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SUMVARY: Thi s docunent contains proposed regul ations on the tax
consequences of partnership nmergers and divisions. The proposed
regul ati ons affect partnerships and their partners. This
docunent al so contains a notice of public hearing on these
proposed regul ati ons.

DATES: Witten comments nust be received by April 10, 2000.
Requests to speak (with outlines of oral comments) at the public
heari ng schedul ed for May 4, 2000, nust be submtted by April 13,
2000.

ADDRESSES: Send submi ssions to: CC DOM CORP:R (REG 111119-99),
room 5226, Internal Revenue Service, POB 7604, Ben Franklin
Stati on, Washi ngton, DC 20044. 1In the alternative, subm ssions
may be hand delivered Monday through Friday between the hours of
8 am and 5 p.m to: CCDOM CORP:R (REG 111119-99), Courier’s
Desk, Internal Revenue Service, 1111 Constitution Avenue, NW
Washi ngton, DC. Alternatively, taxpayers may submt comments

el ectronically via the Internet by selecting the "Tax Regs"
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option of the IRS Honme Page, or by submtting coments directly
to the IRS Internet site at:
http://ww. irs.ustreas.gov/tax_regs/regslist.htm. The public
hearing will be held in room 2615, Internal Revenue Buil di ng,
1111 Constitution Avenue, NW Washi ngton, DC.
FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ati ons, Dan
Car nody, (202) 622-3080; concerning subm ssions of comments, the
hearing, and/or to be placed on the building access list to
attend the hearing, LaN ta VanDyke, (202) 622-7180 (not toll-free
nunbers) .
SUPPLEMENTARY | NFORMATI ON:

Thi s docunent proposes to anmend sections 708, 743, and 752
of the Incone Tax Regul ations (26 CFR part 1) regarding
partnership nergers and divi si ons.

Partnership Mergers

Backgr ound

Section 708(b)(2)(A) provides that in the case of a nerger
or consolidation of two or nore partnerships, the resulting
partnership is, for purposes of section 708, considered the
continuation of any nerging or consolidating partnership whose
menbers own an interest of nore than 50 percent in the capital
and profits of the resulting partnership. Section
1.708-1(b)(2) (i) of the Income Tax Regul ations provides that if
the resulting partnership can be considered a continuation of
nore than one of the nmerging partnerships, the resulting

partnership is the continuation of the partnership that is
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credited with the contribution of the greatest dollar val ue of
assets to the resulting partnership. |If none of the nenbers of
the nergi ng partnerships own nore than a 50 percent interest in
the capital and profits of the resulting partnership, all of the
merged partnerships are considered term nated, and a new
partnership results. The taxable years of the nerging
partnerships that are considered term nated are cl osed under
section 706(c).

Al t hough section 708 and the applicable regul ati ons provi de
whi ch partnership continues when two or nore partnerships nerge,
the statute and regul ati ons do not prescribe a formfor the
partnership nerger. (Oten, state nerger statutes do not provide
a particular formfor a partnership nerger.) In revenue rulings,
however, the I RS has prescribed the formof a partnership nerger
for Federal income tax purposes.

In Rev. Rul. 68-289 (1968-1 C. B. 314), three existing
partnerships (P1, P2, and P3) nerged into one partnership with P3
conti nui ng under section 708(b)(2)(A). The revenue ruling holds
that P1 and P2, the two termnating partnerships, are treated as
havi ng contributed all of their respective assets and liabilities
to P3, the resulting partnership, in exchange for a partnership
interest in P3. P1 and P2 are considered term nated and the
partners of P1 and P2 receive interests in P3 with a basis under
section 732(b) in liquidation of Pl and P2 (Assets-Over Form.
Rev. Rul. 77-458 (1977-2 C.B. 220), and Rev. Rul. 90-17 (1990-1

C.B. 119), also follow the Assets-Over Formfor a partnership



mer ger .
Expl anati on of Provisions

A. Formof a Partnership Merger

The IRS and Treasury are aware that taxpayers may acconplish
a partnership nerger by undertaking transactions in accordance
With jurisdictional laws that follow a formother than the
Assets-Over Form For exanple, the term nating partnership could
liquidate by distributing its assets and liabilities to its
partners who then contribute the assets and liabilities to the
resulting partnership (Assets-Up Form. In addition, the
partners in the term nating partnership could transfer their
termnating partnership interests to the resulting partnership in
exchange for resulting partnership interests, and the term nating
partnership could liquidate into the resulting partnership
(Interest-Over Form.

