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Partnership Accounting for
Contributed Property

Family offices and holding companies find that gsenpass-through
entity such as a partnership or LLC to hold investita has many
advantages. It is common for a family to hold @éaasset such as a
parcel of real estate for which they have a vewytiax basis. Often it is
advantageous to form a pass-through entity andiboie the property
to this entity.

This case study outlines a fictitious situation veha family transfers
real property to a pass-through entity and stat®kbping the property.
It then describes how the family uses Financiality@o!® for estate
planning and accounting for the business actiatgted to the property.

Objectives of the Family

Ouir fictitious family has all of the following objéves:

» Begin the yearly transfer of ownership of thigjillid asset to
children or grandchildren. A senior generation ofiees this as part
of their estate planning.

* Create an entity that can hold property and opes& business.
This entity can also protect family members fromspeal liability in
the event of lawsuits involving the property.

* Allow a non-family member who has been a trusteg@leyee of the
family for many years to participate in the finad@uccess of the
venture.

» Create an ownership situation whereby they carodisicthe value of
assets so that they can transfer a larger porfitmeqproperty than
they could through straight gifting. This is noveoed in this case
study.
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The Situation for this Case Study

The Family

The Land

Trusted Family
Manager

The
Development
Plan

This case study uses a fictitious family and tksguation to illustrate
how to account for a partnership used to meet jectves described
above.

This example involves the Smith family that opesasiesecond and third
generation family office. The original Smith fam#yarted a garage door
manufacturing business outside of a major metrtgokrea after World
War II. The family members and their generatioresas follows:

* Ted and Louise Smith were the first generation. He died in 1979.
She died in 1983.

» John Smith is the son of Ted and Louise. He has managed the
family business since 1972. He marrizthe and together raised two
children. John and Jane represent the second gienesiad currently
hold title to the assets.

* Mike Smith is the eldest son and has worked in the familyrmss
for many years. He is now divorced.

 Steve Smith is the second son. He marrikdm and has three
children. Both Kim and Steve are very active infdmmily business.

The parents own a 120-acre tract of land near amady that they want
to subdivide and then build approximately 200 srigimily homes.
Since the father inherited the land from his fatliee parent’s tax basis
is only $1.2 million. They had the land appraisgdah outside firm to be
currently worth $8 million.

Mr. David Lloyd has worked for the family for maggars and will be
overseeing this real estate project. The familyte/&im to have an
equity ownership in the partnership and to parétagn the profits as the
partnership sells the land. He has agreed to torérisome of his own
money in order to participate in this opportunithese funds will also
provide cash for the initial expenses that thergaship will incur.

The plan the family has developed is to complegefdiowing over the
next five years:

* Create the Smith Land Development, LLC entity o Re2004
where the parents contribute the land as theiridnion of
partnership capital.

* The trusted Family Manager contributes $200,00€ash on Dec 1,
2004. These funds come from money the family ldariém. The
transaction to provide these funds is outside tope of the
partnership and so is not addressed in this cadg.st

* Gift the maximum value of shares in the LLC allowsdler tax law
as an annual tax-free gift to their two childrewl éimeir daughter-in-
law on Dec 15, 2004 and again on Jan 15, 2005 acid year
thereafter. The gift to each child and the daugiméaw must be
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limited to $11,000 at market value or $22,000 fothbparents
combined.

» Sell 30 acres on one end of the land to a locatloper for $3
million.

* Retain $2 million of the proceeds from this firatesby the
partnership and plan to use those funds to dewbmpemaining 90
acres. It expects to incur land development castsdrveys, road
construction, and legal fees. The partnership glam®ld the $2
million as marketable securities that will earn samcome until
needed for development.

» Allocate to the partners at the end of the yeairthiestment income
generated by the marketable securities portfolio.

 Distribute the remaining $1 million to the partnersMarch 31,
2005 to pay the income taxes they will incur onghke of this first
parcel.

Legal Background

Partnership
Agreement

Accounting
Procedures

Gifts for Estate
Planning

We should clarify several legal issues up front.

The key document for the administration of the mpanghip is the
Operating Agreement. The attorneys for the famigate this agreement
after helping the family decide the exact termsaurvdhich they will
operate the partnership. It is not necessary sdase study to deal with
the many other legal issues covered in the patieegreement.

For the sake of understanding the accounting proresdised, this case
study refers to those aspects of the agreementddahtvith maintaining
capital accounts, allocating income, and distrifmitash. Anyone
responsible for accounting for a partnership mesbme very familiar
with these provisions of the agreement in ordensare their work is in
line with the intentions of the founding partners.

An experienced estate planning professional reatttisgcase may
observe that we have not taken advantage of otleeaghajor benefits
provided by a partnership. That is the ability tecdunt the market value
of assets by claiming that the value of ownershipquity in the
partnership is worth less than the same propottiosiaare of the asset.
This is a significant benefit received from usingaatnership.

The authors of this case chose not to illustratelénefit because it
would seriously distract the reader from the case purpose of
describing partnership accounting.
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Terminology

A good understanding of the key terms and theati@hship to other
terms is critical in a topic like this. The keyrtes include:

Pass-Through Entity - There are several different legal structures used
to accomplish the objectives of our family. The trmmmmon is to use
some form of gass-through entity that pays no tax at the entity level but
simply passes the tax liability through to the stees. Examples of these
entities include:

e Limited Liability Company (LLC)

» Family Limited Partnership

» Other forms of Limited Liability Partnerships (LLP)
* Sub-chapter S Corporation

» Various forms of trust agreements

It is outside the scope of this document to diseussh legal form is
appropriate in which cases. The example below assuhe family
chooses one of these forms of pass-through entities

Partnership — In this paper, we use the tepartnership to describe the
entity used by the family described below even gio might be a
Limited Liability Company (LLC). We use this ternetause the type of
accounting we will be using is generally describsgartnership
accounting.

Partners— We refer to the owners of this entity@stners. Technically,

if the entity is a Limited Liability Company, thevaers should be
referred to asnembers. The term partners fits better with the purpose of
explaining partnership accounting.

Units — The proper description for how ownership is didgd among
partners is by number of units. Units of an LLQpartnership serve the
same functions as shares of a corporation. Thigrdeat uses the terms
units, but the reader can interpret this as thévatgnt of shares in the
partnership.

Partnership Taxation Issues

Tax Code

The partnership is treated as a separate entigcfmyunting purposes,
but is not subject to income taxes itself. Accogdio tax law, items of
income, gain and loss, and deductions from pafti@perations are
initially determined at the partnership entity leaad then passed
through to the partners.

Because there is the potential for taxpayers tsapartnerships as a
means of avoiding taxation, Congress wrote Subehdpbf the Internal
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Revenue Code to define income tax policies formmasghips. Subchapter
K breaks down into four parts:

» Partnership operations (Sections 701-709)

» Contributions to partnerships (Sections 721-724)

» Distributions from partnerships (Sections 731-737)
» Transfers of partnership interests (Sections 743)-74

The three sections most important for accountimgértnerships used
by families and holding companies are:

» Section 704 (a) — This section provides that a partner’s shar@ef t
partnership income, gain, loss or deduction is gdlyedetermined
by the partnership agreement.

» Section 704 (b) — This section was designed to deal with potential
abuses of Section 704 (a). It states that if thenpeship agreement
provides an allocation which lacks “substantialresroic effect”,
then the partners share shall be determined “iardanice with the
partner’s interest in the partnership” taking iatmount all facts and
circumstances. Because this language is vague, éinerextensive
IRS regulations that interpret these rules for &eps.

e Section 704 (c) — This section defines the rules for distributing
capital gains when one member of the partnershriboted
property which had a tax basis different from i@rket value at the
time the partnership was formed. Because this icaséves exactly
this situation, we must address the provisionseictiSn 704 (c) in
distributing income when the partnership sells past of the land.

