
K Rations: Back to the Future With
Forfeiture Allocations

By Darryll K. Jones

The concept of ‘‘forfeiture allocations’’ is the most
intriguing feature of the proposed service partner regu-
lations.1 Forfeiture allocations apply when a service
partner makes an 83(b) election (and thus becomes an
‘‘83(b) partner’’) with respect to a partnership interest
obtained as compensation for services, and then later
forfeits the interest.2 The apparent goal of forfeiture
allocations is to retroactively erase the 83(b) partner’s
existence and then recast past events as if the 83(b)
partner never even existed.3 Allocations made to the
83(b) partner are reversed and those reversed partnership
items are allocated back to the original partners. To
consider that to be going ‘‘back to the future’’ is not
entirely accurate because, in some instances, forfeiture
allocations do not completely restore the reality that
would have been if the 83(b) partner never existed.
Under the proposed regulations, forfeiture allocations
sometimes take us only partially back to the future. The
subtle paradox is more than rhetorical. It is implicit in the
IRS’s internal debate, about which the Service seeks
comment,4 regarding the extent to which forfeiture allo-
cations should operate.

Let’s get the big picture out of the way before address-
ing forfeiture allocations. The proposed regulations very

nicely synthesize the rough and somewhat unsatisfactory
consensus regarding service partners. First, they reflect
Diamond v. Commissioner’s5 holding that the transfer of a
partnership interest, whether profit or capital, is indeed a
taxable event.6 Second, they reflect Campbell v. Commis-
sioner7 and Rev. Proc. 93-278 to the extent a service
provider may value her compensatory profit interest at
zero unless there is a contemporary or nearly contempo-
rary event eliminating the alleged inability to value the
interest. Third, the regulations conclude that section 83
applies to the receipt of a profit or capital interest for
services9 but the administrative nightmare of McDougal v.
Commissioner10 does not. Finally, the regulations reflect
Rev. Proc. 2001-4311 to the extent that a service provider
may be treated as a partner (that is, receive allocations)
even with respect to an unvested partnership interest.

There are nearly 35 years of literature and judicial
opinion on the second point — that a service provider’s
compensation can be assigned a zero value — but never
is the point made that a rational person would work for
nothing. The liquidation method, though, means that the
value of a partnership interest is equal to the cash that
would be distributed to the service provider if the
partnership liquidated immediately after the service pro-
vider’s entry.12 The value is necessarily zero, common
sense notwithstanding, if all that an 83(b) partner re-
ceives is a percentage of future profits. The law should

1See Internal Revenue Service, Partial Withdrawal of Notice
of Proposed Rulemaking, Notice of Proposed Rulemaking, and
Notice of Public Hearing: Partnership Equity for Services, 70
Fed. Reg. 29675-29683 (May 24, 2005).

2Prop. reg. section 1.704-1(b)(4)(xii), 70 Fed. Reg. 29681-29682.
3‘‘Forfeiture allocations are allocations to the service pro-

vider of partnership gross income and gain or gross deduction
and loss (to the extent such items are available) that offset prior
distributions and allocations of partnership items with respect
to the forfeited partnership interest. These rules are designed to
ensure that any partnership income (or loss) that was allocated
to the service provider prior to the forfeiture is offset by
allocations on the forfeiture of the interest.’’ 70 Fed. Reg. 29678.

4See infra note 22 and accompanying text.

5492 F.2d 286 (7th Cir. 1974).
6See Treas. reg. section 1.721-1(b)(1) regarding the receipt of a

capital interest in exchange for services.
7T.C. Memo. 1990-162, aff’d in part and rev’d in part, 943 F.2d

815 (8th Cir. 1991).
81993-2 C.B. 343.
9Although the word ‘‘property’’ clearly encompasses a part-

nership interest, a few commentators have argued that Congress
did not have partnerships in mind when it enacted section 83
and could not have intended it to apply to subchapter K.

