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ACTION: Final regulations.

ISSUMMARY: This document contains
final regulations providing rules for

Y partnership distributions of marketabl
securities under section 731(c) of th
Internal Revenue Code of 1986, a
amended, and for determining whe
those distributions are taxable to th
distributee partner. The regulations re
flect changes to the law made by th
Uruguay Round Agreements Act enacte
on December 8, 1994.

DATES: These regulations are effectiv
on December 26, 1996.

FOR FURTHER INFORMATION CON-
TACT: Terri A. Belanger or William M.
€l'Kostak at (202) 622-3080 (not a toll

free number).

SUPPLEMENTARY INFORMATION:
Background

This document amends 26 CFR part
to provide rules relating to the treatmer
of partnership distributions of market:
able securities under section 731(c). Ut
der section 731(a), in the case of
distribution by a partnership to a part
ner, gain is recognized to the partne
only to the extent that any mone)

, distributed exceeds the adjusted basis
jethe partner’s interest in the partnershiy
Prior to the enactment of section 731(c
marketable securities were not consic
ered money and, therefore, the distribt
tion of marketable securities by a part
. nership to a partner was not a taxab
heevent. Section 731(c) now treats a par
nership distribution of marketable secu
qfities as a distribution of money and a
i@ taxable event if the value of the
24jistributed securities exceeds the a
justed basis of the partner’s interest i
the partnership. Section 731(c) also pre
vides several exceptions to the gener



rule that a distribution of marketabletransferred in a nonrecognition transacef a section 708(b)(1)(B) termination. In
securities will be treated as a distribution. The final regulations provide that if response to these comments, the final
tion of money. the value of money and marketableregulations provide that a section
On January 2, 1996, the IRS pub-securities transferred in a nonrecognitiorr08(b)(1)(B) termination does not have
lished in theFederal Register (61 FR transaction is less than 20 percent of thany effect on a partnership’s qualifica-
28) a notice of proposed rulemakingtotal amount of all property transferredtion for the exceptions under section
(PS-2-95) to provide guidance regardin exchange for the distributed security,731(c). In addition, a deemed distribu-
ing section 731(c). A number of publicthe entire value of the distributed secution occurring as a result of a section
comments were received concerning thaty will qualify for the nonrecognition 708(b)(1)(B) termination will not be
proposed regulations. However, the pubtransaction exception under § 1.731-subject to section 731(c).
lic hearing scheduled for April 3, 1996, 2(d)(1)(ii) of the final regulations. Several comments suggested that the
was cancelled because no one requestedSeveral commentators also suggestetD-percent test in the investment part-
to speak. After consideration of thethat the five-year rules of 8§ 1.731-nership look-through rule under
written comments received, the propose@(d)(2) and (3) of the proposed regula8 1.731-2(e)(4) of the proposed regula-
regulations are adopted as revised btions be eliminated. Section 1.731-tions should be modified or eliminated.

this Treasury decision. 2(d)(2) of the proposed regulationsA partnership can qualify for the invest-
) - provided that a marketable security thatment partnership exception only if it has
Explanation of Provisions was acquired in a nonrecognition transnever been engaged in a trade or busi-