Accounting for Partner’s Equity — An Overview

To account properly for each partner’s equity,uker of Financial
Navigator should follow each step below:

1. Create a new entity in FN called Smith Land Develept LLC. This
entity is the partnership itself.

2. Set up in the Chart of Accounts the necessary alagitounts to record the
property or cash contributed by each partner. Wankiat the three
partners from the third generation will receiveitteguity in the
partnership as gifts from the second generatiooh fpartner receiving a
gift will need to have the same accounts as thergegeneration partners
making the gifts.

3. Identify how many different types of income we mtratk to comply with
the partnership agreement and the tax law.

4. Set up the necessary accounts in the Chart of Axtsda record the
distribution of the capital gain income from théesaf the property. This is
the most complex part of partnership accounting.
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5. Set up accounts in the Chart of Accounts to retdeeddistribution to the
partners of the investment income earned by thia@eship.

6. Set up accounts to record any cash distributiorstpahe partners.

7. Understand the equity accounts that Financial Newigautomatically
creates for the entity. Financial Navigator useséhto track the
partnership’s current and prior-year earnings.

8. Create accounts to hold the offsetting entriegifstributing income to the
partners.

9. Decide whether to record the income allocationsidigig simple journal
entries or the more advanced, pre-programmed Autoraatries.

The next section of this case study describes baadtiress each of
these steps in detail.

Partners’ Capital Accounts

The primary objective of partnership accountingpisnaintain accounts
to track the equity owned by each partner. Thistgds affected by
three factors:

» Contributed capital or equity received as a gdtiiranother partner

* Net Earnings by the partnership from sale of assedsinvestment
activities

» Distributions of cash to the partners

We must perform the accounting such that it trdbkspartner’s capital
accounts in accordance with the tax regulationst@gbartnership

agreement.
Tax Basisand  We first set up the accounts to track the contebyiroperty by the
Book Value second generation.
Accounts

Section 704(c) of the Internal Revenue Code requhat we report to
each partner their capital account based on taeibasis and book value
(market value) at the time of the capital contridwit We accomplish this
in Financial Navigator with each partner having fbleowing two
accounts:

» Partner Tax Basis— This account holds the tax basis of the parsner’
shares in the partnership based on:
0 The tax basis of the property contributed to thengaship as a
capital contribution by the investing partner.

0 The tax basis of the shares gifted from the papentrer to the
child-partner.

* Partner Built-in Gain — This account holds the difference between
the market value of the partner’s equity and tiebtsis at the time
of the partner’s contribution.
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Accounts for The second-generation partners, John and Janehaaetlthese two

Second and accounts because they contributed the land.
Third We know the tax basis of the individuals receivangift is the same as
Generation the basis of the individuals making the gift. THere, each of the three

members of the third generation will also have ¢hgmme accounts
because they are receiving their equity as amgifhfthe second

generation.
Distributed Partnership accounting requires that each paraner n account to
Income and record each type of income distributed to him or fibese accounts
Cash include:

Accounts . . .
» Capital Gain Income — As the partnership sells parts of the

property, it recognizes capital gain income andtrdisgribute that
income to its partners. Each partner needs an attouecord this
income. Section 704(c) sets out specific ruleshtw this capital
gain is to be allocated to the partners accordirtpeir tax basis in
the asset that was sold.

* Investment Income — After it sells the first part of the land, the
partnership will be holding bank deposits and maide securities.
These assets will generate investment incomettktan distributes
to the partners. Each partner needs to have amaictoreceive this
income.

e Cash Distributions — When the partnership distributes cash to
partners, the amount each partner receives redises her equity
in the partnership. For this partnership, we folkt common
practice of accounting for these distributions bayirg each partner
an equity contra-account. As the partnership mdigtgbutions, the
balances of these partners’ accounts have incigeasigative
balances offsetting their capital and distributezbime accounts.
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Chart of When completed with all of the above accountssthecture in the
Accounts Chart of Accounts looks like this:

- EQUITY
- 0WwWMERS'EQLITY
—-3 John Smitk:
-------- John Smith-T ax B asiz
-------- John Smith-Built-in G ain
-------- John Smith-Capital Gains
-------- John Smith-l nvestment [ne
-------- John Smith-Cazh Dist
--(3 Jane Smith:
-------- Jane Smith-Tax Basiz
-------- Jane Smith-Built-in G ain
-------- Jane Smith-Capital Gains
-------- Jane Smith-lnvestment [ne
-------- Jane Smith-Cazh Dist
-------- J&) Stk nterest Ine
-3 D Lloyd:
-------- 0. Lloyd-Tax Baziz
-------- 0. Llopd-Built-in Gain
-------- 0. Lloyd-Capital Gainz
-------- 0. Llayd-lnvestment Inc
-------- 0. Lloyd-Cagh Digt
=L Mike Smith:
-------- Mike Smith-Tax B azis
-------- Mike Smith-Built-in G.ain
-------- Mike Smith-Capital Gains
-------- Mike Smith-lrvestment [hc
-------- Mike Smith-Cazh Dizt
=-£3 Kim Smith:
-------- Kim Srith-T ax B asis
-------- Kirn Srith-Built-in G ain
-------- Kirn Srmith-Capital Gains
-------- Kirn Srmith-lnvestment [ne
-------- Kirn Srith-Cagh Digt
-0 Steve Smitk;
-------- Steve Smith-T ax Baziz
-------- Steve Smith-B uilt-in G ain
-------- Steve Smith-Capital Gaing
-------- Steve Smith-lnvestment I
-------- Steve Smith-Cagh Dist

Partnership Equity Accounts

This section deals with the accounts used to tifaelearnings of the
partnership as a whole. The previous section shdwedto account for
the ownership of the entity by the partner-investés this section
shows, these two types of accounts address twoatepspects of
partnership accounting.

8 © Copyright 2005 Financial Navigator Int'l. Allri  ghts reserved



Offset for
Earnings
Distributions

The partnership is an entity like any other accmgnéntity. Therefore, it
has these three standard accounts in the equiipsed the balance
sheet:

e Current Year Earnings— The balance in this account equals Net
Income on the bottom line of the Income Statement.

e Prior Year Earnings— This account is the total of earnings for all
previous years. This account appears before thrertuyear account
described above in the balance sheet.

* Unrealized Gain and L osses — This account appears in the earnings
section of the balance sheet but does not autoafigititow through
the income statement.

These accounts are automatically set up by FineBNexgator when it
creates the Chart of Accounts. They appear indoéyesection of the
balance sheet as follows:

F.etained Famings-Prior ¥ ears

Fetained Eamings-Cumrent Year
Unrealized Gains of Losses
TOTALEQUITY
TOTALLIABILITIES AND EQUITY

Accounting for a partnership is different from agonting for a
corporation or for individuals in one significanay Corporations and
individuals retain the earnings they generate. €le@snings, therefore,
remain in the retained earnings section of thertw&@laheet. On the other
hand, a partnership distributes all of its earnitoghe appropriate
accounts of its partners. A partnership needsdtewing additional
accounts to hold the offset of the distributed meo

* Current Year Allocated Income — This account serves as the offset
to the Net Income Current Year of the current ybat is distributed
back to the partners as equity. We use this sagmatwhen
allocating to the partners the capital gains oegtment income
earned by the partnership. We know we must allooatme to the
partners if the balance in this account is difféetean the balance of
the Net Income Current Year account maintainedraatally by
Financial Navigator. Stated another way, if thisamt has the same
balance as the Net Income Current Year, we knowawve allocated
all of the earning to the partners.

* Current Distributed UGL — This account serves as the offset to any
Unrealized Gains & Losses incurred from the contrdn of
appreciated assets to the partnership.

 Prior Year Allocated Income — This account holds the balances of
all income and losses distributed for prior yeatss account allows
us to close out the Current Year Allocated Incorepant into this
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account each year. Therefore, the balance in thee@iiyear
account starts at zero at the first of each year.

