
Fed Up with Your Business Partner?
Consider This Tax-Smart Tool to Go
Your Own Way

When it comes to business, blood is not always thicker
than water. Discord and disharmony can throw just about
any business partnership into a tailspin—even
partnerships involving family members who have known
each other their whole lives.

When that happens, the co-owners may decide they can
no longer work together effectively. They may be forced to
divvy up the business assets—a situation that can create
major tax and financial headaches to accompany the
intense interpersonal dramas being played out. 

The good news, at least financially speaking: There is a
strategy that can be used to mitigate, and potentially even
eliminate, the tax bill that too often gets generated when
businesses are divided up.

Intense disharmony and
infighting can force business
owners to formally end their
partnerships.

Tracking partnerships can
enable partners in certain types
of businesses to cut ties while
sidestepping big tax bills they
might otherwise incur.

Tracking partnerships satisfy key
IRS rules about keeping the
partnership intact, while also
immediately allowing the
partners to operate
independently.

Key Takeaways:



It’s called a tracking partnership. And if you own a business with a partner—a family member or otherwise—
you need to know how it works just in case the days comes when you and your partner decide to go your
own ways.

Important: For a business to make use of a tracking partnership, the company must be set up in the form of a
limited liability company or a partnership.

Why a tracking partnership may be necessary
All too often, family disputes lead to a division of family assets. A family with substantial real estate holdings,
for example, may find it necessary to divide the properties among its members if infighting makes collective
management impossible. 

Often a strategy called a 1031 tax-free exchange might be employed to swap properties between family
members in order to resolve the family dispute. In a nutshell, a 1031 exchange is a simple swap of properties
of equal value, with neither party to the exchange recognizing taxable income as long as no cash is involved in
the transaction.

The problem: 1031 exchanges are an option only if the properties are held individually or through single-
member limited liability companies. Multi-member limited liability companies and partnership interests are
specifically excluded from qualifying for 1031 tax-free exchange treatment. And—wouldn’t you know it—
assets like real estate and family businesses tend to be owned by multiple family members or partners, and
are taxed as partnerships. 

Consider this hypothetical scenario in which the working and personal relationship between a father and son
has completely broken down:

Father and son each hold a 50 percent interest in Black Acre
LLC, real estate valued at $1 million. The original cost of this
property was $400,000. 

They also each hold a 50 percent interest in White Acre LLC,
a property valued at $1 million with a tax basis of $700,000. 

If the father swapped his 50 percent interest in Black Acre
LLC for the son’s 50 percent interest in White Acre LLC
(making the father the 100 percent owner of White Acre
LLC, and the son the 100 percent owner of Black Acre LLC),
the father would be hit with a $300,000 gain, and the son
would see a $150,000 gain. 



This scenario would result in two very undesirable outcomes: 

The father and son together would recognize a $450,000
gain on which taxes would need to be paid. 

Since no cash would be generated by this transaction, the
money for the taxes would have to come out of their
pockets—possibly requiring the family to either sell some
liquid positions or borrow to pay the bill.

Tracking partnership advantages
To see the value of tracking partnerships, it’s important to first know that any asset—including an interest in
a limited liability company or a partnership—generally can be contributed to a partnership and distributed
from a partnership to a partner, tax-free. In addition, the carryover tax basis applies to both the property
contributed and the property distributed. 

Under this rule, the co-owners of the business or real estate could swap properties that do not qualify for a
1031 tax-free exchange (such as our Black Acre/White Acre example above). 

Congress, knowing that clever tax attorneys would abuse this rule, enacted certain limits to prevent taxpayers
from exploiting this opportunity. One of the biggest: To stay on the right side of the law, the partners need to
stay invested together for seven years. 

Of course, the idea of two or more people who are already at great odds with each other sticking together for
seven more years is far from attractive. Very often, such an arrangement will lead to ever greater acrimony—
and the high likelihood that the business will suffer. 

Fortunately, the tracking partnership makes it possible to satisfy this seven-year timing requirement while also
immediately allowing the partners to operate independently of one another—and to capture the financial
benefits of their respective business interests. 

In a tracking partnership, the business interests are divided immediately—allowing the partners to go their
own ways—but are treated for tax purposes as a partnership for the next seven years. 

The tracking partnership is a complex legal transaction. At its core, it uses division and segmentation. 