In the partnership incorporation area, a taxpayer’s form
generally is respected if the taxpayer actually undertakes, under
the relevant jurisdictional law, all the steps of a formthat is
set forth in one of three situations provided in Rev. Rul. 84-111
(1984-2 C.B. 88). The three situations that Rev. Rul. 84-111
sets forth are the Assets-Over Form Assets-Up Form and
Interest-Over Form Rev. Rul. 84-111 explains that, depending on
the formchosen to incorporate the partnership, the adjusted
basi s and hol ding periods of the various assets received by the
corporation and the adjusted basis and hol di ng periods of the

stock received by the former partners can vary. Like partnership



-5-
I ncor porations, each formof a partnership nerger has potentially
different tax consequences.

Under the Assets-Up Form partners could recognize gain
under sections 704(c)(1)(B) and 737 (and incur state or |ocal
transfer taxes) when the term nating partnership distributes the
assets to the partners. However, under the Assets-Over Form
gai n under sections 704(c)(1)(B) and 737 is not triggered. See
881.704-4(c)(4) and 1.737-2(b). Additionally, under the
Assets-Up Form because the adjusted basis of the assets
contributed to the resulting partnership is determned first by
reference to section 732 (as a result of the |liquidation) and
then section 723 (by virtue of the contribution), in certain
ci rcunst ances, the adjusted basis of the assets contributed may
not be the sane as the adjusted basis of the assets in the
term nating partnership. These circunstances occur if the
partners’ aggregate adjusted basis of their interests in the
term nating partnership does not equal the term nating
partnership s adjusted basis in its assets. Under the
Asset s-Over Form because the resulting partnership s adjusted
basis in the assets it receives is determ ned solely under
section 723, the adjusted basis of the assets in the resulting
partnership is the sane as the adjusted basis of the assets in
the term nating partnership.

The regul ati ons propose to respect the formof a partnership
merger for Federal incone tax purposes if the partnerships

undertake, pursuant to the |laws of the applicable jurisdiction,
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the steps of either the Assets-Over Formor the Assets-Up Form
(This rule applies even if none of the nerged partnerships are
treated as continuing for Federal income tax purposes.)
General ly, when partnershi ps nerge, the assets nove from one
partnership to another at the entity level, or in other words,
li ke the Assets-Over Form However, if as part of the nerger,
the partnership titles the assets in the partners’ nanes, the
proposed regul ations treat the transaction under the Assets-Up
Form |If partnerships use the Interest-Over Formto acconplish
the result of a merger, the partnerships will be treated as
foll ow ng the Assets-Over Formfor Federal income tax purposes.

In the context of partnership incorporations, Rev. Rul.
84-111 di stingui shes anong all three forns of incorporation.
However, with respect to the Interest-Over Form the revenue
ruling respects only the transferors’ conveyances of partnership
interests, while treating the receipt of the partnership
interests by the transferee corporation as the receipt of the

partnership’s assets (i.e., the Assets-Up Form. The theory for

this result, based l|argely on McCauslen v. Conm ssioner, 45 T.C.
588 (1966), is that the transferee corporation can only receive
assets since it is not possible, as a sole nenber, for it to
receive and hold interests in a partnership (i.e., a partnership
cannot have only one nenber; so, the entity is never a
partnership in the hands of the transferee corporation).
Adherence to the approach followed in Rev. Rul. 84-111

creates problenms in the context of partnership nergers that are
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not present with respect to partnership incorporations. Unlike
the corporate rules, the partnership rules inpose certain tax
results on partners based upon a concept that matches a
contributed asset to the partner that contributed the asset.
Sections 704(c) and 737 are exanples of such rules. The
operation of these rules breaks down if the partner is treated as
contributing an asset that is different fromthe asset that the
partnership is treated as receiVving.

