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Agenda 

 Overview/Introduction to Basis Adjustments
 Section 754
 Section 734

– Common issues, allocation, and example
 Section 743

– Common issues, allocation, and example
 Section 755

– Allocating basis adjustments
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Overview 
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Basis Adjustments - Overview 

 Section 754 – Election/mandatory
 Section 734(b) – Distribution of property/cash
 Section 743(b) – Transfers of partnership

interest
 Section 755 – Allocation of sections 734(b)

and 743(b) adjustments
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TWO BASIS CONSIDERATIONS 

1. OUTSIDE BASIS – The adjusted basis of the partnership
interest held by a partner

1. INSIDE BASIS – The adjusted basis of assets held by a
partnership (ex. building)

 Corporate shareholders have similar considerations
 Partnerships have special rules
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OUTSIDE BASIS 

o Partners have a single outside basis

 Determines gain/loss on sale

 Affects consequences of partnership
distributions

 Determines deductibility of losses

 Corporate shareholders have separate basis
for each block
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§705 

 Outside basis is increased by share of income
and contributions

 Decreased by share of losses/distributions
 Not Below Zero
 Balance is often present
 Basis determined without reference to capital

account
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OFF BALANCE 

 Sale of a partnership – purchaser’s outside 
basis is initially cost 

 Death of a partner – step-up in outside basis 
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EXAMPLE 1 

 Partner A: $50,000 for 50%
 Partner B: $50,000 for 50%

AB purchases building for cost of $100,000

The building doubles in value ($200,000)

C purchases B’s interest for $100,000
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EXAMPLE 1 continued 

 B reports $50,000 gain

 C’s outside basis is $100,000

 A’s outside basis remains $50,000

The partnerships total inside basis $100,000

C’s share of inside basis $50,000
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EXAMPLE 1 continued 

 OUT OF BALANCE
 §743(a) – Basis of partnership property –

generally not adjusted as a result of a transfer
of a partnership interest (or a distribution of
partnership property §734(a))
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§742 

 Basis of transferee partner’s interest in
partnership is determined under general
rules

 §1011 cost; from a decedent FMV and share
of liabilities- IRD
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ENTITY APPROACH 

 §743(a) follows entity approach

 General rule views the partnership as an
entity distinct from its partners

 Acquirer would not receive a basis adjustment
in partnership assets

 Corporation is similar
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§754 ELECTION 
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BALANCE 

 Upon sale or exchange or upon death §743(b)
 §734(b) upon distribution of property to a

partner
 Basis of partnership property is adjusted
 Provided §754 election is made
 Adjustment may be positive or negative
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§754 

 If partnership files an election
 In accordance with Treasury Regulations
 Basis of partnership property
 Is adjusted
 As provided in §734 and §743
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Section 754 

– Election to adjust basis of partnership property
– If made, partnership must adjust basis pursuant to

sections 734(b) and 743(b)

– The return on which the election is made must be filed by
its due date (including extensions). See Treas. Reg.
§301.9100-2 for 12-month extension of time to file
election

– Once made, election is effective for all future years unless
revoked with approval of district director

– Mandatory adjustments without section 754 election in
some cases
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EXAMPLE 1 continued 

 Assume a §754 election is made
 C receives inside basis in the real property of

$100,000 – C paid for the adjustment
 Binding on partnership in year of election and

all subsequent years
 May result in a positive or negative basis

adjustment
 Positive adjustment: o/s basis is > adjusted

basis of partnership property
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Section 754 

 Written statement attached to the partnership return 
 For the taxable year during which the distribution or 

transfer occurs 
 Activates both section 734 and 743 (relating to 

transfers of interests) 
 Check the appropriate box on schedule B of the 1065 

 Name and address of the partnership making the election 
 Signature of any one of the partners 
 Declaration that “the partnership elects under section 754 to 

apply the provisions of section 734(b) and section 743(b)” 
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§734(b) Adjustments 
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Section 734(a) – General Rule 

The basis of partnership property shall not be adjusted as
the result of a distribution of property to a partner unless
the election, provided in section 754 (relating to optional
adjustment to basis of partnership property), is in effect
with respect to such partnership or unless there is a
substantial basis reduction with respect to such
distribution.

