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recovery allowance under section 168 
for the portion of the basis for which 
there is no increase. 

(2) Decreases in basis. For purposes of 
section 168, if the basis of a partner-
ship’s recovery property is decreased as 
a result of the distribution of property 
to a partner, then the decrease in basis 
must be accounted for over the remain-
ing recovery period of the property be-
ginning with the recovery period in 
which the basis is decreased. 

(3) Effective date. This paragraph (e) 
applies to distributions of property 
from a partnership that occur on or 
after December 15, 1999. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960; 25 FR 
14021, Dec. 31, 1960, as amended by T.D. 8847, 
64 FR 69908, Dec. 15, 1999; T.D. 9137, 69 FR 
42559, July 16, 2004] 

§ 1.734–2 Adjustment after distribution 
to transferee partner. 

(a) In the case of a distribution of 
property by the partnership to a part-
ner who has obtained all or part of his 
partnership interest by transfer, the 
adjustments to basis provided in sec-
tion 743(b) and section 732(d) shall be 
taken into account in applying the 
rules under section 734(b). For deter-
mining the adjusted basis of distrib-
uted property to the partnership imme-
diately before the distribution where 
there has been a prior transfer of a 
partnership interest with respect to 
which the election provided in section 
754 or section 732(d) is in effect, see 
§§ 1.732–1 and 1.732–2. 

(b)(1) If a transferee partner, in liq-
uidation of his entire partnership in-
terest, receives a distribution of prop-
erty (including money) with respect to 
which he has no special basis adjust-
ment, in exchange for his interest in 
property with respect to which he has a 
special basis adjustment, and does not 
utilize his entire special basis adjust-
ment in determining the basis of the 
distributed property to him under sec-
tion 732, the unused special basis ad-
justment of the distributee shall be ap-
plied as an adjustment to the partner-
ship basis of the property retained by 
the partnership and as to which the 
distributee did not use his special basis 
adjustment. The provisions of this sub-
paragraph may be illustrated by the 
following example: 

Example. Upon the death of his father, 
partner S acquires by inheritance a half-in-
terest in partnership ACS. Partners A and C 
each have a one-quarter interest. The assets 
of the partnership consist of $10,000 cash and 
land used in farming worth $10,000 with a 
basis of $1,000 to the partnership. Since the 
partnership had made the election under sec-
tion 754 at the time of transfer, partner S 
had a special basis adjustment of $4,500 under 
section 743(b) with respect to his undivided 
half-interest in the real estate. The basis of 
S’s partnership interest, in accordance with 
section 742, is $10,000. S retires from the part-
nership and receives $10,000 in cash in ex-
change for his entire interest. Since S has re-
ceived no part of the real estate, his special 
basis adjustment of $4,500 will be allocated to 
the real estate, the remaining partnership 
property, and will increase its basis to the 
partnership to $5,500. 

(2) The provisions of this paragraph 
do not apply to the extent that certain 
distributions are treated as sales or ex-
changes under section 751(b) (relating 
to unrealized receivables and substan-
tially appreciated inventory items). 
See section 751(b) and paragraph (b) of 
§ 1.751–1. 

§ 1.735–1 Character of gain or loss on 
disposition of distributed property. 

(a) Sale or exchange of distributed prop-
erty—(1) Unrealized receivables. Any 
gain realized or loss sustained by a 
partner on a sale or exchange or other 
disposition of unrealized receivables 
(as defined in paragraph (c)(1) of § 1.751– 
1) received by him in a distribution 
from a partnership shall be considered 
gain or loss from the sale or exchange 
of property other than a capital asset. 

(2) Inventory items. Any gain realized 
or loss sustained by a partner on a sale 
or exchange of inventory items (as de-
fined in section 751(d)(2)) received in a 
distribution from a partnership shall 
be considered gain or loss from the sale 
or exchange of property other than a 
capital asset if such inventory items 
are sold or exchanged within 5 years 
from the date of the distribution by the 
partnership. The character of any gain 
or loss from a sale or exchange by the 
distributee partner of such inventory 
items after 5 years from the date of dis-
tribution shall be determined as of the 
date of such sale or exchange by ref-
erence to the character of the assets in 
his hands at that date (inventory 
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items, capital assets, property used in 
a trade or business, etc.). 