G ven that the hybrid treatnent of the Interest-Over Form
transactions utilized in Rev. Rul. 84-111 is difficult to apply
in the context of partnership nmergers, another characterization
will be applied to such transactions. The Assets-Over Form
generally will be preferable for both the IRS and taxpayers. For
exanpl e, when partnershi ps nerge under the Assets-Over Form gain
under sections 704(c)(1)(B) and 737 is not triggered. Mboreover,
the basis of the assets in the resulting partnership is the sane
as the basis of the assets in the term nating partnership, even
If the partners’ aggregate adjusted basis of their interests in
the term nating partnership does not equal the term nating
partnership s adjusted basis in its assets.

| f partnerships nmerge under applicable | aw w t hout
I npl enmenting a form the proposed regul ations treat the
partnerships as follow ng the Assets-Over Form This approach is
consistent with the treatnment of partnership to corporation
el ective conversions under the check-the-box regul ations and

techni cal term nations under section 708(b)(1)(B), other form ess
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novenents of a partnership’s assets.

B. Adverse Tax Consequences of the Assets-Over Form

The IRS and Treasury are aware that certain adverse tax
consequences may occur for partnerships that nerge in a
transaction that will be taxed in accordance with the Assets-Over
Form These proposed regul ati ons address sone of the adverse tax
consequences regarding section 752 liability shifts and buyouts
of exiting partners.

1. Section 752 Revisions

If a highly | everaged partnership (the term nating
partnership) nerges with another partnership (the resulting
partnership), all of the partners in the term nating partnership
coul d recogni ze gai n because of section 752 liability shifts.
Under the Assets-Over Form the term nating partnership becones a
nmonentary partner in the resulting partnership when the
term nating partnership contributes its assets and liabilities to
the resulting partnership in exchange for interests in the
resulting partnership. |If the termnating partnership (as a
nonentary partner in the resulting partnership) is considered to
receive a deened distribution under section 752 (after netting
I ncreases and decreases in liabilities under 81.752-1(f)) that
exceeds the term nating partnership s adjusted basis of its
interests in the resulting partnership, the termnating
partnershi p woul d recogni ze gai n under section 731. The
term nating partnership’s gain then would be allocated to each

partner in the termnating partnership under section 704(b). In
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this situation, a partner in the term nating partnership could
recogni ze gain even though the partner’s adjusted basis inits
resulting partnership interest or its share of partnership
liabilities in the resulting partnership is |arge enough to avoid
the recognition of gain, provided that the decreases in
liabilities in the term nating partnership are netted agai nst the
Iincreases in liabilities in the resulting partnership.

The proposed regul ations clarify that when two or nore
partnershi ps nerge under the Assets-Over Form increases or
decreases in partnership liabilities associated with the nerger
are netted by the partners in the term nating partnership and the
resulting partnership to determne the effect of the nmerger under
section 752. The IRS and Treasury consider it appropriate to
treat the nerger as a single transaction for determ ning the net
liability shifts under section 752. Therefore, a partner in the
termnating partnership will recognize gain on the contribution
under section 731 only if the net section 752 deened distribution
exceeds that partner’s adjusted basis of its interest in the
resul ting partnership.

2. Buyout of a Partner

Anot her adverse tax consequence nmay occur when a partner in
the term nating partnership does not want to becone a partner in
the resulting partnership and would like to receive noney or
property instead of an interest in the resulting partnership.
Under the Assets-Over Form the term nating partnership will not

recogni ze gain or |oss under section 721 when it contributes its
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property to the resulting partnership in exchange for interests
in the resulting partnership. However, if, in order to
facilitate the buyout of the exiting partner, the resulting
partnership transfers noney or other consideration to the
termnating partnership in addition to the resulting partnership
interests, the termnating partnership may be treated as selling
part of its property to the resulting partnership under
section 707(a)(2)(B). Any gain or |loss recognized by the
term nating partnership generally would be allocated to all the
partners in the term nating partnership even though only the
exiting partner would receive the consideration.