1062 T.C. 720 (1974). Thus, a partnership is not treated as
having transferred a fractional interest in each of its assets when
it grants a capital interest to a service partner. McDougal’s
concept is undoubtedly correct and easy enough to understand,
but it results in incredible bookkeeping burdens because each
asset ends up having a split basis and book value. McDougal
continues to apply, though, when an individual transfers appre-
ciated or depreciated property in satisfaction of an obligation
even if the transfer results in the formation of a partnership.

112001-2 C.B. 191, Doc 2001-20855, 2001 TNT 150-11.
12In Notice 2005-43, 2005-24 IRB 1221, Doc 2005-11236, 2005

TNT 98-37, the IRS issued a proposed revenue procedure
intended to be effective on the date the regulations become final.
Section 4.02 defines liquidation value as ‘‘the amount of cash
that the recipient . . . would receive if, immediately after the
transfer, the partnership sold all of its assets . . . for cash equal to
the fair market value of those assets and then liquidated.’’
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incorporate economic rationality and, of course, nobody
works for nothing. Instead of valuing the profit interest
under the liquidation method, the law should have
determined the worth of the services and then rationally
assumed that the parties engaged in an equal exchange.
The profit interest would then be worth the determinable
value of the services. Ironically, the proposed regulations
purport to eliminate prior law substantive differences
between profit and capital interests. The liquidation
method, though, means that, as under prior law, vested
profit interests are always nontaxable and vested capital
interests are always taxable. I admit, though, that this is
all water under the bridge, spilled milk, and the horse
has left the barn. In fact, there is a different sort of
rationality — fiscal rationality — applying in the pro-
posed regulations. If the profit interest is valued at zero,
so too is the deduction. The solution eliminates admin-
istrative burdens and costs us nothing or very little,
particularly in a period of low progressivity.

There is one catch, though. The partnership must
comply with relatively simple paperwork and adminis-
trative requirements13 and one of those requirements is
that the partnership agreement must impose forfeiture
allocations if an 83(b) partner’s interest is forfeited.14 As
noted earlier, forfeiture allocations are designed to recast
the present as if the 83(b) partner had never existed. If the
partnership agreement makes provision for forfeiture
allocations, allocations to the 83(b) partner before forfei-
ture will be deemed in accordance with the partners’
interest in the partnership even though the 83(b) partner
is technically not an owner. The proposed regulations
contain an antiabuse provision designed to preclude the
use of 83(b) partners for intentional deferral. That provi-
sion states that if there was a plan that the 83(b) partner’s
interest would be forfeited, allocations to the 83(b) part-
ner before forfeiture will not be deemed in accordance
with the partners’ interest in the partnership.15 A simple
hypothetical demonstrates:

Tom and Jerry are partners in the TJ partnership.
Tom and Jerry both pay taxes at the highest mar-
ginal rate and neither have nonpartnership deduc-
tions or losses. In 2006 the partnership expects to
earn $10 million. Felix Inc. is a foreign corporation
that agrees to perform overseas services for the TJ
partnership in exchange for a 50 percent profit
interest. If Felix fails to perform through the year
2010, it will forfeit the profit interest. TJ transfers
the profit interest in 2005 and Felix makes a timely
83(b) election. The partnership agreement contains

all the administrative provisions required under the
proposed regulations. In 2006 TJ earns $10 million,
50 percent of which is allocated to Felix. TJ makes
no distributions. In 2010 Felix forfeits its interests
and TJ makes forfeiture allocations of $5 million
loss to Felix (thereby increasing A and B’s allocation
by $5 million).
We might refer to that as a ‘‘parking transaction’’ if the