(b) Holding period for distributed prop-
erty. A partner’s holding period for 
property distributed to him by a part-
nership shall include the period such 
property was held by the partnership. 
The provisions of this paragraph do not 
apply for the purpose of determining 
the 5-year period described in section 
735(a)(2) and paragraph (a)(2) of this 
section. If the property has been con-
tributed to the partnership by a part-
ner, then the period that the property 
was held by such partner shall also be 
included. See section 1223(2). For a 
partnership’s holding period for con-
tributed property, see § 1.723–1. 

(c) Effective date. Section 735(a) ap-
plies to any property distributed by a 
partnership to a partner after March 9, 
1954. See section 771(b)(2) and para-
graph (b)(2) of § 1.771–1. However, see 
section 771(c). 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as 
amended by T.D. 6832, 30 FR 8574, July 7, 
1965] 

§ 1.736–1 Payments to a retiring part-
ner or a deceased partner’s suc-
cessor in interest. 

(a) Payments considered as distributive 
share or guaranteed payment. (1)(i) Sec-
tion 736 and this section apply only to 
payments made to a retiring partner or 
to a deceased partner’s successor in in-
terest in liquidation of such partner’s 
entire interest in the partnership. See 
section 761(d). Section 736 and this sec-
tion do not apply if the estate or other 
successor in interest of a deceased 
partner continues as a partner in its 
own right under local law. Section 736 
and this section apply only to pay-
ments made by the partnership and not 
to transactions between the partners. 
Thus, a sale by partner A to partner B 
of his entire one-fourth interest in 
partnership ABCD would not come 
within the scope of section 736. 

(ii) A partner retires when he ceases 
to be a partner under local law. How-
ever, for the purposes of subchapter K, 
chapter 1 of the Code, a retired partner 
or a deceased partner’s successor will 
be treated as a partner until his inter-
est in the partnership has been com-
pletely liquidated. 

(2) When payments (including as-
sumption of liabilities treated as a dis-
tribution of money under section 752) 
are made to a withdrawing partner, 
that is, a retiring partner or the estate 
or other successor in interest of a de-
ceased partner, the amounts paid may 
represent several items. In part, they 
may represent the fair market value at 
the time of his death or retirement of 
the withdrawing partner’s interest in 
all the assets of the partnership (in-
cluding inventory) unreduced by part-
nership liabilities. Also, part of such 
payments may be attributable to his 
interest in unrealized receivables and 
part to an arrangement among the 
partners in the nature of mutual insur-
ance. When a partnership makes such 
payments, whether or not related to 
partnership income, to retire the with-
drawing partner’s entire interest in the 
partnership, the payments must be al-
located between (i) payments for the 
value of his interest in assets, except 
unrealized receivables and, under some 
circumstances, good will (section 
736(b)), and (ii) other payments (section 
736(a)). The amounts paid for his inter-
est in assets are treated in the same 
manner as a distribution in complete 
liquidation under sections 731, 732, and, 
where applicable, 751. See paragraph 
(b)(4)(ii) of § 1.751–1. The remaining 
partners are allowed no deduction for 
these payments since they represent ei-
ther a distribution or a purchase of the 
withdrawing partner’s capital interest 
by the partnership (composed of the re-
maining partners). 

(3) Under section 736(a), the portion 
of the payments made to a with-
drawing partner for his share of unreal-
ized receivables, good will (in the ab-
sence of an agreement to the contrary), 
or otherwise not in exchange for his in-
terest in assets under the rules con-
tained in paragraph (b) of this section 
will be considered either: 

(i) A distributive share of partnership 
income, if the amount of payment is 
determined with regard to income of 
the partnership; or 

(ii) A guaranteed payment under sec-
tion 707(c), if the amount of the pay-
ment is determined without regard to 
income of the partnership. 
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