The I'RS and Treasury believe that, under certain
ci rcunst ances, when partnershi ps nerge and one partner does not
beconme a partner in the resulting partnership, the receipt of
cash or property by that partner should be treated as a sale of
that partner’s interest in the termnating partnership to the
resul ting partnership, not a disguised sale of the term nating
partnership’s assets. Accordingly, the proposed regul ations
provide that if the nerger agreenent (or simlar docunent)
specifies that the resulting partnership is purchasing the
exiting partner’s interest in the termnating partnership and the
anount paid for the interest, the transaction will be treated as
a sale of the exiting partner’s interest to the resulting
partnership. This treatment will apply even if the resulting
partnership sends the consideration to the term nating

partnership on behalf of the exiting partner, so long as the
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desi gnated | anguage is used in the rel evant docunent.

In this situation, the exiting partner is treated as selling
a partnership interest in the termnating partnership to the
resulting partnership (and the resulting partnership is treated
as purchasing the partner’s interest in the termnating
partnership) inmediately prior to the merger. Imediately after
the sale, the resulting partnership becones a nonentary partner
in the term nating partnership. Consequently, the resulting
partnership and ultimately its partners (determned prior to the
merger) inherit the exiting partner’s capital account in the
term nating partnership and any section 704(c) liability of the
exiting partner. |If the term nating partnership has an el ection
in effect under section 754 (or makes an el ection under section
754), the resulting partnership will have a special basis
adj ustnent regarding the term nating partnership s property under
section 743. The proposed regul ations provide that the resulting
partnershi p’s basis adjustnents under section 743 nust be
ultimately allocated solely to the partners who were partners in
the resulting partnership i medi ately before the nerger; the
adj ustnents do not affect the common basis of the resulting
partnership’s assets.

C. Meroger as Part of a Larger Transaction

The proposed regul ations provide that if the nmerger is part
of a larger series of transactions, and the substance of the
| arger series of transactions is inconsistent wwth follow ng the

formprescribed for the nerger, the formmy not be respected,
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and the |larger series of transactions may be recast in accordance
with their substance. An exanple illustrating the application of
this rule is included in the proposed regul ations.

D. Measurenent of Dollar Value of Assets

As di scussed above, the regulations currently provide that
in a nerger of partnerships, if the resulting partnership can be
considered a continuation of nore than one of the nerging
partnerships, the resulting partnership is the continuation of
the partnership that is credited with the contribution of the
greatest dollar value of assets to the resulting partnership.
Comment at ors have questi oned whether this rule refers to the
gross or net value of the assets of a partnership. The proposed
regul ati ons provide that the value of assets of a partnership is
determ ned net of the partnership’'s liabilities.

E. Effective Date

The regul ations are proposed to apply to nergers occurring
on or after the date final regulations are published in the
Federal Register.

Partnership Divisions

Backgr ound

Section 708(b)(2)(B) provides that, in the case of a
division of a partnership into two or nore partnerships, the
resulting partnerships (other than any resulting partnership the
menbers of which had an interest of 50 percent or less in the
capital and profits of the prior partnership) are considered a

continuation of the prior partnership. Section 1.708-1(b)(2)(ii)
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provi des that any other resulting partnership is not considered a
continuation of the prior partnership but is considered a new
partnership. |If the nmenbers of none of the resulting
partnershi ps owned an interest of nore than 50 percent in the
capital and profits of the prior partnership, the prior
partnership is termnated. Were nenbers of a partnership that
has been divided do not becone nmenbers of a resulting partnership
that is considered a continuation of the prior partnership, such
partner’s interest is considered |iquidated as of the date of the
di vi si on.