action in exchange for other propertyness and substantially all of its assets
and distributed within five years by theare investment assets. Under the pro-
The proposed regulations providepartnership would not be subject toposed regulations, a partnership is
rules for determining when and thesection 731(c). Section 1.731-2(d)(3) ofreated as engaged in a trade or business
extent to which a distribution of market-the proposed regulations provided that angaged in by, or as holding a propor-
able securities by a partnership to anarketable security that was acquired byionate share of the assets of, a lower-
partner will be treated as a distributionthe partnership before it became activelyier partnership in which the partnership
of money for purposes of section 731(ajtraded would also not be subject tcholds a partnership interest unless the
Although modified in response to com-section 731(c) if it was distributed by upper-tier partnership does not partici-
ments, the final regulations generallythe partnership within five years ofpate in the management of the lower-
adopt the rules contained in the probecoming actively traded. One commentier partnership and the interest held by
posed regulations. tator, for example, argued that a securityhe upper-tier partnership is less than 10
is no less a substitute for the underlyingpercent of the total profits and capital
assets in a nonrecognition transactiomterests in the lower-tier partnership.
Several comments requested that thafter five years than before five yearsAccording to the comments, the require-
IRS reconsider the requirement inThese five- year rules were included irment that the upper-tier partnership not
§ 1.731-2(d)(2)(ii)) of the proposedthe proposed regulations because of agbarticipate in the management of the
regulations that a marketable securityninistrative concerns. For example, ilower-tier partnership should be suffi-
must be actively traded on the date ofmay be difficult, after the passage ofcient to ensure passive ownership of the
distribution to qualify for the “nonrec- many years, for taxpayers or the IRS tanterest in the lower-tier partnership.
ognition transaction” exception to sec-determine the circumstances in which &he commentators further argued that
tion 731(c). Because of this rule, finan-partnership acquired a particular secuewnership of more than 10 percent of
cial instruments (securities) that areity. Moreover, it is not clear whetherthe capital and profits interest in a
treated as marketable securities underertain exceptions should apply to dower-tier partnership may still be con-
section 731(c)(2)(B) on the date ofdistribution of securities if those securi-sistent with passive ownership. After
distribution, but that are not activelyties were acquired by a partnershigonsideration of these comments, the
traded, would not qualify for this excep-many years ago and are now distributefinal regulations modify the rule in the
tion. Commentators suggested that thto a partner who was not a partner aproposed regulations to increase the
final regulations should not include thisthe time the securities were acquiredthreshold ownership percentage amount
requirement or should include a moreThese administrative concerns remaifrom 10 to 20 percent.
narrowly drafted provision. In responsevalid, and a five year time limitation In response to a comment, the final
to these comments, the final regulationprovides a reasonable and simple soluegulations clarify that an interest in a
provide that a security that falls withintion to such problems. Therefore, thdower-tier partnership that qualifies for
the definition of marketable securityfinal regulations retain both five-yearthe exception to the investment partner-
may qualify for the exceptions underrules. ship “look-through” rule is treated as
§ 1.731-2(d) of the final regulations One comment requested clarificatioreligible property for purposes of deter-
even if the security is not actively regarding whether a section 708(b)(1)mining whether the partner who contrib-
traded on the date of distribution. An(B) termination affects a partnership’suted the lower-tier partnership interest is
anti-stuffing rule has been added tayualification for the exceptions underan eligible partner of the upper-tier
address the concern to which the§ 1.731-2(d) and (e) of the regulationsinvestment partnership.
actively-traded requirement of the pro-Another commentator suggested that the One commentator recommended that
posed regulations was directed. regulations be modified to provide thatthe regulations include an example that
Several comments also suggested thatarketable securities will not be treatedllustrates the section 732(a)(2) ordering
§ 1.731-2(d)(2) of the proposed regulaas money when there is a deemedules for distributions that include
tions should allow a de minimis amountdistribution of marketable securities bymoney, marketable securities and other
of cash and marketable securities to bthe terminating partnership as the resulproperty, and to clarify whether market-
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I. General background

1. Public comments



able securities are treated as money fdfl. Effective dates ties and such securities are taken into
purposes of section 732(a)(2). Because In general, section 731(c) applies taccount at their fair market value as of
the statute and the regulations provide,. t'bg " ' q fter D ppb E;’the date of the distribution.
that marketable securities are treated Sgr"l lfl_'r?ns ma Ft.a er ecf(ramt_er f ' (b) Reduction of amount treated as
money only for purposes of sections distributioensser;?a%%aolr?rtl)sr gltfereDi%gribanoney—(l) Aggregation of securities
731(a)(1) and 737, no additional ©X56 1096 However. taxpavers mav a [:or purposes of section 731(c)(3)(B)
amples are necessatry. I ' th .I £ thi ' ? yt di ty'b Pand this paragraph (b), all marketable
One comment suggested that the ey the Tules ot this Section 1o diSbU- co0\rities  held by a partnership are
fective date of the regulations should b ions made afttt)ar December 8, 1994, an eated as marketable securities of the
the same as the effective date of sectio efore December 26, 1996. same class and issuer as the distributed
731(c) because the regulations contai ; security.
guidance for the various exceptions pro-g pecial Analyses (2) Amount of reductionThe amount
vided for by the Internal Revenue Code. It has been determined that this Treaef the distribution of marketable securi-
In response to this comment, the finaury decision is not a significant regulaties that is treated as a distribution of
regulations provide that, for the periodtory action as defined in EO 12866.money under section 731(c) and para-
between the effective date of the statuTherefore, a regulatory assessment is ngraph (a) of this section is reduced (but
tory provision and the effective date ofrequired. It also has been determinediot below zero) by the excess, if any,
these regulations, taxpayers may applthat section 553(b) of the Administrativeof—
the rules contained in these regulationd?rocedure Act (5 U.S.C. chapter 5) does (i) The distributee partner’s distribu-
Another comment suggested that thé&ot apply to these regulations, and betive share of the net gain, if any, which
final regulations should make clear thatause the notice of proposed rulemakingvould be recognized if all the market-
the rules in the investment partnershipreceding the regulations was issuedble securities held by the partnership
exception apply with respect to all prop-prior to March 29, 1996, the Regulatorywere sold (immediately before the trans-
erty contributed to, or held by, a partnerFlexibility Act (5 U.S.C. chapter 6) does action to which the distribution relates)
ship at any time (including any periodnot apply. Pursuant to section 7805(f) oby the partnership for fair market value;
prior to the enactment of sectionthe Internal Revenue Code, the notice ofver
731(c)). The IRS and Treasury believeproposed rulemaking preceding these (ii) The distributee partner’s distribu-
that this is sufficiently clear from the regulations was submitted to the Smaltive share of the net gain, if any, which
statutory language, and an explicit stateBusiness Administration for comment onis attributable to the marketable securi-

