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Part I. Rulings and Decisions Under the Internal Revenue Code of 1986

Section 704.—Partner’s Distributive
Share

26 CFR 1.704–4: Distribution on contributed
property.

T.D. 8642

DEPARTMENT OF THE TREASURY
Internal Revenue Service
26 CFR Part 1

Recognition of Gain or Loss by
Contributing Partner on Distribution
of Contributed Property or Other
Property

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains
final regulations relating to the recogni-
tion of gain or loss on certain distribu-
tions of contributed property by a
partnership under section 704(c)(1)(B)
of the Internal Revenue Code of 1986
(Code). This document also contains
final regulations relating to the recogni-
tion of gain on certain distributions to a
contributing partner under section 737.
The final regulations affect partnerships
and their partners and are necessary to
provide guidance for complying with
the applicable tax law.

EFFECTIVE DATE: January 9, 1995.

FOR FURTHER INFORMATION
CONTACT: Stephen J. Coleman, (202)
622-3060 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

The Revenue Reconciliation Act of
1989 added section 704(c)(1)(B) and
section 704(c)(2) to the Internal Reve-
nue Code. Section 704(c)(1)(B) pro-
vides that, in the case of a distribution
of contributed property to another
partner within five years of its contri-
bution, the contributing partner must
recognize gain or loss in an amount
equal to the gain or loss the partner
would have been allocated under sec-
tion 704(c)(1)(A) on a sale of the

property by the partnership at its fair
market value at the time of the distri-
bution. Section 704(c)(2) provides an
exception for distributions of certain
like-kind property.

The Energy Policy Act of 1992
added section 737 to the Code. Section
737 requires a partner who contributes
appreciated property to recognize gain
on a subsequent distribution of other
property to the contributing partner to
the extent of the lesser of (i) the net
precontribution gain on property con-
tributed by the partner, or (ii) the
excess of the value of the distributed
property over the adjusted basis of the
partner’s interest in the partnership. 

On January 9, 1995, a notice of pro-
posed rulemaking (PS–76–92; PS–51–
93 [1995–1 C.B. 1001]) under section
704(c)(1)(B) and section 737 was pub-
lished in the Federal Register (60 FR
2352). Written comments responding to
this notice were received. No public
hearing was held because no hearing
was requested. After consideration of
all comments received, the proposed
regulations under section 704(c)(1)(B)
and section 737 are adopted as revised
by this Treasury decision.

Summary of Significant Comments
and Revisions

The significant comments on the
proposed regulations and the revisions
made in the final regulations are
discussed below.

A. Section 704(c)(1)(B)

Determination of Gain and Loss

The proposed regulations provide
that section 704(c)(1)(B) applies only
to a distribution that is properly charac-
terized as a distribution to a partner
acting in the capacity of a partner
within the meaning of section 731 and
section 737, and not to a transaction or
distribution that is subject to provisions
other than section 731(a) or section
737. Comments requested that the pro-
vision be clarified. The final regula-
tions clarify that section 704(c)(1)(B)
applies only to the extent that a trans-
action is a distribution under section
731. References to transactions and
distributions not subject to section
704(c)(1)(B) have been deleted.

One commentator suggested certain
clarifying revisions to the proposed
regulations’ definition of fair market
value. The definition in the proposed
regulations, however, is identical to the
definition of fair market value in the
704(b) regulations, and distributed
property should have the same fair
market value for purposes of determin-
ing gain and loss under section
704(c)(1)(B) and determining capital
account adjustments under section
704(b). The final regulations therefore
adopt the definition in the proposed
regulations without change.

The proposed regulations provide
that the amount of gain or loss
resulting from a distribution of part-
nership property is determined as if the
distributed property had been sold by
the partnership to the distributee part-
ner. As a result, if built-in loss property
is distributed to a partner that holds
more than a 50 percent interest in
partnership capital or profits, the built-
in loss that otherwise would be recog-
nized is disallowed under section
707(b)(1)(A). One commentator sug-
gested that section 704(c)(1)(B) was
intended to address disguised sales
between partners and that, therefore, a
loss should be disallowed on a distribu-
tion only if it would be disallowed on a
direct sale between the partners. Sec-
tion 704(c)(1)(B), however, respects the
form of the transaction as between the
partnership and a partner and does not
recast the transaction as a disguised
sale. See H.R. Rep. No. 247, 101st
Cong., 1st Sess. 406 (1989). The final
regulations therefore adopt the pro-
posed regulations without change.

Several of the provisions in the
proposed regulations refer to distribu-
tions that are part of ‘‘the same plan or
arrangement.’’ Commentators requested
clarification of this term. The reference
to distributions that are part of the
same plan or arrangement was intended
to reflect the fact that distributions of
multiple properties to one partner or
distributions of different properties to
more than one partner over a period of
time may be treated as part of the same
distribution under general principles of
taxation, such as the step transaction
doctrine. The final regulations remove
the reference to ‘‘same plan or arrange-
ment’’ and refers to distributions that
are part of the same distribution. This
change is made for simplification only
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and is not intended as a substantive
change to the scope of a distribution
for tax purposes. As under current law,
distributions do not need to be contem-
poraneous to be part of the same
distribution. 

Several comments were received re-
garding the effect of a partnership
termination under section 708(b)(1)(B).
One comment suggested that it was not
clear whether property that had pre-
viously been contributed to the part-
nership (and was therefore already
subject to a five-year period) was
subject to a new five-year period after
the termination. The final regulations
clarify that a new five-year period does
not begin to the extent of any pre-
termination gain or loss that would
have been allocated to a contributing
partner under section 704(c)(1)(A) on a
sale of contributed property imme-
diately before the termination.

The legislative history of section
704(c)(1)(B) indicates that a con-
structive termination does not change
the application of section 704(c) to pre-
contribution gain or loss on property
contributed to the partnership before
termination. One comment read this
legislative history as possibly suggest-
ing that a pro rata distribution is
deemed to occur under section 708(b)-
(1)(B) for section 704(c)(1)(A) pur-
poses, but a different distribution is
deemed to occur for section 704(c)(1)-
(B) purposes. The comment expressed
concern about the complexity of such a
system. Section 704(c)(1)(B), however,
does not require or impose such a
‘‘hybrid system.’’ The amount of gain
or loss under section 704(c)(1)(B) is
determined by reference to the amount
of gain or loss that would have been
allocated to the partner under section
704(c)(1)(A) if the property had been
sold. Thus, property of a partnership
tha t t e rmina tes under sec t ion
708(b)(1)(B) is deemed to be dis-
tributed to the partners in the same
manner for both sections.

Another comment suggested it was
unclear whether section 704(c)(1)(B)
could apply to property that had not
been contributed by a partner to the
partnership prior to the termination.
The final regulations confirm that a
new five-year period begins for all
property that is deemed contributed to
the new partnership after the termina-
tion (which would include property not
actually contributed to the partnership),
except to the extent that such built-in
gain or loss would have been allocated

to the contributing partner under sec-
tion 704(c)(1)(A) on a sale of the
contributed property immediately be-
fore the termination.

Commentators also requested guid-
ance on the interaction of section
708(b)(1)(B) and section 704(c) in
general. The IRS and Treasury recog-
nize the need for additional guidance
on this issue, but such guidance is
beyond the scope of these regulations.
The IRS and Treasury are considering a
separate project involving the interac-
tion of section 704(c) and section
708(b)(1)(B) and invite additional com-
ments and suggestions regarding the
project.

Exceptions

The proposed regulations provide
that section 704(c)(1)(B) does not
apply to property contributed to the
partnership on or before October 3,
1989. One commentator requested an
exception for property required to be
contributed under a binding contract
entered into on or before October 3,
1989. The statutory effective date
provisions, however, do not contain a
binding contract exception. Accord-
ingly, the final regulations adopt the
proposed regulations without change.

One commentator suggested an addi-
tional exception for distributions of an
undivided interest in property. The
final regulations provide that section
704(c)(1)(B) does not apply to such a
distribution to the extent that the
distributed interest does not exceed the
undivided interest contributed by the
distributee partner. 

One commentator also requested an
additional exception for distributions of
fungible property because the partners
may not be able to track the specific
contributed property. The final regula-
tions do not provide such an exception.
Contributed property may be fungible
from an economic perspective, but such
property is generally not fungible for
tax purposes because each contributed
property will have its own individual
tax basis.

The proposed regulations provide an
exception for distributions of section
704(c) property to a noncontributing
partner in liquidation of the partnership
if the contributing partner receives an
interest in the contributed property and
the built-in gain or loss in that property
is equal to or greater than the built-in
gain or loss that would have otherwise

been allocated to the contributing part-
ner. One commentator suggested that
the exception more clearly indicate the
amount of built-in gain or loss that
must be reflected in the property dis-
tributed to the contributing partner. The
final regulations clarify that the amount
of the built-in gain or loss must be
equal to the gain or loss that would
have been allocated to the contributing
partner under section 704(c)(1)(A) if
the contributed property had been sold
immediately before the distribution.

One commentator also suggested ex-
panding this exception to apply to the
extent of the built-in gain or loss in the
property distributed to the contributing
partner. This comment is not adopted
in the final regulations. The exception
was intended to apply only in the
limited situation in which a partnership
liquidates and the value of the contrib-
uted property exceeds the contributing
partner’s capital account. In that situa-
tion, the portion of the contributed
property in excess of the contributing
partner’s capital account would have to
be distributed to another partner,
thereby triggering section 704(c)(1)(B).
The exception allows a partner to avoid
section 704(c)(1)(B) in this situation,
so long as the built-in gain or loss in
the property distributed to the contrib-
uting partner is at least equal to the
gain or loss that would have been
allocated to the contributing partner
under section 704(c)(1)(A) if the con-
tributed property had been sold imme-
diately before the distribution.

Special Rules

The proposed regulations provide a
special rule under section 704(c)(2) for
situations in which the partnership
distributes like-kind property to a con-
tributing partner within a specified
period of the distribution of the prop-
erty contributed by that partner. Under
this rule, the gain or loss that otherwise
would have been recognized on the dis-
tribution of the contributed property is
reduced by the amount of the con-
tributing partner’s built-in gain or loss
in the distributed like-kind property.
One commentator criticized this rule as
inconsistent with the statutory
provision.