Each asset of the partnership is allocated to a particular
“tranche.” 

The tracking partnership agreement then assigns the
economic and managerial rights over each tranche to
the various partners of the partnership, with no
requirement that each partner have an interest in every
tranche. 

Often, that means each partner has his or her own
tranche and makes all the decisions concerning the
business interests placed in that particular tranche.

What’s more, only the partners assigned to a particular tranche share in the gains (or losses, as the case may
be) on the assets in that tranche. Consider this example:

Partner A contributes Property A to Tranche 1 of AB
Partnership. 

Partner B contributes Property B to Tranche 2 of AB
Partnership. 

Seven years after the contribution, Partner A receives
Property B through a partnership distribution. 

Partner A has a carryover basis in Property B.

Neither Partner A nor Partner B owes tax.

Partner B would be assigned all economic and managerial rights over Tranche 1. Partner A would be assigned
all economic and managerial rights over Tranche 2.   

The upshot: There is no need for the partners to work together, and they pay taxes only on the assets they
control. Perhaps most important, the tracking partnership does not break IRS rules, because contributed
partnership property has not been distributed from the partnership. Instead, the economic and managerial
rights have been divided inside the partnership—asset by asset.



Example #1: Non-1031-qualifying real estate

A brother (Dave) and sister (Anne) own fractional interests in Property A, Property B, and Property C. Each of
the properties is in its own limited liability company. 
 
Dave wants to sell his interests in these properties and buy 100 percent of a completely different property—
let’s call it Orion—from Anne. If Dave transferred his interests in these three properties in exchange for the
Orion property, the exchange would not qualify for tax-free treatment under Section 1031—and Dave would
realize any unrealized gain from his interests in the shared properties, and would have to pay significant taxes.

As an alternative, Dave could form a tracking partnership and contribute his interests in the three properties
to the partnership. Anne would contribute Orion to it. 

Dave’s contribution would be assigned to Tranche A of the tracking partnership, and Anne would hold all
economic, managerial and liquidation rights to Tranche A. Conversely, Orion would be assigned to Tranche B,
and Dave would hold all economic, managerial and liquidation rights to Tranche B. After seven years, Anne
could liquidate Tranche A and directly own the interests in the three properties. Likewise, Dave could liquidate
Tranche B and directly hold Orion. 

The end result: Neither person pays taxes. 

Example #2: A contentious business situation between partners

That said, you don’t have to be part of a family-owned business to potentially benefit from a tracking
partnership. If there are business interests in limited liability companies or partnerships, and if there is a level
of discord that results in the joint owners preferring to go their separate ways, there is the potential for a big
tax bill.

Consider two unrelated business partners, Rick and Morty, who are each 50 percent owners in a
manufacturing operation and a trucking company. Infighting and friction have led to unresolvable discord
between the two—impairing their ability to run the companies.  

They decide that the only solution is for each partner to take over one of the businesses, so that they no
longer need to work together. Both of the businesses have been very successful; they are roughly equivalent
in value, and their respective values are in excess of their tax bases. If Rick were to sell his 50 percent interest
in the manufacturing company to Morty in exchange for Morty’s 50 percent interest in the trucking company,
there would be a taxable gain for both of them.  

As an alternative to triggering a taxable event, Rick forms a tracking partnership and contributes his 50
percent interest in the manufacturing company to it. Morty contributes his 50 percent interest in the trucking
company to the tracking partnership. 

The 50 percent interest in the manufacturing company would be assigned to Tranche 1, and Morty would
hold all economic, managerial and liquidation rights to Tranche 1. Conversely, the 50 percent interest in the 



trucking company would be assigned to Tranche 2, and Rick would hold all economic, managerial and
liquidation rights to Tranche 2. 

That results in Morty effectively controlling 100 percent of the manufacturing company and Rick effectively
controlling 100 percent of the trucking company—thus achieving the desired separation between the two of
them. The tranches could be liquidated after seven years without triggering a gain or a need to pay taxes. 

Conclusion
We sincerely hope you never experience such an intense level of discord with a business partner that you can
no longer co-manage your company effectively. Splitting up the partnership should almost always be the last
resort you consider. That said, if you’re prepared to move forward without each other, don’t make moves that
put money in Uncle Sam’s wallet. A tracking partnership can help ensure healthier bottom lines for you and
your future former partner.
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