Appearance of Because the Current Year Earnings and Prior Yearifigs are

Equity Section  automatically included for every entity, it is mecessary to add them
manually to the Chart of Accounts. Therefore, whempleted, the
structure in the equity section of the Balance Shppears as:

Allocated Inmme:
Current Year All ocated nc
Current Drstributed TGL
Pror Year Allocated Inc
Total Allocated Income:
TOTAL OWNERS ' EQUITY
Fetained Famings-Prior ¥ ears
Fetained Famings-Cumrent Year
Unrealized Gainz or Loszes
TOTAL EQUITY
TOTAL LIABILITIES AND EQUITY

The Chart of Accounts is now complete. We are réadnter
transactions to reflect the formation of the parth& and its activity.

Transactions to Form the Partnership

The first accounting transactions record the ihftiading of the
partnership.

Initial Land To record the initial contribution of the land tnfl the LLC entity, we
Contribution make the following entry to begin the accountingtfe partnership on
December 1, 2004. The partnership received thedatite contributor’'s
tax basis:
Dr. LAND $ 1,200,000.00
Cr. John Smith Tax Basis $ 600,000.00
Cr. Jane Smith Tax Basis 600,000.00

Next, the land is updated to reflect its currentketivalue of $8 million:
Dr. LAND $ 6,800,000.00
Cr. Unrealized Gains & Losses $ 6,800,000.00

Finally, we distribute the build-in gain to the @apaccounts of each
contributing partner:

Dr. Distributed UGL $ 6,800,000.00
Cr. John Smith-Built-in Gain $ 3,400,000.00
Cr. Jane Smith-Built-in Gain 3,400,000.00
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Initial Capital We also make the entries to record the cash comgcbby Mr. David
Contribution Lloyd on December 1, 2004:

Dr. CASH $ 200,000.00

Cr. D. Lloyd-Tax Basis $ 200,000.00

Transactions for Gifting

We need to calculate the amounts to use in theadriions to reflect the
gifts from the parents to the third generation.

First, we determine the book value and tax basisdch gift of shares
and allocate that amount to the Capital-Tax Bast®ant for each child.

Book Value of  The LLC issued 1,000,000 units of ownership ingh&nership. We
Gift calculate the book value at $8.20 per unit as fidto
Price per Share = Total Value of Partnership /@000 units
Price per Share = $8,000,000 + $200,000 / 1,000:068.20
At $8.20 per unit, the partnership distributes 2,68 units to each of the

children (Mike and Steve) and the spouse (Kimftotal value of
$22,000 each ($11,000 from each parent):

Distributed Units = Max Value Allowed / Price penit)
Distributed Units = $22,000 / $8.20 = 2,682.93 sinit
Tax Basis of Now that we know the number of units, we need tovkithe tax basis of
Gift each unit.
The tax basis for the partnership’s initial asse&l1,400,000.00:

Initial Tax Basis = Land Contribution Tax Basis apital
Contribution Tax Basis

Initial Tax Basis = $1,200,000 + $200,000 = $1,000,
We calculate the Tax Basis per Unit in the partmierso be $1.40 as
follows:

Tax Basis per Unit = Initial Tax Basis / 1,000,001ts

Tax Basis per Share = $1,400,000 / 1,000,000 =0$1.4

The Tax Basis for the gift of units per partne$3756.10:
Tax Basis = Tax Basis per UnitDistributed Units
Tax Basis = $1.48 2,682.93 = $3,756.10.
Book Value We want to have a capital account for each patharepresents the
Adjustment difference between the book value and the tax bgscall this account
Built-in Gain and calculate it as the difference between theBlasis

and the Market Value of the gift. The amount fockeeecipient is
$16,585.37 determined as follows:

Built-in Gain = Tax Basis - Market Value
Built-in Gain = $22,000.00 - $3,756.10 = $18,243.90
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Entries to
Record Gifts

The entries we book on December 15, 2004 showdbteuating for the
gifts totaling $66,000:

Dr. John Smith-Built-in Gain $ 27,365.85
Dr. John Smith-Tax Basis 5,634.15
Dr. Jane Smith-Built-in Gain 27,365.85
Dr. Jane Smith-Tax Basis 5,634.15
Cr. Mike-Built-in Gain $ 18,243.90
Cr. Mike-Tax Basis 3,756.10
Cr. Kim- Built-in Gain 18,243.90
Cr. Kim-Tax Basis 3,756.10
Cr. Steve- Built-in Gain 18,243.90
Cr. Steve-Tax Basis 3,756.10

We repeat these transactions again on Jan 15,t@G@8ect the gifts for
the year 2005. After this second round of giftg, lalances in the third
generation accounts are exactly double the amautite above entry.

Transactions for the Sale of Contributed Assets

Sale of Low-
Basis Asset

12

On March 31, 2005, the partnership sells the 36-parcel for $3
million. The following are the transactions to agobfor the sale and
distribute the capital gains to the partners.

We record the sale of the capital asset like ahgranhvestment sale in
Financial Navigator. First, we calculate the boakuse and tax basis of
the 30 acres we sold:

Book value: (30 /120 acres) x $8 million = $2Iroi

Tax Basis: (30 /120 acres) x $1.2 million = $300,

This means we need to reduce the book value dattteon the
partnership books by $2 million and to record thpital gain of
$2,700,000.

The entry for the sale is:

Dr. Checking $3,000,000.00
Cr. LAND $ 2,000,000.00
Cr. Capital Gains-Long Term 2,700,000.00
Dr. Unrealized Gains & Losses 1,700,000.00

The partnership receives $3 million in proceedmfitbe sale so it
increases the checking account by this amount.

The first credit is to reduce the balance of tmellaccount by $2
million—the book value of the 30 acres.

Capital gains are increased by the difference batwiee proceeds
received ($3 million) and the tax basis ($300,00&2,700,000.
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Calculating
Ownership
Percentage

© Copyright 2005 Financial Navigator Int’l. All rig

Unrealized Gains & Losses is reduced by the diffeeebook value ($2

million) and the tax basis ($300,000).

Before we can distribute the above capital gaionne, we need to know

the ownership percentage for each partner.

You use the equity balances of each partner talzd&their ownership

percentage of the partnership based on total oveegusity. The
following illustrates a simple worksheet to caldaléhe % of Total

Owners’ Equity based on capital tax basis and habke adjustment:

% of Equity

% of Equity

EQUITY Balance w/ Lloyd w/o Lloyd
OWNERS' EQUITY
John Smith:
John Smith-Tax Basis $588,732.00 49.0610%
John Smith-Built-in Gain $3,345,268.00
Total John Smith: $3,934,000.00 47.9756% 49.1750%
Jane Smith:
Jane Smith-Tax Basis $588,732.00 49.0610%
Jane Smith-Built-in Gain $3,345,268.00
Total Jane Smith: $3,934,000.00 47.9756% 49.1750%
D. Lloyd:
D. Lloyd-Tax Basis $200,000.00 2.4390%
Mike Smith:
Mike Smith-Tax Basis $7,512.00 0.6260%
Mike Smith-Built-in Gain $36,488.00
Total Mike Smith: $44,000.00 0.5366% 0.5500%
Kim Smith:
Kim Smith-Tax Basis $7,512.00 0.6260%
Kim Smith-Built-in Gain $36,488.00
Total Kim Smith: $44,000.00 0.5366% 0.5500%
Steve Smith:
Steve Smith-Tax Basis $7,512.00 0.6260%
Steve Smith-Built-in Gain $36,488.00
Total Steve Smith: $44,000.00 0.5366% 0.5500%
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Income
Allocation to
Partners

Book Basis
Gain

We now need to make three distribution entriebéoartners. They are:
e Built-in Gain

 Tax Basis

* Reduction of the unrealized gain caused by the sale

The sections below explain each of these entriégiail.

