
It’s the Ceiling Rule, Stupid!
By Darryll K. Jones

In the fourth edition of their useful text, Partnership
Income Taxation,1 Alan Gunn and James R. Repetti point
out an interesting collateral consequence of the recently
enacted Internal Revenue Code section 704(c)(1)(C).2
Without actually saying so, Gunn and Repetti prove that
section 704(c)(1)(C) constitutes a partial repeal of the
ceiling rule. Their proof also raises the possibility that
section 704(c)(1)(C) creates unexpected distortions. Gunn
and Repetti suggest that any repeal is probably unin-
tended in light of the legislative history’s failure to even
mention the rule or any of its ameliorative counterparts.
That at least a partial repeal occurs without the drafters’
explicit acknowledgment or intent, though, proves only
that total repeal is inevitable and even desirable. The
ceiling rule, you may agree, is merely a label implement-
ing a cerebral determination that a partnership should be
viewed as an entity and not just an aggregation of its
partners insofar as partnership allocations are concerned.
The determination is ultimately an irrelevant diversion.
Prof. Mark Gergen of the University of Texas explained
some time ago that the decision to refer to a partnership

as an entity or an aggregate is irrelevant to the real
questions concerning the proper tax consequence to
partners from partnership operations.3

We might learn something in that regard from other
languages. Germans, for example, when faced with an
obvious irrelevancy, usually shrug their shoulders and
remark, ‘‘macht nicht’’ (pronounced something like ‘‘mox
nix’’). They say it a lot because it’s important to eliminate
the irrelevant, lest errors occur. Translated and colloqui-
alized, the phrase means ‘‘it don’t mean a thing.’’ The
ceiling rule simply has no logical relevancy to the eco-
nomic benefits and burdens for which individual part-
ners should be accountable, taxwise. The ceiling rule
macht nicht. We should remember, too, that irrelevancy is
not benign. It is probably the case that errors in determi-
nation are directly proportional to the extent to which
irrelevant factors are taken into account.

Gunn and Repetti are skeptical about the notion that
section 704(c)(1)(C) is really intended to eliminate the
ceiling rule but their insight regarding the provision
suggests that elimination would be appropriate. The
American Jobs Creation Act of 2004 (P.L. 108-357) added
section 704(c)(1)(C) to prevent the transfer of losses. The
prototypical transaction to which the provision applies
involves a partner, A, who contributes stock worth
$40,000 with a basis of $50,000. Partner B contributes
$40,000. If A sells her interest to P, she will recognize
$10,000 loss attributable to the stock’s value. In the
absence of a 754 election, and before section 704(c)(1)(C),
the PB partnership could sell the stock and recognize the
same $10,000 loss inherent in A’s sale of her partnership
interest. Section 704(c)(1)(C)(ii) blocks the duplication
and transfer of loss by imposing a fair market value basis
on the built-in loss property for purposes of allocating
partnership items to noncontributing partners. When
built-in loss property neither appreciates nor depreciates
after contribution, section 704(c)(1)(C) works perfectly.
The PB partnership would recognize neither gain nor loss
on the subsequent sale of the property. But there are eight
different transactions — determined by reference to book
and tax gain or loss — to which the provision can apply.
Table 1 shows the four possible combinations of book and
tax gain or loss that may occur in two separate contexts.

1Alan Gunn and James R. Repetti, Partnership Income Taxation
(Foundation Press, 4th ed. 2005) at 87. See note 4 below and
accompanying text.

2Section 704(c)(1)(C) states:
704(c)(1)(C) if any property so contributed has a built-in
loss —

704(c)(1)(C)(i) such built-in loss shall be taken into
account only in determining the amount of items allo-
cated to the contributing partner, and
704(c)(1)(C)(ii) except as provided in regulations, in
determining the amount of items allocated to other
partners, the basis of the contributed property in the
hands of the partnership shall be treated as being equal
to its fair market value at the time of contribution.

For purposes of subparagraph (C), the term ‘‘built-in
loss’’ means the excess of the adjusted basis of the
property (determined without regard to subparagraph
(C)(ii)) over its fair market value at the time of contribu-
tion.