27



Partnership Distributions 

 Current Distributions 
– Any distribution if, after the distribution, the distributee 

remains a partner 
– Gain or loss recognized by distributee? 

 Generally, no gain or loss recognized 
 Exception: gain recognized if amount of cash distributed exceeds 

partner’s outside basis 

– Basis considerations 
 Distributee generally takes a carryover basis in the distributed 

property, but basis is limited to the distributee’s outside basis 
 Distributee partner reduces its outside basis by basis taken in 

distributed property 
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Partnership Distributions 

 Liquidating Distributions 
– Any distribution if, after the distribution, the distributee is 
no longer a partner 
– Gain or loss recognized by distributee? 

 Generally, no gain or loss recognized 
 Gain recognized if cash distributed exceeds partner’s outside basis 
 Loss recognized if: 

– Only cash, unrealized receivables, and/or inventory are distributed, and 
– Amount of money and inside basis of assets distributed are less than distributee’s outside 

basis 

– Distributee takes a substituted basis in distributed 
property after its outside basis has been reduced for any 
cash received 
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BASIS INCREASES 

 Partnership increases basis in partnership property 
by –
– Gain recognized by distributee partner; plus 
– Excess of A/B of partnership property in hands of partnership over A/B of 

partnership property in hands of distributee partner (basis step down). 

I.R.C. §734(b)(1). 
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BASIS DECREASES 

 Partnership decreases basis in partnership property 
by –
– Loss recognized by distributee partner; plus 

– Excess of A/B of partnership property in hands of distributee partner over 
A/B of partnership property in hands of partnership (basis step up). 

I.R.C. §734(b)(2). 

31



Basis Adjustment Example 

Assets 
Cash $11,000 

Property 

FMV $22,000 
AB $19,000 

 Partner A has a basis of $10,000 for his one-third interest in partnership ABC. The 
partnership has no liabilities and has assets consisting of cash of $11,000 and property 
with a partnership basis of $19,000 and a value of $22,000. 

 A receives $11,000 in cash in liquidation of his entire interest in the partnership. He has 
a gain of $1,000 under section 731(a)(1). 

FMV $11,000 
AB $10,000 

B 

FMV $11,000 
AB $10,000 

FMV $11,000 
AB $10,000 

ABC 

A 

Cash 
$11,000 
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Increase in Basis Ex. 1 (cont’d) 

Assets

Property 

FMV $22,000 
AB $20,000 

If the election under section 754 is in effect, the partnership basis for the property 
becomes $20,000 ($19,000 plus $1,000). 

B 

FMV $11,000 
AB $10,000 

FMV $11,000 
AB $10,000 

BC 
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Increase in Basis Ex. 2 

Assets 
Cash $4,000 

Property X: FMV $11,000; AB $11,000 
Property Y: FMV $18,000; AB $15,000 

 Partner D has a basis of $10,000 for his one-third interest in partnership DEF. Before the distribution, the 
partnership balance sheet shows the following: 

Assets 

D E 

FMV $11,000 
AB $10,000 

FMV $11,000 
AB $10,000 

DEF 

FMV $11,000 
AB $10,000 

Liabilities and Capital

Adjusted basis Value 

Cash $4,000 $4,000 

Property X 11,000 11,000 

Property Y 15,000 18,000 

Total 30,000 33,000 

Liabilities $0 $0 

Capital:–
Basis Value 

D 10,000 11,000 

E 10,000 11,000 

F 10,000 11,000 

Total 30,000 33,000 34



Increase in Basis Ex. 2 (cont.) 

Assets 
Cash $4,000 

Property X: FMV $11,000; AB $11,000 
Property Y: FMV $18,000; AB $15,000 

In liquidation of his entire interest in the partnership, D received property X with a 
partnership basis of $11,000. D's basis for property X is $10,000 under section 
732(b). 

Property X 

FMV $11,000 
AB $11,000 

D 

FMV $11,000 
AB $10,000 

E

FMV $11,000 
AB $10,000 

FMV $11,000 
AB $10,000 

DEF 
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Increase in Basis Ex. 2 (cont.) 

