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transfer. Therefore, the facts and cir-
cumstances clearly establish that G’s trans-
fer of the land to the partnership is part of 
a sale.

Example 7. Operation of presumption for 
transfers more than two years apart. The facts 
are the same as in Example 6, except that H 
does not guarantee either that the improve-
ments will be completed or that the cost to 
the partnership of completing the improve-
ments will not exceed $5,000,000. Under these 
facts, if there is a significant risk that the 
improvements will not be completed, G’s 
transfer of the land to the partnership will 
not be treated as part of a sale because the 
lender is required to make the permanent 
loan if the improvements are not completed. 
Similarly, the transfers will not be treated 
as a sale to the extent that there is a signifi-
cant risk that the cost of constructing the 
improvements will exceed $5,000,000, because, 
in the absence of a guarantee of the cost of 
the improvements by H, the $5,000,000 pro-
ceeds of the permanent loan might not be 
sufficient to retire the construction loan and 
fund the transfer to G. In either case, the 
transfer of cash to G would be dependent on 
the entrepreneurial risks of partnership op-
erations.

Example 8. Rebuttal of presumption for trans-
fers more than two years apart. (i) On Feb-
ruary 1, 1992, I, J, and K form partnership 
IJK. On formation of the partnership, I 
transfers an unencumbered office building 
with a fair market value of $50,000,000 and an 
adjusted tax basis of $20,000,000 to the part-
nership, and J and K each transfer United 
States government securities with a fair 
market value and an adjusted tax basis of 
$25,000,000 to the partnership. Substantially 
all of the rentable space in the office build-
ing is leased on a long-term basis. The part-
nership agreement provides that all items of 
income, gain, loss, and deduction from the 
office building are to be allocated 45 percent 
to J, 45 percent to K, and 10 percent to I. The 
partnership agreement also provides that all 
items of income, gain, loss, and deduction 
from the government securities are to be al-
located 90 percent to I, 5 percent to J, and 5 
percent to K. The partnership agreement re-
quires that cash flow from the office building 
and government securities be allocated be-
tween partners in the same manner as the 
items of income, gain, loss, and deduction 
from those properties are allocated between 
them. The partnership agreement complies 
with the requirements of § 1.704–1(b)(2)(ii)(b). 
It is not expected that the partnership will 
need to resort to the government securities 
or the cash flow therefrom to operate the of-
fice building. At the time the partnership is 
formed, I, J, and K contemplated that I’s in-
terest in the partnership would be liquidated 
sometime after January 31, 1994, in exchange 
for a transfer of the government securities 
and cash (if necessary). On March 1, 1995, the 

partnership transfers cash and the govern-
ment securities to I in liquidation of I’s in-
terest in the partnership. The cash trans-
ferred to I represents the excess of I’s share 
of the appreciation in the office building 
since the formation of the partnership over 
J’s and K’s share of the appreciation in the 
government securities since they are ac-
quired by the partnership. 

(ii) I’s transfer of the office building to the 
partnership and the partnership’s transfer of 
the government securities and cash to I oc-
curred more than two years apart. Therefore, 
those transfers are presumed not to be a sale 
unless the facts and circumstances clearly 
establish that the transfers constitute a sale. 
Absent I’s transfer of the office building to 
the (partnership, I would not have received 
the government securities from the partner-
ship. The facts including the amount and na-
ture of partnership assets) indicate that, at 
the time that I transferred the office build-
ing to the partnership, the timing of the 
transfer of the government securities to I 
was anticipated and was not dependent on 
the entrepreneurial risks of partnership op-
erations. Moreover, the facts indicate that 
the partnership allocations were designed to 
effect an exchange of the burdens and bene-
fits of ownership of the government securi-
ties in anticipation of the transfer of those 
securities to I and those burdens and benefits 
were effectively shifted to I on formation of 
the partnership. Accordingly, the facts and 
circumstances clearly establish that I sold 
the office building to the partnership on Feb-
ruary 1, 1992, in exchange for the partner-
ship’s obligation to transfer the government 
securities to I and to make certain other 
cash transfers to I.

[T.D. 8439, 57 FR 44978, Sept. 30, 1992]

§ 1.707–4 Disguised sales of property to 
partnership; special rules applica-
ble to guaranteed payments, pre-
ferred returns, operating cash flow 
distributions, and reimbursements 
of preformation expenditures. 