Section 704(c)(2) provides that
‘‘[u]nder regulations prescribed by the
Secretary, . . . to the extent of the value
of the [like-kind property distributed to
the contributing partner, the calculation
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of the contributing partner’s gain or
loss attributable to the distribution of
the contributed property] shall be [de-
termined] as if the contributing partner
had contributed to the partnership the
[like-kind] property.’’ This provision is
generally intended to treat the contrib-
uting partner as if the partner had
exchanged the contributed property for
like-kind property in a nontaxable
exchange outside of the partnership.
This allows the contributing partner to
avoid recognition of gain or loss under
section 704(c)(1)(B) on the distribution
of the contributed property to another
partner because the contributing partner
is treated as having contributed the
like-kind property, not the property that
is actually distributed to the other
partner.

If the contributing partner, however,
had engaged in a like-kind exchange
outside of the partnership, the partner’s
built-in gain or loss in the like-kind
property received would have been the
same as the property that was surren-
dered. The rule in the proposed regula-
tions reflects this result by limiting the
application of section 704(c)(2) to the
extent that the built-in gain or loss in
the contributed property is not pre-
served in the like-kind property dis-
tributed to the contributing partner. The
IRS and Treasury continue to believe
that the regulations properly implement
Congress’ objective with respect to this
provision. Therefore, the regulations
are finalized without change.

One commentator also suggested a
clarification of the interaction of the
like-kind exception and the disguised
sale rules of 707(a)(2)(B). The pro-
posed regulations provide that the like-
kind exception reduces any gain that
would have otherwise been recognized
under section 704(c)(1)(B). The pro-
posed regulations also provide that
section 704(c)(1)(B) applies only to a
distribution to a partner within the
meaning of section 731. There is no
suggestion in section 704(c)(2) or the
proposed regulations that the like-kind
exception was intended as an exception
to the disguised sale provisions. The
final regulations confirm that the dis-
guised sale provisions can apply to a
distribution, even if the distribution
would otherwise have qualified for the
section 704(c)(2) like-kind exception.

Anti-Abuse Rule

Commentators made several sugges-
tions for clarifying or modifying the

anti-abuse rule in the proposed regula-
tions. In particular, these commentators
requested clarification of the relation-
ship between this rule and the general
partnership anti-abuse rule in Treas.
Reg. section 1.701–2. The general anti-
abuse regulation is a rule of general
applicability that provides general prin-
ciples to be applied in interpreting and
applying all of the provisions of sub-
chapter K. In certain situations, how-
ever, more specific anti-abuse rules are
needed to carry out the purpose of a
particular provision. The final regula-
tions therefore adopt the rule in the
p r o p o s e d r e g u l a t i o n s w i t h o u t
modification.

B. Section 737

Determination of Gain

The final regulations are clarified to
provide that section 737 applies only to
the extent that a transaction is a
distribution under section 731. In ac-
cordance with section 737(d)(2), the
final regulations also provide that sec-
tion 737 does not apply to the extent
that section 751(b) applies to the
distribution.

Net Precontribution Gain

The proposed regulations provide
that a distributee partner’s net pre-
contribution gain is determined without
regard to the like-kind exception of
section 704(c)(2) in situations in which
the contributed property is not actually
distributed to another partner. One
commentator suggested deleting this
provision as superfluous. The final
regulations adopt the proposed regula-
tions without change. This provision
clarifies that section 737 does not
contain a like-kind exception similar to
the exception in section 704(c)(2).
Section 737 applies even if the prop-
erty received by the partner is of a
like-kind with the contributed property.

Character of Gain

One commentator suggested that the
proposed regulations fail to clarify
whether there are two groups (ordinary
and capital) for purposes of determin-
ing the character of a partner’s net
precontribution gain or whether there
may be an additional section 1231
group or section 1245 and section 1250
groups. The final regulations adopt the
proposed regulations without change.

The proposed regulations provide
that character for purposes of a part-
ner’s net precontribution gain is deter-
mined as if the contributed property
were sold to an unrelated third party.
As a result, all of the provisions that
are relevant in determining the charac-
ter of gain or loss on a sale are
relevant in determining the character of
the net precontribution gain. For exam-
ple, if the sale of property would have
resulted in part capital gain and part
ordinary income, the character of the
net precontribution gain for that prop-
erty is part ordinary and part capital.
The same approach applies in deter-
mining the allocation of any adjustment
to the partnership’s basis in partnership
property as a result of gain recognized
by the distributee partner. A basis
adjustment attributable to gain treated
as capital gain under section 1231
would be allocated to the property that
entered into the calculation of the
amount of section 1231 gain.

One commentator also suggested that
the proposed regulations do not clarify
whether character is determined at the
partnership or the partner level. This
determination may be important in
situations such as section 1231 where
the character of the gain or loss may
depend on the partner’s particular tax
circumstances. The final regulations
clarify that the character of the gain or
loss is determined at the partnership
level for this purpose.

Exceptions

One commentator suggested adding
an exception for certain divisive trans-
actions in which the contributing part-
ner continued to own an indirect
interest in the contributed property. The
final regulations add a new exception
under which section 737 does not apply
to a transfer of contributed property by
a transferor partnership to a transferee
partnership, followed by a distribution
of an interest in the transferee part-
nership (and no other property) to the
contributing partner in complete liqui-
dation of the partner’s interest.

This exception is added because the
distributee partner has simply converted
an interest in the transferor partnership
into an interest in a transferee part-
nership that holds the same contributed
section 704(c) property. The limitations
on this exception ensure that the
partner’s basis in the transferee part-
nership attributable to the contributed
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property is the same as the partner’s
basis in the transferor partnership at-
tributable to that property. This allows
a partnership to engage in a divisive
split-up transaction, while preventing
any avoidance of section 737 that
might occur as a result of the basis
allocation rules for non-liquidating
distributions.

The proposed regulations provide
that section 737 does not apply to an
incorporation of a partnership other
than an incorporation involving an
actual distribution of partnership prop-
erty to the partners. One commentator
suggested that this distinction between
methods of incorporation creates an
unnecessary trap for the unwary and
may have a chilling effect on the
conversion of partnerships into S cor-
porations. The final regulations adopt
the proposed regulations without
change. The form of incorporation
chosen by the partners is respected for
Federal tax purposes and, as a result,
the distribution of property in connec-
tion with the incorporation is treated as
a distribution for purposes of section
737.

One commentator suggested an addi-
tional exception for distributions of an
undivided interest in property similar to
that described with respect to the
regulations under section 704(c)(1)(B).
The final regulations provide a compar-
able rule under section 737.

Anti-Abuse Rule

Commentators made several sugges-
tions regarding the anti-abuse rule in
the proposed regulations. These sugges-
tions are essentially the same as the
comments regarding the anti-abuse rule
in the section 704(c)(1)(B) regulations,
and thus the comments are discussed
above.

Effective Date

These regulations are effective for
distributions by a partnership to a
partner on or after January 9, 1995.

Special Analyses

It has been determined that this
Treasury decision is not a significant
regulatory action as defined in EO
12866. Therefore, a regulatory assess-
ment is not required. It has also been
determined that section 553(b) of the
Administrative Procedure Act (5 U.S.C.

chapter 5) and the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) do not
apply to these regulations and, there-
fore, a Regulatory Flexibility Analysis
is not required. Pursuant to section
7805(f) of the Internal Revenue Code,
the notice of proposed rulemaking
preceding these regulations was submit-
ted to the Chief Counsel for Advocacy
of the Small Business Administration
for comment on its impact on small
business.

Drafting Information

Several persons from the Office of
Chief Counsel and the Treasury De-
partment participated in the develop-
ment of these regulations.

* * * * * *

Adoption of Amendments to the
Regulations

Accordingly, 26 CFR part 1 is
amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation
for part 1 is amended by adding the
following citation:

Authority: 26 U.S.C. 7805 * * * 
Section 1.704–4 also issued under 26
U.S.C. 704(c) * * *

Par. 2. Section 1.704–4 is added to
read as follows:

§1.704–4 Distribution of contributed
property.

(a) Determination of gain and loss—
(1) In general. A partner that contrib-
utes section 704(c) property to a
partnership must recognize gain or loss
under section 704(c)(1)(B) and this
section on the distribution of such
property to another partner within five
years of its contribution to the part-
nership in an amount equal to the gain
or loss that would have been allocated
to such partner under section
704(c)(1)(A) and §1.704–3 if the dis-
tributed property had been sold by the
partnership to the distributee partner for
its fair market value at the time of the
distribution. See §1.704–3(a)(3)(i) for a
definition of section 704(c) property.

(2) Transactions to which section
704(c)(1)(B) applies. Section 704(c)-
(1)(B) and this section apply only to
the extent that a distribution by a

partnership is a distribution to a partner
acting in the capacity of a partner
within the meaning of section 731.

(3) Fair market value of property.
The fair market value of the distributed
section 704(c) property is the price at
which the property would change hands
between a willing buyer and a willing
seller at the time of the distribution,
neither being under any compulsion to
buy or sell and both having reasonable
knowledge of the relevant facts. The
fair market value that a partnership
assigns to distributed section 704(c)
property will be regarded as correct,
provided that the value is reasonably
agreed to among the partners in an
arm’s-length negotiation and the part-
ners have sufficiently adverse interests.

(4) Determination of five-year
period—(i) General rule. The five-year
period specified in paragraph (a)(1) of
this section begins on and includes the
date of contribution.

(ii) Section 708(b)(1)(B) termina-
tions. A termination of the partnership
under section 708(b)(1)(B) begins a
new five-year period for each partner
with respect to the built-in gain and
built-in loss property that the partner is
deemed to recontribute to a new
partnership following the termination,
but only to the extent that the pre-
termination built-in gain or loss, if any,
on such property would not have been
allocated to the contributing partner
under section 704(c)(1)(A) and §1.704–
3 on a sale of the contributed property
to an unrelated party immediately
before the termination. See §1.704–
3(a)(3)(ii) for the definitions of built-in
gain and built-in loss on section 704(c)
property.

(5) Examples. The following exam-
ples illustrate the rules of this para-
graph (a). Unless otherwise specified,
partnership income equals partnership
expenses (other than depreciation de-
ductions for contributed property) for
each year of the partnership, the fair
market value of partnership property
does not change, all distributions by
the partnership are subject to section
704(c)(1)(B), and all partners are
unrelated.

Example 1. Recognition of gain. (i) On
January 1, 1995, A, B, and C form partnership
ABC as equal partners. A contributes $10,000
cash and Property A, nondepreciable real prop-
erty with a fair market value of $10,000 and an
adjusted tax basis of $4,000. Thus, there is a
built-in gain of $6,000 on Property A at the time
of contribution. B contributes $10,000 cash and
Property B, nondepreciable real property with a
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fair market value and adjusted tax basis of
$10,000. C contributes $20,000 cash.

(ii) On December 31, 1998, Property A and
Property B are distributed to C in complete
liquidation of C’s interest in the partnership.