3‘‘There is a tendency to analyze partnership issues on the
basis of either an entity or an aggregate theory of partnership
tax. An entity theory views a partnership as a combination of
individual partners working for themselves. The theories are
purely descriptive and they ought not divert us from the
essential question under an income tax: Is there an increase in
wealth realized in a way that permits calculation and collection
of the tax owed?’’ Mark P. Gergen, ‘‘Reforming Subchapter K:
Special Allocations,’’ 46 Tax L. Rev. 1, 4 (1990).
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The column titled Tax Effect indicates whether the opera-
tion of section 704(c)(1)(C) creates a distortion and the
statutory cure for the distortion, if any.4 The first context
involves a sale of the property after the contributing
partner sells her interest (Transfer). The second involves
the sale of the property before the contributing partner
sells her interest (No Transfer).

As Gunn and Repetti point out, the prototypical
transaction to which section 704(c)(1)(C) applies involves
a transfer of a contributing partner’s interest while the
partnership still holds the contributing partner’s built-in
loss property and the property has neither appreciated
nor depreciated (Row 4, Table 1). By its literal terms,
though, the provision applies to the seven other transac-
tions identified in Table 1. Gunn and Repetti’s example
involves a sale of the built-in-loss asset before transfer,
resulting in a book gain/tax loss (Row 6, Table 1):

If § 704(c)(1)(C) is read literally, it applies even if the
contributing partner remains in the partnership. So,
if the partnership in this example had sold the
[stock] for $41,000, the non-contributing partner
would be allocated a $500 gain, just as if the
property’s basis when contributed had been
$40,000 [as required by section 704(c)(1)(C)(ii)]. The
contributing partner would apparently recognize a
$9,000 loss. In effect the ceiling rule would not
apply and part of the built-in loss would disappear.
It is unlikely that this result was intended. The
legislative history’s only examples involve transfers
and liquidations of the contributing partner’s inter-
est. If the drafters intended to abolish the ceiling
rule and the whole system of curative and remedial
allocations for contributions of property with
built-in losses, they likely would have said so.5

An examination of the tax/book balance sheet after the
transaction in the Gunn and Repetti hypothetical helps
drive home their point:

Note that A’s basis is $500 more than her book value.
That is caused by the allocation of only a $9,000 loss to A,
the other $500 loss being blocked by the ceiling rule. In
the absence of section 704(c)(1)(C), the partnership would
have recognized a $9,000 loss that would have been
allocated entirely to A, even though A would be poorer
by $9,500. B would have been richer by $500, but the
ceiling rule would have sheltered him from recognizing
that gain. There would have been a shift of a $500 loss
from A to B. A curative or remedial allocation would, of
course, correct the results to both partners.

Section 704(c)(1)(C)(ii) effectively repeals the ceiling
rule as it applies to B. But it leaves the ceiling rule in place
regarding A — who should recognize an additional $500
loss. At the same time, however, it deprives A of any
recourse except to await liquidation of her interest or the
partnership.6 That is because the curative methods sanc-
tioned by Treas. reg. section 1.704-3 are designed to
correct a shift in losses from A to B.7 Section 704(c)(1)(C)
preempts the shift that the curative and remedial meth-
ods were designed to correct. As a result, A is not

4The section 704(c)(1)(C) distortions are explained in the text
below.

5Gunn and Repetti, supra note 1, at 87.

6On liquidation, A would recognize a $500 loss. Section
731(a)(2).

7See Treas. reg. section 1.704-3(c)(1), (d)(1).

Table 1. The effects of section 704(c)(1)(C) on tax outcomes depending on book and tax gains or losses. Rows 4 and 8
denote a sale when the property neither appreciates nor depreciates after contribution.

Book Tax
Transfer Gain Loss Gain Loss Tax Effect

1 X X Distortion
754 cures

2 X X Distortion
754 cures

3 X X Distortion
754 cures

4 X No distortion
No Transfer Gain Loss Gain Loss Tax Effect

5 X X No distortion
6 X X Distortion

No cure
7 X X Distortion

No cure
8 X No distortion

Liabilities and Partners’ Capital
Assets: Capital:

AB BK AB BK
Cash 81,000 81,000 A 41,000 40,500

B 40,500 40,500
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suffering from an improper shift. Her suffering is caused
by the ceiling rule.8 Nor can the partnership simply
create a ‘‘notional’’ $500 tax loss for A because Treas. reg.
section 1.704-3(a)(1) explicitly prohibits that approach.9
In this instance, section 704(c)(1)(C) trades an unfairness
to the government (that B defer taxation on his $500
accession to wealth) for an unfairness to the taxpayer
(that A defer full deduction of her entire loss).