ment to this effect in these regulations igts impact on small business. ties held by the partnership immediately
not necessary and may be confusing. . . after the transaction, determined by us-
One comment requested that the regd?rafting Information ing the same fair market value as used

lations provide several examples illus- The principal authors of these regulatnder paragraph (b)(2)(i) of this section.
trating abusive transactions intended tQons are Terri A. Belanger and William (3) Distributee partner’s share of net
be covered by the anti-abuse rules of) Kostak, Office of Assistant Chief 9&in. For purposes of section
§ 1.731-2(h), and that these rules bggynsel (Passthroughs and Special IZ:31(c)(3)(B) and paragraph (b)(2) of
coordinated with the general anti-abusgystries), IRS. However, other personndhis section, a partner’s distributive
rules of § 1.701-2. After considerationfom the IRS and Treasury Departmenghare of net gain is determined—

of this comment, it has been determinegharticipated in their development. (i) By taking into account any basis
that the text of the regulations ad- v s e adjustments under section 743(b) with
equately describes several situations that respect to that partner;

would be considered abusive undeAdoption of Amendments to the Regula- (ii) Without taking into account any
these rules, and that additional example#ons special allocations adopted with a prin-
are unnecessatry. ; .. cipal purpose of avoiding the effect of

In response to several comments, thgnﬁcncdoerglgg%noﬁss. CFR part 1 1s section 731(c) and this section; and

final regulations clarify that the 90 per- ' (i) Without taking into account any
cent test of § 1.731-2(c)(2)(i) and thePART 1—INCOME TAXES gain or loss attributable to a distributed

20 percent test of 8 1.731-2(c)(2)(ii) are
determined using the gross value of the
entity’s assets, disregarding any de

that may encumber or otherwise be
allocable to those assets, other than debt
that is incurred to acquire property with
a principal purpose of avoiding or re-

T security to which paragraph (d)(1) of
Paragraph 1. The authority citation forthiS section applies.

