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Sale of Partnership Interests  
November 11, 2019 

by John DePaola, Shane Rushing, John Rooney, and Jim Tod, Washington National Tax* 

Partners selling interests in partnerships with “hot assets”— including certain non-cancellable 
service contracts—may recognize ordinary income. The IRS recently argued that gain from 
the sale of a management company was predominately ordinary income because the majority 
of the company’s value related to service contracts. This article explains the potential 
significance of the IRS challenge and the importance of identifying customer value in 
connection with the sale of partnership interests.  

 

Taxpayers are often surprised when told that a portion of the amount realized from the sale of 
partnership interests may be treated as ordinary income for U.S. federal income tax purposes. They 
may incorrectly assume that, because partnership interests are capital assets, the entire amount 
realized from the sale results in capital gain or loss. Although the first part of section 7411 supports that 
expectation, a more careful reading of that section reveals that gain or loss is only capital in nature to 
the extent section 751(a) (governing “hot assets”, i.e., ordinary income-producing assets) doesn’t 
provide otherwise.  

  

                                                        
 
 
* John DePaola is a tax managing director, Shane Rushing is a partner, John Rooney is a director, and Jim Tod is a partner with 

the Passthroughs group of Washington National Tax. 
1  Unless otherwise indicated, section references are to the Internal Revenue Code of 1986, as amended (the “Code”) or the 

applicable regulations promulgated pursuant to the Code (the “regulations”). 
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Often overlooked, a partner’s share of the partnership’s value attributable to certain non-cancellable 
service contracts may cause a portion of the gain from the sale of partnership interests to be taxed at 
ordinary rates. A typical example of when section 751(a) may apply to customer contracts occurs in the 
private equity space, when owners of management entities sell a portion of their interests. Usually, the 
management company is classified as a partnership for income tax purposes. The management 
company generally enters into service contracts, such as those entered into with a fund. If those 
contracts are not cancellable by the service recipient for any period of time, the value associated with 
the non-cancellable portions is generally treated as a hot asset.2  

Generally, when interests in management companies are sold, the parties often secure valuations to 
determine the value of the non-cancellable portion of the contracts. For example, if a contract requires 
12-month notice prior to cancellation, taxpayers typically treat the value of the 12-month non-
cancellable portion of the contract as a hot asset and the rest of the value of the service contract as an 
intangible asset that is not a hot asset. Recently, the IRS argued that gain from the sale of a 
management company, Gávea Investimentos Ltda. (“Gávea” or the “Partnership”), was predominately 
ordinary income because the majority of the value related to service contracts (both cancellable and 
non-cancellable).3  

In light of this recent challenge, this article first discusses the events that led to the IRS’s challenge in 
the Gávea case. Next, we provide an overview of why certain customer-related value, specifically 
certain non-cancellable contracts, may fall within the definition of unrealized receivables. The article 
concludes with a discussion of the potential significance of the IRS’s challenge in Gávea and the 
importance of determining what portion of customer-related value may constitute a hot asset within the 
meaning of section 751(a). 

Background of the IRS’s Challenge in Gávea 

Founded by the former president of the Central Bank of Brazil, Gávea is an asset management 
business, focusing on hedge funds, illiquid strategy funds, and wealth management. Classified as a 
partnership for U.S. federal income tax purposes, Gávea had five classes of equity interests, or 
“Quotas,” some of which represented interests in cash flows from management or incentive fees from 
certain business lines. Other Quotas represented interests in the income attributable to future 
appreciation (i.e., a carried interest). 

                                                        
 
 
2  Section 751(c). See, e.g., Ledoux v. Commissioner, 77 T.C. 293, 307 (1981), aff’d per curiam, 695 F.2d 1320 (11th Cir. 1983) 

(A taxpayer in a partnership with a long-term contract to manage a dog track recognized ordinary income upon sale of his 

interest because the court held that the right to perform services and earn future income constituted an unrealized 

receivable.).  
3  See Petition for Readjustment of Partnership Items under I.R.C. Section 6226, at 14, 3F Administraҫão de Recursos Ltda. v. 