Section 704(c) of the Internal Revenue Code saysu& allocate the
gain we recognize in the book value to those pestwhio were members
of the partnership while the gain occurred. This ¢ga$1 million
calculated as the difference between the procesgsved and the book
value of the land sold.

The following entry distributes the $1 million bogkin to the partners:
Dr. Allocated Income $ 1,000,000.00

Cr. John Smith-Capital Gains $ 479,756.00
Cr. Jane Smith-Capital Gains 479,756.00
Cr. D. Lloyd-Capital Gains 24,390.00
Cr. Mike Smith-Capital Gains 5,366.00
Cr. Kim Smith-Capital Gains 5,366.00
Cr. Steve Smith-Capital Gains 5,366.00

The Automatic Entry in Financial Navigator for thransaction looks
like:

4§ Automatic Entries

Faypees/Payar: Distribute Book Basiz Gain Far:  All Partners [7]
Account | Action | D 4. ArmountMerma L2
1 |7 Multiple Digtribution ﬂ |Net Distribution Armount j Cr = —
2 [Current Year Allocated Ine Enter Amount Dr.
T Jahn Smith-Capital G aine 2nd Armaount # Factor Cr. 0479756
T Jane Smith-Capital G aine 2nd Armaount # Factor Cr. 0479756
? D. Ulewd-Capital Gains 2nd Armaount # Factor Cr. 0.024330
? Mike Smith-Capital G ains 2nd Amount # Factor Cr. 0.00536E
7 Kim Smith-Capital Gains 2nd Amount % Factor Cr. 0.00536E
? Steve Smith-Capital Gaing 2nd Amount % Factor Cr. 0.00536E
T End Entries Fx
Ligt... ‘ Ingert ‘ Prev ‘ Feriodic Transactions. .. ‘ Address Info.. ‘ Fiint |
Copy to... ‘ Hull ‘ Hext ‘ Change Mame. . ‘ Cancel | Help |

Tax Basis Gain  Section 704(c) of the Internal Revenue Code algs s&@ must allocate

14

the gain we recognize over the tax basis and tipetdook basis to those
partners who contributed the asset with the lowbi@sis. This clearly
includes John and Jane Smith from the second gemerH also

includes the children in the third generation wiloeived shares of the
partnership as gifts. Their tax basis is the sasrth@basis of their
parents.

© Copyright 2005 Financial Navigator Int'l. Allri  ghts reserved



For this entry, we allocate the difference betwtentax basis and the
book value of the 30 acres to all of the partnecdueling Lloyd in
proportion to their tax basis in the partnership:

Dr. Allocated Income $ 1,700,000.00

Cr. John Smith-Capital Gains $ 834,037.00
Cr. Jane Smith-Capital Gains 834,037.00
Cr. Mike Smith-Capital Gains 10,642.00
Cr. Kim Smith-Capital Gains 10,642.00
Cr. Steve Smith-Capital Gains 10,642.00

The partners will report the above amounts as abgdtins taxable
income on their personal income tax returns.

Reduction in Lastly, the Unrealized Gain on the land was redume#i1, 700,000

Unrealized because of the sale of the 30 acres. Thereforenuwe also account for
(L3a|ns & this reduction in each of the owners’ Built-in Gaiccounts. The
osses

owners’ book values are adjusted in proportiorh&rtownership
percentage in the partnership—excluding Lloyd. @hty to rebalance
each Built-in Gain account looks like this:

Dr. John Smith-Built-in Gain $ 835,975.00
Dr. Jane Smith-Built-in Gain 835,975.00
Dr. Mike Smith- Built-in Gain 9,350.00
Dr. Kim Smith- Built-in Gain 9,350.00
Dr. Steve Smith- Built-in Gain 9,350.00
Cr. Distributed UGL $ 1,700,000.00

Allocating Investment Income

The partnership earns investment income on thesexzash it holds. All
of the partners receive a portion of the investnmegcame earned by the
partnership based on their individual ownershigestage in the
partnership.

The partnership received $60,000 worth of investrirmome during the
year. The entry we book on December 31, 2005 toilolige this is:

Dr. Allocated Income $ 60,000.00

Cr. John Smith-Investment Inc $ 28,785.37
Cr. Jane Smith-Investment Inc 28,785.37
Cr. D. Lloyd-Investment Inc 1,463.41
Cr. Mike Smith-Investment Inc 321.95
Cr. Kim Smith-Investment Inc 321.95
Cr. Steve Smith-Investment Inc 321.95

© Copyright 2005 Financial Navigator Int’l. All rig  hts reserved 15



Cash Distribution

The partnership is anticipating that it will neexth to pay for the
expenses of developing the land. Therefore, inageo retain as much
cash as possible. However, by selling the parclraf and distributing
this income to the partners’ capital accounts, edi¢he partners now
has a personal income tax liability for his or blkare of the gain.
Therefore, the partnership decides it should dhiste cash to the
partners to help them pay the income taxes theg heurred because of
the partnership activity.

On Dec 31, 2005, the partnership distributes $lianito the partners in
relation to the balances in their combined capitalounts. The entry for
these transactions is:

Dr. John Smith-Cash Dist $ 479,756.10
Dr. Jane Smith-Cash Dist 479,756.10
Dr. D. Lloyd-Cash Dist 24,390.25
Dr. Mike Smith-Cash Dist 5,365.85
Dr. Kim Smith-Cash Dist 5,365.85
Dr. Steve Smith-Cash Dist 5,365.85
Cr. Checking Account $ 1,000,000.00

Reporting for Partnership and Partners Capital Acco unts

Reports for the

Partnership

16

Financial reporting for a partnership must meet digdinct needs:

* For the Partnership asan Entity — Show the results of the
partnership as one operating entity. In many wtyese reports are
similar to any small business.

* For thelndividual Partnersas|nvestors— Tell each partner their
share of income and expenses that the partnerakipdssed through
to them. These amounts are reflected in the balaiheach partner’s
capital account. These reports are unique to patigereporting in
that their only purpose is to tell each partneniitially the effect of
the business activity on his or her capital accaunt

The main reports for the partnership as a wholkide

* Partnership Balance Sheet Analysis— A balance sheet for the
partnership as of Dec 31, 2005 is included at tited# this
document as Exhibit 1.

e Partnership Income Statement — A partnership income statement
for the year ending Dec 31, 2005 is included asitixB.

* Partnership Allocation — In order to distribute income
proportionally to the partners, we need to knowhgaartner’s
Capital Contribution + Accumulated Equity to cakuel the
percentage of the total for all partners:

© Copyright 2005 Financial Navigator Int'l. Allri  ghts reserved



EQUITY
OWHERS EQUITY
Johr 3mith § 3961785
Tate Bmith 3962785
D. Lloyd 201 463
Liike Bmith 445322
Eim 3mith 44,3332
Steve Bmith 443332

By using multiple equity accounts for each partiies,tax, book, and
accrued equity can be broken out individually:

EQUITY
OWHERS' EQUITY
John Bmithe
Johty 3mith-Tax Basis 588,732
Toht 3mith-Built-in Gain 2,509, 2973
Joht Bmith-C apital Gains 1,315,731
John Amith-Ttere st ent Ine 2ETES
Tohty 3mith-Cash Dist 470 7 a8
Total John Smith: 3962, 785
Jare Smith
JTatie 3mith-Tax Basis SER, 732
Tane Smith Built-in Gain 2,509, 2973
Tane SmithCapital Gans 1,315,731
Tatie AmithItrrestment [ne 2ETES
Tate SmitheC ash Dist -A79 T a6
Total Jane Smith: 3962, 785
D Lloyd
D Lloyd-Tax Basiz 200,000
D Lloyd-Crapital Gains 24,390
D Lloyd-Inve stim ent The 1,443
D. Lloyd-Cash Dist -24.390
Total D. Lloyd: 201 463