art 1_|s amended by adding an e.ntry in (c) Marketable securities(1) In
umerical order to read as follows: I E f ion 731
Authority: 26 U.S.C. 7805. * * * general For purposes of section ()
. ; nd this section, the ternmarketable
Section 1.731-2 also issued under 2 itiesis defined i ion 731(C)(2
U.S.C. 731(c). * * * ecuritiesis defined in section ()(2).
Par. 2. Section 1.731-2 is added t (2) Actively traded For purposes of
ducing the effect of section 731(c). read : f low '_ folme | Rection 731(c) and this section, a finan-
Finally, the regulations clarify the €ad as follows. cial instrument is actively traded (and
interaction of the limitation on gain rule . ; PP thus is a marketable security) if it is of
in section 731(c)(3)(B) and the various§ 1.731-2 Partngarsh|p distributions Ofa type that is, as of the date of distribu-
; ; ) marketable securities. ; ) o )
exceptions listed in paragraph (d). The tion, actively traded within the meaning
regulations provide that any gain or loss (a) Marketable securities treated asof section 1092(d)(1). Thus, for ex-
on a distributed security that qualifiesmoney Except as otherwise provided inample, if XYZcommon stock is listed on
for an exception is not taken into ac-section 731(c) and this section, for pura national securities exchange, particular
count in determining the distributeeposes of sections 731(a)(1) and 737, thehares ofXYZ common stock that are
partner’s limitation on gain. term moneyincludes marketable securi-distributed by a partnership are market-
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able securities even if those particular (iii) The security was not a market- meets the requirements of paragraph
shares cannot be resold by theble security on the date acquired by thée)(4)(i) of this section after the contri-
distributee partner for a designated pepartnership, and the following conditionsbution, the contributed interest is treated
riod of time. are satisfied— as property specified in section
i ; (A) The entity that issued the security731(c)(3)(C)(i).
0 (SS)UtI)r;::rr](taiz'hs l||n an entity had no outstanding marketable securities (3) Trade or business activitiesFor
y all For purposes of . ) . ;
section 731(c)(2)(B)(v) and this section at the time th_e.securlty was acquired b)pL_lrposes_ of section 731(_(:)(3)((?) and
substantially all of the assets of an‘the partnership; _ this section, a partnership is not treated
entity consist (directly or indirectly) of (B) The security was held by theas engaged in a trade or business by
" artnership for at least six months bereason of—
markgtable securities, money, or both, o e gate the security became mar- (i) Any activity undertaken as an in-
only if 90 percent or more of the asset§gaple: and vestor, trader, or dealer in any asset
of the entity (by value) at the time of (c) The partnership distributed thedescribed in section 731(c)(3)(C)(i), in-
the distribution of an interest in thegecyrity within five years of the date thecluding the receipt of commitment fees,
entity consist (directly or indirectly) of security became marketable. break-up fees, guarantee fees, director’s
marketable securities, money, or both. (2) Anti-stuffing rule Paragraph fees, or similar fees that are customary
(i) Less than substantially allFor (d)(1) of this section does not apply toin and incidental to any activities of the
purposes of section 731(c)(2)(B)(vi) andhe extent that 20 percent or more of theartnership as an investor, trader, or
this section, an interest in an entity is a/alue of the distributed security is attrib-dealer in such assets;
marketable security to the extent that théltable to marketable securities or money (ii) Reasonable and customary man-
value of the interest is attributable (di-contributed (directly or indirectly) by agement services (including the receipt
rectly or indirectly) to marketable secu-the partnership to the entity to which theof reasonable and customary fees in
rities, money, or both, if less than 90d|s§rlbuted security relates after the s_eexch_ange for such management serwcgs)
percent but 20 percent or more of theurity was acquired by the par_tnershlmro_v@ed to an investment partner_sh|p
assets of the entity (by value) at the(qther than marketable securities confwithin the' meaning of section
time of the distribution of an interest intrl_bqted by the partnership that were731(c)(3)(C)(i)) in which the partnership
the entity consist (directly or indirectly) ongmally cqntrlbuted to the partnershlpholg_s a partnership interest; or
of marketable securities, money, or bothby the distributee partner). For purposes (iii) Reasonable and customary ser-
' ' of this paragraph (d)(2), money contrib-vices provided by the partnership in
(4) Value of assetsFor purposes of yted by the distributing partnership doesssisting the formation, capitalization,
section 731(c) and this section, the valu@ot include any money deemed contribexpansion, or offering of interests in a
of the assets of an entity is determinedited by the partnership as a result otorporation (or other entity) in which
without regard to any debt that maysection 752. the partnership holds or acquires a sig-
encumber or otherwise be allocable to (3) Successor securityection 731(c) nificant equity interest (including the
those assets, other than debt that iand this section apply to the distributionprovision of advice or consulting ser-
incurred to acquire an asset with af a marketable security acquired by thevices, bridge loans, guarantees of obli-
principal purpose of avoiding or reduc-partnership in a nonrecognition transacgations, or service on a company’s
ing the effect of section 731(c) and thistion in exchange for a security theboard of directors), provided that the
section. distribution of which immediately prior anticipated receipt of compensation for
(d) Exceptions—(1) In general Ex- !0 the exchange would have been exthe services, if any, does not represent a
cept as otherwise provided in paragrapePted under this paragraph (d) only teignificant purpose for the partnership’s
(d)(2) of this section, section 731(c) andhe extent that section 731(c) and thisnvestment in the entity and is incidental
this section do not apply to the distribu-S€ction otherwise would have applied tdo the investment in the entity.
tion of a marketable security if— the exchanged security. (4) Partnership tiers For purposes of
(e) Investment partnerships(l) In section 731(c)(3)(C)(iv) and this section,
general Section 731(c) and this sectiona partnership (upper-tier partnership) is
ner: do not apply to the distribution of not treated as engaged in a trade or
. . marketable securities by an investmenbusiness engaged in by, or as holding
(i) The' security was acq_u'lred by thepartnership (as defined in section(instead of a partnership interest) a
partnership in a nonrecognition ransaczzj ¢)(3)(C)(i)) to an eligible partner (asproportionate share of the assets of, a
tion, and the following conditions are yefined in~ section 731(c)(3)(C)(iii)). partnership (lower-tier partnership) in
satisfied— (2) Eligible partner—(i) Contributed which the partnership holds a partner-
(A) The value of any marketable se-services For purposes of sectionship interest if—
curities and money exchanged by the31(c)(3)(C)(iii) and this section, a part- (i) The upper-tier partnership does
partnership in the nonrecognition transner is not treated as a partner other thanot actively and substantially participate
action is less than 20 percent of thexn eligible partner solely because thén the management of the lower-tier
value of all the assets exchanged by thgartner contributed services to the partpartnership; and
partnership in the nonrecognition transnership. (i) The interest held by the upper-tier
action; and (i) Contributed partnership interests partnership is less than 20 percent of the
(B) The partnership distributed theFor purposes of determining whether dotal profits and capital interests in the
security within five years of either the partner is an eligible partner under seclower-tier partnership.
date the security was acquired by théion 731(c)(3)(C), if the partner has (f) Basis rules—(1) Partner’s basis—
partnership or, if later, the date thecontributed to the investment partnershigi) Partner’s basis in distributed securi-
security became marketable; or an interest in another partnership thaties The distributee partner’s basis in
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(i) The security was contributed to
the partnership by the distributee part