Assets 
Cash $4,000 

Property Y: FMV $18,000; AB $16,000 

Where the election under section 754 is in effect, the excess of $1,000 (the 
partnership basis before the distribution less D’s basis for property X after distribution) is 
added to the basis of property Y. The basis of property Y becomes $16,000 ($15,000 
plus $1,000). 

E 

FMV $11,000 
AB $10,000 

FMV $11,000 
AB $10,000 

EF 
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Decrease in Basis Ex. 1 

Assets 
Cash $10,000 

Property 
FMV $20,000 
AB $23,000 

Partner G has a basis of $11,000 for his one-third interest in partnership GHI. The 
partnership has no liabilities and has assets consisting of cash of $10,000 and 
property with a partnership basis of $23,000 and a value of $20,000. 

G receives $10,000 in cash in liquidation of his entire interest in the partnership. He 
has a loss of $1,000 under section 731(a)(2). 

FMV $10,000 
AB $11,000 

H 

FMV $10,000 
AB $11,000 

FMV $10,000 
AB $11,000 

G 

GHI 

Cash 
$10,000 
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Decrease in Basis Ex. 1 (cont.) 

Asset

Property 
FMV $20,000 
AB $22,000 

If the election under section 754 is in effect, the partnership basis for the property 
becomes $22,000 ($23,000 minus $1,000). 

H 

FMV $10,000 
AB $11,000 

FMV $10,000 
AB $11,000 

HI 

38



Decrease in Basis Ex. 2 

Assets 
Cash $5,000 

Property X: FMV $10,000; AB $10,000 
Property Y: FMV $15,000; AB $18,000 

 Partner J has a basis of $11,000 for his one-third interest in partnership JKL. Before the distribution, the 
partnership balance sheet shows the following: 

Assets Liabilities and Capital

J K 

FMV $10,000 
AB $11,000 

FMV $10,000 
AB $11,000 

JKL 

FMV $10,000 
AB $11,000 

Liabilities $0 $0 

Capital: 

J 11,000 10,000 

K 11,000 10,000 

L 11,000 10,000 

Total 33,000 30,000 

Adjusted basis Value 

Cash $5,000 $5,000 

Property X 10,000 10,000 

Property Y 18,000 15,000 

Total 
33,000 

30,000 39



Decrease in Basis Ex. 2 (cont.) 

Assets 
Cash $5,000 

Property X: FMV $10,000; AB $10,000 
Property Y: FMV $15,000; AB $18,000 

In liquidation of his entire interest in the partnership, J received property X with a 
partnership basis of $10,000. J's basis for property X is $11,000 under section 
732(b). 

Property X 

FMV $10,000 
AB $10,000 

FMV $10,000 
AB $11,000 

K 

FMV $10,000 
AB $11,000 

FMV $10,000 
AB $11,000 

JKL 
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Decrease in Basis Ex. 2 (cont.) 

Assets 
Cash $5,000 

Property Y: FMV $15,000; AB $17,000 

Where the election under section 754 is in effect, the excess of $1,000 (J’s $11,000 
basis in property X after the distribution minus the $10,000 partnership’s basis in 
property X before the distribution) decreases the basis of property Y. The basis of 
property Y becomes $17,000 ($18,000 minus $1,000). 

FMV $10,000 
AB $11,000 

FMV $10,000 
AB $11,000 

KL 

K 
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Mandatory Section 734(b) Adjustments: 
Substantial Basis Reductions 

– The AJCA made section 734(b) applicable not only if an election under
section 754 is in effect, but also if there is a “substantial basis reduction”
with respect to the distribution.

– There is a “substantial basis reduction” for purposes of section 734 if the
application of section 734(b)(2) to the distribution would give rise to a
decrease in the adjusted basis of partnership property in an amount that
exceeds $250,000.

– Regulations to carry out the purpose of section 734(d).

– Exception for securitization partnerships.
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Substantial Basis Reductions 

 X, Y, and Z each contributed $2 million to partnership. Partnership purchases Asset 1 and Asset 2, both 
of which are capital assets, for $1 million and $5 million, respectively. 