Commissioner, No. 8583-16 (filed April 12, 2016).  
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On November 1, 2010, J.P. Morgan Chase (“JPM”), through a subsidiary, agreed to purchase a 
majority interest in Gávea. Gávea obtained a contemporaneous valuation and purchase price allocation 
including the determination and valuation of the non-cancellable portion of Gávea’s service contracts  

from an independent, third party valuation firm. That valuation attributed approximately $62 million of 
the total $528 million gross asset value to the non-cancellable portion of service contracts of which only 
$4 million related to the Class A Quotas that were subject to the purchase and sale agreement.4  

In July of 2013, the IRS began an audit of the Partnership. The results of the audit led the IRS to issue 
a notice of Final Partnership Administrative Adjustment (“FPAA”) in late 2015. In the FPPA, the IRS 
asserted that at the time of the sale to JPM $525 million of Gávea’s $528 million gross asset value 
constituted unrealized receivables within the meaning of section 751(a). Declaring this determination 
arbitrary and capricious, one of the sellers, Arminio Fraga, petitioned the Tax Court for relief in April of 
2016.5 The IRS filed its answer to the petition in June of 2016, in which it held firm to its position that 
the FPAA issued in 2015 was correct.6 However, the IRS’s answer did not provide any insight into why 
the FPAA was correct in asserting that $525 million of Gávea’s $528 million gross asset value 
constituted unrealized receivables within the meaning of section 751(a).7 From the time the IRS 
answered the taxpayer’s petition in June of 2016 through June of 2019, the case sat on the Tax Court’s 
docket during which time the Tax Court granted multiple continuances.  

On June 24, 2019, the IRS filed a Motion for Entry of Decision with the Tax Court in which it asked the 
court to hold that $92.8 million of Gávea’s $528 million gross asset value constituted unrealized 
receivables within the meaning of section 751(a) and stated that the petitioning taxpayer did not object 
to this determination.8 The Tax Court granted the Motion for Entry of Decision on August 26, 2019, and 
made a final determination consistent with the IRS’s request, closing the case.9  

Application of Section 751(a) to Customer-Related Value and Service Contracts 

Section 751(a) requires a transferor partner to treat amounts received in exchange for all or part of the 
interest in the partnership attributable to (1) unrealized receivables, or (2) inventory items (collectively, 
“hot assets”) of the partnership as an amount realized from the sale or exchange of property other than 
a capital asset.10   

                                                        
 
 
4  JPM purchased 55 percent of the Class A Quotas. Thus, JPM purchased approximately $2.3 million of the value attributable 

to the non-cancellable portion of the service contracts. 
5  Petition for Readjustment of Partnership Items under I.R.C. Section 6226, 3F Administraҫão de Recursos Ltda. v. 

Commissioner, No. 8583-16 (filed April 12, 2016). 
6  Answer to Petition for Readjustment of Partnership Items under I.R.C. Section 6226, 3F Administraҫão de Recursos Ltda. v. 

Commissioner, No. 8583-16 (filed June 17, 2016). 
7  Id. 
8  Motion for Entry of Decision by Respondent, 3F Administraҫão de Recursos Ltda. v. Commissioner, No. 8583-16 (filed June 

24, 2019). 
9  Order and Decision, 3F Administraҫão de Recursos Ltda. v. Commissioner, No. 8583-16 (filed August 26, 2019). 
10  Section 751(a). 

 



Customer Value May Result in Ordinary Income from the Sale of Partnership Interests   page 4 

© 2019 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 
Cooperative (“KPMG International”), a Swiss entity. All rights reserved.  

The KPMG name and logo are registered trademarks or trademarks of KPMG International. 