distributed marketable securities with reimining the contributing partner’s netof the other property and the withdrawal
spect to which gain is recognized byprecontribution gain under sectionof the other partners is, in substance,
reason of section 731(c) and this sectiod37(b). equivalent to a distribution of the securi-
is the basis of the security determined (B) Basis increase under section 737ties to the remaining partners; and
under section 732, increased by thdhe basis of the distributee partner’s (3) The distribution of multiple prop-
amount of such gain. Any increase ininterest in the partnership for purposeerties to one or more partners at differ-
the basis of the marketable securitie9f determining the amount of gain, if ent times may also be treated as part of
attributable to gain recognized by reaso@ny, recognized by reason of sectioma single distribution if the distributions
of section 731(c) and this section is731(c) (and for determining the basis ofare part of a single plan of distribution.
allocated to marketable securities in prothe marketable securities in the hands of (i) [Reserved]
portion to their respective amounts ofthe distributee partner) does not include (j) ExamplesThe following examples
unrealized appreciation in the hands ofhe increase, if any, in the partnerisillustrate the rules of this section. Unless
the partner before such increase. basis that occurs under section 737(c)(19therwise specified, all securities held
(i) Partner’s basis in partnership in- @S result of a distribution of propertyby a partnership are marketable securi-
terest The basis of the distributee part-l0 the distributee partner in a distribu-ties within the meaning of section
ner’s interest in the partnership is detertion that is part of the same distribution731(c); the partnership holds no market-
mined under section 733 as if no gairfS the marketable securities. able securities other than the securities
were recognized by the partner on the (2) Section 708(b)(1)(B)If a partner- described in the example; all distribu-
distribution by reason of section 731(c)Ship termination occurs under sectiortions by the partnership are subject to
and this section. 708(b)(1)(B), the successor partnershigection 731(a) and are not subject to
- ; will be treated as if there had been nasections 704(c)(1)(B), 707(a)(2)(B),
ad%ﬁ)staaésnlts ?; pr%r’:lr&zrs?(l)p Elrgp%rg\ilso O}ermination for purposes of section751(b), or 737; and no securities are
31(c) and this section. Accordingly, aeligible for an exception to section

gzrg]?gimﬁ (g‘r%%ertya#]n?:éosreﬁzt?dn b735,ection 708(b)(1)(B) termination will not 731(c). The examples read as follows:
y 9 =cog - y-rfflffect whether a partnership qualifies for Example 1. Recognition of gairii) A and B
phartr:je'r, '(k))r agy SteE'Upb;n the basis i ny of the exceptions in paragraphs (diP™m PartnershipAB as equal partnersA contrib-
the distributed marketable securities | : : o tes property with a fair market value of $1,000
the hands of the distributee partner, b nd (e()j gf tth[IJS t'SeCilf?nt. In addition, @and an adjusted tax basis of $298.contributes
; ; deemead aistribution that may OCCur as 81,000 cashAB subsequently purchases Security
:ieoison of section 731(c) and this SeCresult of a section 708(b)(1)(B) termina-X for $500 and immediately distributes the secu-

tion will not be subject to section 731(c) rity to A in a current distribution. The basis iNs
(g) Coordination with other sec- and this section interest in the partnership at the time of distribu-

tions—(1) Sections 704(c)(1)(B) and 1) Anti-abuse rule The provisions of oniS$250 i
737—(i) In general If a distribution (h) p (ii) The distribution of SecurityX is treated as a

