
Interest income class . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10

Net gain in short-term capital gain class . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5

Net long-term capital gain in 28-percent gain class. . . . . . . . . . . . . . . . . . . . . . . 5

Net long-term capital gain in unrecaptured section 1250 gain class . . . . . . . . . . 10

Net long-term capital gain in all other long-term capital gain class . . . . . . . . . . 10

(ii) The annuity amount is deemed to be dis-
tributed from all the classes in the ordinary income
category and then from the classes in the capital
gains category, beginning with the class subject to
the highest Federal income tax rate and ending with
the class subject to the lowest rate. In 2007, gains

distributed to a recipient from both the qualified
5-year gain class and the all other long-term capital
gains class are taxed at a 15/5 percent tax rate. Since
after December 31, 2008, gains distributed from the
qualified 5-year gain class will be taxed at a lower
rate than gains distributed from the other classes of

long-term capital gain and loss, distributions from
the qualified 5-year gain class are made after distri-
butions from the other classes of long-term capital
gain and loss. In the hands of the recipient, the 2007
annuity amount has the following characteristics:

Interest income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $10

Short-term capital gain. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5

28-percent gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5

Unrecaptured section 1250 gain . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10

All other long-term capital gain. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10

Qualified 5-year gain (taxed as all other long-term capital gain) . . . . . . . . . . . . 60

(iii) The remaining $140 of qualified 5-year gain
that is not treated as distributed to the recipient in
2007 is carried forward to 2008 as qualified 5-year
gain.

(ix) Effective dates. The rules in this
paragraph (d)(1) that require long-term
capital gains to be distributed in the fol-
lowing order: first, 28-percent gain (gains
and losses from collectibles and section
1202 gains); second, unrecaptured section
1250 gain (long-term gains not treated
as ordinary income that would be treated
as ordinary income if section 1250(b)(1)
included all depreciation); and then, all
other long-term capital gains are appli-
cable for taxable years ending on or after
December 31, 1998. The rules in this para-
graph (d)(1) that provide for the netting of
capital gains and losses are applicable for
taxable years ending on or after December
31, 1998. The rule in the second sentence
of paragraph (d)(1)(vi) of this section is
applicable for taxable years ending on or
after December 31, 1998. The rule in the
third sentence of paragraph (d)(1)(vi) of
this section is applicable for distributions
made in taxable years ending on or after
December 31, 1998. All other provisions
of this paragraph (d)(1) are applicable for
taxable years ending after November 20,
2003.

* * * * *

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.

Approved March 10, 2005.

Section 704.—Partner’s
Distributive Share

26 CFR 1.704–3: Contributed property.

T.D. 9193

DEPARTMENT OF
THE TREASURY
Internal Revenue Service
26 CFR Part 1

Section 704(c), Installment
Obligations and Contributed
Contracts

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Final regulations.

SUMMARY: This document contains final
regulations under sections 704(c) and 737
relating to the tax treatment of installment
obligations and property acquired pursuant
to a contract. The regulations affect part-
ners and partnerships and provide guid-
ance necessary to comply with the law.

DATES: Effective Date: These regulations
are effective November 23, 2003.

Applicability Date: For dates of appli-
cability, see §§1.704–3(f), 1.704–4(g) and
1.737–5.

FOR FURTHER INFORMATION
CONTACT: Christopher L. Trump, (202)
622–3070 (not a toll-free number).

SUPPLEMENTARY INFORMATION:

Background

This document contains amendments
to 26 CFR part 1 under sections 704 and
737. On November 24, 2003, a notice of
proposed rulemaking (REG–160330–02,
2003–2 C.B. 1230) relating to the tax
treatment of installment obligations and
property acquired pursuant to a contract
under sections 704(c) and 737 was pub-
lished in the Federal Register (68 FR
65864). A notice of correction was pub-
lished in the Federal Register (69 FR
5797) on February 6, 2004. No comments
were received from the public in response
to the notice of proposed rulemaking. No
public hearing was requested, and accord-
ingly, no hearing was held. This Treasury
decision adopts the language of the pro-
posed regulations without change.