(iii) A would have recognized $6,000 of gain
under section 704(c)(1)(A) and §1.704–3 on the
sale of Property A at the time of the distribution
($10,000 fair market value less $4,000 adjusted
tax basis). As a result, A must recognize $6,000
of gain on the distribution of Property A to C. B
would not have recognized any gain or loss
under section 704(c)(1)(A) and §1.704–3 on the
sale of Property B at the time of distribution
because Property B was not section 704(c)
property. As a result, B does not recognize any
gain or loss on the distribution of Property B.

Example 2. Effect of post-contribution de-
preciation deductions. (i) On January 1, 1995, A,
B, and C form partnership ABC as equal
partners. A contributes Property A, depreciable
property with a fair market value of $30,000 and
an adjusted tax basis of $20,000. Therefore, there
is a built-in gain of $10,000 on Property A. B
and C each contribute $30,000 cash. ABC uses
the traditional method of making section 704(c)
allocations described in §1.704–3(b) with respect
to Property A.

(ii) Property A is depreciated using the
straight-line method over its remaining 10-year
recovery period. The partnership has book
depreciation of $3,000 per year (10 percent of
the $30,000 book basis), and each partner is
allocated $1,000 of book depreciation per year
(one-third of the total annual book depreciation
of $3,000). The partnership has a tax deprecia-
tion deduction of $2,000 per year (10 percent of
the $20,000 tax basis in Property A). This $2,000
tax depreciation deduction is allocated equally
between B and C, the noncontributing partners
with respect to Property A.

(iii) At the end of the third year, the book
value of Property A is $21,000 ($30,000 initial
book value less $9,000 aggregate book deprecia-
tion) and the adjusted tax basis is $14,000
($20,000 initial tax basis less $6,000 aggregate
tax depreciation). A’s remaining section
704(c)(1)(A) built-in gain with respect to Prop-
erty A is $7,000 ($21,000 book value less
$14,000 adjusted tax basis).

(iv) On December 31, 1997, Property A is
distributed to B in complete liquidation of B’s
interest in the partnership. If Property A had
been sold for its fair market value at the time of
the distribution, A would have recognized $7,000
of gain under section 704(c)(1)(A) and §1.704–
3(b). Therefore, A recognizes $7,000 of gain on
the distribution of Property A to B.

Example 3. Effect of remedial method. (i) On
January 1, 1995, A, B, and C form partnership
ABC as equal partners. A contributes Property
A1, nondepreciable real property with a fair
market value of $10,000 and an adjusted tax
basis of $5,000, and Property A2, nondepreciable
real property with a fair market value and
adjusted tax basis of $10,000. B and C each
contribute $20,000 cash. ABC uses the remedial
method of making section 704(c) allocations
described in §1.704–3(d) with respect to Property
A1.

(ii) On December 31, 1998, when the fair
market value of Property A1 has decreased to
$7,000, Property A1 is distributed to C in a
current distribution. If Property A1 had been sold
by the partnership at the time of the distribution,
ABC would have recognized the $2,000 of

remaining buil t - in gain under sect ion
704(c)(1)(A) on the sale (fair market value of
$7,000 less $5,000 adjusted tax basis). All of this
gain would have been allocated to A. ABC
would also have recognized a book loss of
$3,000 ($10,000 original book value less $7,000
current fair market value of the property). Book
loss in the amount of $2,000 would have been
allocated equally between B and C. Under the
remedial method, $2,000 of tax loss would also
have been allocated equally to B and C to match
their share of the book loss. As a result, $2,000
of gain would also have been allocated to A as
an offsetting remedial allocation. A would have
recognized $4,000 of total gain under section
704(c)(1)(A) on the sale of Property A1 ($2,000
of section 704(c) recognized gain plus $2,000
remedial gain). Therefore, A recognizes $4,000
of gain on the distribution of Property A1 to C
under this section.

(b) Character of gain or loss—(1)
General rule. Gain or loss recognized
by the contributing partner under sec-
tion 704(c)(1)(B) and this section has
the same character as the gain or loss
that would have resulted if the dis-
tributed property had been sold by the
partnership to the distributee partner at
the time of the distribution.

(2) Example. The following example
illustrates the rule of this paragraph (b).
Unless otherwise specified, partnership
income equals partnership expenses
(other than depreciation deductions for
contributed property) for each year of
the partnership, the fair market value of
partnership property does not change,
all distributions by the partnership are
subject to section 704(c)(1)(B), and all
partners are unrelated.

Example. Character of gain. (i) On January 1,
1995, A and B form partnership AB. A
contributes $10,000 and Property A, nondepre-
ciable real property with a fair market value of
$10,000 and an adjusted tax basis of $4,000, in
exchange for a 25 percent interest in partnership
capital and profits. B contributes $60,000 cash
for a 75 percent interest in partnership capital
and profits.

(ii) On December 31, 1998, Property A is
distributed to B in a current distribution.
Property A is used in a trade or business of B.

(iii) A would have recognized $6,000 of gain
under section 704(c)(1)(A) on a sale of Property
A at the time of the distribution (the difference
between the fair market value ($10,000) and the
adjusted tax basis ($4,000) of the property at that
time). Because Property A is not a capital asset
in the hands of Partner B and B holds more than
50 percent of partnership capital and profits, the
character of the gain on a sale of Property A to
B would have been ordinary income under
section 707(b)(2). Therefore, the character of the
gain to A on the distribution of Property A to B
is ordinary income.

(c) Exceptions—(1) Property con-
tributed on or before October 3, 1989.
Section 704(c)(1)(B) and this section

do not apply to property contributed to
the partnership on or before October 3,
1989.

(2) Certain liquidations. Section
704(c)(1)(B) and this section do not
apply to a distribution of an interest in
section 704(c) property to a partner
other than the contributing partner in a
liquidation of the partnership if—

(i) The contributing partner receives
an interest in the section 704(c) prop-
erty contributed by that partner (and no
other property); and

(ii) The built-in gain or loss in the
interest distributed to the contributing
partner, determined immediately after
the distribution, is equal to or greater
than the built-in gain or loss on the
property that would have been allo-
cated to the contributing partner under
section 704(c)(1)(A) and §1.704–3 on a
sale of the contributed property to an
unrelated party immediately before the
distribution.

(3) Section 708(b)(1)(B) termination.
Section 704(c)(1)(B) and this section
do not apply to a deemed distribution
of property caused by a termination of
the partnership under section 708(b)(1)-
(B). See paragraph (a)(4)(ii) of this
section for a special rule regarding a
new five-year period for certain prop-
erty deemed contributed to a new
partnership following a termination of
the par tnersh ip under sec t ion
708(b)(1)(B). See also §1.737–2(a) for
a similar rule in the context of section
737.

(4) Complete transfer to another
partnership. Section 704(c)(1)(B) and
this section do not apply to a transfer
by a partnership (transferor partnership)
of all of its assets and liabilities to a
second partnership (transferee part-
nership) in an exchange described in
section 721, followed by a distribution
of the interest in the transferee part-
nership in liquidation of the transferor
partnership as part of the same plan or
arrangement. A subsequent distribution
of section 704(c) property by the
transferee partnership to a partner of
the transferee partnership is subject to
section 704(c)(1)(B) to the same extent
that a distribution by the transferor
partnership would have been subject to
section 704(c)(1)(B). See §1.737–2(b)
for a similar rule in the context of
section 737.

(5) Incorporation of a partnership.
Section 704(c)(1)(B) and this section
do not apply to an incorporation of a
partnership by any method of incor-
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poration (other than a method involving
an actual distribution of partnership
property to the partners followed by a
contribution of that property to a
corporation), provided that the part-
nership is liquidated as part of the
incorporation transaction. See §1.737–
2(c) for a similar rule in the context of
section 737.

(6) Undivided interests. Section
704(c)(1)(B) and this section do not
apply to a distribution of an undivided
interest in property to the extent that
the undivided interest does not exceed
the undivided interest, if any, contrib-
uted by the distributee partner in the
same property. See §1.737–2(d)(4) for
the application of section 737 in a
similar context. The portion of the
undivided interest in property retained
by the partnership after the distribution,
if any, that is treated as contributed by
the distributee partner, is reduced to the
extent of the undivided interest dis-
tributed to the distributee partner.

(7) Example. The following example
illustrates the rule of paragraph (c)(2)
of this section. Unless otherwise spec-
ified, partnership income equals part-
nership expenses (other than deprecia-
tion deductions for contributed
property) for each year of the part-
nership, the fair market value of
partnership property does not change,
all distributions by the partnership are
subject to section 704(c)(1)(B), and all
partners are unrelated.

Example. (i) On January 1, 1995, A and B
form partnership AB, as equal partners. A
contributes Property A, nondepreciable real
property with a fair market value and adjusted
tax basis of $20,000. B contributes Property B,
nondepreciable real property with a fair market
value of $20,000 and an adjusted tax basis of
$10,000. Property B therefore has a built-in gain
of $10,000 at the time of contribution.

(ii) On December 31, 1998, the partnership
liquidates when the fair market value of Property
A has not changed, but the fair market value of
Property B has increased to $40,000.

(iii) In the liquidation, A receives Property A
and a 25 percent interest in Property B. This
interest in Property B has a fair market value of
$10,000 to A, reflecting the fact that A was
entitled to 50 percent of the $20,000 post-
contribution appreciation in Property B. The
partnership distributes to B a 75 percent interest
in Property B with a fair market value of
$30,000. B’s basis in this portion of Property B
is $10,000 under section 732(b). As a result, B
has a built-in gain of $20,000 in this portion of
Property B immediately after the distribution
($30,000 fair market value less $10,000 adjusted
tax basis). This built-in gain is greater than the
$10,000 of built-in gain in Property B at the time
of contribution to the partnership. B therefore
does not recognize any gain on the distribution
of a portion of Property B to A under this
section.

(d) Special rules—(1) Nonrecogni-
tion transactions. Property received by
the partnership in exchange for section
704(c) property in a nonrecognition
transaction is treated as the section
704(c) property for purposes of section
704(c)(1)(B) and this section to the
extent that the property received is
treated as section 704(c) property under
§1.704–3(a)(8). See §1.737–2(d)(3) for
a similar rule in the context of section
737.

(2) Transfers of a partnership inter-
est. The transferee of all or a portion of
the partnership interest of a contribut-
ing partner is treated as the contribut-
ing partner for purposes of section
704(c)(1)(B) and this section to the
extent of the share of built-in gain or
loss allocated to the transferee partner.
See §1.704–3(a)(7).

