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paragraph (c) of this section). 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 a distribution that is
properly characterized as a distribution
to a partner acting in the capacity of a
partner within the meaning of section
731. Section 737 does not apply to a
transaction or distribution that is subject
to provisions other than sections 731(a)
or 737 (for example, a transaction or
distribution subject to sections 707(a),
736(a), or 751(b)).

(b) Excess distribution—(1) Definition.
The excess distribution is the amount (if
any) by which the fair market value of
the distributed property (other than
money) exceeds the distributee 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
knowledge 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 partners
in an arm’s-length negotiation and the
partners have sufficiently adverse
interests.

(3) Distributee partner’s adjusted tax
basis—(i) General rule. In determining
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 plan or
arrangement, except for—

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

(B) The decrease required under
section 733(2) for any property
distributed to the partner other than
property previously contributed to the
partnership 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
distributee 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
characterized 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 the partner would have
recognized under section 704(c)(1)(B)
and § 1.704–4 if, at the time of the
distribution to which section 737
applies, the partnership had actually
distributed to another partner all section
704(c) property contributed to the
partnership by the distributee partner.
See § 1.704–4 for provisions
determining a contributing partner’s
gain or loss under section 704(c)(1)(B)
on an actual distribution of contributed
section 704(c) property to another
partner.

(2) Special rules—(i) Property
contributed 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) adjustments.
For distributions to a distributee partner
of money by a partnership with a
section 754 election in effect that are
part of the same plan or arrangement as
the distribution of property subject to
section 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
interest. The transferee of all or a
portion of a contributing partner’s
partnership interest 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
recognized in related distribution. A
distributee 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
the distributee partner that is part of the
same plan or arrangement 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)(2) in situations in which
the property contributed by the
distributee partner is not actually
distributed to another partner in a
distribution related to the section 737
distribution.

(d) Character of gain. The character of
the gain recognized by the distributee
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
according to their character. 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 examples
illustrate the provisions 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. 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, depreciable real
property with a fair market value of $30,000
and an adjusted tax basis of $20,000. B
contributes Property B, nondepreciable real
property 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 depreciation 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