* Transaction Listings— For documentation of the critical entries
affecting all the partnership accounts, you shdade printout of
these entries. An example of these reports is staivilme end of this
document:

o0 Exhibit 3 — General Journal Transactions for 2004
o0 Exhibit 4 — General Journal Transactions for 2005
o Exhibit 5 — Checking Account Transactions for 2005

e Automatic Entries— Anyone performing an audit of the critical
calculations will benefit from a report showing tiéocation factors
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used for key income allocations. Here is an exdegpt such a

re port:
Smith Land Development, LL.C
Pavees With Automatic Entries
Year: 2005
Mo Payee Hame For Set# DueDate # How Cften
Account Action Dr.Cr. Amount
T Distritate Book Basis Gan &1 Pattrier g itreg
*E hhaltipl e Distribotion et Distritnation Aim oued Dr.
Cutrent Vear Allocated Ine (200 Etder At ourd Dt.
T ohin 3 mith-Capital Gains (417 2nd Amount x F actor Cr. 479754
Tatie 3mith-C apital Gaire (46) 2nd Amount x F actor Cr. ATIT56
D Lioyi-C apital Gains¢25) 2nd Amount x F actor Cr. 02439
Dlike Bmith Capital Crains (26 2nd Amount x Factor Cr. N0536a
Kim 3mith-C apital Gairs (27) 2rd Aot x F actor Cr. 005366
Steve 3mith-Capital Gamns (28) 2nd Amount x Factor Cr. 005366
Reports for The following Financial Navigator reports inforndimidual investors
Partners as about the activity in their capital accounts.

Investors « Partner Equity Summary — Some partners will only be interested in

seeing the current balances in their capital adsotiere is an
excerpt from such a report for John Smith:

Smith Land Development, LLC
E quity Analysis For Selected Accounts
Asof: December 31, 2005
Ealarwe
EQUITY
OWHERS'EQUITY
Joht Bmith:
Toht B3mith-Tax Basis SER 732
Joht Stith-Built-in Gain 2,509 2093
Johty Bmith-C apital Gains 1,315,731
JTohn 3mith-Iterestim ent Ine 2ETES
Toht B3mith-Cash Dist -4T0 T 56
Total John Smith: 2962785
TOTAL OWNERS EQUITY 3962, 785

» Transactionsfor Capital Accounts— Some partners will want to
see a report that shows their beginning capitab@at; each entry for
the period, and the ending account balance. Ex@ibitows this
report from Financial Navigator.
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Closing Out Accounts at Year-End

Partners
Capital
Accounts

Partnership
Distribution
Accounts

Reports for
New Year

After we complete all the year-end reporting, wed# close out the
balances in the accounts we used to record distriimiduring the year.
We enter these following transaction before weok@t the accounts to
begin entering transactions for the next year.

We record one set of entries for each partner anthar type of entry
for the partnership as its own entity.

We know that the taxable income reported by eactm@ancreases his
or her tax basis. Therefore, we make the follovéntyies to close out
the distributed income accounts into the Tax Bparsnership account
for John Smith:

Dr. John Smith—Cap Gains $ 1,315,731.00
Dr. John Smith—Investment Inc 28,785.37
Cr. John Smith—-Tax Basis $ 1,315,731.00

We know that the cash distributed to each padeereases his or her
tax basis. Therefore, we make the following entréeslose out the cash
distributions account into the Tax Basis partngrstacount for John
Smith:

Dr. John Smith—-Tax Basis $ 479,756.10

Cr. John Smith—Cash Dist $ 479,756.10

We repeat the above entries for each of the othergartners.

We have one last housekeeping function to complefere beginning
the new year.

We want the Current Year Allocated Income accoarsetrve as a check
for when we need to distribute current year padm@rincome. We
know Financial Navigator automatically closes dw& Current Year
Allocated Income account into the Prior Year Incolsoeount when we
begin a new year.

We manually make the following comparable entryrémsfer the
balance of the Current Year Allocated Income topther year account:
Dr. Prior Year Allocated Income $ 2,760,000.00
Cr. Current Year Allocated Income $ 2,760,000.00

There is no need to make a comparable entry foDisieibuted UGL
account. This account mirrors the partnership’sddhzed Gain or
Losses account. The balances in both accounts aagryto the new
year.

Attached as Exhibit 7 is the Balance Sheet — &taBialances report for
2006 after we begin the new year and before wea antetransactions.
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Alternative Accounting Methods

Accounting for

This document has outlined one approach to patiieexcounting. As
with many aspects of accounting, there are oftemymaays to handling
accounting. All of which are perfectly acceptalblere is an alternative
to the methods used in this document.

In some situations, a partnership wants to haveaatings, both realized

Unrealized and unrealized, flow through the income statenféinancial Navigator
Gains and allows you to do this by setting up your own acdanrthe Income
Losses Section of the Chart of Accounts. You then makeuarjal entry to
transfer the balance from the FN Unrealized Gaibass account to
your account that appears on the balance sheet.
The advantage of this approach is that you canlaligé all income with
one allocation entry instead of two.
Conclusion

Because of the rapid growth of family offices andastor holding

companies, there are more and more investmentdetwiby a form of
pass-through entity. These entities use partneegtgpunting to report
income tax information and investment results ®itivestor-partners.

One popular use of partnerships is to hold contetbassets that have a
low tax basis. This adds the requirement of conmglywith IRC Section
704(b) and (c) to accounting and reporting.

This case study shows how Financial Navigator resdartnership
accounting and the special income tax reportingireqents.

Authorities and Reference Books

Authorities

Reference
Books

20

The material presented in this case comes fronrakeneference books
and the experience of many financial professionals.

This document was written through a combined effbthe Financial
Navigator Int’l team and the following users of thi@ancial Navigator
software:

* LynneKaplan, CPA, Partner, Gross, Kaplan, and Osiol, LLC.,
Rosemont, Il

The following are just a few of the many books agigrences that
explain in detail the concepts applied in this cstsely.

e Burke, Karen CFederal Income Taxation of Partners and
Partnershipsin a Nutshell. 2" ed. St. Paul, MN: West Group, 1999.
http://west.thomson.com/product/22071706/produgpt.as
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« Horngren, Charles T. and Walter T. Harrison Agcounting. 6" ed.
Englewood Cliffs, NJ: Prentice Hall, 2005.
http://vig.prenhall.com/catalog/academic/produdtid4,013108851
3,00.html

* Internal Revenue Service, Department of Treadutgrnal Revenue
Code. Washington, D.C.: U.S. Government Printing OffiteApr
2004.http://www.access.gpo.gov/cgi-
bin/cfrassemble.cqgi?title=200326

. Introduction to Estate and Gift Taxes. Publication 950.

Washington, D.C.: U.S. Government Printing OffiSept 2004.

http://www.irs.gov/pub/irs-pdf/p950.pdf

* IRS Regulations

« Pahler, Arnold J. and Joseph E. Méilvanced Accounting. 7" ed.
Ft. Worth, TX: The Dryden Press, 1997.