A’s suffering increases to the extent the stock re-
bounds. Suppose the stock’s value appreciates to $51,000
and the partnership immediately sells the stock (Row 7,
Table 1).10 The tax/book balance sheet would appear as
follows after the transaction:

Without section 704(c)(1)(C), B would have delayed rec-
ognition of $5,000 because the partnership would have
recognized only $1,000 to be allocated equally and the
ceiling rule would provide shelter to B. The section
704(c)(1)(C) basis forces B to recognize an amount equal
to his book allocation. It diverts the shift of a $5,000 loss
from A to B, but the $5,000 loss gets lost on its way back
to A. A still suffers because of the ceiling rule and none of
the safe harbor allocations can rescue her.

The truly ironic aspect of section 704(c)(1)(C) is that it
is intended to operate for partnerships holding built-in
loss property that have not made a 754 election, and then
only after the contributing partner has transferred her
interest. In fact, it works correctly in most cases only if the

partnership makes the 754 election presumed not to have
been made. The provision works as intended only when
it would have been unnecessary. A 754 election would
prevent the loss duplication and transfer that section
704(c)(1)(C) prevents, and section 704(c)(1)(C) works cor-
rectly only if a 754 election is in effect! Let’s reconsider
Gunn and Repetti’s hypothetical involving a two-person
partnership holding built-in loss property that has appre-
ciated by $1,000. If A sold her interest to P for $40,500, A
would recognize a $9,500 loss. When the partnership sells
the stock for $41,000, P and B each have $500 book and
tax gain, because section 704(c)(1)(C) imposes a $40,000
basis for P and B. The tax/book balance sheets appear as
follows:

Here again, section 704(c)(1)(C) prevents B from escaping
tax on his $500 accession to wealth. The effect is to repeal
the ceiling rule insofar as it relates to B. Still, the
provision causes P to be overtaxed. This result can be
avoided, and the outcome will be correct, only if there
was a 754 election in effect (Row 2, Table 1).11 Of course,
it is the presumption that there will be no 754 election
that prompted the enactment of section 704(c)(1)(C) in
the first place.

As with a sale before transfer, a sale after transfer
resulting in book gain and tax gain will only exacerbate
the problem. Assume the stock rebounds to $51,000 and
A sells her interest to P for $45,500. A would recognize a
$4,500 loss and P’s outside basis would be $45,500. If the
partnership immediately sold the stock, A and B would
each have $5,500 book and tax gain. The tax/book
balance sheet would appear as follows:

Section 704(c)(1)(C) will prevent the shift of a $5,500 loss
to B, but P will be overtaxed by $5,500. A 754 election
would have prevented that overtaxation and indeed

8The ceiling rule states, ‘‘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, loss, or deduction with respect to that property for
the taxable year (the ceiling rule).’’ Treas. reg. section 1.704-
3(b)(1). If that rule applied, B would not recognize a $500 gain
because the partnership recognized no gain; A’s loss is limited
to $9,000 even though she is $9,500 poorer because the partner-
ship recognized only a $9,000 loss. Section 704(c)(1)(C) repeals
the rule for B but leaves it in place for A.

9‘‘Nevertheless, in the absence of specific published guid-
ance, it is not reasonable to use an allocation method in which
the basis of property contributed to the partnership is increased
(or decreased) to reflect built-in gain (or loss), or a method
under which the partnership creates tax allocations of income,
gain, loss, or deduction independent of allocations affecting
book capital accounts.’’ Treas. reg. section 1.704-3(a)(1).

10The gain for A would be $500 because the basis with
respect to A is $50,000 and there would be $1,000 gain to the
partnership on the sale of the property. The gain for B would be
$5,500 because the basis for B would be $40,000 and there would
be an $11,000 gain on the sale of the property. A is actually
$5,000 poorer, as demonstrated by the difference between her
tax and book accounts, but the ceiling rule prevents her from
deducting the loss.

11A 754 election would result in a $500 positive basis
adjustment and that adjustment would offset the $500 gain
allocated to P as a result of section 704(c)(1)(C). See Treas. reg.
sections 1.743-1(b)(1) and 1.743-1(j)(3).

