the year of the
last payment.  However, the partner may make an election to include the total gain
or loss to be recognized pro rata with respect to each payment, but only if the total
amount of all Section 736(b) payments to be received by the partner is fixed. To
make the election, the retiring or deceased partner must attach a statement to his tax
return for the first taxable year in which she receives a Section n736(b) payment.
The statement must state the election and must show the computation of the gain or
loss.  Generally, partners recognizing a loss will want to make the election because
it accelerates recognition of the loss.  Partners recognizing a gain must carefully
consider the election; if the election is not made, taxation will be deferred until after
all basis is recovered, but making the election may allow the partner to stay in a
lower tax bracket by reducing the amount of taxable income in each year. 

III. Section 736(a) Payments.

A. Section 736(a) payments are all payments that do not qualify as Section 736(b)
payments.  Section 736(a) divides these payments into two categories:

(1) Treated as a "distributive share" of income if determined with regard to
partnership income.  Payments are determined with regard to partnership
income if they are dependent upon some fraction or formula dealing with the
net income of the partnership or net income from a particular income stream.
The IRS has taken the position that payments based on gross receipts are also



"determined with regard to partnership income" (Rev. Rul. 81-300), although
the Tax Court (Pratt v. Com’r, 64 T.C. 203 (1975)) and the Senate Finance
Committee (S. Rep. No. 169, Vol. I, 98th Cong., 2d Sess. 230 (1984)) have
taken a contrary position. 

(2) The payments are treated as "guaranteed payments" if they are determined
without regard to partnership income.

B. If the payment is treated as a Section 736(a) payment, the partnership and the other
partners obtain either a deduction (if the payment is a guaranteed payment) or the
equivalent of a deduction when the distributive share of income to the other partners
is reduced by the allocation of a "distributive share" of income to the retiring partner.

C. The timing of inclusion of Section 736(a) payments in income by the partner depends
on the year such payments are taken into account by the partnership, regardless of
whether they are Section 736(a)(1) "distributive share" payments or Section 736(a)(2)
"guaranteed payments". Distributive share payments are apparently governed by
Section 706(a), while guaranteed payments are governed by Section 707(c). 

D. The character of the income from 736(a) payments differs depending on whether they
are Section 736(a)(1) "distributive share" payments or Section 736(a)(2)  "guaranteed
payments".  If the payments are distributive shares, then the payments will be
generally be capital or ordinary to the partner if they are capital or ordinary to the
partnership under the usual pass-through rules.  If the payments are guaranteed
payments, however, they will always be ordinary income under Section 707(c). 

________________________________________________________________________

EXAMPLE 7-1: Sam, Norm and Frazier are equal partners in the Accounting
Partnership.  The partnership is a general partnership engaged in the
practice of accounting.  At the present time, its balance sheet for tax
purposes is as follows:

Basis FMV Basis FMV

Assets Liabilities $  90 $ 90

Cash $   90 $   90 Capital
A/R $    0 $   30 Sam $  40 $  85
Unbilled time $    0 $   15 Norm $  40 $  85
Depreciable Frazier $  40 $  85
Property (recapture
  gain of $60) $ 90 $150
Land $ 30 $  60

____ ____    Total Liabilities ____ ____



Total Assets $210 $345 and Capital $210 $345

Sam is about to retire from the partnership and the partnership will pay
him $85 in cash for his interest.  Sam's outside basis in his partnership
interest is $70.

ANSWER: Sam is deemed to have received $115 from the partnership; $85 in cash
and $30 of liability debt relief.  The payment to Sam would need to be
classified under Section 736.  The classification would be as follows:

      Section 736(b)       Section 736(a)
   [Due to 736(b)(2)]

Cash $  30      ---
A/R    --- $  10
Unbilled time    --- $    5
Depreciation  Recapture $  20     ---
Depreciable  Property $  30     ---
Land $  20     ---

_____ ____
$100 $  15

Since the partnership is a business in which capital is not a material
income producing factor and Sam is a general partner, the Section
736(b)(2) special rules that apply to unrealized receivables and goodwill
will treat the accounts receivable and unbilled time as a Section 736(a)
payment.  The payments attributable to the Section 736(a) assets will
generate deductions or its equivalent for the Partnership.  The definition
of "unrealized receivables" has been changed to include only accounts
receivable and unbilled accounts.  It does not include a payment for
depreciation recapture as under prior law.

Note that the partnership will pay Sam $85 in cash and $30 in relief of
liability under Section 752(b).  Therefore, Sam's amount realized on his
retirement is $115.  The normal distribution rules under Section 731(a)
apply.

The Section 736(b) portion is treated as follows under Section 731:

(i) $100 distributed under Section 731 ($85 cash, $30 liability relief) minus

(ii) $70 adjusted basis equals

(iii) $30 total gain, characterized as: 

(aa) $10 in capital gain under Section 741 and



(bb) $20 in depreciation recapture ordinary income under Section
751(b).  Calculation: Sam’s interest times FMV of property less
adjusted basis of property (a x ($150 - $90) = $20).