Section 708(b)(2)(B) and the applicable regul ati ons do not
prescribe a particular formfor the division involving continuing
partnerships. The IRS has not addressed in published guidance
how t he assets and liabilities of the prior partnership nove into
the resulting partnerships. Taxpayers generally have foll owed
either the Assets-Over Formor the Assets-Up Formfor partnership
di vi si ons.

Under the Assets-Over Form the prior partnership transfers
certain assets to a resulting partnership in exchange for
interests in the resulting partnership. The prior partnership
then imedi ately distributes the resulting partnership interests
to partners who are designated to receive interests in the
resul ting partnership.

Under the Assets-Up Form the prior partnership distributes
certain assets to sonme or all of its partners who then contribute

the assets to a resulting partnership in exchange for interests
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In the resulting partnershinp.
Expl anati on of Provisions

A. Formof a Partnership D vision

As with partnership nergers, the RS and Treasury recogni ze
that different tax consequences can ari se depending on the form
of the partnership division. Because of the potential different
tax results that could occur depending on the formfoll owed by
the partnership, the regul ations propose to respect for Federal
I ncome tax purposes the formof a partnership division
acconpl i shed under |aws of the applicable jurisdiction if the
partnershi p undertakes the steps of either the Assets-Over Form
or the Assets-Up Form Thus, the sane forns allowed for
partnership nmergers will be allowed for partnership divisions.

Generally, an entity cannot be classified as a partnership
If it has only one nenber. This universally has been held to be
the case in classifying transactions where interests in a
partnership are transferred to a single person, so that the

partnershi p goes out of existence. MCauslen v. Conm ssioner, 45

T.C. 588 (1966); Rev. Rul. 99-6, 1999-6 |.R B. 6; Rev. Rul.
67-65, 1967-1 C. B. 168; Rev. Rul. 55-68, 1955-1 C. B. 372.

However, in at |east one instance involving the contribution of
assets by an existing partnership to a new y-forned partnership,
regul ati ons have provided that the nonentary exi stence of the new
partnership will be respected for Federal inconme tax purposes.
See 81.708-1(b)(1)(iv). Pursuant to the proposed regul ati ons,

under the Assets-Over Formof a partnership division, the prior
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partnership’s nonentary ownership of all the interests in a
resulting partnership will not prevent the resulting partnership
frombeing classified as a partnership on formation.

The exanple in current 81.708-1(b)(2)(ii) indicates that
when a partnership is not considered a continuation of the prior
partnershi p under section 708(b)(2)(B) (partnership considered a
new partnership under current 81.708-1(b)(2)(ii)), the new
partnership is created under the Assets-Up Form The regul ations
propose to nodify this result and provide exanples illustrating
t hat partnerships can divide and create a new partnership under
either the Assets-Over Formor the Assets-Up Form

Consistent with partnership nmergers, if a partnership
divides using a formother than the two prescribed, it wll be
treated as undertaki ng the Assets-Over Form

These proposed regul ations use four terns to describe the
formof a partnership division. Two of these terns, prior
partnership and resulting partnership, describe partnerships that
exi st under the applicable jurisdictional |aw. The prior
partnership is the partnership that exists under the applicable
jurisdictional |aw before the division, and the resulting
partnershi ps are the partnerships that exist under the applicable
jurisdictional |aw after the division. The other two terns,

di vided partnership and recipient partnership, are Federal tax
concepts. A divided partnership is a partnership that is
treated, for Federal income tax purposes, as transferring assets

I n connection with a division, and a recipient partnership is a
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partnership that is treated, for Federal inconme tax purposes, as
recei ving assets in connection with a division. The divided
partnershi p nust be a continuation of the prior partnership.
Al t hough the divided partnership is considered one continuing
partnership for Federal income tax purposes, it may actually be
two different partnerships under the applicable jurisdictional
law (i.e., the prior partnership and a different resulting
partnership that is considered a continuation of the prior
partnership for Federal income tax purposes).