(a) Guaranteed payments and preferred 
returns—(1) Guaranteed payment not 
treated as part of a sale—(i) In general. A 
guaranteed payment for capital made 
to a partner is not treated as part of a 
sale of property under § 1.707–3(a) (re-
lating to treatment of transfers as a 
sale). A party’s characterization of a 
payment as a guaranteed payment for 
capital will not control in determining 
whether a payment is, in fact, a guar-
anteed payment for capital. The term 
guaranteed payment for capital means 
any payment to a partner by a partner-
ship that is determined without regard 
to partnership income and is for the
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use of that partner’s capital. See sec-
tion 707(c). For this purpose, one or 
more payments are not made for the 
use of a partner’s capital if the pay-
ments are designed to liquidate all or 
part of the partner’s interest in prop-
erty contributed to the partnership 
rather than to provide the partner with 
a return on an investment in the part-
nership. 

(ii) Reasonable guaranteed payments. 
Notwithstanding the presumption set 
forth in § 1.707–3(c) (relating to trans-
fers made within two years of each 
other), for purposes of section 707(a)(2) 
and the regulations thereunder a trans-
fer of money to a partner that is char-
acterized by the parties as a guaran-
teed payment for capital, is determined 
without regard to the income of the 
partnership and is reasonable (within 
the meaning of paragraph (a)(3) of this 
section) is presumed to be a guaranteed 
payment for capital unless the facts 
and circumstances clearly establish 
that the transfer is not a guaranteed 
payment for capital and is part of a 
sale. 

(iii) Unreasonable guaranteed pay-
ments. A transfer of money to a partner 
that is characterized by the parties as 
a guaranteed payment for capital but 
that is not reasonable (within the 
meaning of paragraph (a)(3) of this sec-
tion) is presumed not to be a guaran-
teed payment for capital unless the 
facts and circumstances clearly estab-
lish that the transfer is a guaranteed 
payment for capital. A transfer that is 
not a guaranteed payment for capital 
is subject to the rules of § 1.707–3. 

(2) Presumption regarding reasonable 
preferred returns. Notwithstanding the 
presumption set forth in § 1.707–3(c) (re-
lating to transfers made within two 
years of each other), a transfer of 
money to a partner that is character-
ized by the parties as a preferred re-
turn and that is reasonable (within the 
meaning of paragraph (a)(3) of this sec-
tion) is presumed not to be part of a 
sale of property to the partnership un-
less the facts and circumstances (in-
cluding the likelihood and expected 
timing of the subsequent allocation of 
income or gain to support the preferred 
return) clearly establish that the 
transfer is part of a sale. The term pre-
ferred return means a preferential dis-

tribution of partnership cash flow to a 
partner with respect to capital contrib-
uted to the partnership by the partner 
that will be matched, to the extent 
available, by an allocation of income 
or gain. 

(3) Definition of reasonable preferred re-
turns and guaranteed payments—(i) In 
general. A transfer of money to a part-
ner that is characterized as a preferred 
return or guaranteed payment for cap-
ital is reasonable only to the extent 
that the transfer is made to the part-
ner pursuant to a written provision of 
a partnership agreement that provides 
for payment for the use of capital in a 
reasonable amount, and only to the ex-
tent that the payment is made for the 
use of capital after the date on which 
that provision is added to the partner-
ship agreement. 

(ii) Reasonable amount. A transfer of 
money that is made to a partner during 
any partnership taxable year and is 
characterized as a preferred return or 
guaranteed payment for capital is rea-
sonable in amount if the sum of any 
preferred return and any guaranteed 
payment for capital that is payable for 
that year does not exceed the amount 
determined by multiplying either the 
partner’s unreturned capital at the be-
ginning of the year or, at the partner’s 
option, the partner’s weighted average 
capital balance for the year (with ei-
ther amount appropriately adjusted, 
taking into account the relevant 
compounding periods, to reflect any 
unpaid preferred return or guaranteed 
payment for capital that is payable to 
the partner) by the safe harbor interest 
rate for that year. The safe harbor in-
terest rate for a partnership’s taxable 
year equals 150 percent of the highest 
applicable Federal rate, at the appro-
priate compounding period or periods, 
in effect at any time from the time 
that the right to the preferred return 
or guaranteed payment for capital is 
first established pursuant to a binding, 
written agreement among the partners 
through the end of the taxable year. A 
partner’s unreturned capital equals the 
excess of the aggregate amount of 
money and the fair market value of 
other consideration (net of liabilities) 
contributed by the partner to the part-
nership over the aggregate amount of 
money and the fair market value of
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other consideration (net of liabilities) 
distributed by the partnership to the 
partner other than transfers of money 
that are presumed to be guaranteed 
payments for capital under paragraph 
(a)(1)(ii) of this section, transfers of 
money that are reasonable preferred 
returns within the meaning of this 
paragraph (a)(3), and operating cash 
flow distributions within the meaning 
of paragraph (b)(2) of this section. 

