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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 determined 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 examples
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
addition 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
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 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 between 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
contribution 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 distributed 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 distributed 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.

(iv) The distribution of Property A to D
occurred more than five years after the
contribution 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 applies
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 paragraph (b)
of this section) or the partner’s net
precontribution gain (as defined in
paragraph (c) of this section). Gain
recognized under section 737 and this
section is in addition to any gain
recognized under section 731.