Section 751(c) and the related regulations define the term “unrealized receivables” to include, to the 
extent not previously includible in income under the partnership’s method of accounting, any rights 
(contractual or otherwise) to payment for – 

(1) Goods delivered or to be delivered, to the extent the proceeds therefrom would be treated as 
amounts received from the sale or exchange of property other than a capital asset, or 

(2) Services rendered, or to be rendered.11 

Regarding the latter, the regulations clarify that those rights must arise under contracts or agreements 
existing at the time of sale, although the partnership cannot enforce payment until a later time.12 The 
value of a right to payment must include costs or expenses previously incurred but not taken into 
account under the partnership’s method of accounting, as well as the estimated costs of completing 
performance and the timing of future payments.13  

Before explaining why a service contract may fall under the definition of a section 751(c) unrealized 
receivable, two important points should be noted:  

First, only the current value of the contract price that may be received in the future represents 
an unrealized receivable, not the stated or possible contract price (i.e., future cash receipts). 
That is, the unrealized receivable is the current value of the profit that may be earned in the 
future related to that contract or agreement. When considering contracts as unrealized 
receivables, it is necessary to consider all future costs associated with providing services under 
the contracts, as well as the time value of the resulting profit based on when it is expected to be 
realized. Thus, valuation becomes essential once a contract is determined to be an unrealized 
receivable.  

Second, the value attributable to accounts receivables of an accrual basis partnership is 
generally excluded from the definition of an unrealized receivable because the partnership has 
already included that value in income under its method of accounting.14 The value associated 

                                                        
 
 
11  Section 751(c) (emphasis added). Several other specified items have been added to the definition of unrealized receivables 

under section 751(c), including: section 1245 property, section 1250 property, market discount bonds (as defined in section 

1278), mining property (as defined in section 617(f)(2)), stock in a DISC (as described in section 992(a)), stock in certain 

foreign corporations (as defined in section 1248), farm land (as defined in section 1252(a)), franchises, trademarks or trade 

names (referred to in section 1253(a)), certain gains on oil, gas or geothermal property, and certain income from the 

disposition of a short-term obligation (as defined in section 1283). 
12  Section 1.751-1(c)(1)(ii). 
13  Section 1.751-1(c)(2) and (3). 
14  Consider the following when analyzing whether value has already been included under the partnership’s method of 

accounting. First, value attributable to a cash basis partnership’s accounts receivable generally represents unrealized 

receivables because they have not been included in partnership income. Second, not all legal rights to payment are reflected 

in an accrual basis partnership’s accounts receivable. Sometimes, a partnership may not accrue a right to payment for 

unrendered services until meeting the “all-events test” under the section 451 regulations. Examples of the later situation 

include: (1) deferral of advanced payments received for services to be rendered, and (2) contracts accounted for under a 

long-term contract method of accounting.  



Customer Value May Result in Ordinary Income from the Sale of Partnership Interests   page 5 

© 2019 KPMG LLP, a Delaware limited liability partnership and the U.S. member firm of the KPMG network of independent member firms affiliated with KPMG International 
Cooperative (“KPMG International”), a Swiss entity. All rights reserved.  

The KPMG name and logo are registered trademarks or trademarks of KPMG International. 

with current accrued accounts receivables may be referred to as a “right to earned income.” In 
contrast, the value attributable to service contracts that may represent unrealized receivables is 
associated with a “right to earn income” that may generate ordinary income for the partnership 
in the future.  

Section 751(c)(2) and the regulations appear to indicate that the value of a “right to earn income” under 
existing service contracts may fall under section 751(c) if they represent a “right to payment.” Neither 
the Code nor regulations provide any guidance on how to define a “right to payment.”  

Historically, courts have liberally interpreted what constitutes a right to payment for services to be 
rendered, focusing on the partnership’s legal entitlement to enforce payment (presently or in the future) 
instead of contract formalities.15 Several key points can be taken from the various court decisions 
addressing whether a service contract represents an unrealized receivable, including the following: 

 The agreement need not obligate the partnership to perform services, but only provide the 
partnership the right to perform the services;16  

 To the extent a service recipient can cancel the service contract or agreement, preventing the 
service provider from earning future income, there is generally no legal right to payment under 
section 751(c);17  

 The mere expectation of payment or contract renewal is not an unrealized receivable;18 and  