(3) Distributions of like-kind prop-
erty. If section 704(c) property is
distributed to a partner other than the
contributing partner and like-kind prop-
erty (within the meaning of section
1031) is distributed to the contributing
partner no later than the earlier of (i)
180 days following the date of the
distribution to the non-contributing
partner, or (ii) the due date (determined
with regard to extensions) of the
contributing partner’s income tax return
for the taxable year of the distribution
to the noncontributing partner, the
amount of gain or loss, if any, that the
contributing partner would otherwise
have recognized under section 704(c)-
(1)(B) and this section is reduced by
the amount of built-in gain or loss in
the distributed like-kind property in the
hands of the contributing partner imme-
diately after the distribution. The con-
tributing partner’s basis in the dis-
t r ibu ted l ike-k ind proper ty i s
determined as if the like-kind property
were distributed in an unrelated dis-
tribution prior to the distribution of any
other property distributed as part of the
same distribution and is determined
without regard to the increase in the
contributing partner’s adjusted tax basis
in the partnership interest under section
704(c)(1)(B) and this section. See
§1.707–3 for provisions treating the
distribution of the like-kind property to
the contributing partner as a disguised
sale in certain situations.

(4) Example. The following example
illustrates the rules of this paragraph
(d). Unless otherwise specified, part-
nership income equals partnership ex-
penses (other than depreciation deduc-
tions for contributed property) for each

year of the partnership, the fair market
value of partnership property does not
change, all distributions by the part-
nership are subject to section
704(c)(1)(B), and all partners are
unrelated.

Example. Distribution of like-kind property. (i)
On January 1, 1995, A, B, and C form
partnership ABC as equal partners. A contributes
Property A, nondepreciable real property with a
fair market value of $20,000 and an adjusted tax
basis of $10,000. B and C each contribute
$20,000 cash. The partnership subsequently buys
Property X, nondepreciable real property of a
like-kind to Property A with a fair market value
and adjusted tax basis of $8,000. The fair market
value of Property X subsequently increases to
$10,000.

(ii) On December 31, 1998, Property A is
distributed to B in a current distribution. At the
same time, Property X is distributed to A in a
current distribution. The distribution of Property
X does not result in the contribution of Property
A being properly characterized as a disguised
sale to the partnership under §1.707–3. A’s basis
in Property X is $8,000 under section 732(a)(1).
A therefore has $2,000 of built-in gain in
Property X ($10,000 fair market value less
$8,000 adjusted tax basis).

(iii) A would generally recognize $10,000 of
gain under section 704(c)(1)(B) on the distribu-
tion of Property A, the difference between the
fair market value ($20,000) of the property and
its adjusted tax basis ($10,000). This gain is
reduced, however, by the amount of the built-in
gain of Property X in the hands of A. As a
result, A recognizes only $8,000 of gain on the
distribution of Property A to B under section
704(c)(1)(B) and this section.

(e) Basis adjustments—(1) Contrib-
uting partner’s basis in the partnership
interest. The basis of the contributing
partner’s interest in the partnership is
increased by the amount of the gain, or
decreased by the amount of the loss,
recognized by the partner under section
704(c)(1)(B) and this section. This
increase or decrease is taken into
account in determining (i) the contrib-
uting partner’s adjusted tax basis under
section 732 for any property distributed
to the partner in a distribution that is
part of the same distribution as the
distribution of the contributed property,
other than like-kind property described
in paragraph (d)(3) of this section
(pertaining to the special rule for
distributions of like-kind property), and
(ii) the amount of the gain recognized
by the contributing partner under sec-
tion 731 or section 737, if any, on a
distribution of money or property to the
contributing partner that is part of the
same distribution as the distribution of
the contributed property. For a deter-
mination of basis in a distribution
subject to section 737, see §1.737–3(a).
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(2) Partnership’s basis in part-
nership property. The partnership’s
adjusted tax basis in the distributed
section 704(c) property is increased or
decreased immediately before the dis-
tribution by the amount of gain or loss
recognized by the contributing partner
under section 704(c)(1)(B) and this
section. Any increase or decrease in
basis is therefore taken into account in
determining the distributee partner’s
adjusted tax basis in the distributed
property under section 732. For a
determination of basis in a distribution
subject to section 737, see §1.737–3(b).

(3) Section 754 adjustments. The
basis adjustments to partnership prop-
erty made pursuant to paragraph (e)(2)
of this section are not elective and
must be made regardless of whether the
partnership has an election in effect
under section 754. Any adjustments to
the bases of partnership property (in-
cluding the distributed section 704(c)
property) under section 734(b) pursuant
to a section 754 election must be made
after (and must take into account) the
adjustments to basis made under para-
graph (e)(2) of this section. See
§1.737–3(c)(4) for a similar rule in the
context of section 737.

(4) Example. The following example
illustrates the rules of this paragraph
(e). Unless otherwise specified, part-
nership income equals partnership ex-
penses (other than depreciation deduc-
tions for contributed property) for each
year of the partnership, the fair market
value of partnership property does not
change, all distributions by the part-
nership are subject to section 704(c)-
(1)(B), and all partners are unrelated.

Example. Basis adjustment. (i) On January 1,
1995, A, B, and C form partnership ABC as
equal partners. A contributes $10,000 cash and
Property A, nondepreciable real property with a
fair market value of $10,000 and an adjusted tax
basis of $4,000. B and C each contribute $20,000
cash.

(ii) On December 31, 1998, Property A is
distributed to B in a current distribution.

(iii) Under paragraph (a) of this section, A
recognizes $6,000 of gain on the distribution of
Property A because that is the amount of gain
that would have been allocated to A under
section 704(c)(1)(A) and §1.704–3 on a sale of
Property A for its fair market value at the time
of the distribution (fair market value of Property
A ($10,000) less its adjusted tax basis at the time
of distribution ($4,000)). The adjusted tax basis
of A’s partnership interest is increased from
$14,000 to $20,000 to reflect this gain. The
partnership’s adjusted tax basis in Property A is
increased from $4,000 to $10,000 immediately
prior to its distribution to B. B’s adjusted tax
basis in Property A is therefore $10,000 under
section 732(a)(1).

(f) Anti-abuse rule—(1) In general.
The rules of section 704(c)(1)(B) and
this section must be applied in a
manner consistent with the purpose of
section 704(c)(1)(B). Accordingly, if a
principal purpose of a transaction is to
achieve a tax result that is inconsistent
with the purpose of section 704(c)(1)-
(B), the Commissioner can recast the
transaction for federal tax purposes as
appropriate to achieve tax results that
are consistent with the purpose of
section 704(c)(1)(B) and this section.
Whether a tax result is inconsistent
with the purpose of section 704(c)-
(1)(B) and this section must be deter-
mined based on all the facts and
circumstances. See §1.737–4 for an
anti-abuse rule and examples in the
context of section 737.

(2) Examples. The following exam-
ples illustrate the anti-abuse rule of this
paragraph (f). The examples set forth
below do not delineate the boundaries
of either permissible or impermissible
types of transactions. Further, the addi-
tion of any facts or circumstances that
are not specifically set forth in an
example (or the deletion of any facts or
circumstances) may alter the outcome
of the transaction described in the
example. Unless otherwise specified,
partnership income equals partnership
expenses (other than depreciation de-
ductions for contributed property) for
each year of the partnership, the fair
market value of partnership property
does not change, all distributions by
the partnership are subject to section
704(c)(1)(B), and all partners are un-
related.

Example 1. Distribution in substance made
within five-year period; results inconsistent with
the purpose of section 704(c)(1)(B). (i) On
January 1, 1995, A, B, and C form partnership
ABC as equal partners. A contributes Property
A, nondepreciable real property with a fair
market value of $10,000 and an adjusted tax
basis of $1,000. B and C each contributes
$10,000 cash.

(ii) On December 31, 1998, the partners desire
to distribute Property A to B in complete
liquidation of B’s interest in the partnership. If
Property A were distributed at that time,
however, A would recognize $9,000 of gain
under section 704(c)(1)(B), the difference be-
tween the $10,000 fair market value and the
$1,000 adjusted tax basis of Property A, because
Property A was contributed to the partnership
less than five years before December 31, 1998.
On becoming aware of this potential gain
recognition, and with a principal purpose of
avoiding such gain, the partners amend the
partnership agreement on December 31, 1998,
and take any other steps necessary to provide
that substantially all of the economic risks and
benefits of Property A are borne by B as of

December 31, 1998, and that substantially all of
the economic risks and benefits of all other
partnership property are borne by A and C. The
partnership holds Property A until January 5,
2000, at which time it is distributed to B in
complete liquidation of B’s interest in the
partnership.

(iii) The actual distribution of Property A
occurred more than five years after the contribu-
tion of the property to the partnership. The steps
taken by the partnership on December 31, 1998,
however, are the functional equivalent of an
actual distribution of Property A to B in
complete liquidation of B’s interest in the
partnership as of that date. Section 704(c)(1)(B)
requires recognition of gain when contributed
section 704(c) property is in substance dis-
tributed to another partner within five years of its
contribution to the partnership. Allowing a
contributing partner to avoid section 704(c)(1)(B)
through arrangements such as those in this
Example 1 that have the effect of a distribution
of property within five years of the date of its
contribution to the partnership would effectively
undermine the purpose of section 704(c)(1)(B)
and this section. As a result, the steps taken by
the partnership on December 31, 1998, are
treated as causing a distribution of Property A to
B for purposes of section 704(c)(1)(B) on that
date, and A recognizes gain of $9,000 under
section 704(c)(1)(B) and this section at that time.

(iv) Alternatively, if on becoming aware of
the potential gain recognition to A on a
distribution of Property A on December 31,
1998, the partners had instead agreed that B
would continue as a partner with no changes to
the partnership agreement or to B’s economic
interest in partnership operations, the distribution
of Property A to B on January 5, 2000, would
not have been inconsistent with the purpose of
section 704(c)(1)(B) and this section. In that
situation, Property A would not have been dis-
tributed until after the expiration of the five-year
period specified in section 704(c)(1)(B) and this
section. Deferring the distribution of Property A
until the end of the five-year period for a
principal purpose of avoiding the recognition of
gain under section 704(c)(1)(B) and this section
is not inconsistent with the purpose of section
704(c)(1)(B). Therefore, A would not have
recognized gain on the distribution of Property A
in that case.