(4) Examples. The following examples 
illustrate the application of paragraph 
(a) of this section:

Example 1. Transfer presumed to be a guaran-
teed payment. (i) A transfers property with a 
fair market value of $100,000 to partnership 
AB. At the time of A’s transfer, the partner-
ship agreement is amended to provide that A 
is to receive a guaranteed payment for the 
use of A’s capital of 10 percent (compounded 
annually) of the fair market value of the 
transferred property in each of the three 
years following the transfer. The partnership 
agreement provides that partnership net tax-
able income and loss will be allocated equal-
ly between partners A and B, and that part-
nership cash flow will be distributed in ac-
cordance with the allocation of partnership 
net taxable income and loss. The partnership 
would be allowed a deduction in the year 
paid if the transfers made to A are treated as 
guaranteed payments under section 707(c). 
Under the partnership agreement, that de-
duction would be allocated in the same man-
ner as any other item of partnership deduc-
tion. The partnership agreement complies 
with the requirements of § 1.704–1(b)(2)(ii)(b). 
The partnership agreement does not provide 
for the payment of a preferred return and, 
other than the guaranteed payment to be 
paid to A, no transfer is expected to be made 
during the three year period following A’s 
transfer that is not an operating cash flow 
distribution (within the meaning of para-
graph (b)(2) of this section). Assume that the 
highest applicable Federal rate in effect at 
the time of A’s transfer is eight percent com-
pounded annually. 

(ii) The transfer of money to be made to A 
under the partnership agreement is charac-
terized by the parties as a guaranteed pay-
ment for capital and is determined without 
regard to the income of the partnership. The 
transfer is also reasonable within the mean-
ing of § 1.707–4(a)(3). The transfer, therefore, 
is presumed to be a guaranteed payment for 
capital. The presumption set forth in § 1.707–
3(c) (relating to transfers made within two 
years of each other) thus does not apply to 
this transfer. The transfer will not be treat-
ed as part of a sale of property to the part-
nership unless the facts and circumstances 
clearly establish that the transfer is not a 

guaranteed payment for capital but is part of 
a sale. 

(iii) The presumption that the transfer is a 
guaranteed payment for capital is not rebut-
ted, because there are no facts indicating 
that the transfer is not a guaranteed pay-
ment for the use of capital.

Example 2. Transfers characterized as guar-
anteed payments treated as part of a sale. (i) C 
and D form partnership CD. C transfers prop-
erty with a fair market value of $100,000 and 
an adjusted tax basis of $20,000 in exchange 
for a partnership interest. D is responsible 
for managing the day-to-day operations of 
the partnership and makes no capital con-
tribution to the partnership upon its forma-
tion. The partnership agreement provides 
that C is to receive payments characterized 
as guaranteed payments and determined 
without regard to partnership income of 
$8,333 per year for the first four years of part-
nership operations for the use of C’s capital. 
In addition, the partnership agreement pro-
vides that— 

(A) Partnership net taxable income and 
loss will be allocated 75 percent to C and 25 
percent to D; and 

(B) All partnership cash flow (determined 
prior to consideration of the guaranteed pay-
ment) will be distributed 75 percent to C and 
25 percent to D except that guaranteed pay-
ments that the partnership is obligated to 
make to C are payable solely out of D’s share 
of the partnership’s cash flow. 

(ii) If D’s share of the partnership’s cash 
flow is not sufficient to make the guaranteed 
payment to C, then D is obligated to con-
tribute any shortfall to the partnership, even 
in the event the partnership is liquidated. 
Thus, the effect of the guaranteed payment 
arrangement is that the guaranteed payment 
to C is funded entirely by D. The partnership 
agreement complies with the requirements 
of § 1.704–1(b)(2)(ii)(b). Assume that, at the 
time the partnership is formed, the partner-
ship or D could borrow $25,000 pursuant to a 
loan requiring equal payments of principal 
and interest over a four-year term at the 
current market interest rate of approxi-
mately 12 percent (compounded annually). 
Assume that the highest applicable Federal 
rate in effect at the time the partnership is 
formed is 10 percent compounded annually. 