. o 7' section 731(c) and this section must beistribution of money in an amount equal to the
results in the application of SeCt!OnSapp"ed in a manner consistent with theair market value of SecurityX on the date of
731(c) and one or both of Sectlonspurpose of section 731(c) and the subdistribution ($500). (The amount of the distribu-
704(c)(1)(B) and 737, the effect of thestance of the transaction. Accordingly iftlon that is treated as money is not reduced under

distribution is determined by applying 2 principal purpose of a transaction is tasoion FSHAE)E) and paragraph (b) of this
section 704(C)(1)(B) first. section 731(C) P pal purp Qection because, if Securit)X had been sold

. h achieve a tax result that is inconsistenimmediately before the distribution, there would
second, and finally section 737. with the purpose of section 731(c) and'@ve been no gain recognized B and A's

ii tion 704 1)(B)Th is of - . P distributive share of the gain would therefore have
th( )d_Ste_% (; 0 (('i)( ),( ) te ba;s_s 0th this section, the.Commlssmner Can repcen zero) As a resul recognizes $250 of gain
€ distributee partners Interest In theast the transaction for Federal tax purgnder section 731(a)(1) on the distribution ($500

partnership for purposes of determininghoses as appropriate to achieve tadistribution of money less $250 adjusted tax basis
the amount of gain, if any, recognizedresults that are consistent with the purin A's partnership interest).

by reason of section 731(c) (and forpose of section 731(c) and this section, Example 2. Rel‘z.‘;cgon in amount treated as
P . ) . -, money—in general(i an orm partnership
determining the basis of the marketabl%hether a tax result is inconsistent W'thAB as equal partnersAB subsequently distributes

Secu”t'es_m the hands F’f the distributeghe purpose of section 731(c) and thiSecurityX to A in a current distribution. Immedi-

partner) includes the increase or desection must be determined based on adlely before the distributionAB held securities

crease, if any, in the partner’s basis thafhe facts and circumstances. For exvith the following fair market values, adjusted tax
occurs under section 704(c)(1)(B)(iii) asample, under the provisions of this para?3ses: and unrecognized gain or loss:

a result of a distribution to anothergraph (h)— Value Basis  Gain (Loss)
partner of property contributed by the (1) A change in partnership alloca- SecurityX 100 70 30
distributee partner in a distribution thattions or distribution rights with respect SecurityY 100 80 20
is part of the same distribution as theo marketable securities may be treated?®cUvZ 100 110 (10)
marketable securities. as a distribution of the marketable secu- (i it AB had sold the securities for fair market

(i) Section 737¥(A) Marketable se- rities subject to section 731(c) if thevalue immediately before the distribution £ the
curities as other propertyA distribution change in allocations or distributionpartnership would have recognized $40 of net gain
of marketable securities is treated as &ghts is, in substance, a distribution of($3C 9ain on SecuritX plus $20 gain on Security
distribution of property other than the securities; ¥ minus $10 loss on Securitg). A's distributive

Is property - I . share of this gain would have been $20 (one-half
money for purposes of section 737 to (2) A distribution of substantially all of $40 net gain). IfAB had sold the remaining
the extent that the marketable securitiesf the assets of the partnership othesecurities immediately after the distribution of
are not treated as money under sectiothan marketable securities and money téecu;'tyx t°$gbth]? p‘f"””erssr"p Wou'd_ha"‘;l%lo
731(c). In addition, marketable securitiesome partners may also be treated asl‘é’;eor?aggéurit of gain on Security minus $1C