Finally, because in a formess division it generally wll be
uncl ear whi ch partnership should be treated, for Federal incone
tax purposes, as transferring assets (i.e, the divided
partnership) to another partnership (i.e., the recipient
partnershi p) where nore than one partnership is a continuation of
the prior partnership, the proposed regul ations provide that the
continuing resulting partnership wth the assets having the
greatest fair market value (net of liabilities) will be treated
as the divided partnership. This issue also is present where the
partnership that, in form transfers assets is not a continuation
of the prior partnership, but nore than one of the other
resulting partnerships are continuations of the prior
partnership. The sanme rule applies to these situations.

B. Consequences under Sections 704(c)(1)(B) and 737

Gai n under sections 704(c)(1)(B) and 737 may be triggered
when section 704(c) property or substituted section 704(c)

property is distributed to certain partners. These rules often
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will be inplicated in the context of partnership divisions.

Where a division is acconplished in a transaction that is
taxed in accordance with the Assets-Over Form the partnership
interest in the recipient partnership will be treated as a
section 704(c) asset to the extent that the interest is received
by the divided partnership in exchange for section 704(c)
property. Section 1.704-4(d)(1). Accordingly, the distribution
of the partnership interests in the recipient partnership by the
di vided partnership generally will trigger section 704(c)(1)(B)
where the interests in the recipient partnership are received by
a partner of the divided partnership other than the partner who
contributed the section 704(c) property to the divided
partnership. |In addition, section 737 may be triggered if a
partner who contributed section 704(c) property to the divided
partnership receives an interest in the recipient partnership
that is not attributable to the section 704(c) property.

Where a division is acconplished under the Assets-Up Form
assets are distributed directly to the partners who will hold
interests in the recipient partnership. The distribution could
trigger section 704(c)(1)(B) or 737 depending on the identity of
the distributed asset and the distributee partner.

The regul ati ons under section 737 provide an exception for
certain partnership divisions. Section 737 does not apply when a
transferor partnership transfers all the section 704(c) property
contributed by a partner to a second partnership in a section 721

exchange, followed by a distribution of an interest in the
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transferee partnership in conplete liquidation of the interest of
the partner that originally contributed the section 704(c)
property to the transferor partnership. Section 1.737-2(b)(2).
This rule, however, may not apply to many partnership divisions
because the original contributing partner often remains a partner
in the divided partnership. No simlar rule is provided under
section 704(c)(1)(B).

In many instances, the application of sections 704(c)(1)(B)
and 737 will be appropriate when a partnership divides under
either the Assets-Over Formor the Assets-Up Form Consider the
followi ng exanple: A, B, C, and D forma partnership. A
contributes appreciated property X ($0 basis and $200 val ue), B
contributes property Y ($200 basis and $200 value), and C and D
each contribute $200 cash. The partnership subsequently divides
into two partnerships using the Assets-Over Form distributing
interests in the recipient partnership in accordance with each
partner’s pro rata interest in the prior partnership. Property X
remains in the prior partnership, and property Y is contri buted
to the recipient partnership. Under these facts, section 737
could be avoided if an exception were created for the
di stribution of the recipient partnership interests. |If,
subsequent to the division, half of property Y is distributed to
A, section 737 would not be triggered because property X (the
section 704(c) property) is no longer in the sane partnership as
property Y.

Wiile the IRS and Treasury generally believe that it is
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appropriate to apply sections 704(c)(1)(B) and 737 in the context
of partnership divisions, coments are invited on whether it
woul d be appropriate to expand the exceptions to these sections
in certain circunstances relating to divisive transactions.

C. Dvision as Part of a Larger Transaction

The proposed regul ati ons provide the sane rule for
partnership divisions that applies to partnership nergers.

D. Effective Date

The regul ations are proposed to apply to divisions occurring
on or after the date final regulations are published in the
Federal Register.