Special Analyses

It has been determined that this Trea-
sury decision is not a significant regula-
tory action as defined in Executive Order
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12866. Therefore, a regulatory assessment
is not required. It also has been deter-
mined that section 553(b) of the Adminis-
trative Procedure Act (5 U.S.C. chapter 5)
does not apply to these regulations and, be-
cause the regulations do not impose a col-
lection of information on small entities, the
Regulatory Flexibility Act (5 U.S.C. chap-
ter 6) does not apply. Pursuant to section
7805(f) of the Internal Revenue Code, the
proposed regulations preceding these reg-
ulations were submitted to the Chief Coun-
sel for Advocacy of the Small Business
Administration for comment on its impact
on small business.

Drafting Information

The principal author of these regu-
lations is Christopher L. Trump of the
Office of the Associate Chief Coun-
sel (Passthroughs & Special Industries).
However, other personnel from the IRS
and Treasury Department participated in
their development.

* * * * *

Adoption of Amendments to
Regulations

Accordingly, 26 CFR part 1 is amended
as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 continues to read, in part, as follows:

Authority: 26 U.S.C. 7805 * * *
Par. 2. Section 1.704–3 is amended as

follows:
1. The paragraph heading for (a)(8) is

revised.
2. The text of paragraph (a)(8) is redes-

ignated as paragraph (a)(8)(i).
3. A paragraph heading for newly des-

ignated paragraph (a)(8)(i) is added.
4. The first sentence of newly desig-

nated paragraph (a)(8)(i) is amended by re-
moving the language “in which no gain or
loss is recognized”.

5. Paragraphs (a)(8)(ii) and (a)(8)(iii)
are added.

6. Paragraph (f) is amended by:
a. Revising the paragraph heading.
b. Amending the first sentence of para-

graph (f) by removing the language “of
paragraph (a)(11)” and adding “of para-
graphs (a)(8)(ii), (a)(8)(iii) and (a)(11)” in
its place.

c. Adding two sentences at the end of
paragraph (f).

The revisions and additions read as fol-
lows:

§1.704–3 Contributed property.

(a) * * *
(8) Special rules—(i) Disposition in a

nonrecognition transaction. * * *
(ii) Disposition in an installment sale.

If a partnership disposes of section 704(c)
property in an installment sale as defined
in section 453(b), the installment obliga-
tion received by the partnership is treated
as the section 704(c) property with the
same amount of built-in gain as the section
704(c) property disposed of by the partner-
ship (with appropriate adjustments for any
gain recognized on the installment sale).
The allocation method for the installment
obligation must be consistent with the al-
location method chosen for the original
property.

(iii) Contributed contracts. If a partner
contributes to a partnership a contract that
is section 704(c) property, and the partner-
ship subsequently acquires property pur-
suant to that contract in a transaction in
which less than all of the gain or loss is
recognized, then the acquired property is
treated as the section 704(c) property with
the same amount of built-in gain or loss as
the contract (with appropriate adjustments
for any gain or loss recognized on the ac-
quisition). For this purpose, the term con-
tract includes, but is not limited to, op-
tions, forward contracts, and futures con-
tracts. The allocation method for the ac-
quired property must be consistent with
the allocation method chosen for the con-
tributed contract.

* * * * *
(f) Effective dates. * * * Paragraph

(a)(8)(ii) applies to installment obligations
received by a partnership in exchange for
section 704(c) property on or after Novem-
ber 24, 2003. Paragraph (a)(8)(iii) applies
to property acquired on or after November
24, 2003, by a partnership pursuant to a
contract that is section 704(c) property.

Par. 3. Section 1.704–4 is amended as
follows:

1. The paragraph heading for (d)(1) is
revised.

2. The text of paragraph (d)(1) is redes-
ignated as paragraph (d)(1)(i).

3. A paragraph heading for newly des-
ignated paragraph (d)(1)(i) is added.

4. Paragraphs (d)(1)(ii) and (d)(1)(iii)
are added.

5. Revising paragraph (g).
The revisions and additions read as fol-

lows:

§1.704–4 Distribution of contributed
property.