results were actually planned and not simply a fortuitous
result for Tom and Jerry. The TJ partnership essentially
deducted and deferred taxes on $5 million in 2006.
Indeed, under the proposed regulations, T and J might
permanently exempt $5 million if the partnership has no
losses or deductions in 2009. That is because the pro-
posed regulations require forfeiture allocations of loss
and deduction only to the extent the partnership recog-
nizes loss and deductions in the year of forfeiture. If the
partnership has no loss or deduction in 2009, no forfei-
ture allocations are made and, hence, no losses are shifted
from Tom and Jerry to reverse the earlier shift of income
to Felix. In the absence of proof that the result was
planned, the partners will have succeeded in significant
deferral, particularly since forfeiture allocations are not
adjusted to present value. A different rule applies if the
83(b) partner had been allocated a net loss before forfei-
ture. In that case, the proposed regulations recapture the
83(b) partner’s loss by forcing the 83(b) partner to recog-
nize offsetting gain even if the partnership has no income
to allocate in the year of forfeiture. Even then, though,
forfeiture allocations do not fully restore reality to what it
would have been if the 83(b) partner had never existed.
Two examples in the proposed revenue procedure16

demonstrate the quandary:
PRS has two partners, A and B, each with a 50%
interest in PRS. On December 31, 2004, SP pays the
partnership $10 and agrees to perform services for
the partnership in exchange for a 10% partnership
interest. If SP terminates services on or before
January 1, 2008, SP forfeits any rights to any share
of accumulated, undistributed profits, but is en-
titled to a return of SP’s $10 initial contribution. SP
makes an election under 83(b) with respect to the
interest in PRS. The liquidation value of the interest
is $100 at the time the interest is transferred to SP.
PRS earns $500 of taxable income in 2005, and $1000
in each of 2006 and 2007. PRS transfers $225 each to
A and B and $50 to SP in 2005, but does not make
any transfers to SP in 2006 and 2007. The partner-
ship agreement provides that if SP’s partnership
interest is forfeited, SP’s distributive share of all
partnership items (other than forfeiture allocations)
will be zero with respect to the interest for the
taxable year of the partnership in which the interest
is forfeited. SP terminates services on September 30,
2007, and is repaid the $10 that SP paid for the
interest in 2004.

It is helpful, first, to determine the results that would
occur if the 83(b) partner had never existed. By the end of

13The partnership must elect the liquidation method in
writing and amend the partnership agreement so that if an 83(b)
partner’s interest is forfeited the partnership will make forfei-
ture allocations. Prop. Treas. reg. section 1.83-3(l), 70 Fed. Reg.
29680. Rather than amending the agreement, each partner can
state in writing that he or she will comply with the forfeiture
allocation requirement. Id.

14Prop. Treas. reg. section 1.704-1(b)(4)(xii)(b)(1), 70 Fed. Reg.
29681.

15Prop. Treas. reg. section 1.704-1(b)(4)(xii)(e), 70 Fed. Reg.
29862. 16Examples 6 and 7, Notice 2005-43.
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2007, the partners would each have tax and book ac-
counts of $1,495, determined as follows:

Under the facts as stated, and applying the proposed
regulations, the results appear as follows:

As noted earlier, prop. reg. section 1.704-1(b)(4)(xii) re-
quires the partnership to make forfeiture allocations to SP
in the year of forfeiture. The allocation amount should be
sufficient to return SP’s capital account to the value that
was included in compensation when SP made the 83(b)
election, thereby restoring the reality that would have
occurred if the 83(b) partner had never existed. SP’s
remaining and unsatisfied capital account balance would
then represent both the recaptured amount taxable to the
partnership under reg. section 1.83-6 and the denied

deduction to SP under section 83(b). Thus, SP should
receive an allocation of $100 loss.17 If the partnership had
at least $100 of deductions, the forfeiture allocation
provision would work precisely to restore the future as if
the 83(b) partner had never existed. The example,
though, does not specify whether the partnership has any
losses and indeed, the preamble anticipates the possibil-
ity and requests comments toward the proper solution:

