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under section 708(b)(1)(B)) (previously
contributed 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 determining
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
previously 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
partnership. The preceding sentence
does not apply to the extent that the
property contributed to the entity was
contributed 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).

(e) Examples. The following examples
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
contributed 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 mar-
ket 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,
nondepreciable 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 contributed Property A2). A
therefore recognizes $10,000 of gain on the
distribution, the lesser of the excess
distribution and the net precontribution gain.

Example 2. Distribution of a previously
contributed 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 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,
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
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 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 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 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).

§ 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 recognized by the
partner under section 737(a)(1) and this
section or in determining 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 increase
in the distributee partner’s adjusted tax
basis in the partnership interest under
paragraph (a) of this section is taken
into account in determining the
distributee partner’s adjusted 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 distribution
subject to section 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
independent 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 property
is property that—

(i) Entered into the calculation of the
distributee partner’s net precontribution
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 distributee
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 plan or
arrangement 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