© Copyright 2005 Financial Navigator Int’l. All rig  hts reserved 21



22

Notes

Disclaimer: Financial Navigator International (FNI) prepatads
document to provide you with accurate and authtréanformation
about this subject. Its primary purpose is to thate the use of Financial
Navigator software programs in a particular sitoati

FNI is not engaged in rendering tax planning oalegrvices. This
publication is not a substitute for the advice gualified tax
professional or attorney. If you require income péanning or legal
advice, you should seek the services of a qualgrefessional.
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Exhibit 1
Smith Land Development, L1.C
Balance Sheet Analysis
As of: December 31, 2005

Balance
ASSETS
CURRENT ASSETS
Cash on Hand:

CASH 200,000
Total Cash on Hand: 200,000
Checking Accounts:

Checking Account 2,060,000
Total Checking Accounts: 2,060,000

TOTAL CURRENT ASSETS 2,260,000
LONG-TERM INVESTMENTS
Undeveloped Land:

LAND 6,000,000

Total Undeveloped Land: 6,000,000
TOTAL LONG-TERM INVESTMENTS 6,000,000
TOTAL ASSETS 8,260,000

EQUITY
OWNERS EQUITY

John Smith:

John Smith-Tax Basis 588,732

John Smith-Built-in Gain 2,509,293

John Smith-Capital Gains 1,315,731

John Smith-Investment Inc 28,785

John Smith-Cash Dist -479,756
Total John Smith: 3,962,785
Jane Smith:

JTane Smith-Tax Basis 588,732

Tane Smith-Built-in Gain 2,509,293

Tane Smith-Capital Gains 1,315,731

Tane Smith-Investment Inc 28,785

Tane Smith-Cash Dist -479,756
Total Jane Smith: 3,962,785
D. Lloyd:

D. Lloyd-Tax Basis 200,000

D. Lloyd-Capital Gains 24,390

D. Lloyd-Investment Inc 1,463

D. Lloyd-Cash Dist -24,390
Total D. Lloyd: 201,463
Mike Smith:

Mike Smith-Tax Basis 7,512

Prepared by Financial Navigator (R)
Page 1
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Prepared by Financial Navigator (R)
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Smith Land Development, L.L1.C
Balance Sheet Analysis
As of: December 31, 2005

Mike Smith-Built-in Gain

Mike Smith-Capital Gains

Mike Smith-Investment Inc

Mike Smith-Cash Dist
Total Mike Smith:

Kim Smith:
Kim Smith-Tax Basis
Kim Smith-Built-in Gain
Kim Smith-Capital Gains
Kim Smith-Investment Inc
Kim Smith-Cash Dist
Total Kim Smith:

Steve Smith:
Steve Smith-Tax Basis
Steve Smith-Built-in Gain
Steve Smith-Capital Gains
Steve Smith-Investment Inc
Steve Smith-Cash Dist
Total Steve Smith:

Allocated Income:
Current Year Allocated Inc
Current Distributed UGL
Total Allocated Income:
TOTAL OWNERS' EQUITY
Net Income-Current Year
Unrealized Gains or Losses
TOTAL EQUITY
TOTAL LIABILITIES AND EQUITY

Page 2

Balance
27.138
14,716

322
-5,366
44,322

7,512
27.138
14,716

322
-5,366
44,322

7512
27,138
14716

322
-5,366
44,322

-2,760,000
-5,100,000
7,860,000
399,999
2,760,000
5,100,000
8,260,000
8,260,000

© Copyright 2005 Financial Navigator Int'l. All ri
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Exhibit 2
Smith Land Development, L1.C
Income Statement
December & Year-to-Date
For the Period Ending: December 31, 2005

Dec Actual  Ytd Actual

INCOME
INVESTMENT INCOME
Interest Income-Taxable:
Interest Income-Taxable 60,000 60,000

Capital Gains-Long Term:

Capital Gains-Long Term 0 2,700,000
TOTAL INVESTMENT INCOME 60,000 2,760,000
TOTAL INCOME 60,000 2,760,000

EXPENSES
TOTAL EXPENSES 0 0
NET INCOME 60,000 2,760,000

Prepared by Financial Navigator (R)
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IE# Date

Smith Land Development, L1.C

Transactions with Distributions
General Journal (12)

From: January 2004 To: December 2004

Pavee/Payor

Jan 1 04 Beginning Balance
1 Dec 1 04 Contribution of Land

meimo

Ccr

Ccr

T&T Smith contribuiton
LAND (18)

Tohn Smith-Tax Basis (23)
Tane Smith-Tax Basis (25)

2 Dec 1 04 Contribution of Cash

meimno

Ccr

D. Llyod contribution
CASH (19)
D. Lloyd-Tax Basis (4)

3 Dec 1 04 Market Value Update (3)

meimno

Cr

Land to $8 million
Unrealized Gains or Losses (1)
LAND (18)

4 Dec 104 Book Up Adjustment (2)

meimmo

Book Up Ad) J&J Smith

John Smith-Built-in Gain (24)
Tane Smith-Built-in Gain (26)
Current Distributed UGL (21)

5  Dec 1504 Gift of Units (1)

$22,000 per child - 2004

Tohn Smith-Built-in Gain (24)
Tane Smith-Built-in Gain (26)
Mike Smith-Built-in Gain (7)
Mike Smith-Tax Basis (6)
Kim Smith-Built-in Gain (9)
Kim Smith-Tax Basis (8)
Steve Smith-Built-in Gain (11)
Steve Smith-Tax Basis (10)
JTohn Smith-Tax Basis (23)
Jane Smith-Tax Basis (25)

Total Credits: 5 Items

Dec 31 04 Ending Balance

Prepared by Financial Navigator (R)

Summary by Account
Total by Account

Summary of Distributions
CASH (19)

Current Dastributed UGL (21)
D. Lloyd-Tax Basis (4)

Tane Smith-Built-in Gain (26)
Tane Smith-Tax Basis (25)

JTohn Smith-Built-in Gain (24)

John Smith-Tax Basis (23)

Page 1

Status

C

B

1,200,000.00

200,000.00

6,800,000.00

6,800,000.00

27,365.85
27,365 85

5,634.15
5,634.15

200,000.00
6,800,000.00

Exhibit 3

600,000.00
600,000.00

200,000.00

6,800,000.00

3,400,000.00
3,400,000.00

18,243.90
3.756.10
18,243.50
3,756.10
18,243.50
3,756.10

200,000.00

3,372,634.15

594,365.85

3,372,634.15

594,365.85



Exhibit 3
(Cont.)
Smith Land Development, LL.C
Transactions with Distributions
General Journal (12)
From: January 2004 To: December 2004

JE# Date Payee/Pavor Status dr cr

Kim Smith-Built-in Gain (9) 18.243.90
Kim Smith-Tax Basis (8) 3,756.10
LAND (18) 8.000,000.00

Mike Smith-Built-in Gain (7) 18,243.90
Mike Smith-Tax Basis (6) 3,756.10
Steve Smith-Built-in Gain (11) 18.243.90
Steve Smith-Tax Basis (10) 3,756.10
Unrealized Gains or Losses (1) 6,800,000.00
Total of Distributions 00

Prepared by Financial Navigator (R)
Page 2



IE # Date

Smith Land Development, L1.C
Transactions with Distributions

General Journal (12)

From: January 2003 To: December 2005

Pavee/Pavor

Jan 1 05 Beginning Balance
6  Jan 1505 Gift of Units (1)

7 Mar 31 05 Distribute Tax Basis Gain/Smiths (9)

Tohn Smith-Built-in Gain (40)
Tohn Smith-Tax Basis (39)
Tane Smith-Built-in Gain (45)
Tane Smith-Tax Basis (44)
Mike Smith-Built-in Gain (7)
Mike Smith-Tax Basis (6)
Kim Smith-Built-in Gain (9)
Kim Smith-Tax Basis (8)
Steve Smith-Built-in Gain (11)
Steve Smith-Tax Basis (10)

Current Year Allocated Inc (20)
JTohn Smith-Capital Gains (41)
Tane Smith-Capital Gains (46)
Mike Smith-Capital Gains (26)
Kim Smith-Capital Gains (27)
Steve Smith-Capital Gains (28)

8  Mar 31 05 Distribute UGL/Smiths (6)

9  Dec 31 05 Distribute Investment Inc/All Partners (11)

cr
cr
cr
cr
cr

Current Distributed UGL (21)
Tohn Smith-Built-in Gain (40)
Tane Smith-Built-in Gain (45)
Mike Smith-Built-in Gain (7)
Kim Smith-Built-in Gain (9)
Steve Smith-Built-in Gain (11)

Current Year Allocated Inc (20)
Tohn Smith-Investment Tne (42)
Tane Smith-Investment Inc (47)
D. Lloyd-Investment Inc (30)
Mike Smith-Investment Inc (31)
Kim Smith-Investment Inc (32)
Steve Smith-Investment Inc (33)