. . T .. yZ). A's distributive share of this
contributed to the partnership are treatedistribution of marketable securities tOgain would have been $5 (one-half of $10 net

as property other than money in deterthe remaining partners if the distributiongain). As a result, the distribution resulted in a
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decrease of $15 id's distributive share of the net  (ii) If ABC had sold the remaining securities 731(c)(5), no adjustment is made to partnership
gain in ABs securities ($20 net gain before immediately after the distribution of Securit(y to  property under section 734 as a result of any gain
distribution minus $5 net gain after distribution). A, the partnership would have $100 of net gairrecognized byA by reason of section 731(c) or as
(iii) Under paragraph (b) of this section, the ($200 gain on SecurityY minus $100 loss on a result of any step-up in basis in the distributed
amount of the distribution of SecuritX that is Security Z). A's distributive share of this gain marketable securities in the hands Afby reason
treated as a distribution of money is reduced byvould have been $2 (2 percent of $200 gain orof section 731(c).
$15. The distribution of Securit) is therefore Security Y minus 2 percent of $100 loss on  Example 7. Coordination with section 73{@) A
treated as a distribution of $85 of money fo SecurityZ). As a result, the distribution resulted in and B form partnershipAB. A contributes Property
($100 fair market value of Securit{ minus $15 a decrease of $5 im's distributive share of the A nondepreciable real property with a fair market

reduction). net gain inABCs securities ($7 net gain before yajye of $200 and an adjusted basis of $100 in
Example 3. Reduction in amount treated agdlistribution minus $2 net gain after distribution). exchange for a 25 percent interest in partnership
money—carried interes{i) A andB form partner-  (iv) Under paragraph (b) of this section, thecapital and profits. AB owns marketable Security

ship AB. A contributes $1,000 and provides sub-amount of the distribution of SecuritX that is
stantial services to the partnership in exchange fdreated as a distribution of money is reduced by

a 60 percent interest in partnership profits. $5. The distribution of SecurityX is therefore
contributes $1,000 in exchange for a 40 percerireated as a distribution of $995 of money #o
interest in partnership profitsAB subsequently ($1000 fair market value of Security minus $5 '
distributes SecurityX to A in a current distribu- reduction).

(i) Within five years of the contribution of
operty A, AB subsequently distributes Security
with a fair market value of $120 and an
adjusted tax basis of $100, t4 in a current
istribution that is subject to section 737. As part

tion. Immediately before the distributio®B held Example 5. Basis consequences—distribution Qf¢ o same distributionAB distributes Property’
securities with the following fair market values, marketable security(i) A andB form partnership A" ith a fair market value of $20 and an
adjusted tax bases, and unrecognized gain: AB as equal partners contributes nondepreciable o \ci04 tax basis of $0. At the time of distribu-
Value Basis Gain {gflbg;‘;egyg;vlvgg a fair market value and adjuste ion, there has been no chan_ge in the fair ma_rket
. " : o . value of PropertyA or the adjusted tax basis in
Security X 100 80 20 (i) AB subsequently distributes Securi¥ywith A's interest in the partnership
SecurityY 100 90 10 a fair market value of $120 and an adjusted tax '

basis of $90 toA in a current distribution. At the (i) If AB had sold Securityx for fair market
(i) If AB had sold the securities for fair market time of distribution, the basis is interest in the Value immediately before the distribution £ the
value immediately before the distribution & the  partnership is $100. The amount of the distributiorP?rm_ers_h'p_ would have recognized $20 of gain.
partnership would have recognized $30 of net gaithat is treated as money is reduced under sectighs distributive share of this gain would have been
($20 gain on Securit) plus $10 gain on Security 731(c)(3)(B) and paragraph (b)(2) of this sectior®> (25 percent of $20 9}3'”?- Becaus® has no
Y). A's distributive share of this gain would have by $15 (one- half of $30 net gain in Securi). Other marketable securitiesys distributive share
been $18 (60 percent of $30 net gain).AB had As a result,A recognizes $5 of gain under sectionOf 9ain in partnership securities after the distribu-
sold the remaining securities immediately after th’31(a) on the distribution (excess of $105 distribu{ion would have been $0. As a result, the distribu-
distribution of SecurityX to A, the partnership tion of money over $100 adjusted tax basisAls  tion resulted in a decrease of $5 Ais share of
would have $10 of net gain ($10 gain on Securitypartnership interest). the net gain inAB's securities ($5 net gain before
Y). A's distributive share of this gain would have (i) A's adjusted tax basis in Security is $95 distribution minus $0 net gain after distribution).
been $6 (60 percent of $10 net gain). As a resul{$90 adjusted basis of SecuritX determined Under paragraph (b)(2) of this section, the amount
the distribution resulted in a decrease of $12 irunder section 732(a)(1) plus $5 of gain recognize@ the distribution of SecuritX that is treated as a
A's distributive share of the net gain iABs by A by reason of section 731(c)). The basisais  distribution of money is reduced by $5. The
securities ($18 net gain before distribution minusnterest in the partnership is $10 as determinedistribution of SecurityX is therefore treated as a