(iii) The transfer of money to be made to C 
under the partnership agreement is charac-
terized by the parties as a guaranteed pay-
ment for capital and is determined without 
regard to the income of the partnership. The 
transfer is also reasonable within the mean-
ing of § 1.707–4(a)(3). The transfer, therefore, 
is presumed to be a guaranteed payment for 
capital. The presumption set forth in § 1.707–
3(c) (relating to transfers made within two 
years of each other) thus does not apply to 
this transfer. The transfer will not be treat-
ed as part of a sale of property to the part-
nership unless the facts and circumstances
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clearly establish that the transfer is not a 
guaranteed payment for capital and is part 
of a sale. 

(iv) For the first four years of partnership 
operations, the total guaranteed payments 
made to C under the partnership agreement 
will equal $33,332. If the characterization of 
those payments as guaranteed payments for 
capital within the meaning of section 707(c) 
were respected, C would be allocated $24,999 
of the deductions that would be claimed by 
the partnership for those payments, thereby 
leaving the balance in C’s capital account 
approximately $25,000 less than it would have 
been if the guaranteed payments had not 
been made. The guaranteed payments thus 
have the effect of offsetting approximately 
$25,000 of the credit made to C’s capital ac-
count for the property transferred to the 
partnership by C. C’s resulting capital ac-
count is approximately equivalent to the 
capital account C would have had if C had 
only contributed 75 percent of the property 
to the partnership. Furthermore, the effect 
of D’s funding the guaranteed payment to C 
(either through reduced distributions of cash 
flow to D or additional contributions) is that 
D’s capital account is approximately equiva-
lent to the capital account D would have had 
if D had contributed 25 percent of the prop-
erty (or contributed cash so that the part-
nership could purchase the 25 percent). More-
over, a $25,000 loan requiring equal payments 
of principal and interest over a four-year 
term at the current market interest rate of 
12 percent (compounded annually), would 
have resulted in annual payments of prin-
cipal and interest of $8,230.86. Consequently, 
the guaranteed payments effectively place 
the partners in the same economic position 
that they would have been in had D pur-
chased a one-quarter interest in the property 
from C financed at the current market rate 
of interest, and then C and D each contrib-
uted their share of the property to the part-
nership. In view of the burden the guaran-
teed payments place on D’s right to transfers 
of partnership cash flow and D’s legal obliga-
tion to make contributions to the partner-
ship to the extent necessary to fund the 
guaranteed payments, D has effectively pur-
chased through the partnership a one-quar-
ter interest in the property from C. 

(v) Under these facts, the presumption that 
the transfers to C are guaranteed payments 
for capital is rebutted, because the facts and 
circumstances clearly establish that the 
transfers are part of a sale and not guaran-
teed payments for capital. Under § 1.707–3(a), 
C and the partnership are treated as if C sold 
a one-quarter interest in the property to the 
partnership in exchange for a promissory 
note evidencing the partnership’s obligation 
to make the guaranteed payments.

(b) Presumption regarding operating 
cash flow distributions—(1) In general. 

Notwithstanding the presumption set 
forth in § 1.707–3(c) (relating to trans-
fers made within two years of each 
other), an operating cash flow distribu-
tion is presumed not to be part of a 
sale of property to the partnership un-
less the facts and circumstances clear-
ly establish that the transfer is part of 
a sale. 

(2) Operating cash flow distributions—
(i) In general. One or more transfers of 
money by the partnership to a partner 
during a taxable year of the partner-
ship are operating cash flow distribu-
tions for purposes of paragraph (b)(1) of 
this section to the extent that those 
transfers are not presumed to be guar-
anteed payments for capital under 
paragraph (a)(1)(ii) of this section, are 
not reasonable preferred returns within 
the meaning of paragraph (a)(3) of this 
section, are not characterized by the 
parties as distributions to the partner 
acting in a capacity other than as a 
partner, and to the extent they do not 
exceed the product of the net cash flow 
of the partnership from operations for 
the year multiplied by the lesser of the 
partner’s percentage interest in overall 
partnership profits for that year or the 
partner’s percentage interest in overall 
partnership profits for the life of the 
partnership. For purposes of the pre-
ceding sentence, the net cash flow of 
the partnership from operations for a 
taxable year is an amount equal to the 
taxable income or loss of the partner-
ship arising in the ordinary course of 
the partnership’s business and invest-
ment activities, increased by tax ex-
empt interest, depreciation, amortiza-
tion, cost recovery allowances and 
other noncash charges deducted in de-
termining such taxable income and de-
creased by— 