Liabilities and Partners’ Capital
Assets: Capital:

AB BK AB BK
Cash 91,000 91,000 A 50,500 45,500

B 45,500 45,500

Liabilities and Partners’ Capital
Assets: Capital:

AB BK AB BK
Cash 81,000 81,000 P 41,000 40,500

B 40,500 40,500

Liabilities and Partners’ Capital
Assets: Capital:

AB BK AB BK
Cash 91,000 91,000 P 51,000 45,500

B 45,500 45,500
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would render section 704(c)(1)(C) unnecessary insofar as
loss transfer or duplication is the true concern (Row 3,
Table 1).12

In one instance, section 704(c)(1)(C) actually trades
one big harm to government for a smaller harm to
government. If the built-in loss property depreciates even
further after contribution, a sale after A transfers her
interest will result in undertaxation to P (Row 1, Table 1).
Assume, for example, that the stock’s value decreases to
$39,000 after A contributes it to the AB partnership. A
then sells her interest to P for $39,500, recognizing a
$10,500 loss. If PB sells the stock for $39,000, it will
recognize a $1,000 loss because section 704(c)(1)(C) man-
dates a basis of $40,000 for P and B. P and B will both
recognize a $500 loss. That is correct for B, but incorrect
for P. The tax/book balance sheet would appear as
follows:

In that case, section 704(c)(1)(C) again works correctly
to prevent a duplicate loss to P — P would have been
allocated a loss of $10,500 in the absence of section
704(c)(1)(C). The provision works incorrectly, though, to
the extent it allows P to recognize a $500 loss, which
results from treating the basis of the property as $40,000
with respect to both P and B. A 754 election would correct
that result,13 but the partnership has no reason to make
the election and, in fact, section 704(c)(1)(C) is based on
the assumption that 754 does not apply.

So just what is going on here? Section 704(c)(1)(C) is
supposed to fix a problem arising from the failure to
make a 754 election. In the Gunn and Repetti hypotheti-
cal involving book gain and tax loss, section 704(c)(1)(C)
creates distortions that cannot be fixed under existing
regulations. In the situation to which the provision is
intended to apply — a transfer by the contributing
partner when no 754 election is in effect — section
704(c)(1)(C) actually works correctly only when there is a
754 election in effect. What section 704(c)(1)(C) really
does is repeal the ceiling rule that previously allowed the
shift of loss to noncontributing partners. It creates other
distortions, though, by interacting with a remnant of the
ceiling rule, the part that continues to apply to the

contributing or transferee partner.14 That section
704(c)(1)(C) was enacted and is effective only because it
partially repeals the ceiling rule with respect to noncon-
tributing partners and their transferees raises the ques-
tion whether the ceiling rule is necessary at all. It
certainly has no logical relevancy to the proper tax
treatment of partners. Gunn and Repetti instinctively
suggest that regulations should avoid a literalistic repeal
of the ceiling rule, most likely because such a dramatic
change ought to be explicitly acknowledged and in-
tended. It is, of course, debatable whether an explicit
congressional statement is required because the ceiling
rule is articulated only in the regulations.15 The distor-
tions arising from section 704(c)(1)(C) suggest instead
that it would be better if the regulation drafters followed
the literal implications and, instead of drafting around
section 704(c)(1)(C) to avoid repealing the ceiling rule,
finally repealed what’s left of the ceiling rule.

12A 754 election would result in a $5,500 positive basis
adjustment and that adjustment would offset the $5,500 gain
allocated to P as a result of section 704(c)(1)(C).

13A 754 election would result in a $500 negative basis
adjustment and that adjustment would offset the loss allocated
to P as a result of section 704(c)(1)(C). See Treas. reg. sections
1.743-1(b)(1) and 1.743-1(j)(3).

14We might conclude that the ceiling rule was entirely
repealed a long time ago — except when the partners want it to
apply — because the curative and remedial methods eliminate
its effects. Section 704(c)(1)(C) actually reincarnates the ceiling
rule for partners who contribute built-in loss property.

15But partners derive their tax items from the partnership.
See section 702. In any event, Treasury effectively repealed
portions of the ceiling rule without explicit congressional direc-
tive when it authorized the curative and remedial allocation
methods.

Liabilities and Partners’ Capital
Assets: Capital:

AB BK AB BK
Cash 79,000 79,000 P 39,000 39,500

B 39,500 39,500
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