Total Credits: 4 Ttems

Dec 31 05 Ending Balance

Prepared by Financial Navigator (R)

Summary by Account
Total by Account

Summary of Distributions
Current Distributed UGL (21)

Current Year Allocated Inc (20)
D. Lloyd-Investment Inc (30)
Tane Smith-Built-in Gain (45)

Page 1

Status dr cr
C
27,365.85
5,634.15
27,365.85
5,634.15
18,243.90
3,756.10
18,243.90
3,756.10
18,243.90
3,756.10
C
1,700,000.00
835,975.00
835,975.00
9,350.00
9,350.00
9,350.00
C
1,700,000.00
835,975.00
835,975.00
9.350.00
9.350.00
9.350.00
C
60,000.00
28,785.37
28.785.37
1,463.41
321.95
32195
321.85
1,700,000.00
1,760,000.00
1,463.41
863,340.85
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Smith Land Development, L.L1.C
Transactions with Distributions

General Journal (12)
From: January 2003 To: December 2003

Payee/Payor
Tane Smith-Capital Gains (46)
Tane Smith-Investment Inc (47)
Tane Smith-Tax Basis (44)
JTohn Smith-Built-in Gain (40)
Tohn Smith-Capital Gains (41)
JTohn Smith-Investment Inc (42)
JTohn Smith-Tax Basis (39)
Kim Smith-Built-in Gain (9)
Kim Smith-Capital Gains (27)
Kim Smith-Investment Inc (32)
Kim Smith-Tax Basis (8)
Mike Smith-Built-in Gain (7)
Mike Smith-Capital Gains (26)
Mike Smith-Investment Inc (31)
Mike Smith-Tax Basis (6)
Steve Smith-Built-in Gain (11)
Steve Smith-Capital Gains (28)
Steve Smith-Investment Inc (33)
Steve Smith-Tax Basis (10)
Total of Distributions

Page 2

Status

53

5,634.15
863,340.85

5,634.15

Exhibit 4
(Cont.)

cr
835,975.00
2878537

835,975.00
2878537

8,893.90
9,350.00
321.95
3,756.10
8,893.90
9,350,00
321.95
3,756.10
8,893.90
9,350,00
321.95
3,756.10
.00



Smith Land Development, LL.C
Transactions with Distributions

Status

=3

C

1,700,000.00

C

1,000,000.00

479.756.10
479.756.10
24.390.25
5,365.85
5,365.85

Checking Account (22)
From: January 2005 To: December 2005
Chk # Date Payee/Payor
Jan 1 05 Beginning Balance
Dr Mar 31 05 Sell Land (4)
memo Mar 31 05 Seld Qty 30
memo Tax Basis300,000.00
cr LAND (18)
cr Capital Gains-Long Term (16)
dr Unrealized Gains or Losses (1)
Cr Mar 31 05 Distribute Book Basis Gain/All Partners (7)
dr Current Year Allocated Inc (20)
cr John Smith-Capital Gains (41)
cr Jane Smith-Capital Gains (46)
cr D. Lloyd-Capital Gains (23)
cr Mike Smith-Capital Gains (26)
cr Kim Smith-Capital Gains (27)
cr Steve Smith-Capital Gains (28)
Dr Dec 1 05 Interest Income (8)
cr Interest Income-Taxable (13)
Cr Dec 31 05 Cash Distribution/All Partners (10)
dr John Smith-Cash Dist (43)
dr Jane Smith-Cash Dist (48)
dr D. Lloyd-Cash Dist (35)
dr Kim Smith-Cash Dist (37)
dr Mike Smith-Cash Dist (36)
dr Steve Smith-Cash Dist (38)

Summary of Distributions
Capital Gains-Long Term (16)
Current Year Allocated Inc (20)
D. Lloyd-Capital Gains (25)

D. Lloyd-Cash Dist (35)
Interest Income-Taxable (13)
Jane Smith-Capital Gains (46)
Jane Smith-Cash Dist (48)
John Smith-Capital Gains (41)
John Smith-Cash Dist (43)
Kim Smith-Capital Gains (27)
Kim Smith-Cash Dist (37)
LAND (18)

Mike Smith-Capital Gains (26)
Mike Smith-Cash Dist (36)
Steve Smith-Capital Gains (28)
Steve Smith-Cash Dist (38)
Unrealized Gains or Losses (1)
Total of Distributions

Prepared by Financial Navigator (R)
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5,365.85

1,000,000.00

24,390.25

479,756.10

479,756.10

5,365.85

5.365.85

5,365.85
1,700,000.00

2,000,000.00
2,700,000.00

479,756.00
479,756.00
24,390.00
5,366.00
5,366.00
5,366.00

60,000.00

2.700,000.00

24,390.00

60,000.00
479,756.00

479,756.00

5,366.00

2,000,000.00
5,366.00

5,366.00

2,060,000.00
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Smith Land Development, LLC
Detail Trial Balance
From: January 2005 To: December 2005

D Date Payee/Payor

EQUITY(-)
John Smith-Tax Basis (39)
6 Janl1505 Gift of Units (1)
Total

John Smith-Built-in Gain (40)
6 Jan 1505 Gift of Units (1)
8 Mar 31 05 Distribute UGL/Smiths (&)
Total

John Smith-Capital Gains (41)

Cr Mar 31 05 Distribute Tax Basis Gain/Smiths (9)
Cr Mar 31 05 Distribute Book Basis Gain/All Partners (7)
Total

John Smith-Investment Inc (42)
Cr Dec 31 05 Distribute Investment Inc/All Partners (11)
Total

John Smith-Cash Dist (43)
Dr Dec 31 05 Cash Distribution/All Partners (10)
Total

Jane Smith-Tax Basis (44)
6 TJan 1505 Gift of Units (1)
Total

Jane Smith-Built-in Gain (45)
Tan 15 05 Gift of Units (1)
8 Mar 31 05 Distribute UGL/Smiths (6)
Total

Jane Smith-Capital Gains (46)

Cr Mar 31 05 Distribute Tax Basis Gain/Smiths (9)
Cr Mar 31 05 Distribute Book Basis Gain/All Partners (7)
Total

Jane Smith-Investment Inc (47)
Cr Dec 31 05 Distribute Investment Inc/All Partners (11)
Total

Jane Smith-Cash Dist (48)
Dr Dec 31 05 Cash Distribution/All Partners (10)

Total
Prepared by Financial Navigator (R)
Page 1
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Begin Chg in Activity
Balance Acct Bal
-594,365.85 .00
5,634.15
5,634.15
337263415 00
27.365.85
835,975.00
863,340.85
00 .00
-835.975.00
-479,756.00
-1,315,731.00
.00 .00
-28,785.37
-28,785.37
.00 .00
479.756.10
479,756.10
-594,365 85 .00
5,634.15
5,034.15
-3,372,634.15 .00
27.365.85
835,975.00
863,340.85
.00 .00
-835,975.00
-479.756.00
-1,315,731.00
00 .00
-28,785.37
-28,785.37
.00 .00
479.756.10
479,756.10

hts reserved

Exhibit 6

Ending
Balance

-588,731.70

-2,509,293.30

-1,315,731.00

-28,785.37

479,756.10

-588,731.70

-2,509,293.30

-1,315,731.00

-28,785.37

479,756.10
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Cr

Cr

Cr

Cr

Mar 31 05

Dec 31 05

Dec 31 05

Jan 15 05

Tan 15 05
8 Mar3105

Mar 31 05
Mar 31 05

Dec 31 05

Dec 31 05

Tan 15 05

Jan 1505
8 Mar3105

Smith Land Development, LL1.C
Detail Trial Balance
From: January 2005 To: December 2005