Example 2. Suspension of five-year period in
manner consistent with the purpose of section
704(c)(1)(B). (i) A, B, and C form partnership
ABC on January 1, 1995, to conduct bona fide
business activities. A contributes Property A,
nondepreciable real property with a fair market
value of $10,000 and an adjusted tax basis of
$1,000, in exchange for a 49.5 percent interest in
partnership capital and profits. B contributes
$10,000 in cash for a 49.5 percent interest in
partnership capital and profits. C contributes cash
for a 1 percent interest in partnership capital and
profits. A and B are wholly owned subsidiaries
of the same affiliated group and continue to
control the management of Property A by virtue
of their controlling interests in the partnership.
The partnership is formed pursuant to a plan a
principal purpose of which is to minimize the
period of time that A would have to remain a
partner with a potential acquiror of Property A.

(ii) On December 31, 1997, D is admitted as a
partner to the partnership in exchange for
$10,000 cash.

(iii) On January 5, 2000, Property A is
distributed to D in complete liquidation of D’s
interest in the partnership.
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(iv) The distribution of Property A to D
occurred more than five years after the contribu-
tion of the property to the partnership. On these
facts, however, a principal purpose of the
transaction was to minimize the period of time
that A would have to remain partners with a
potential acquiror of Property A, and treating the
five-year period of section 704(c)(1)(B) as
running during a time when Property A was still
effectively owned through the partnership by
members of the contributing affiliated group of
which A is a member is inconsistent with the
purpose of section 704(c)(1)(B). Prior to the
admission of D as a partner, the pooling of assets
between A and B, on the one hand, and C, on
the other hand, although sufficient to constitute
ABC as a valid partnership for federal income
tax purposes, is not a sufficient pooling of assets
for purposes of running the five-year period with
respect to the distribution of Property A to D.
Allowing a contributing partner to avoid section
704(c)(1)(B) through arrangements such as those
in this Example 2 would have the effect of
substantially nullifying the five-year requirement
of section 704(c)(1)(B) and this section and
elevating the form of the transaction over its
substance. As a result, with respect to the
distribution of Property A to D, the five-year
period of section 704(c)(1)(B) is tolled until the
admission of D as a partner on December 31,
1997. Therefore, the distribution of Property A
occurred before the end of the five-year period
of section 704(c)(1)(B), and A recognizes gain of
$9,000 under section 704(c)(1)(B) on the
distribution.

(g) Effective date. This section ap-
plies to distributions by a partnership to
a partner on or after January 9, 1995.

Par. 3. Sections 1.737–1, 1.737–2,
1.737–3, 1.737–4, and 1.737–5 are
added to read as follows:

§1.737–1 Recognition of
precontribution gain.

(a) Determination of gain—(1) In
general. A partner that receives a
distribution of property (other than
money) must recognize gain under
section 737 and this section in an
amount equal to the lesser of the
excess distribution (as defined in para-
graph (b) of this section) or the
partner’s net precontribution gain (as
defined in paragraph (c) of this sec-
tion). Gain recognized under section
737 and this section is in addition to
any gain recognized under section 731.

(2) Transactions to which section
737 applies. Section 737 and this
section apply only to the extent that a
distribution by a partnership is a
distribution to a partner acting in the
capacity of a partner within the mean-
ing of section 731, except that section
737 and this section do not apply to the
extent that section 751(b) applies to the
distribution.

(b) Excess distribution—(1) Defini-
tion. The excess distribution is the
amount (if any) by which the fair
market value of the distributed property
(other than money) exceeds the dis-
tributee partner’s adjusted tax basis in
the partner’s partnership interest.

(2) Fair market value of property.
The fair market value of the distributed
property is the price at which the
property would change hands between
a willing buyer and a willing seller at
the time of the distribution, neither
being under any compulsion to buy or
sell and both having reasonable knowl-
edge of the relevant facts. The fair
market value that a partnership assigns
to distributed property will be regarded
as correct, provided that the value is
reasonably agreed to among the part-
ners in an arm’s-length negotiation and
the partners have sufficiently adverse
interests.

(3) Distributee partner’s adjusted
tax basis—(i) General rule. In deter-
mining the amount of the excess
distribution, the distributee partner’s
adjusted tax basis in the partnership
interest includes any basis adjustment
resulting from the distribution that is
subject to section 737 (for example,
adjustments required under section 752)
and from any other distribution or
transaction that is part of the same
distribution, except for—

(A) The increase required under sec-
tion 737(c)(1) for the gain recognized
by the partner under section 737; and

(B) The decrease required under sec-
tion 733(2) for any property distributed
to the partner other than property
previously contributed to the part-
nership by the distributee partner. See
§1.704–4(e)(1) for a rule in the context
of section 704(c)(1)(B). See also
§1.737–3(b)(2) for a special rule for
determining a partner’s adjusted tax
basis in distributed property previously
contributed by the partner to the
partnership.

(ii) Advances or drawings. The dis-
tributee partner’s adjusted tax basis in
the partnership interest is determined as
of the last day of the partnership’s
taxable year if the distribution to which
section 737 applies is properly charac-
terized as an advance or drawing
against the partner’s distributive share
of income. See §1.731–1(a)(1)(ii).

(c) Net precontribution gain—(1)
General rule. The distributee partner’s
net precontribution gain is the net gain
(if any) that would have been recog-

nized by the distributee partner under
section 704(c)(1)(B) and §1.704–4 if
all property that had been contributed
to the partnership by the distributee
partner within five years of the dis-
tribution and is held by the partnership
immediately before the distribution had
been distributed by the partnership to
another partner other than a partner
who owns, directly or indirectly, more
than 50 percent of the capital or profits
interest in the partnership. See §1.704–
4 for provisions determining a contrib-
uting partner’s gain or loss under
section 704(c)(1)(B) on an actual dis-
tribution of contributed section 704(c)
property to another partner.

(2) Special rules—(i) Property con-
tributed on or before October 3, 1989.
Property contributed to the partnership
on or before October 3, 1989, is not
taken into account in determining a
partner’s net precontribution gain. See
§1.704–4(c)(1) for a similar rule in the
context of section 704(c)(1)(B).

(ii) Section 734(b)(1)(A) adjust-
ments. For distributions to a distributee
partner of money by a partnership with
a section 754 election in effect that are
part of the same distribution as the
distribution of property subject to sec-
tion 737, for purposes of paragraph (a)
and (c)(1) of this section the distributee
partner’s net precontribution gain is
reduced by the basis adjustments (if
any) made to section 704(c) property
contributed by the distributee partner
under section 734(b)(1)(A). See
§1.737–3(c)(4) for rules regarding basis
adjustments for partnerships with a
section 754 election in effect.

(iii) Transfers of a partnership inter-
est. The transferee of all or a portion of
a contributing partner’s partnership in-
terest succeeds to the transferor’s net
precontribution gain, if any, in an
amount proportionate to the interest
transferred. See §1.704–3(a)(7) and
§1.704–4(d)(2) for similar provisions in
the context of section 704(c)(1)(A) and
section 704(c)(1)(B).

(iv) Section 704(c)(1)(B) gain recog-
nized in related distribution. A dis-
tributee partner’s net precontribution
gain is determined after taking into
account any gain or loss recognized by
the partner under section 704(c)(1)(B)
and §1.704–4 (or that would have been
recognized by the partner except for
the like-kind exception in section
704(c)(2) and §1.704–4(d)(3)) on an
actual distribution to another partner of
section 704(c) property contributed by
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the distributee partner that is part of the
same distribution as the distribution to
the distributee partner.

(v) Section 704(c)(2) disregarded. A
distributee partner’s net precontribution
gain is determined without regard to
the provisions of section 704(c)(2) and
§1.704–4(d)(3) in situations in which
the property contributed by the dis-
tributee partner is not actually dis-
tributed to another partner in a distribu-
tion related to the section 737
distribution.

(d) Character of gain. The character
of the gain recognized by the dis-
tributee partner under section 737 and
this section is determined by, and is
proportionate to, the character of the
partner’s net precontribution gain. For
this purpose, all gains and losses on
section 704(c) property taken into
account in determining the partner’s net
precontribution gain are netted accord-
ing to their character. Character is
determined at the partnership level for
this purpose, and any character with a
net negative amount is disregarded. The
character of the partner’s gain under
section 737 is the same as, and in
proportion to, any character with a net
positive amount. Character for this
purpose is determined as if the section
704(c) property had been sold by the
partnership to an unrelated third party
at the time of the distribution and
includes any item that would have been
taken into account separately by the
contributing partner under section
702(a) and §1.702–1(a).

(e) Examples. The following exam-
ples illustrate the provisions of this
section. Unless otherwise specified,
partnership income equals partnership
expenses (other than depreciation de-
ductions for contributed property) for
each year of the partnership, the fair
market value of partnership property
does not change, all distributions by
the partnership are subject to section
737, and all partners are unrelated.

Example 1. Calculation of excess distribution
and net precontribution gain. (i) On January 1,
1995, A, B, and C form partnership ABC as
equal partners. A contributes Property A, depre-
ciable real property with a fair market value of
$30,000 and an adjusted tax basis of $20,000. B
contributes Property B, nondepreciable real prop-
erty with a fair market value and adjusted tax
basis of $30,000. C contributes $30,000 cash.

(ii) Property A has 10 years remaining on its
cost recovery schedule and is depreciated using
the straight-line method. The partnership uses the
traditional method for allocating items under
section 704(c) described in §1.704–3(b)(1) for
Property A. The partnership has book deprecia-

tion of $3,000 per year (10 percent of the
$30,000 book basis in Property A) and each
partner is allocated $1,000 of book depreciation
per year (one-third of the total annual book
depreciation of $3,000). The partnership also has
tax depreciation of $2,000 per year (10 percent
of the $20,000 adjusted tax basis in Property A).
This $2,000 tax depreciation is allocated equally
between B and C, the noncontributing partners
with respect to Property A. 

(iii) At the end of 1997, the book value of
Property A is $21,000 ($30,000 initial book
value less $9,000 aggregate book depreciation)
and its adjusted tax basis is $14,000 ($20,000
initial tax basis less $6,000 aggregate tax
depreciation).

(iv) On December 31, 1997, Property B is
distributed to A in complete liquidation of A’s
partnership interest. The adjusted tax basis of
A’s partnership interest at that time is $20,000.
The amount of the excess distribution is $10,000,
the difference between the fair market value of
the distributed Property B ($30,000) and A’s
adjusted tax basis in A’s partnership interest
($20,000). A’s net precontribution gain is $7,000,
the difference between the book value of
Property A ($21,000) and its adjusted tax basis at
the time of the distribution ($14,000). A
recognizes gain of $7,000 on the distribution, the
lesser of the excess distribution and the net
precontribution gain.

Example 2. Determination of distributee part-
ner’s basis. (i) On January 1, 1995, A, B, and C
form general partnership ABC as equal partners.
A contributes Property A, nondepreciable real
property with a fair market value of $10,000 and
an adjusted tax basis of $4,000. B and C each
contributes $10,000 cash.