In [some] circumstances, the partnership will not
have enough deductions and losses to fully offset
prior allocations of income to the forfeiting service
provider. It appears that, in such a case, section
83(b)(1) may prohibit the service provider from
claiming a loss with respect to partnership income
that was previously allocated to the service pro-
vider. However, a forfeiting partner is entitled to a
loss for any basis in a partnership that is attribut-
able to contributions of money or property to the
partnership (including amounts paid for the inter-
est) remaining after the forfeiture allocations have
been made. See §1.83-2(a). Comments are requested
as to whether the regulations should require or
allow partnerships to create notional tax items to
make forfeiture allocations where the partnership
does not have enough actual tax items to make such
allocations. Comments are also requested as to
whether section 83(b)(1) should be read to allow a
forfeiting service provider to claim a loss with
respect to partnership income that was previously
allocated to the service provider and not offset by
future allocations of loss and deduction, and if so
whether it is appropriate to require the other part-
ners in the partnership to recognize income in the
year of the forfeiture equal to the amount of the loss
claimed by the service provider.18

There is both a substantive and procedural reason why
the proposed regulations should require notional, reme-
dial, and offsetting allocations. Substantively, A and B are
actually $190 richer on forfeiture, not merely $90 richer.
Reg. section 1.83-6(c) ensures recognition of $90, but
nothing in the proposed regulation accounts for the
additional $100 accession to wealth that results from the
erasure of the 83(b) partner — that is, the $100 income
that was ‘‘parked’’ by virtue of the 83(b) partner’s exist-
ence. That additional $100 is section 61 gross income to A
and B. Even if the partnership did not plan for the 83(b)
partner’s forfeiture, there is no reason to provide the
partners with an additional deferral or exemption by not
accounting for that income immediately. On the other
hand, SP has suffered a loss for which a deduction is
appropriate. Section 83(b) deprives SP of a deduction for
the amount included on the 83(b) election, but the IRS has
already correctly determined that the penalty effect
should not apply to previously taxed earnings on that
amount. As the IRS points out, reg. section 1.83-2(a)

17The formula in prop. reg. section 1.704-1(b)(4)(xii)(c) pro-
duces a $100 forfeiture allocation. 70 Fed. Reg. 29682.

1870 Fed. Reg. 29678.

AB Book and Capital Accountsa

A B
$495 $495 initial balanceb

250 250 2005 allocation
(250) (250) 2005 distribution
495 495
500 500 2006 allocation
995 995
500 500 2007 allocation

$1,495 $1,495
aThe tax and book accounts are identical in all examples.
bThe facts state that a 10 percent interest after SP’s contri-
bution of $10 would be worth $100. The total value of the
partnership before the $10 contribution must therefore be
$990.

AB-SP Book and Capital Accounts
A B SP

$450 $450 $100 initial balancea

225 225 50 2005 allocation
(225) (225) (50) 2005 distribution
450 450 100
450 450 100 2006 allocation
900 900 200
545 545 (10) 2006 allocation/distributionb

$1,445 $1,445 $190
aThe initial balance reflects SP’s $10 contribution and $90
compensation, and A and B’s $495 initial contribution de-
creased by $45 allocated 162 deduction.
bIn 2006 the partnership would have $1,000 gross income
and $90 recapture income — allocated equally to A and B —
under Treas. reg. section 1.83-6. It would return SP’s $10.
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allows a deduction for the service provider’s noncom-
pensatory, previously taxed investment in the forfeited
property. Interim allocations — allocations made to the
83(b) partner before forfeiture — are sufficiently analo-
gous to noncompensatory investment by the 83(b) part-
ner that they too should generate a deduction. Remem-
ber, allocations are essentially distributed, taxed, and
reinvested wealth and are therefore substantively identi-
cal to amounts allowed under reg. section 1.83-2(a).
Notional requirements are appropriate procedurally be-
cause forfeiture allocations ‘‘are [quite correctly] de-
signed to ensure that any partnership income (or loss)
that was allocated to the service provider prior to the
forfeiture is offset by allocations on the forfeiture of the
interest.’’ The purpose is necessary to prevent unwar-
ranted deferral via intentional or unintentional parking
transactions.19 Thus, the partner’s tax and capital ac-
counts should appear as follows if the foregoing reason-
ing is correct (and assuming the partnership has no
deductions during the year of forfeiture):