 Service contracts with a short-term cancellation period (e.g., 30 to 60 days) may not cause the 
contracts to be treated as non-cancellable contracts because the related value resembles goodwill 
more than a “right to payment.”19  

                                                        
 
 
15  Logan v. Commissioner, 51 T.C. 482, 486 (1968) (holding that an unbilled fee satisfies section 751(c), although an express 

bilateral contract did not exist for the work performed because the partnership had a legal right to compensation for work 

performed for clients).  
16  Ledoux v. Commissioner, 77 T.C. 293, 294 (1981), aff’d per curiam, 695 F.2d 1320 (11th Cir. 1983) (The income to be earned 

by the partnership during the remainder of the contract constituted ordinary income under section 751.). 
17  Miller v. Commissioner, 181 Ct. Cl. 331, 10 (1967) (Addressing the application of section 751 in a situation where a service 

arrangement was cancellable at the will of the service recipient, the court reasoned that because the service arrangement 

was cancellable by the service recipient, the partnership had no legally enforceable right to provide services. And, because 

the partnership had no legally enforceable right “. . . there [could] be no claim that payments [related to the service 

arrangement] were for unrealized receivables.”).  
18  Boland v. Commissioner, T.C. Memo. 1972-233 (“…expectation that renewals of insurance business would be forthcoming 

would not . . . give rise to a right to receive income required by the definition of ‘unrealized receivables’…”).  
19  Baxter v. Commissioner, T.C. Memo. 1969-87. Baxter addressed contracts cancellable by the service recipient only after 

giving 30 or 60 days’ notice. Many interpret the case as providing a “grace period” or “de minimis” period where the non-

cancellable duration of the contract is limited to an administrative notice period. However, the court did not clearly provide 

for such an exception in its decision. The court neither addressed the fact that the partnership still had a right to income 

during the 30 or 60 day notice period nor how that factored into its decision to treat the sale of interests in the partnership as 

capital in nature. Further, we are not aware of any other case analyzing the application of section 751 to a contract 

cancellable by the service recipient on short notice. 
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What can be gathered from these court decisions is that a “right to payment” for purposes of section 
751(c) appears to require that the contract represent a legal right to provide services that is not 
cancellable by the service recipient (even though it may be cancellable by the partnership providing the 
services).  

In contrast to the value attributable to the non-cancellable portions of service contracts, which is 
generally treated as an unrealized receivable, the value attributable to contracts cancellable by the 
service recipient, or portions thereof, is generally not considered an unrealized receivable. Although no 
direct guidance under section 751 addresses the issue, case law generally treats value associated with 
contract renewals and continued customer patronage as goodwill.20 Many pre-section 197 cases 
generally held that, if a contract is terminable, the value associated with the contract is goodwill (or an 
asset similar to goodwill) because there is no legal right to future income and the potential income to be 
received is uncertain.21 That is, “the expectancy of continued patronage is the essence of goodwill,” and 
therefore a capital asset.22 Additionally, courts have characterized proceeds for customer lists as capital 
because the seller had no enforceable right to future ordinary income.23  

Potential Significance of the IRS’s Challenge and Eventual Settlement 

The fact that the IRS challenged the position taken by the Partnership and its members with respect to 
the portion of customer-related value treated as unrealized receivables is instructive. The IRS’s 
challenge should put taxpayers on notice that a portion of customer-related value may represent 
unrealized receivables for purposes of section 751 and that the IRS may be focusing its audit efforts on 
this issue. However, the outcome of the Gávea case does not appear to change the manner in which 
taxpayers should approach identifying and valuing customer-related value for purposes of applying 
section 751 as discussed in this article.  

Specifically with respect to sales of management company interests, management company service 
contracts are often only partially guaranteed and can be cancelled, at-will, after a contractually agreed 
upon notice period. Thus, only a portion of customer-related intangible value represents unrealized 
receivables for purposes of section 751(a) with the remaining value treated as akin to goodwill. As a 
result, valuing the non-cancellable portion of customer contracts is essential to establish that the 
appropriate amount of customer value is captured as unrealized receivables.  