Speci al Anal yses

It has been determined that this notice of proposed
rul emaking is not a significant regulatory action as defined in
Executive Order 12866. Therefore, a regulatory assessnent i s not
required. It also has been determ ned that section 553(b) of the
Adm ni strative Procedure Act (5 U.S.C. chapter 5) does not apply
to these regul ati ons, and because these regul ati ons do not inpose
on small entities a collection of information requirenent, the
Regul atory Flexibility Act (5 U S.C. chapter 6) does not apply.
Therefore, a Regulatory Flexibility Analysis is not required.
Pursuant to section 7805(f) of the Internal Revenue Code, this
noti ce of proposed rul emaking will be submtted to the Chief
Counsel for Advocacy of the Small Business Adm nistration for
comment on its inpact on small business.

Comment s and Public Hearing
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Bef ore these proposed regul ati ons are adopted as fi nal
regul ati ons, consideration will be given to any witten coments
(preferably a signed original and eight (8) copies) that are
submtted tinely to the IRS. The IRS and the Departnent of
Treasury specifically request comments on the clarity of the
proposed regul ati ons and how they may be nmade easier to
understand. Al comments will be available for public inspection
and copyi ng.

A public hearing has been scheduled for May 4, 2000,
beginning at 10 a.m, in room 2615, Internal Revenue Buil ding,
1111 Constitution Avenue, NW Washington, DC. Due to building
security procedures, visitors nust enter at the 10th Street
entrance, |ocated between Constitution and Pennsyl vani a Avenues,
NW In addition, all visitors nust present photo identification
to enter the building. Because of access restrictions, visitors
will not be admtted beyond the i nmedi ate entrance area nore than
15 m nutes before the hearing starts. For information about
havi ng your nane placed on the building access list to attend the
hearing, see the “FOR FURTHER | NFORMATI ON CONTACT” section of
this preanble.

The rules of 26 CFR 601.601(a)(3) apply to the hearing.
Persons that wish to present oral comrents at the hearing nust
submt tinmely witten comments and nust submit an outline of the
topics to be discussed and the tine to be devoted to each topic
(preferably a signed original and eight (8) copies) by April 13,
2000.
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A period of 10 minutes will be allotted to each person for
maki ng conments.

An agenda showi ng the scheduling of the speakers wll be
prepared after the deadline for receiving outlines has passed.
Copi es of the agenda will be available free of charge at the
heari ng.

Drafting Information

The principal author of these regulations is Mary Beth
Collins, Ofice of Chief Counsel (Passthroughs and Speci al
I ndustries). However, other personnel fromthe IRS and Treasury
Departnment participated in their devel opnent.

Li st of Subjects in 26 CFR Part 1

I ncone taxes, Reporting and recordkeeping requirenents.
Proposed Amendnents to the Regul ations

Accordingly, 26 CFR part 1 is proposed to be anended as
fol | ows:

PART 1--1NCOVE TAXES

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

Authority: 26 U.S.C. 7805 * * *

Par. 2. Section 1.708-1 is anended as foll ows:

1. Paragraph (b) is anended by renoving paragraph (b)(2)
and by redesignating each paragraph listed in the first colum of
the following table as the paragraph listed in the second col um
as indicated in the follow ng table:

A d Paragraph Redesi gnat ed Par agr aph
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(b) (1) (i) (b) (1)

(b) (1) (i) (a) (b) (1) (i)

(b) (1) (i) (b) (b) (1) (i)

(b) (1) (i) (b) (2)

(b) (1) (iii) (b) (3)

(b) (1) (iii)(a) (b) (3) (i)

(b) (1) (iii)(b) (b) (3)(ii)

(b) (1) (iv) (b) (4)

(b) (1) (V) (b) (5)

2. Par agraphs (c) and (d) are added to read as follows:

81.708-1 Continuation of partnership.

* * % * *

(c) Merger or consolidation--(1) General rule. If tw or

nore partnershi ps nerge or consolidate into one partnership, the
resulting partnership shall be considered a continuation of the
mer gi ng or consolidating partnership the nmenbers of which own an
Interest of nore than 50 percent in the capital and profits of
the resulting partnership. |If the resulting partnership can,
under the preceding sentence, be considered a continuation of
nore than one of the nerging or consolidating partnerships, it
shal |, unless the Conmm ssioner permts otherw se, be considered
the continuation of that partnership which is credited with the
contribution of assets having the greatest fair market val ue (net
of liabilities) to the resulting partnership. Any other nerging
or consolidating partnerships shall be considered as term nated.