 The FMV of Asset 1 increases to $3 million, and the FMV of Asset 2 increases to $6 million. 

 Partnership distributes Asset 1 to X in liquidation of X’s interest. Partnership does not have an election 
under section 754 in effect, but there is a substantial basis reduction with respect to the distribution. 

Asset 2  
FMV $6M 
AB $5M 

Asset 1  
FMV $3M 
AB $1M 

Asset 1 FMV $ 3M 
AB $ 2M 

FMV $ 3M 
AB $ 2M 

X 
Z Y 

FMV $ 3M 
AB $ 2M 

Partnership 
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Proposed AJCA Regulations 

– On January 16, 2014, the IRS and Treasury published proposed regulations
that would provide guidance on provisions of the AJCA

– The proposed regulations would revise Treas. Reg. § 1.734-1 to incorporate
the changes made by the AJCA to section 734 and provide guidance with
respect to those changes.

– The main guidance that the proposed regulations would provide concerns
(i) the determination of a substantial basis reduction, (ii) the effect of a
substantial basis reduction, and (iii) section 734(b) adjustments in tiered
partnerships.
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Tiered Partnerships 

– In Rev. Ruls. 92-15 and 87-115, basis adjustments were made at a lower-
tier partnership as a result of transactions that occurred at the upper-tier
partnership only if both partnerships had section 754 elections in effect.

– Rev. Ruls. 92-15 and 87-115 were published more than a decade before the
AJCA.

– What if a mandatory adjustment under section 734 or 743 is made at the
upper-tier partnership and is allocated to the upper-tier partnership’s
interest in the lower-tier partnership?

Proposed regulations treat lower-tier partnership, solely with respect to
the transfer or distribution, as if it had made a section 754 election for the
taxable year of the transfer or distribution.
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Tiered Partnerships (cont.) 

 UTP distributes Land to X in liquidation of X’s interest at a time when neither UTP nor LTP has an 
election under section 754 in effect. 
 X takes a $2 million substituted basis in Land under section 732(b). 

 The liquidating distribution results in a mandatory negative section 734(b) adjustment of $1 million that 
is allocated to UTP’s remaining asset, UTP’s interest in LTP. 

 LTP would be required to adjust the basis of its property under the proposed regulations.

Land 

FMV $2M 
AB $5M 

FMV $2M 
AB $5M 

LTP 

FMV $1M 
AB $2M 

Land 
FMV $4M 
AB $10M 

UTP 

Land 
FMV $1M 
AB $1M 

X 

FMV $1M 
AB $2M 

FMV $1M 
AB $2M 

W 
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§743(b) Adjustments 
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Section 743(a) – General Rule 

The basis of partnership property shall not be adjusted as
the result of a transfer of an interest in a partnership by
sale or exchange or on the death of a partner unless the
election provided in section 754 (relating to optional
adjustment to basis of partnership property) is in effect
with respect to such partnership or unless the partnership
has a substantial built-in loss immediately after such
transfer.
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§743(b) BASIS ADJUSTMENT 

 Protects purchasing partner
 “As If” purchased a pro rata interest
in partnership assets
 Only for transferee partner
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HARMONY & BALANCE 

 Inside/Outside

 C gets the benefits he paid for – depreciation
– less gain if asset is sold

 Estate receives ability to sell without double
tax
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§743 BASIS ADJUSTMENT 

 DIFFERENCE BETWEEN transferee's initial
basis for partnership interest and transferee’s
proportionate share of the adjusted basis of
partnership property

 In our example, the $50,000 difference
 Follows the aggregate approach
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POSITIVE/NEGATIVE 

 If transferee’s basis in Partnership Interest >
share of allocable basis of partnership property,
the adjustment increases the basis of partnership
property

 The opposite results in a decreased basis – if
values are declining and o/s basis < transferee’s
proportional share of basis in partnership
property

 BALANCE GENERALLY ACHIEVED
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TAX EFFECT TO TRANSFEREE 

 §743(b) positive basis adjustments will
reduce transferee’s income

 Increased depreciation deduction

 Reduced allocable gain on sale of partnership
assets
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EXAMPLE 2 