(ii) The partnership purchases Property B,
nondepreciable real property with a fair market
value of $9,000, subject to a $9,000 nonrecourse
liability. This nonrecourse liability is allocated
equally among the partners under section 752,
increasing A’s adjusted tax basis in A’s part-
nership interest from $4,000 to $7,000.

(iii) On December 31, 1998, A receives
$2,000 cash and Property B, subject to the
$9,000 liability, in a current distribution.

(iv) In determining the amount of the excess
distribution, the adjusted tax basis of A’s
partnership interest is adjusted to take into
account the distribution of money and the shift in
liabilities. A’s adjusted tax basis is therefore
increased to $11,000 for this purpose ($7,000
initial adjusted tax basis, less $2,000 distribution
of money, less $3,000 (decrease in A’s share of
the $9,000 partnership liability), plus $9,000
(increase in A’s individual liabilities)). As a
result of this basis adjustment, the adjusted tax
basis of A’s partnership interest ($11,000) is
greater than the fair market value of the
distributed property ($9,000) and therefore, there
is no excess distribution. A recognizes no gain
under section 737.

Example 3. Net precontribution gain reduced
for gain recognized under section 704(c)(1)(B).
(i) On January 1, 1995, A, B, and C form
partnership ABC as equal partners. A contributes
Properties A1 and A2, nondepreciable real
properties located in the United States each with
a fair market value of $10,000 and an adjusted
tax basis of $6,000. B contributes Property B,
nondepreciable real property located outside the
United States, with a fair market value and
adjusted tax basis of $20,000. C contributes
$20,000 cash.

(ii) On December 31, 1998, Property B is
distributed to A in complete liquidation of A’s
interest and, as part of the same distribution,
Property A1 is distributed to B in a current
distribution.

(iii) A’s net precontribution gain before the
distribution is $8,000 ($20,000 fair market value
of Properties A1 and A2 less $12,000 adjusted
tax basis of such properties). A recognizes
$4,000 of gain under section 704(c)(1)(B) and
§1.704–4 on the distribution of Property A1 to B
($10,000 fair market value of Property A1 less
$6,000 adjusted tax basis of Property A1). This
gain is taken into account in determining A’s
excess distribution and net precontribution gain.
As a result, A’s net precontribution gain is
reduced from $8,000 to $4,000, and the adjusted
tax basis in A’s partnership interest is increased
by $4,000 to $16,000.

(iv) A recognizes gain of $4,000 on the
receipt of Property B under section 737, an
amount equal to the lesser of the excess
distribution of $4,000 ($20,000 fair market value
of Property B less $16,000 adjusted tax basis of
A’s interest in the partnership) and A’s remain-
ing net precontribution gain of $4,000.

Example 4. Character of gain. (i) On January
1, 1995, A, B, and C form partnership ABC as
equal partners. A contributes the following
nondepreciable property to the partnership:

Fair Market
Value

Adjusted Tax
Basis

Property A1 $30,000 $20,000
Property A2 30,000 38,000
Property A3 10,000 9,000

(ii) The character of gain or loss on Property
A1 and Property A2 is long-term, U.S.-source
capital gain or loss. The character of gain on
Property A3 is long-term, foreign-source capital
gain. B contributes Property B, nondepreciable
real property with a fair market value and
adjusted tax basis of $70,000. C contributes
$70,000 cash.

(iii) On December 31, 1998, Property B is
distributed to A in complete liquidation of A’s
interest in the partnership. A recognizes $3,000
of gain under section 737, an amount equal to
the excess distribution of $3,000 ($70,000 fair
market value of Property B less $67,000 adjusted
tax basis in A’s partnership interest) and A’s net
precontribution gain of $3,000 ($70,000 aggre-
gate fair market value of properties contributed
by A less $67,000 aggregate adjusted tax basis of
such properties).

(iv) In determining the character of A’s gain,
all gains and losses on property taken into
account in determining A’s net precontribution
gain are netted according to their character and
allocated to A’s recognized gain under section
737 based on the relative proportions of the net
positive amounts. U.S.-source and foreign-source
gains must be netted separately because A would
have been required to take such gains into
account separately under section 702. As a result,
A’s net precontribution gain of $3,000 consists
of $2,000 of net long-term, U.S.-source capital
gain ($10,000 gain on Property A1 and $8,000
loss on Property A2) and $1,000 of net long-
term, foreign-source capital gain ($1,000 gain on
Property A3).

(v) The character of A’s gain under paragraph
(d) of this section is therefore $2,000 long-term,
U.S.-source capital gain ($3,000 gain recognized
under section 737 3 $2,000 net long-term, U.S.-
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source capital gain/$3,000 total net precontribu-
tion gain) and $1,000 long-term, foreign-source
capital gain ($3,000 gain recognized under
section 737 3 $1,000 net long-term, foreign-
source capital gain/$3,000 total net precontribu-
tion gain).

§1.737–2 Exceptions and special
rules.

(a) Section 708(b)(1)(B) termina-
tions. Section 737 and this section do
not apply to a deemed distribution of
property caused by a termination of the
partnership under section 708(b)(1)(B).
See §1.704–4(c)(3) for a similar rule in
the context of section 704(c)(1)(B).

(b) Transfers to another partner-
ship—(1) Complete transfer. Section
737 and this section do not apply to a
transfer by a partnership (transferor
partnership) of all of its assets and
liabilities to a second partnership
(transferee partnership) in an exchange
described in section 721, followed by a
distribution of the interest in the
transferee partnership in liquidation of
the transferor partnership as part of the
same plan or arrangement. See §1.704–
4(c)(4) for a similar rule in the context
of section 704(c)(1)(B).

(2) Certain divisive transactions.
Section 737 and this section do not
apply to a transfer by a partnership
(transferor partnership) of all of the
section 704(c) property contributed by
a partner to a second partnership
(transferee partnership) in an exchange
described in section 721, followed by a
distribution as part of the same plan or
arrangement of an interest in the
transferee partnership (and no other
property) in complete liquidation of the
interest of the partner that originally
contributed the section 704(c) property
to the transferor partnership.

(3) Subsequent distributions. A sub-
sequent distribution of property by the
transferee partnership to a partner of
the transferee partnership that was
formerly a partner of the transferor
partnership is subject to section 737 to
the same extent that a distribution from
the transferor partnership would have
been subject to section 737.

(c) Incorporation of a partnership.
Section 737 and this section do not
apply to an incorporation of a part-
nership by any method of incorporation
(other than a method involving an
actual distribution of partnership prop-
erty to the partners followed by a
contribution of that property to a
corporation), provided that the part-

nership is liquidated as part of the
incorporation transaction. See §1.704–
4(c)(5) for a similar rule in the context
of section 704(c)(1)(B).

(d) Distribution of previously con-
tributed property—(1) General rule.
Any portion of the distributed property
that consists of property previously
contributed by the distributee partner
(including property treated as contrib-
uted by the partner in connection with
a termination of the partnership under
section 708(b)(1)(B)) (previously con-
tributed property) is not taken into
account in determining the amount of
the excess distribution or the partner’s
net precontribution gain. See §1.737–
3(b)(2) for a special rule for determin-
ing the basis of previously contributed
property in the hands of a distributee
partner who contributed the property to
the partnership.

(2) Limitation for distribution of
previously contributed interest in an
entity. An interest in an entity pre-
viously contributed to the partnership is
not treated as previously contributed
property to the extent that the value of
the interest is attributable to property
contributed to the entity after the
interest was contributed to the part-
nership. The preceding sentence does
not apply to the extent that the property
contributed to the entity was contrib-
uted to the partnership by the partner
that also contributed the interest in the
entity to the partnership.

(3) Nonrecognition transactions.
Property received by the partnership in
exchange for contributed section 704(c)
property in a nonrecognition transaction
is treated as the contributed property
with regard to the contributing partner
for purposes of section 737 to the
extent that the property received is
treated as section 704(c) property under
§1.704–3(a)(8). See §1.704–4(d)(1) for
a similar rule in the context of section
704(c)(1)(B).

(4) Undivided interests. The distribu-
tion of an undivided interest in prop-
erty is treated as the distribution of
previously contributed property to the
extent that the undivided interest does
not exceed the undivided interest, if
any, contributed by the distributee
partner in the same property. See
§1.704–4(c)(6) for the application of
section 704(c)(1)(B) in a similar con-
text. The portion of the undivided
interest in property retained by the
partnership after the distribution, if
any, that is treated as contributed by

the distributee partner, is reduced to the
extent of the undivided interest dis-
tributed to the distributee partner.

(e) Examples. The following exam-
ples illustrate the rules of this section.
Unless otherwise specified, partnership
income equals partnership expenses
(other than depreciation deductions for
contributed property) for each year of
the partnership, the fair market value of
partnership property does not change,
all distributions by the partnership are
subject to section 737, and all partners
are unrelated.

Example 1. Distribution of previously contrib-
uted property. (i) On January 1, 1995, A, B, and
C form partnership ABC as equal partners. A
contributes the following nondepreciable real
property to the partnership:

Fair Market
Value

Adjusted Tax
Basis

Property A1 $20,000 $10,000
Property A2 10,000 6,000

(ii) A’s total net precontribution gain on the
contributed property is $14,000 ($10,000 on
Property A1 plus $4,000 on Property A2). B
contributes $10,000 cash and Property B, non-
depreciable real property with a fair market value
and adjusted tax basis of $20,000. C contributes
$30,000 cash.

(iii) On December 31, 1998, Property A2 and
Property B are distributed to A in complete
liquidation of A’s interest in the partnership.
Property A2 was previously contributed by A
and is therefore not taken into account in
determining the amount of the excess distribution
or A’s net precontribution gain. The adjusted tax
basis of Property A2 in the hands of A is also
determined under section 732 as if that property
were the only property distributed to A.

(iv) As a result of excluding Property A2 from
these determinations, the amount of the excess
distribution is $10,000 ($20,000 fair market
value of distributed Property B less $10,000
adjusted tax basis in A’s partnership interest).
A’s net precontribution gain is also $10,000
($14,000 total net precontribution gain less
$4,000 gain with respect to previously contrib-
uted Property A2). A therefore recognizes
$10,000 of gain on the distribution, the lesser of
the excess distribution and the net precontribu-
tion gain.

