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built-in gain of $10,000 at the time of
contribution.

(ii) On December 31, 1998, the partnership
completely 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) Nonrecognition
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 interest.
The transferee of all or a portion of the
partnership interest of a contributing
partner is treated as the contributing
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 property.
If section 704(c) property is distributed
to a partner other than the contributing
partner and like-kind property (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 immediately after
the distribution. The contributing
partner’s basis in the distributed like-

kind property is determined as if the
like-kind property were distributed in
an unrelated distribution prior to the
distribution of any other property
distributed as part of the same plan or
arrangement 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.

(4) Example. The following example
illustrates the rules of this paragraph
(d). 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. 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 partial liquidation of B’s
interest in the partnership. At the same time,
Property X is distributed to A in partial
liquidation of A’s interest in the partnership.
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
distribution 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)
Contributing 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
contributing partner’s adjusted tax basis
under section 732 for any property
distributed to the partner in a
distribution that is part of the same plan
or arrangement 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 section 731 or section
737, if any, on a distribution of money
or property to the contributing partner
that is part of the same plan or
arrangement as the distribution of the
contributed property. For a
determination of basis in a distribution
subject to section 737, see § 1.737–3(a).

(2) Partnership’s basis in partnership
property. The partnership’s adjusted tax
basis in the distributed section 704(c)
property is increased or decreased
immediately before the distribution 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
adjustment to partnership property
made pursuant to paragraph (e)(2) of
this section is 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
(including 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
paragraph (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, 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. 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 partial liquidation of B’s
interest in the partnership.

(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