Payee/Pavor

D. Lloyd-Tax Basis (4)

D. Lloyd-Built-in Gain (5)

D. Lloyd-Capital Gains (25)

Distribute Book Basis Gain/All Partners (7)
Total

D. Lloyd-Investment Inc (30)
Distribute Investment Inc/All Partners (11)
Total

D. Lloyd-Cash Dist (35)
Cash Distribution/All Partners (10)
Total

Mike Smith-Tax Basis (6)
Gift of Units (1)
Total

Mike Smith-Built-in Gain (7)
Gift of Units (1)

Distribute UGL/Smiths (6)
Total

Mike Smith-Capital Gains (26)

Distribute Tax Basis Gain/Smiths (9)
Distribute Book Basis Gain/All Partners (7)
Total

Mike Smith-Investment Inc (31)
Distribute Investment Inc/All Partners (11)
Total

Mike Smith-Cash Dist (36)
Cash Distnibution/All Partners (10)
Total

Kim Smith-Tax Basis (8)
Gift of Units (1)
Total

Kim Smith-Built-in Gain (9)
Gift of Units (1)

Distribute UGL/Smiths (6)
Total

Prepared by Financial Navigator (R)
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Begin
Balance

-200,000.00
.00
.00

.00

.00

-3,756.10

-18,243.90

.00

.00

.00

-3,756.10

-18,243.90

Chg in
Acct Bal

.00
.00
.00

.00

.00

.00

.00

.00

.00

.00

.00

.00

© Copyright 2005 Financial Navigator Int’l. All ri

Activity

.00
.00

-24,390.00
-24,390.00

-1,463.41
-1,463.41

24,390.25
24,390.25

-3,756.10
-3,756.10

-18,243.90
9,350.00
-8,893.90

-9,350.00
-5,366.00
-14,716.00

-321.95
-321.95

5,365.85
5,365.85

-3,756.10
-3,756.10

-18,243.90
9,350.00
-8,893.90

ghts reserved

Exhibit 6
(Cont.)

Ending
Balance

-200,000.00

.00

-24,390.00

-1,463.41

24,390.25

-7.512.20

-27,137.80

-14,716.00

-321.95

£,365.85

7.512.20

-27,137.80



Cr

Dr

Cr

Cr
Cr

Smith Land Development, L1.C
Detail Trial Balance
From: January 2005 To: December 2005

Payee/Pavor

Kim Smith-Capital Gains (27)

Mar 31 05 Distribute Tax Basis Gain/Smiths (9)

Mar 31 05 Distribute Book Basis Gain/All Partners (7)
Total

Kim Smith-Investment Inc (32)
Dec 31 05 Distribute Investment Inc/All Partners (11)
Total

Kim Smith-Cash Dist (37)
Dec 31 05 Cash Distribution/All Partners (10)
Total

Steve Smith-Tax Basis (10)
Tan 1505 Gift of Units (1)
Total

Steve Smith-Built-in Gain (11)
Tan 1505 Gift of Units (1)
Mar 31 05 Distribute UGL/Smiths (6)
Total

Steve Smith-Capital Gains (28)

Mar 31 05 Distribute Tax Basis Gamn/Smiths (9)

Mar 31 05 Distribute Book Basis Gain/All Partners (7)
Total

Steve Smith-Investment Inc (33)
Dec 31 05 Distribute Investment Inc/All Partners ¢11)
Total

Steve Smith-Cash Dist (38)
Dec 31 05 Cash Distribution/All Partners (10)
Total

Current Year Allocated Inc (20)
Mar 31 05 Distribute Tax Basis Gam/Smiths (9)
Mar 31 05 Distribute Book Basis Gain/All Partners (7)
Dec 31 05 Distribute Investment Inc/All Partners ¢11)
Total

Current Distributed UGL (21)
Mar 31 05 Distribute UGL/Smiths (6)
Total

Prepared by Financial Navigator (R)

Page 3
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Begin

Balance
00
00
.00
-3,756.10
-18,243.90
00
00
00
00
6.800,000.00

Chg in
Acct Bal

.00

.00

.00

.00

.00

.00

.00

.00

.00

.00

hts reserved

Activity

-9,350.00
-5,366.00
-14,716.00

-321.95
-321.95

536585
536585

-3,756.10
-3,756.10

-18,243.90
9,350.00
-8,893.90

-9,350.00
-5,366.00
-14,716.00

-321.95
-321.95

5,365.85
£,365.85

1,700,000.00
1,000,000.00

60,000.00
2,760,000.00

-1,700,000.00
-1,700,000.00

Exhibit 6
(Cont.)

Ending
Balance

-14,716.00

-321.95

5,365.85

-7,512.20

-27,137.80

-14,716.00

-321.95

5,365.85

2,760,000.00

5,100,000.00
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memo
memo

Mar 31 05
Mar 31 05

Smith Land Development, LI.C
Detail Trial Balance
From: January 2005 To: December 2003

Payee/Payor

Prior Year Allocated Inc (49)
TOTAL EQUITY(-)

EQUITY(-)
EQUITY-Beginning(-)
Net Income-Prior Years(-)
Net Income-Current Year(-)
Unrealized Gains or Losses (1)
Sell Land (4)

Sold Qty 30
Tax Basis300,000.00
Total

Changes in Account Bal(-)
TOTAL EQUITY(-)
TOTAL

Prepared by Financial Navigator (R)
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Begin
Balance

.00
-1,400,000.00

00
.00
00
-6,800,000.00

.00
-6,800,000.00
00

Chg in Activity
Acct Bal
00 .00
.00 1,000,000.00
.00 -2,760,000.00
.00
1,700,000.00
1,700,000.00
200
.00 -1,060,000.00
.00 .00

© Copyright 2005 Financial Navigator Int'l. All ri

ghts reserved

Exhibit 6
(Cont.)

Ending
Balance

.00
-400,000.00

.00
.00
-2,760,000.00

-5,100,000.00

.00
-7,860,000.00
.00
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Smith Land Development, LLC
Balance Sheet-Starting Balances
As of: January 01, 2006

ASSETS
CURRENT ASSETS
Cash on Hand:
CASH
Total Cash on Hand:

Checking Accounts:
Checking Account
Total Checking Accounts:
TOTAL CURRENT ASSETS

LONG-TERM INVESTMENTS
Undeveloped Land:
LAND
Total Undeveloped Land:
TOTAL LONG-TERM INVESTMENTS
TOTAL ASSETS

EQUITY
OWNERS' EQUITY
John Smith:
JTohn Smith-Tax Basis
JTohn Smith-Built-in Gain
Total John Smith:

Jane Smith:
Tane Smith-Tax Basis
Tane Smith-Built-in Gain
Total Jane Smith:

D. Lloyd:
D. Lloyd-Tax Basis
Total D. Lloyd:

Mike Smith:
Mike Smith-Tax Basis
Mike Smith-Built-in Gain
Total Mike Smith:

Kim Smith:
Kim Smith-Tax Basis
Kim Smith-Built-in Gain
Total Kim Smith:

Steve Smith:

Page 1

Balance

200,000
200,000

2,060,000
2,060,000
2,260,000

6,000,000
6,000,000
6,000,000
8,260,000

1,453,492
2,509,293
3,962,785

1,453,492
2,509,293
3,962,785

201,463
201,463

17,184
27,138
44,322

17.184
27,138
44,322

hts reserved

Exhibit 7
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Exhibit 7
(Cont.)
Smith Land Development, L.L1.C
Balance Sheet-Starting Balances
As of: January 01, 2006

Balance
Steve Smith-Tax Basis 17,184
Steve Smith-Built-in Gain 27,138
Total Steve Smith: 44,322
Allocated Income:
Current Distributed UGL -5,100,000
Prior Year Allocated Inc -2,760,000
Total Allocated Income: -7,860,000
TOTAL OWNERS' EQUITY 399,999
Net Income-Prior Years 2,760,000
Net Income-Current Year 0
Unrealized Gains or Losses 5,100,000
TOTAL EQUITY 8,260,000
TOTAL LIABILITIES AND EQUITY 8,260,000

Prepared by Financial Navigator (R)
Page 2
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