Note that A and B’s tax and book accounts appear
precisely as they would if the 83(b) partner had never
existed, and SP is left with a nondeductible balance as
dictated by section 83(b). Also, the parking transaction
effect is fully reversed20 as to A and B. Ironically, the

proposed regulations approximate that result when the
83(b) partner had the benefit of previously allocated
losses. Still, even those results are not quite right because
the regulations require a notional allocation to SP without
an offset to A and B. Consider the following example
from the proposed revenue procedure:

PRS has two partners, A and B, each with a 50%
interest in PRS. On December 31, 2004, SP pays the
partnership $10 and agrees to perform services for
the partnership in exchange for a 10% partnership
interest. Under the terms of the partnership agree-
ment, if SP terminates services before January 1,
2008, SP forfeits any right to any share of accumu-
lated, undistributed profits, but is entitled to a
return of SP’s $10 initial contribution. SP’s partner-
ship interest is not transferable. The partnership
agreement provides that if SP’s partnership interest
is forfeited, SP’s distributive share of all partner-
ship items (other than forfeiture allocations) will be
zero with respect to the interest for the taxable year
of the partnership in which the interest is forfeited.
At the time of the transfer, the liquidation value of
the 10% partnership interest is $100, and SP makes
an election under §83(b) with respect to the interest.
In 2005, PRS earns $500 of taxable income, which is
allocated and distributed $225 to each of A and B
and $50 to SP. In 2006, PRS has net taxable loss of
$1000, $100 of which is allocated to SP. PRS does not
make any distributions in 2006. PRS has no items of
income, gain, loss, or deduction in 2007, other than
gross income recognized under §1.83-6(c). SP ter-
minates services on September 30, 2007, and is
repaid the $10 that SP paid for the PRS interest in
2004. PRS does not make any distributions in 2007,
other than the return of SP’s $10 contribution.

If the 83(b) partner never existed, the tax and book
accounts would appear as follows:

Under the facts as stated, and applying the proposed
regulations, the results appear as follows:

19Of course, in the absence of present value adjustments,
forfeiture allocations are hardly effective.

20Except, quite significantly, with regard to the time value of
money.

AB-SP Book and Capital Accounts
A B SP

$450 $450 $100 initial balancea

225 225 50 2005 allocation
(225) (225) (50) 2005 distribution
450 450 100
450 450 100 2006 allocation
900 900 200
545 545 (10) 2006 allocation/distributionb

1,445 1,445 190
50 50 (100) notional allocationsc

$1,495 $1,495 $90
aThe initial balance reflects SP’s $10 contribution and $90
compensation, and A and B’s $495 initial contribution de-
creased by $45 allocated section 162 deduction.
bIn 2006 the partnership would have $1,000 gross income
and $90 recapture income — allocated equally to A and B —
under Treas. reg. section 1.83-6. It would return SP’s $10.
cA and B should receive offsetting allocations to the extent of
the remedial allocation made to SP. Thus, if the partnership
actually had a $100 loss, no offsetting allocations would be
necessary because A and B would have borne the burden of
the loss but would be denied the corresponding deduction.
The result would be substantively identical to causing A and
B to recognize $100 income.

AB Book and Capital Accounts
A B

$495 $495 initial balance
250 250 2005 allocation

(250) (250) 2005 distribution
495 495

(500) (500) 2006 allocation
(5) (5)
5 5 contributiona

$0 $0
aThe partners would necessarily contribute or borrow an
additional $5 each to pay the liability that is represented by
their negative capital account balances.
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In 2007, the year of forfeiture, the partnership has $90
gross income under reg. section 1.83-6(c). It returns SP’s
$10 initial contribution and must make forfeiture alloca-
tions to the extent of its partnership items to SP. The
amount of the forfeiture allocation should be sufficient to
bring SP’s capital account to $90 — the amount previ-
ously included in gross income under section 83(b) as
well as the amount of loss for which a deduction is
denied under section 83(b). Thus, the forfeiture allocation
should be $100 (after taking into account the $10
distribution/return of initial contribution). But because
the partnership has only $90 income, the forfeiture allo-
cation is limited to that amount. After the forfeiture
allocation, the tax and book accounts appear as follows:

Note that SP’s tax and capital account is $80, which
means that SP has effectively deducted $10 of $90 initially
included under section 83(b). That, of course, violates the
rule that an 83(b) service provider may not deduct the
amount included if she subsequently forfeits the compen-
sation. Note also that the return of SP’s $10 initial
contribution must have been funded by contributions
from A and B, indicating that A and B will have borne the
burden of an additional $10 deductible expense while SP
has improperly deducted $10, the burden of which she

has not borne. The proper accounting would be to
allocate an additional $10 notional gain to SP, with an
offsetting notional loss of $10 divided equally between A
and B. The proposed regulations impose a ‘‘recapture’’
allocation of $10 to SP,21 but specifically disclaim an
offsetting allocation to A and B. Yet, A and B will have
suffered the burden of an additional $10 expense and in
the absence of an offset to the recapture, that expense will
be lost until liquidation. If the regulation allowed an
offset to A and B, the tax book accounts would appear as
follows:

Now the books (and the associated tax and economic
effect) will be precisely as they would have been if the
83(b) partner had never even existed. Forfeiture alloca-
tions take us precisely back to the future only if remedial
and offsetting allocations are required whenever the
partnership lacks sufficient items in the year of forfeiture.
If, indeed, the purpose is to retroactively erase the 83(b)
partner’s existence, remedial and offsetting allocations
are necessary and appropriate. The proposed regulations
should be amended accordingly.

21Section 4.04 of the proposed revenue procedure states:
If a . . . partnership interest with respect to which a
83(b) election has been made is forfeited the service
provider must include in ordinary income in the
taxable year of the forfeiture an amount equal to the
excess, if any, of (1) the amount of ordinary income or
gain that the partnership would be required to allocate
to the service provider under proposed 1.704-
1(b)(4)(xii) if the partnership had unlimited items of
gross income and gain, over (2) the amount of income
or gain that the partnership actually allocated to the
service provider under proposed 1.704-1(b)(4)(xii).

Notice 2005-43.

AB-SP Book and Capital Accounts
A B SP

$450 $450 $100 initial balancea

225 225 50 2005 allocation
(225) (225) (50) 2005 distribution
450 450 100

(450) (450) (100) 2006 allocation
$0 $0 $0

aThe initial balance reflects SP’s $10 contribution and $90
compensation, and A and B’s $495 initial contribution de-
creased by $45 allocated section 162 deduction.

AB-SP Book and Capital Accounts
A B SP

$450 $450 $100 initial balancea

225 225 50 2005 allocation
(225) (225) (50) 2005 distribution
450 450 100

(450) (450) (100) 2006 allocation
0 0 0
5 5 0 contributionb

$5 $5 $0
(10) distribution
90 forfeiture allocation

$80
aThe initial balance reflects SP’s $10 contribution and $90
compensation, and A and B’s $495 initial contribution de-
creased by $45 allocated section 162 deduction.
bA and B would be required to contribute $5 to fund the
return of SP’s $10.

AB-SP Book and Capital Accounts
A B SP

$450 $450 $100 initial balancea

225 225 50 2005 allocation
(225) (225) (50) 2005 distribution
450 450 100

(450) (450) (100) 2006 allocation
0 0 0
5 5 0 contributionb

5 5 0
(10) distribution on forfeiture
90 forfeiture allocation
80

(5) (5) 10 notional allocations
$0 $0 $90

aThe initial balance reflects SP’s $10 contribution and $90
compensation, and A and B’s $495 initial contribution de-
creased by $45 allocated section 162 deduction.
bA and B would be required to contribute $5 to fund the
return of SP’s $10.
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