Example 2. Distribution of a previously con-
tributed interest in an entity. (i) On January 1,
1995, A, B, and C form partnership ABC as
equal partners. A contributes Property A, non-
depreciable real property with a fair market value
of $10,000 and an adjusted tax basis of $5,000,
and all of the stock of Corporation X with a fair
market value and adjusted tax basis of $500. B
contributes $500 cash and Property B, nondepre-
ciable real property with a fair market value and
adjusted tax basis of $10,000. Partner C contrib-
utes $10,500 cash. On December 31, 1996, ABC
contributes Property B to Corporation X in a
nonrecognition transaction under section 351.

(ii) On December 31, 1998, all of the stock of
Corporation X is distributed to A in complete
liquidation of A’s interest in the partnership. The
stock is treated as previously contributed prop-
erty with respect to A only to the extent of the
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$500 fair market value of the Corporation X
stock contributed by A. The fair market value of
the distributed stock for purposes of determining
the amount of the excess distribution is therefore
$10,000 ($10,500 total fair market value of
Corporation X stock less $500 portion treated as
previously contributed property). The $500 fair
market value and adjusted tax basis of the
Corporation X stock is also not taken into
account in determining the amount of the excess
distribution and the net precontribution gain.

(iii) A recognizes $5,000 of gain under section
737, the amount of the excess distribution
($10,000 fair market value of distributed prop-
erty less $5,000 adjusted tax basis in A’s
partnership interest) and A’s net precontribution
gain ($10,000 fair market value of Property A
less $5,000 adjusted tax basis in Property A).

Example 3. Distribution of undivided interest
in property. (i) On January 1, 1995, A and B
form partnership AB as equal partners. A
contributes $500 cash and an undivided one-half
interest in Property X. B contributes $500 cash
and an undivided one-half interest in Property X.

(ii) On December 31, 1998, an undivided one-
half interest in Property X is distributed to A in
a current distribution. The distribution of the
undivided one-half interest in Property X is
treated as a distribution of previously contributed
property because A contributed an undivided
one-half interest in Property X. As a result, A
does not recognize any gain under section 737 on
the distribution.

§1.737–3 Basis adjustments; Recovery
rules.

(a) Distributee partner’s adjusted
tax basis in the partnership interest.
The distributee partner’s adjusted tax
basis in the partnership interest is
increased by the amount of gain
recognized by the distributee partner
under section 737 and this section. This
increase is not taken into account in
determining the amount of gain recog-
nized by the partner under section
737(a)(1) and this section or in deter-
mining the amount of gain recognized
by the partner under section 731(a) on
the distribution of money in the same
distribution or any related distribution.
See §1.704–4(e)(1) for a determination
of the distributee partner’s adjusted tax
basis in a distribution subject to section
704(c)(1)(B).

(b) Distributee partner’s adjusted
tax basis in distributed property—(1)
In general. The distributee partner’s
adjusted tax basis in the distributed
property is determined under section
732(a) or (b) as applicable. The in-
crease in the distributee partner’s ad-
justed tax basis in the partnership
interest under paragraph (a) of this
section is taken into account in deter-
mining the distributee partner’s ad-
justed tax basis in the distributed
property other than property previously

contributed by the partner. See §1.704–
4(e)(2) for a determination of basis in a
dis t r ibut ion subject to sect ion
704(c)(1)(B).

(2) Previously contributed property.
The distributee partner’s adjusted tax
basis in distributed property that the
partner previously contributed to the
partnership is determined as if it were
distributed in a separate and independ-
ent distribution prior to the distribution
that is subject to section 737 and
§1.737–1.

(c) Partnership’s adjusted tax basis
in partnership property—(1) Increase in
basis. The partnership’s adjusted tax
basis in eligible property is increased by
the amount of gain recognized by the
distributee partner under section 737.

(2) Eligible property. Eligible prop-
erty is property that—

(i) Entered into the calculation of
the distributee partner’s net pre-
contribution gain;

(ii) Has an adjusted tax basis to the
partnership less than the property’s fair
market value at the time of the
distribution;

(iii) Would have the same character
of gain on a sale by the partnership to
an unrelated party as the character of
any of the gain recognized by the dis-
tributee partner under section 737; and

(iv) Was not distributed to another
partner in a distribution subject to
section 704(c)(1)(B) and §1.704–4 that
was part of the same distribution as the
distribution subject to section 737.

(3) Method of adjustment. For the
purpose of allocating the basis increase
under paragraph (c)(2) of this section
among the eligible property, all eligible
property of the same character is
treated as a single group. Character for
this purpose is determined in the same
manner as the character of the recog-
nized gain is determined under §1.737–
1(d). The basis increase is allocated
among the separate groups of eligible
property in proportion to the character
of the gain recognized under section
737. The basis increase is then allo-
cated among property within each
group in the order in which the
property was contributed to the part-
nership by the partner, starting with the
property contributed first, in an amount
equal to the difference between the
property’s fair market value and its
adjusted tax basis to the partnership at
the time of the distribution. For prop-
erty that has the same character and

was contributed in the same (or a
related) transaction, the basis increase
is allocated based on the respective
amounts of unrealized appreciation in
such properties at the time of the
distribution.

(4) Section 754 adjustments. The
basis adjustments to partnership prop-
erty made pursuant to paragraph (c)(1)
of this section are not elective and
must be made regardless of whether the
partnership has an election in effect
under section 754. Any adjustments to
the bases of partnership property (in-
cluding eligible property as defined in
paragraph (c)(2) of this section) under
section 734(b) pursuant to a section
754 election (other than basis adjust-
ments under section 734(b)(1)(A) de-
scribed in the following sentence) must
be made after (and must take into
account) the adjustments to basis made
under paragraph (a) and paragraph
(c)(1) of this section. Basis adjustments
under section 734(b)(1)(A) that are
attributable to distributions of money to
the distributee partner that are part of
the same distribution as the distribution
of property subject to section 737 are
made before the adjustments to basis
under paragraph (a) and paragraph
(c)(1) of this section. See §1.737–
1(c)(2)(ii) for the effect, if any, of basis
adjustments under section 734(b)(1)(A)
on a partner’s net precontribution gain.
See also §1.704–4(e)(3) for a similar
rule regarding basis adjustments pur-
suant to a section 754 election in the
context of section 704(c)(1)(B).

(d) Recovery of increase to adjusted
tax basis. Any increase to the adjusted
tax basis of partnership property under
paragraph (c)(1) of this section is
recovered using any applicable recov-
ery period and depreciation (or other
cost recovery) method (including first-
year conventions) available to the
partnership for newly purchased prop-
erty (of the type adjusted) placed in
service at the time of the distribution.

(e) Examples. The following exam-
ples illustrate the rules of this section.
Unless otherwise specified, partnership
income equals partnership expenses
(other than depreciation deductions for
contributed property) for each year of
the partnership, the fair market value of
partnership property does not change,
all distributions by the partnership are
subject to section 737, and all partners
are unrelated.

Example 1. Partner’s basis in distributed
property. (i) On January 1, 1995, A, B, and C
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form partnership ABC as equal partners. A
contributes Property A, nondepreciable real
property with a fair market value of $10,000 and
an adjusted tax basis of $5,000. B contributes
Property B, nondepreciable real property with a
fair market value and adjusted tax basis of
$10,000. C contributes $10,000 cash.

(ii) On December 31, 1998, Property B is
distributed to A in complete liquidation of A’s
interest in the partnership. A recognizes $5,000
of gain under section 737, an amount equal to
the excess distribution of $5,000 ($10,000 fair
market value of Property B less $5,000 adjusted
tax basis in A’s partnership interest) and A’s net
precontribution gain of $5,000 ($10,000 fair
market value of Property A less $5,000 adjusted
tax basis of such property).

(iii) A’s adjusted tax basis in A’s partnership
interest is increased by the $5,000 of gain
recognized under section 737. This increase is
taken into account in determining A’s basis in
the distributed property. Therefore, A’s adjusted
tax basis in distributed Property B is $10,000
under section 732(b).

Example 2. Partner’s basis in distributed
property in connection with gain recognized
under section 704(c)(1)(B). (i) On January 1,
1995, A, B, and C form partnership ABC as
equal partners. A contributes the following
nondepreciable real property to the partnership:

Fair Market
Value

Adjusted Tax
Basis

Property A1 $10,000 $5,000
Property A2 10,000 2,000

(ii) B contributes $10,000 cash and Property
B, nondepreciable real property, with a fair
market value and adjusted tax basis of $10,000.
C contributes $20,000 cash.

(iii) On December 31, 1998, Property B is
distributed to A in a current distribution and
Property A1 is distributed to B in a current
distribution. A recognizes $5,000 of gain under
section 704(c)(1)(B) and §1.704–4 on the dis-
tribution of Property A1 to B, the difference
between the fair market value of such property
($10,000) and the adjusted tax basis in dis-
tributed Property A1 ($5,000). The adjusted tax
basis of A’s partnership interest is increased by
this $5,000 of gain under section 704(c)(1)(B)
and §1.704–4(e)(1).

(iv) The increase in the adjusted tax basis of
A’s partnership interest is taken into account in
determining the amount of the excess distribu-
tion. As a result, there is no excess distribution
because the fair market value of Property B
($10,000) is less than the adjusted tax basis of
A’s interest in the partnership at the time of
distribution ($12,000). A therefore recognizes no
gain under section 737 on the receipt of Property
B. A’s adjusted tax basis in Property B is
$10,000 under section 732(a)(1). The adjusted
tax basis of A’s partnership interest is reduced
from $12,000 to $2,000 under section 733. See
Example 3 of §1.737–1(e).

Example 3. Partnership’s basis in partnership
property after a distribution with section 737
gain. (i) On January 31, 1995, A, B, and C form
partnership ABC as equal partners. A contributes
the following nondepreciable property to the
partnership:

Fair Market
Value

Adjusted Tax
Basis

Property A1 $1,000 $ 500
Property A2 4,000 1,500 
Property A3 4,000 6,000
Property A4 6,000 4,000

(ii) The character of gain or loss on Properties
A1, A2, and A3 is long-term, U.S.-source capital
gain or loss. The character of gain on Property
A4 is long-term, foreign-source capital gain. B
contributes Property B, nondepreciable real prop-
erty with a fair market value and adjusted tax
basis of $15,000. C contributes $15,000 cash.

(iii) On December 31, 1998, Property B is
distributed to A in complete liquidation of A’s
interest in the partnership. A recognizes gain of
$3,000 under section 737, an amount equal to the
excess distribution of $3,000 ($15,000 fair
market value of Property B less $12,000 adjusted
tax basis in A’s partnership interest) and A’s net
precontribution gain of $3,000 ($15,000 aggre-
gate fair market value of the property contributed
by A less $12,000 aggregate adjusted tax basis of
such property).