                                                        
 
 
20  E.g., Estate of Diecks v. Commissioner, 65 T.C. 117, 124 (1975) (In the context of former section 341, “the expectation of 

renewal of a contract represented the expectation that a customer would return, and was a capital asset in the nature of 

goodwill.”); FSA 1992-0124-3 (CCH) (Jan. 24, 1992) (Under a mortgage servicing contract, the servicer’s right to receive 

payments other than for its services and goodwill comprised the capital asset component.).  
21  See, e.g., Boe v. Commissioner, 307 F.2d 339 (9th Cir. 1962) (holding that the value of terminable medical service contracts 

depended entirely on the expectancy of continued patronage, which is the, “essence of goodwill”).  
22  General Television, Inc. v. U.S., 449 F. Supp. 609, 613 (D. Minn. 1978), aff’d, 598 F.2d 1148 (8th Cir. 1979).  
23  See, e.g., Commissioner v. Killian, 314 F.2d 852 (5th Cir. 1963) (sale proceeds paid for the taxpayer’s customer lists and the 

right to write insurance in the future were appropriately capital).  
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Partnership Audit Considerations 

The centralized partnership audit regime (“CPAR”), enacted in the Bipartisan Budget Act of 2015, 
allows the IRS to audit partnerships and assess and collect tax at the partnership level on partnership 
adjustments to partnership-related items. Partnership-related items are broadly defined in the statute to 
include “any item with respect to a partnership (without regard to whether or not such item or amount 
appears on the partnership’s return and including an imputed underpayment and any item or amount 
relating to any transaction with, basis in, or liability of, the partnership) which is relevant in determining 
the tax liability of any person under Chapter 1.”24 Based upon the statute’s broad definition of a 
partnership-related item, it is likely that a partner’s share of the partnership’s section 751 property for 
purposes of applying section 751(a) is a partnership-related item because it is either: (1) an item that 
has its source in the partnership’s books and records that is relevant in determining the character of a 
partner’s gain or loss resulting from a sale or exchange of partnership interests; or (2) required to be 
reported by the partnership on Form 8308 or in connection with the information the partnership would 
need to provide to the partner for purposes of the statement required to be filed by the partner under 
section 1.751-1(a)(3) in the year a sale or exchange of partnership interests subject to section 751(a) 
occurs.25  

Prior to the CPAR regime coming into effect, partners not involved in a sale or exchange of partnership 
interests may not have been focused on potential exposure related to underreported section 751(a) 
amounts attributable to customer intangibles because the associated tax exposure was entirely born by 
the selling partner. However, CPAR now puts all partners in the partnership at risk to the extent section 
751(a) amounts are not properly reported by a selling partner. As a result, greater efforts should be 
placed on educating partners and partnerships on potential exposure resulting from underreported 
section 751(a) amounts attributable to service contracts when any partner sells or exchanges interests 
in the partnership. And, an appropriate analysis of the partnership’s service contracts should be 
completed contemporaneous to the sale or exchange. Additionally, partners looking to acquire interests 
in a partnership should consider what additional diligence efforts may be necessary with respect to 
potential section 751(a) exposure attributable to the partnership’s service contracts to determine 
whether any additional steps should be taken to minimize any potential exposure, including indemnities.  

 

 

The information in this article is not intended to be "written advice concerning one or more federal tax matters" subject to the requirements 

of section 10.37(a)(2) of Treasury Department Circular 230 because the content is issued for general informational purposes only. The 

information contained in this article is of a general nature and based on authorities that are subject to change. Applicability of the 

information to specific situations should be determined through consultation with your tax adviser. This article represents the views of the 

author or authors only, and does not necessarily represent the views or professional advice of KPMG LLP. 

                                                        
 
 
24  Section 6226(2)(B)(i). 
25  Note, a partner’s share of section 751(a) amounts are not reported directly on Form 8308, only the parties to the transfer to 

which section 751(a) might apply are required to be disclosed. 
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