 Partnership holds appreciated rental properties
 Partner A dies and no §754 election is made
 Outside basis step-up
 Partnership sells asset A – allocable amount of gain

passes to estate – no inside basis increase
 Increases outside basis
 Timing results in future capital loss when interest is

disposed of
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DETERMINATION OF INSIDE 
BASIS 

 Share of adjusted basis of partnership
property

 Equals sum of interest in previously taxed
capital PLUS share of partnership liabilities
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PREVIOUSLY TAXED CAPITAL 

 $ transferee would receive on a hypothetical
liquidation

> Increased by allocated tax loss
> Decreased by allocated tax gain
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HYPOTHETICAL TRANSACTION 

 Disposition of all partnership
assets
 Immediately after the transfer
 In a fully taxable transaction
 At FMV
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EXAMPLE 2: §754 ELECTION MADE 
 A sells to T for $22,000 

BASIS FMV 

CASH $5,000 $5,000 

A/R $10,000 $10,000 

INVENTORY $20,000 $21,000 

BUILDING $20,000 $40,000 

TOTAL ASSETS $55,000 $76,000 

LIABILITIES $10,000 $10,000 

CAPITAL – A $15,000 $22,000 

CAPITAL – B $15,000 $22,000 

CAPITAL – C $15,000 $22,000 

TOTAL LIAB/CAPITAL $55,000 $76,000 
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EXAMPLE 2 continued 

 §743(b) basis adjustment = $7,000
 O/S Basis = $25,333 (cash + share of liabilities)
 T’s interest in taxed capital = $15,000 ($22,000

liquidation interest LESS tax gain = $7,000)
 T’s share of liabilities = $3,333
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EXAMPLE 2 continued 

 O/S Basis = $25,333 

 Less share of inside basis = $18,333 

 §743(b) BASIS ADJUSTMENT $ 7,000 
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Mandatory Basis Adjustments 

 Where there is a “substantial built-in loss,” section 
743(d) requires basis adjustments 
– A substantial built-in loss for purposes of section 743(b) exists 

when the partnership’s basis in the assets exceeds the assets’ 
fair market value by more than $250,000 

– Exception for securitization partnerships 
– Section 743(b) basis adjustments to partnership assets do not 

apply to certain electing investment partnerships 
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§755 Allocation 
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§755 METHOD 

 STEP ONE – Determine Inside/Outside basis adjustment

 Basis inside assets vs. outside basis

 Basis includes share of debt

 STEP TWO – Allocate basis adjustment

 Allocate between asset classes

 Allocate among items within class
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§755 METHOD continued 

1.Must value all assets – FMV facts & Circumstances

 Reg. 1.755-1(a)(1)

 Two Groups

 Ordinary Income Assets (including §751 unrealized
A/R)

 Capital §1231 Assets

 If trade/business residual method §197 intangibles
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§755 ALLOCATIONS 

2.Allocate basis adjustment between two asset classes 

 One class may increase and the other decrease even if basis 
adjustment is zero 

 Ordinary Income Group – First allocate gain/loss as if sold at FMV 

 Capital Asset Group – Receives §743(b) adjustment less that allocated 

to ordinary income group 

 This order protects purchasing partner from receiving Ordinary Income 
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§755 ALLOCATIONS 

3.Allocate among assets within group 

 If a trade or business (Reg. 1.1060-1(b)(2)) use residual method 
to allocate to §197 Intangibles 

 Special rules apply if not a trade/business 
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Section 755 Allocation Rules: 
Section 734(b) Adjustment 

 First apply general rule of section 755(b) and divide partnership 
assets into two classes: 
1. Capital and section 1231(b) assets, and 
2. All other assets 

 If distributee partner recognizes gain or loss because of 
the distribution, the section 734(b) adjustment is 
allocated to the capital and section 1231(b) class of 
assets 

 If distributee partner takes distributed asset with a 
basis different from partnership’s basis immediately 
before the distribution, amount of difference is 
allocated to same class of asset as distributed property 
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Allocation of Section 734(b) 
Adjustment 

X, Y, and Z are equal partners in partnership XYZ Capital 
Partners LP. On January 1, 2011, XYZ’s balance sheet was as 
follows (amounts are in thousands): 

Assets 
B o o k  T a x  F M V   

Cash $300 $300 $300 
Securities $1500 $1500 $600 
Total $1800 $1800 $900  

Capital Accounts
B o o k T a x F M V

X $600 $600 $300
Y $600 $600 $300
Z $600 $600 $300
Total $1800 $1800 $900
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Allocation of Section 734(b) 
Adjustment (cont.) 