(A) Principal payments made on any 
partnership indebtedness; 

(B) Property replacement or contin-
gency reserves actually established by 
the partnership; 

(C) Capital expenditures when made 
other than from reserves or from bor-
rowings the proceeds of which are not 
included in operating cash flow; and 

(D) Any other cash expenditures (in-
cluding preferred returns) not deducted 
in determining such taxable income or 
loss.
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(ii) Operating cash flow safe harbor. 
For any taxable year, in determining a 
partner’s operating cash flow distribu-
tions for the year, the partner may use 
the partner’s smallest percentage in-
terest under the terms of the partner-
ship agreement in any material item of 
partnership income or gain that may 
be realized by the partnership in the 
three-year period beginning with such 
taxable year. This provision is merely 
intended to provide taxpayers with a 
safe harbor and is not intended to pre-
clude a taxpayer from using a different 
percentage under the rules of para-
graph (b)(2)(i) of this section. 

(iii) Tiered partnerships. In the case of 
tiered partnerships, the upper-tier 
partnership must take into account its 
share of the net cash flow from oper-
ations of the lower-tier partnership ap-
plying principles similar to those de-
scribed in paragraph (b)(2)(i) of this 
section, so that the amount of the 
upper-tier partnership’s operating cash 
flow distributions is neither overstated 
nor understated. 

(c) Accumulation of guaranteed pay-
ments, preferred returns, and operating 
cash flow distributions. Guaranteed pay-
ments for capital, preferred returns, 
and operating cash flow distributions 
presumed not to be part of a sale under 
the rules of paragraphs (a) and (b) of 
this section do not lose the benefit of 
the presumption by reason of being re-
tained for distribution in a later year. 

(d) Exception for reimbursements of pre-
formation expenditures. A transfer of 
money or other consideration by the 
partnership to a partner is not treated 
as part of a sale of property by the 
partner to the partnership under 
§ 1.707–3(a) (relating to treatment of 
transfers as a sale) to the extent that 
the transfer to the partner by the part-
nership is made to reimburse the part-
ner for, and does not exceed the 
amount of, capital expenditures that— 

(1) Are incurred during the two-year 
period preceding the transfer by the 
partner to the partnership; and 

(2) Are incurred by the partner with 
respect to— 

(i) Partnership organization and syn-
dication costs described in section 709; 
or 

(ii) Property contributed to the part-
nership by the partner, but only to the 

extent the reimbursed capital expendi-
tures do not exceed 20 percent of the 
fair market value of such property at 
the time of the contribution. However, 
the 20 percent of fair market value lim-
itation of this paragraph (d)(2)(ii) does 
not apply if the fair market value of 
the contributed property does not ex-
ceed 120 percent of the partner’s ad-
justed basis in the contributed prop-
erty at the time of contribution. 

(e) Other exceptions. The Commis-
sioner may provide by guidance pub-
lished in the Internal Revenue Bulletin 
that other payments or transfers to a 
partner are not treated as part of a sale 
for purposes of section 707(a)(2) and the 
regulations thereunder. 

[T.D. 8439, 57 FR 44981, Sept. 30, 1992; 57 FR 
56444, Nov. 30, 1992]

§ 1.707–5 Disguised sales of property to 
partnership; special rules relating 
to liabilities. 

(a) Liability assumed or taken subject to 
by partnership—(1) In general. For pur-
poses of this section and §§ 1.707–3 and 
1.707–4, if a partnership assumes or 
takes property subject to a qualified li-
ability (as defined in paragraph (a)(6) 
of this section) of a partner, the part-
nership is treated as transferring con-
sideration to the partner only to the 
extent provided in paragraph (a)(5) of 
this section. By contrast, if the part-
nership assumes or takes property sub-
ject to a liability of the partner other 
than a qualified liability, the partner-
ship is treated as transferring consider-
ation to the partner to the extent that 
the amount of the liability exceeds the 
partner’s share of that liability imme-
diately after the partnership assumes 
or takes subject to the liability as pro-
vided in paragraphs (a) (2), (3) and (4) of 
this section. 

(2) Partner’s share of liability. A part-
ner’s share of any liability of the part-
nership is determined under the fol-
lowing rules: 

(i) Recourse liability. A partner’s share 
of a recourse liability of the partner-
ship equals the partner’s share of the 
liability under the rules of section 752 
and the regulations thereunder. A part-
nership liability is a recourse liability 
to the extent that the obligation is a 
recourse liability under § 1.752–1(a)(1) or 
would be treated as a recourse liability
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