$6 net gain after distribution). under section 733 ($100 pre-distribution basidistribution of $115 of money toA ($120 fair
(i) Under paragraph (b) of this section, theminus $90 basis allocated to Securily under Market value of SecuritX minus $5 reduction).
amount of the distribution of SecuritX that is section 732). The portion of the distribution of the marketable

treated as a distribution of money is reduced by Example 6. Basis consequences—distribution GieCUrty that is not treated as a distribution of

$12. The distribution of Securit)X is therefore marketable security and other propertfi) A and money ($5f) is _tre§t3e7d as other property for
treated as a distribution of $88 of money o B form partnership AB as equal partnersA PUTPOSes of section 737. .
($100 fair market value of Security minus $12 contributes nondepreciable real property, with a (V) A recognizes total gain of $40 on the

reduction). fair market value of $100 and an adjusted taxdistribution. A recognizes $15 of gain under
Example 4. Reduction in amount treated agasis of $10. section 731(a)(1) on the distribution of the portion
money—change in partnership allocatiorf§ A is (i) AB subsequently distributes Securdywith ~ Of SecurityX treated as money ($115 distribution

admitted to partnershipBC as a partner with a 1 a fair market value and adjusted tax basis of $4@f money less $100 adjusted tax basis As
percent interest in partnership profits. At the timeto A in a current distribution and, as part of thePartnership interest)A recognizes $25 of gain
of A's admission, ABC held no securiiesABC same distributionAB distributes Property to A under section 737 on the distribution of Property
subsequently acquires Securil¢ A's interest in  With an adjusted tax basis and fair market value oftnd the portion of SecuritX that is not treated as
partnership profits is subsequently increased to $40. At the time of distribution, the basis s ~Money.As section 737 gain is equal to the lesser
percent for securities acquired after the incredse. interest in the partnership is $18.recognizes $30 ©Of (i) A's precontribution gain ($100) or (ii) the
retains a 1 percent interest in all securities acof gain under section 731(a) on the distributionexcess of the fair market value of property
quired before the increaseABC then acquires (excess of $40 distribution of money over $1oreceived ($20 fair market value of Propeiyplus
SecuritiesY and Z and later distributes Securit¢ ~ adjusted tax basis iA's partnership interest). $5 portion of SecurityX not treated as money)
to A in a current distribution. Immediately before (i) A's adjusted tax basis in Securityis $35 Over the adjusted basis ils interest in the
the distribution, the securities held b4BC had ($5 adjusted basis determined under sectioR@rtnership immediately before the distribution
the following fair market values, adjusted tax732(a)(2) plus $30 of gain recognized by by ($100) reduced (but not below zero) by the
bases, and unrecognized gain or loss: reason of section 731(c)ps basis in Propertyy ~amount of money received in the distribution
is $5, as determined under section 732(a)(2). ThEb115).

Value Basis Gain (Loss) basis in A's interest in the partnership is $0 as (v) A's adjusted tax basis in Securiy is $115
Security X 1,000 500 500 determined under section 733 ($10 pre-distributiorf$100 basis of SecurityX determined under sec-
SecurityY 1,000 800 200 basis minus $10 basis allocated between Securitjon 732(a) plus $15 of gain recognized by reason
SecurityZ 1,000 1,100 (100) X and PropertyZ under section 732). of section 731(c)). As adjusted tax basis in

(iv) ABs adjusted tax basis in the remainingPropertyY is_$0 under sectior_] 7_32(a). The basis i_n
(i) If ABC had sold the securities for fair partnership assets is unchanged unless the partnéys interest in the partnership is $25 ($100 basis
market value immediately before the distributionship has a section 754 election in effect. AB  before distribution minus $100 basis allocated to
to A, the partnership would have recognized $600nade such an election, the aggregate basikR¥ Securlt_y X under section 732(a) plus $25 gain
of net gain ($500 gain on Securitf plus $200 assets would be increased by $70 (the differenceecognized under section 737).
) K disrbutive Share of this gan would have PropertyZ n the hands of the partnership pefore_ (0 Effective date This section ap-
been $7 (1 percent of $500 gain on Secury the distribution and the $10 combined basis of th lies to distributions made on or after
plus 2 percent of $200 gain on Securltyminus 2 distributed property in the hands of under D€cember 26, 1996. However, taxpayers
percent of $100 loss on Securif). section 732 after the distribution). Under sectionmay apply the rules of this section to
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distributions made after December
1994, and before December 26, 199
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