(iv) $2,000 of A’s gain is long-term, foreign-
source capital gain ($3,000 total gain under
section 737 3 $2,000 net long-term, foreign-
source capital gain/$3,000 total net precontribu-
tion gain). $1,000 of A’s gain is long-term, U.S.-
source capital gain ($3,000 total gain under
section 737 3 $1,000 net long-term, U.S.-source
capital gain/$3,000 total net precontribution
gain).

(v) The partnership must increase the adjusted
tax basis of the property contributed by A by
$3,000. All property contributed by A is eligible
property. Properties A1, A2, and A3 have the
same character and are grouped into a single
group for purposes of allocating this basis
increase. Property A4 is in a separate character
group.

(vi) $2,000 of the basis increase must be
allocated to long-term, foreign-source capital
assets because $2,000 of the gain recognized by
A was long-term, foreign-source capital gain.
The adjusted tax basis of Property A4 is
therefore increased from $4,000 to $6,000.
$1,000 of the increase must be allocated to
Properties A1 and A2 because $1,000 of the gain
recognized by A is long-term, U.S.-source capital
gain. No basis increase is allocated to Property
A3 because its fair market value is less than its
adjusted tax basis. The $1,000 basis increase is
allocated between Properties A1 and A2 based
on the unrealized appreciation in each asset
before such basis adjustment. As a result, the
adjusted tax basis of Property A1 is increased by
$167 ($1,000 3 $500/$3,000) and the adjusted
tax basis of Property A2 is increased by $833
($1,000 3 $2,500/3,000).

§1.737–4 Anti-abuse rule.

(a) In general. The rules of section
737 and §§1.737–1, 1.737–2, and
1.737–3 must be applied in a manner
consistent with the purpose of section
737. Accordingly, if a principal pur-
pose of a transaction is to achieve a tax
result that is inconsistent with the
purpose of section 737, the Commis-
sioner can recast the transaction for
federal tax purposes as appropriate to

achieve tax results that are consistent
with the purpose of section 737.
Whether a tax result is inconsistent
with the purpose of section 737 must
be determined based on all the facts
and circumstances. See §1.704–4(f) for
an anti-abuse rule and examples in the
context of section 704(c)(1)(B). The
anti-abuse rule and examples under
section 704(c)(1)(B) and §1.704–4(f)
are relevant to section 737 and
§§1.737–1, 1.737–2, and 1.737–3 to the
extent that the net precontribution gain
for purposes of section 737 is deter-
mined by reference to section
704(c)(1)(B).

(b) Examples. The following exam-
ples illustrate the rules of this section.
The examples set forth below do not
delineate the boundaries of either per-
missible or impermissible types of
transactions. Further, the addition of
any facts or circumstances that are not
specifically set forth in an example (or
the deletion of any facts or circum-
stances) may alter the outcome of the
transaction described in the example.
Unless otherwise specified, partnership
income equals partnership expenses
(other than depreciation deductions for
contributed property) for each year of
the partnership, the fair market value of
partnership property does not change,
all distributions by the partnership are
subject to section 737, and all partners
are unrelated.

Example 1. Increase in distributee partner’s
basis by temporary contribution; results incon-
sistent with the purpose of section 737. (i) On
January 1, 1995, A, B, and C form partnership
ABC as equal partners. A contributes Property
A1, nondepreciable real property with a fair
market value of $10,000 and an adjusted tax
basis of $1,000. B contributes Property B,
nondepreciable real property with a fair market
value of $10,000 and an adjusted tax basis of
$10,000. C contributes $10,000 cash.

(ii) On January 1, 1999, pursuant to a plan a
principal purpose of which is to avoid gain under
section 737, A transfers to the partnership
Property A2, nondepreciable real property with a
fair market value and adjusted tax basis of
$9,000. A treats the transfer as a contribution to
the partnership pursuant to section 721 and
increases the adjusted tax basis of A’s part-
nership interest from $1,000 to $10,000. On
January 1, 1999, the partnership agreement is
amended and all other necessary steps are taken
so that substantially all of the economic risks and
benefits of Property A2 are retained by A. On
February 1, 1999, Property B is distributed to A
in a current distribution. If the contribution of
Property A2 is treated as a contribution to the
partnership for purposes of section 737, there is
no excess distribution because the fair market
value of distributed Property B ($10,000) does
not exceed the adjusted tax basis of A’s interest
in the partnership ($10,000), and therefore
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section 737 does not apply. A’s adjusted tax
basis in distributed Property B is $10,000 under
section 732(a)(1) and the adjusted tax basis of
A’s partnership interest is reduced to zero under
section 733.

(iii) On March 1, 2000, A receives Property
A2 from the partnership in complete liquidation
of A’s interest in the partnership. A recognizes
no gain on the distribution of Property A2
because the property was previously contributed
property. See §1.737–2(d).

(iv) Although A has treated the transfer of
Property A2 as a contribution to the partnership
that increased the adjusted tax basis of A’s
interest in the partnership, it would be inconsist-
ent with the purpose of section 737 to recognize
the transfer as a contribution to the partnership.
Section 737 requires recognition of gain when
the value of distributed property exceeds the
distributee partner’s adjusted tax basis in the
partnership interest. Section 737 assumes that
any contribution or other transaction that affects
a partner’s adjusted tax basis in the partnership
interest is a contribution or transaction in
substance and is not engaged in with a principal
purpose of avoiding recognition of gain under
section 737. Because the transfer of Property A2
to the partnership was not a contribution in
substance and was made with a principal purpose
of avoiding recognition of gain under section
737, the Commissioner can disregard the contri-
bution of Property A2 for this purpose. As a
result, A recognizes gain of $9,000 under section
737 on the receipt of Property B, an amount
equal to the lesser of the excess distribution of
$9,000 ($10,000 fair market value of distributed
Property B less the $1,000 adjusted tax basis of
A’s partnership interest, determined without
regard to the transitory contribution of Property
A2) or A’s net precontribution gain of $9,000 on
Property A1.

Example 2. Increase in distributee partner’s
basis; section 752 liability shift; results consistent
with the purpose of section 737. (i) On January 1,
1995, A and B form general partnership AB as
equal partners. A contributes Property A, non-
depreciable real property with a fair market value
of $10,000 and an adjusted tax basis of $1,000. B
contributes Property B, nondepreciable real prop-
erty with a fair market value and adjusted tax
basis of $10,000. The partnership also borrows
$10,000 on a recourse basis and purchases
Property C. The $10,000 liability is allocated
equally between A and B under section 752,
thereby increasing the adjusted tax basis in A’s
partnership interest to $6,000.

(ii) On December 31, 1998, the partners agree
that A is to receive Property B in a current
distribution. If A were to receive Property B at
that time, A would recognize $4,000 of gain
under section 737, an amount equal to the lesser
of the excess distribution of $4,000 ($10,000 fair
market value of Property B less $6,000 adjusted
tax basis in A’s partnership interest) or A’s net
precontribution gain of $9,000 ($10,000 fair
market value of Property A less $1,000 adjusted
tax basis of Property A).

(iii) With a principal purpose of avoiding such
gain, A and B agree that A will be solely liable
for the repayment of the $10,000 partnership
liability and take the steps necessary so that the
entire amount of the liability is allocated to A
under section 752. The adjusted tax basis in A’s
partnership interest is thereby increased from
$6,000 to $11,000 to reflect A’s share of the
$5,000 of liability previously allocated to B. As
a result of this increase in A’s adjusted tax basis,

there is no excess distribution because the fair
market value of distributed Property B ($10,000)
is less than the adjusted tax basis of A’s
partnership interest. Recognizing A’s increased
adjusted tax basis as a result of the shift in
liabilities is consistent with the purpose of
section 737 and this section. Section 737 requires
recognition of gain only when the value of the
distributed property exceeds the distributee part-
ner’s adjusted tax basis in the partnership
interest. The $10,000 recourse liability is a bona
fide liability of the partnership that was under-
taken for a substantial business purpose and A’s
and B’s agreement that A will assume respon-
sibility for repayment of that debt has substance.
Therefore, the increase in A’s adjusted tax basis
in A’s interest in the partnership due to the shift
in partnership liabilities under section 752 is
respected, and A recognizes no gain under
section 737.

§1.737–5 Effective date.

Sections 1.737–1, 1.737–2, 1.737–3,
and 1.737–4 apply to distributions by a
partnership to a partner on or after
January 9, 1995.

Dated December 13, 1995.

Margaret Milner Richardson,
Commissioner of

Internal Revenue.

Approved:

Leslie Samuels,
Assistant Secretary of

the Treasury.

(Filed by the Office of the Federal Register on
December 22, 1995, 8:45 a.m., and published
in the issue of the Federal Register for
December 26, 1995, 60 F.R. 66727)

as added by section 1431 of the Tax
Reform Act of 1986. Changes to the
applicable law were made by the Tax
Reform Act of 1986, the Technical and
Miscellaneous Revenue Act of 1988,
and the Revenue Reconciliation Act of
1989. The regulations are necessary to
provide guidance to taxpayers so that
they may comply with chapter 13 of
the Code. 

DATES: These regulations are effective
December 27, 1995.

FOR FURTHER INFORMATION
CONTACT: James F. Hogan, (202)
622-3090 (not a toll free number).

SUPPLEMENTARY INFORMATION:

Paperwork Reduction Act

The collection of information re-
quirements contained in these final
regulations have been reviewed and
approved by the Office of Management
and Budget in accordance with the
Paperwork Reduction Act (44 U.S.C.
3507) under control numbers 1545–
0985 (relating to §§26.2601–1 and
26.2662–2) and 1545–1358 (relating to
§§26.2632–1, 26.2642–1, 26.2642–2,
26.2642–3, 26.2642–4 and 26.2652–2).
All of these paperwork requirements
will be consolidated under control
number 1545–0985. Responses to this
collection of information are required
to ensure the proper collection of the
generation-skipping transfer tax.

An agency may not conduct or
sponsor, and a person is not required to
respond to, a collection unless the
collection of information displays a
valid control number.

The estimated burden per respondent is
1 hour under control number 1545–0985.
The time estimates for the reporting and
recordkeeping requirements under control
number 1545–1358 are included in the
estimates of burden applicable to Forms
706, 706NA, 706GS(T), 706GS(D),
706GS(D–1), and 709. 

Comments concerning the accuracy
of this burden estimate and suggestions
for reducing this burden should be
directed to the Internal Revenue Serv-
ice, Attn: IRS Reports Clearance Of-
ficer T:FP, Washington, DC 20224, and
to the Office of Management and
Budget, Attn: Desk Officer for the
Department of Treasury, Office of
Information and Regulatory Affairs,
Washington, DC 20503.