Remember that even though Section 751(c) defines depreciation
recapture as "unrealized receivables," it is excluded from the definition
of unrealized receivables for the purposes of Section 736(b)(2).
Therefore, depreciation recapture remains a Section 736(b) payment
even in a service partnership, and is not moved to Section 736(a) with
other "unrealized receivables".

Sam also has ordinary income of $15 from the Section 736(a)
"guaranteed" payment.  The partnership receives a deduction of $15.
This is a guaranteed payment because it will be $15 without regard to
the income of the partnership.  

Variation: if the agreement provided for Sam to receive his share of the
actual net income from the A/R and unbilled time, this would make his
payment a distributive share.  The partnership would get no deduction,
but Norm and Frazier’s distributive shares would be decreased, so they
would still get a tax benefit. 

 
_______________________________________________________________________

EXAMPLE 7-2: Same facts as in Example 7-1, except instead of $85 in cash, the
partnership distributes 1/3 of the land (FMV of 1/3 share = $20), $30 in
depreciable property and cash of $35 to Sam.  The agreement specifies
the land is in exchange for the Section 736(b) property.

ANSWER: The result would be very different.  Gain is recognized on a
Section 736(b) payment only to the extent cash exceeds the
partner's adjusted basis in the partnership.  The total "cash"
received is $65 ($35 + $30 of constructive cash under Section
752(b)).  $15 of the cash would be allocated to the 736(a)
payment, therefore, the cash received as a Section 736(b)
payment would be limited to $50 ($65 - $15).

Basis in Partnership $70
Less:  Cash  (50)
= Remaining Basis in 
Land/Depreciable Property $20

Therefore, at the end of the day, Sam has land with a basis of $20, a tax-
free cash recovery of basis in the amount of $50 (some of which is 752
constructive cash), and ordinary income of $15 due to the Section 736(a)



guaranteed payment which is deductible by the partnership.

Unlike in Example 7-1, there is no gain from Section 741 (capital gain on
disposition of interest) or Section 751(b) (ordinary income from
depreciation recapture).

_______________________________________________________________________

EXAMPLE 7-3: A, B and C are partners in the ABC accounting general partnership.
They own a 40%, 40% and 20% interest respectively in capital and
profits.  The partners have a partnership agreement which includes a
provision for the purchase of a deceased partner's interest.  The
purchase price would consist of three amounts:

(1) an amount equal to the deceased partner's capital
account;

(2) an amount equal to the deceased partner's
percentage interest in capital and profit times the
accounts receivable existing on the date of death;
and

(3) a percentage of the partnership net income in each
of the four years immediately succeeding the date
of death.

ANSWER: The payment for the capital account would clearly be a Section
736(b) payment which under Section 741 would qualify as the
sale of a capital asset.  

The payment for the accounts receivable would constitute a
Section 736(a)(2) payment which would be taxable as ordinary
income.  This is a service partnership, and the partners are
general partners; therefore, the Section 736(b) special rule for
"unrealized receivables" removes the payment from Section
736(b) treatment back up to Section 736(a).  Since the payment
is determined without regard to net income, it is treated as a
guaranteed payment.  It is therefore deductible by the
Partnership and constitutes ordinary income to the retiring
partner.

The payment from net income for four years would be a Section
736(a)(1) payment (distributive share) which would be taxable as
ordinary income (assuming that the character of most of the



partnership’s income will be ordinary).  Since this is deemed a
payment for goodwill, the Section 736(b) special rule again
removes the payment from Section 736(b) and moves it to Section
736(a).  Since the payment is determined with regard to the
income of the partnership, it is treated as a distributive share
which in turn will reduce the distributive share of income
allocated to the other partners.  Note that the partnership
agreement did not specifically state that the net income payment
was a payment for goodwill. 

________________________________________________________________________

EXAMPLE 7-4: Same facts as in Example 7-3 except the partnership agreement provided
that payments based on net income of succeeding years would represent
consideration for goodwill.

ANSWER: The payment would no longer be disqualified as a Section 736(b)
payment by the Section 736(b) special rules since the partnership
agreement now refers to the payment as good will.  It would be
non-deductible by the partnership (capitalized and amortized
under Section 197 if Section 754 election in effect or timely made)
and eligible for capital gains treatment by the retiring partner.

Note the difference in tax treatment on the partnership side.  In
Example 7-3, the partnership would be able to deduct the
payment for A/R in arriving at its taxable income (guaranteed
payment) and of course the distributive share allocated to the
deceased or retiring partner would reduce the taxable
distributive share of the other partners.  In Example 7-4, when
the payment was changed to a Section 736(b) payment, the
remaining partners would receive no immediate tax benefit from
the payment for the deceased or retiring partner's interest.  The
payment may be capitalized and amortized under Section 197 if
Section 754 election in effect or timely made.