* * * * *
(d) Special rules—(1) Nonrecognition

transactions, installment obligations and
contributed contracts— (i) Nonrecogni-
tion transactions. * * *

(ii) Installment obligations. An install-
ment obligation received by the partner-
ship in an installment sale (as defined in
section 453(b)) of section 704(c) property
is treated as the section 704(c) property
for purposes of section 704(c)(1)(B) and
this section to the extent that the install-
ment obligation received is treated as sec-
tion 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.

(iii) Contributed contracts. Property
acquired by the partnership pursuant to
a contract that is section 704(c) property
is treated as the section 704(c) prop-
erty for purposes of section 704(c)(1)(B)
and this section, to the extent that the
acquired property 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.

* * * * *
(g) Effective dates. This section applies

to distributions by a partnership to a part-
ner on or after January 9, 1995, except that
paragraphs (d)(1)(ii) and (iii) apply to dis-
tributions by a partnership to a partner on
or after November 24, 2003.

Par. 4. Section 1.737–2 is amended as
follows:

1. The paragraph heading for (d)(3) is
revised.

2. The text of paragraph (d)(3) is redes-
ignated (d)(3)(i).

3. A paragraph heading for newly des-
ignated (d)(3)(i) is added.

4. Paragraphs (d)(3)(ii) and (d)(3)(iii)
are added.

§1.737–2 Exceptions and special rules.

* * * * *
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(d) * * *
(3) Nonrecognition transactions, in-

stallment sales and contributed con-
tracts—(i) Nonrecognition transactions.
* * *

(ii) Installment sales. An installment
obligation received by the partnership in
an installment sale (as defined in sec-
tion 453(b)) of section 704(c) property
is treated as the contributed property
with regard to the contributing partner
for purposes of section 737 to the extent
that the installment obligation received is
treated as section 704(c) property under
§1.704–3(a)(8). See §1.704–4(d)(1) for
a similar rule in the context of section
704(c)(1)(B).

(iii) Contributed contracts. Property
acquired by a partnership pursuant to a
contract that is section 704(c) property is
treated as the contributed property with re-
gard to the contributing partner for pur-
poses of section 737 to the extent that
the acquired property is treated as section
704(c) property under §1.704–3(a)(8). See
§1.704–4(d)(1) for a similar rule in the
context of section 704(c)(1)(B).

* * * * *
Par. 5. Section 1.737–5 is revised to

read as follows:

§1.737–5 Effective dates.

Sections 1.737–1, 1.737–2, 1.737–3,
and 1.737–4 apply to distributions by a
partnership to a partner on or after January
9, 1995, except that §1.737–2(d)(3)(ii)
and (iii) apply to distributions by a part-
nership to a partner on or after November
24, 2003.

Mark E. Matthews,
Deputy Commissioner for
Services and Enforcement.

Approved March 15, 2005.

Eric Solomon,
Acting Deputy Assistant Secretary

of the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on March 21,
2005, 8:45 a.m., and published in the issue of the Federal
Register for March 22, 2005, 70 F.R. 14394)

Rev. Rul. 2005–23

This revenue ruling provides vari-
ous prescribed rates for federal income
tax purposes for April 2005 (the current
month). Table 1 contains the short-term,
mid-term, and long-term applicable fed-
eral rates (AFR) for the current month
for purposes of section 1274(d) of the
Internal Revenue Code. Table 2 contains
the short-term, mid-term, and long-term
adjusted applicable federal rates (adjusted
AFR) for the current month for purposes
of section 1288(b). Table 3 sets forth the
adjusted federal long-term rate and the
long-term tax-exempt rate described in
section 382(f). Table 4 contains the ap-
propriate percentages for determining the
low-income housing credit described in
section 42(b)(2) for buildings placed in
service during the current month. Finally,
Table 5 contains the federal rate for deter-
mining the present value of an annuity, an
interest for life or for a term of years, or
a remainder or a reversionary interest for
purposes of section 7520.

REV. RUL. 2005–23 TABLE 1

Applicable Federal Rates (AFR) for April 2005

Period for Compounding

Annual Semiannual Quarterly Monthly

Short-term

AFR 3.35% 3.32% 3.31% 3.30%
110% AFR 3.68% 3.65% 3.63% 3.62%
120% AFR 4.02% 3.98% 3.96% 3.95%
130% AFR 4.37% 4.32% 4.30% 4.28%
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