On January 1, 2011, XYZ Capital Partners LP redeems Z for
$300,000. XYZ does not have a section 754 election in
place.
The redemption of Z is a liquidating distribution
Z redeems his partnership interest for $300,000 and has an
outside basis of $600,000. Therefore Z recognizes a loss of
$(300,000).
XYZ does not or cannot allocate Z losses in a fill-down
allocation
XYZ must reduce the basis of partnership assets due to the
substantial basis reduction under section 734(b)
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Allocation of Section 734(b) 
Adjustment (cont.) 

Immediately after Z’s redemption, XYZ Capital Partners LP’s 
balance sheet is as follows (amounts are in thousands): 

Assets 
B o o k  T a x  F M V  

C a s h  $ 0  $ 0  $ 0  
Securities $600 $1500 $600 
Securities 734(b) $(300)* 
Total $600 $1200 $600  

Capital Accounts 
B o o k  T a x  F M V   

X $300 $600 $300 
Y $300 $600 $300 

Total $600 $1200 $600 

*the basis adjustment would be allocated
to the securities according to section 755
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Section 755 Allocation Rules: 
Section 743(b) Adjustment 

 Section 743(b) basis adjustment allocated to partnership
assets generally equals gain or loss that would be allocated to
the transferee from a hypothetical transaction where
immediately after the transfer of the partnership interest all
of partnership property is sold in a fully taxable transaction
for fair market value

 Basis adjustments arising from the same transfer can be
positive and negative

 Special rules for substituted basis transaction under Treas.
Reg. §1.755-1(b)(5)
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Allocation of Section 743(b) 
Adjustment 

X, Y, and Z are equal partners in partnership XYZ Capital 
Partners LP. On January 1, 2011, XYZ’s balance sheet was as 
follows (amounts are in thousands): 

Assets 
B o o k  T a x  F M V   

Cash $300 $300 $300 
Securities $1500 $1500 $600 
Total $1800 $1800 $900  

Capital Accounts
B o o k T a x F M V

X $600 $600 $300
Y $600 $600 $300
Z $600 $600 $300
Total $1800 $1800 $900
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Allocation of Section 743(b) 
Adjustment (cont.) 

On January 1, 2011, X acquires Z’s one-third interest in
Capital Partners LP $300,000. XYZ does not have a section
754 election in place.
The sale from Z to X is a trigger event under section 743(b)
XYZ’s basis in its assets is $1,800,000 while the FMV is $900,000. Therefore
XYZ has a substantial built-in loss immediately after the sale.
X’s proportionate share of inside basis is $600,000 while the outside basis in
the purchased partnership interest is $300,000.
XYZ must reduce the basis of partnership assets by $300,000 due to the
excess inside basis over outside basis of the transferred partnership interest
The basis adjustment only impacts X
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Allocation of Section 743(b) 
Adjustment (cont.) 

Immediately after X’s acquisition, XYZ Capital Partners LP’s 
balance sheet is as follows (amounts are in thousands): 

Assets 
Book Tax FMV 
Cash 

$300 $300 
$300 

Securities 
$1500 

$1500 $600 

Securities 743(b) $(300)* 

Total $1800 $1500 $900  

Capital Accounts
Book Tax** FMV

X $1200 $900 $600
Y $600 $600 $300

Total $1800 $1500 $900

*the basis adjustment would be allocated to 
the securities according to section 755 

** outside basis 
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Questions?

Matthew R. Romano, CPA, MST William C. Lentine, Esq.
BBD, LLP Warner Norcross + Judd LLP
mromano@bbdcpa.com wlentine@wnj.com
(215) 419-5714 (248) 784-5061
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