Internal Revenue Service, Treasury

(iv) In determining the amount of the ex-
cess 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 pur-
pose ($7,000 initial adjusted tax basis, less
$2,000 distribution of money, less $3,000 (de-
crease in A’s share of the $9,000 partnership
liability), plus $9,000 (increase in A’s indi-
vidual 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 part-
nership ABC as equal partners. A contributes
Properties Al and A2, nondepreciable real
properties located in the United States each
with a fair market value of $10,000 and an ad-
justed tax basis of $6,000. B contributes Prop-
erty B, nondepreciable real property located
outside the United States, with a fair mar-
ket value and adjusted tax basis of $20,000. C
contributes $20,000 cash.

(ii) On December 31, 1998, Property B is dis-
tributed to A in complete liquidation of A’s
interest and, as part of the same distribu-
tion, Property Al is distributed to B in a cur-
rent distribution.

(iii) A’s net precontribution gain before the
distribution is $8,000 ($20,000 fair market
value of Properties Al and A2 less $12,000 ad-
justed tax basis of such properties). A recog-
nizes $4,000 of gain under section 704(c)(1)(B)
and §1.704-4 on the distribution of Property
Al to B ($10,000 fair market value of Prop-
erty Al less $6,000 adjusted tax basis of Prop-
erty Al). 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 re-
ceipt of Property B under section 737, an
amount equal to the lesser of the excess dis-
tribution 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 re-
maining 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 mar- | Adjusted
ket value | tax basis
Property A1 ... $30,000 $20,000
Property A2 30,000 38,000
Property A3 ... 10,000 9,000
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(ii) The character of gain or loss on Prop-
erty Al 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 aggregate fair market value of
properties contributed by A less $67,000 ag-
gregate adjusted tax basis of such prop-
erties).

(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 recog-
nized gain under section 737 based on the rel-
ative 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 Al 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 para-
graph (d) of this section is therefore $2,000
long-term, U.S.-source capital gain ($3,000
gain recognized under section 737x$2,000 net
long-term, U.S.-source capital gain/$3,000
total net precontribution gain) and $1,000
long-term, foreign-source capital gain ($3,000
gain recognized under section 737 x $1,000 net
long-term, foreign-source capital gain/$3,000
total net precontribution gain).

[T.D. 8642, 60 FR 66733, Dec. 26, 1995]

§1.737-2 Exceptions and special rules.

(a) Section 708(b)(1)(B) terminations.
Section 737 and this section do not
apply to the deemed distribution of in-
terests in a new partnership caused by
the termination of a partnership under
section 708(b)(1)(B). A subsequent dis-
tribution of property by the new part-
nership to a partner of the new part-
nership that was formerly a partner of
the terminated partnership is subject
to section 737 to the same extent that
a distribution from the terminated
partnership would have been subject to
section 737. See also §1.704-4(c)(3) for a
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similar rule in the context of section
704(c)(1)(B). This paragraph (a) applies
to terminations of partnerships under
section 708(b)(1)(B) occurring on or
after May 9, 1997; however, this para-
graph (a) may be applied to termi-
nations occurring on or after May 9,
1996, provided that the partnership and
its partners apply this paragraph (a) to
the termination in a consistent man-
ner.

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

(2) Certain divisive transactions. Sec-
tion 737 and this section do not apply
to a transfer by a partnership (trans-
feror partnership) of all of the section
704(c) property contributed by a part-
ner to a second partnership (transferee
partnership) in an exchange described
in section 721, followed by a distribu-
tion as part of the same plan or ar-
rangement of an interest in the trans-
feree partnership (and no other prop-
erty) in complete liquidation of the in-
terest of the partner that originally
contributed the section 704(c) property
to the transferor partnership.

(3) Subsequent distributions. A subse-
quent 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. Sec-
tion 737 and this section do not apply
to an incorporation of a partnership by
any method of incorporation (other
than a method involving an actual dis-
tribution of partnership property to
the partners followed by a contribution
of that property to a corporation), pro-
vided that the partnership is liquidated
as part of the incorporation trans-
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action. See §1.704-4(c)(5) for a similar
rule in the context of section
704(c)(1)(B).

(d) Distribution of previously contrib-
uted property—(1) General rule. Any por-
tion of the distributed property that
consists of property previously contrib-
uted by the distributee partner (pre-
viously contributed property) is not
taken into account in determining the
amount of the excess distribution or
the partner’s net precontribution gain.
The previous sentence applies on or
after May 9, 1997. See §1.737-3(b)(2) for
a special rule for determining the basis
of previously contributed property in
the hands of a distributee partner who
contributed the property to the part-
nership.

(2) Limitation for distribution of pre-
viously contributed interest in an entity.
An interest in an entity previously
contributed to the partnership is not
treated as previously contributed prop-
erty to the extent that the value of the
interest is attributable to property
contributed to the entity after the in-
terest was contributed to the partner-
ship. 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. Prop-
erty received by the partnership in ex-
change for contributed section 704(c)
property in a nonrecognition trans-
action is treated as the contributed
property with regard to the contrib-
uting partner for purposes of section
737 to the extent that the property re-
ceived is treated as section 704(c) prop-
erty 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 sec-
tion 704(c)(1)(B) in a similar context.
The portion of the undivided interest
in property retained by the partnership
after the distribution, if any, that is
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treated as contributed by the dis-
tributee partner, is reduced to the ex-
tent of the undivided interest distrib-
uted to the distributee partner.

(e) Examples. The following examples
illustrate the rules of this section. Un-
less otherwise specified, partnership in-
come 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 part-
nership are subject to section 737, and
all partners are unrelated.

Example 1. Distribution of previously con-
tributed property. (i) On January 1, 1995, A,
B, and C form partnership ABC as equal part-
ners. A contributes the following nondepre-
ciable real property to the partnership:

Fair mar- | Adjusted
ket value | 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 Al 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 con-
tributes $30,000 cash.

(iif) 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 dis-
tribution 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
contributed Property A2). A therefore recog-
nizes $10,000 of gain on the distribution, the
lesser of the excess distribution and the net
precontribution 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,
nondepreciable real property with a fair mar-
ket 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

§1.737-3

basis of $500. B contributes $500 cash and
Property B, nondepreciable real property
with a fair market value and adjusted tax
basis of $10,000. Partner C contributes $10,500
cash. On December 31, 1996, ABC contributes
Property B to Corporation X in a non-
recognition transaction under section 351.

(ii) On December 31, 1998, all of the stock of
Corporation X is distributed to A in com-
plete liquidation of A’s interest in the part-
nership. The stock is treated as previously
contributed property with respect to A only
to the extent of the $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 there-
fore $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 sec-
tion 737, the amount of the excess distribu-
tion ($10,000 fair market value of distributed
property 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 Prop-
erty X is treated as a distribution of pre-
viously contributed property because A con-
tributed an undivided one-half interest in
Property X. As a result, A does not recognize
any gain under section 737 on the distribu-
tion.

[T.D. 8642, 60 FR 66735 Dec. 26, 1995, as
amended by T.D. 8717, 62 FR 25501, May 9,
1997]

§1.737-3 Basis adjustments; Recovery
rules.

(a) Distributee partner’s adjusted tax
basis in the partnership interest. The dis-
tributee 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
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