I f the nenbers of none of the nerging or consolidating
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partnershi ps have an interest of nore than 50 percent in the
capital and profits of the resulting partnership, all of the
merged or consolidated partnerships are term nated, and a new
partnership results. The taxable years of such nerging or
consolidating partnerships which are considered term nated shal
be closed in accordance with the provisions of section 706(c),
and such partnerships shall file their returns for a taxable year
endi ng upon the date of termnation, i.e., the date of nerger or
consolidation. The resulting partnership shall file a return for
t he taxabl e year of the nerging or consolidating partnership that
I's considered as continuing. The return shall state that the
resulting partnership is a continuation of such nerging or
consolidating partnership and shall include the nanes and
addresses of the nerged or consolidated partnerships. The
respective distributive shares of the partners for the periods
prior to and subsequent to the date of nerger or consolidation
shall be shown as a part of the return.

(2) Formof a nerger or consolidation--(i) Assets-over form

When two or nore partnershi ps nerge or consolidate into one
partnershi p under the applicable jurisdictional |aw w thout
undertaking a formfor the nerger or consolidation, or undertake
a formfor the nerger or consolidation that is not described in
paragraph (c)(2)(ii) of this section, any nerged or consolidated
partnership that is considered term nated under paragraph (c)(1)
of this section is treated as undertaking the assets-over form

for Federal income tax purposes. Under the assets-over form the
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merged or consolidated partnership that is considered term nated
under paragraph (c)(1) of this section contributes all of its
assets and liabilities to the resulting partnership in exchange
for an interest in the resulting partnership; and, inmmediately
thereafter, the term nated partnership distributes interests in
the resulting partnership to its partners in liquidation of the
term nat ed partnership.

(i1) Assets-up form Despite the partners’ transitory

ownership of the term nated partnership’ s assets and liabilities,
the formof a partnership nerger or consolidation will be
respected for Federal incone tax purposes if the nerged or
consolidated partnership that is considered term nated under
paragraph (c)(1) of this section distributes its assets and
liabilities to its partners in |liquidation of the partners’
interests in the term nated partnership; and, imrediately
thereafter, the partners in the term nated partnership contribute
the distributed assets and liabilities to the resulting
partnership in exchange for interests in the resulting

part nership.

(3) Sale of an interest in the nerging or consolidating

partnership. In a transaction characterized under the assets-over

form a sale of an interest in the termnated partnership to the
resulting partnership that occurs as part of a nerger or
consol i dati on under section 708(b)(2)(A), as described in
paragraph (c)(2)(i) of this section, will be respected as a sale

of a partnership interest if the nerger agreenent (or simlar
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docunent) specifies that the resulting partnership is purchasing
Interests froma particular partner in the nmerging or
consolidating partnership and the consideration that is
transferred for each interest sold. See section 741 and 81.741-1
for determning the selling partner’s gain or |oss on the sale or
exchange of the partnership interest.

(4) Exanples. The followi ng exanples illustrate the rules in
par agraphs (c)(1) through (3) of this section:

Exanple 1. Partnership AB, in whose capital and profits A
and B each own a 50-percent interest, and partnership CD, in
whose capital and profits C and D each own a 50-percent interest,
merge on Septenber 30, 1999, and form partnership ABCD. Partners
A B, C, and D are on a cal endar year, and partnership AB and
partnership CD are al so on a cal endar year. After the nerger
the partners have capital and profits interests as follows: A 30
percent; B, 30 percent; C, 20 percent; and D, 20 percent. Since
A and B together own an interest of nore than 50 percent in the
capital and profits of partnership ABCD, such partnership shal
be considered a continuation of partnership AB and shall continue
to file returns on a cal endar year basis. Since C and D own an
Interest of less than 50 percent in the capital and profits of
partnership ABCD, the taxable year of partnership CD closes as of
Sept enber 30, 1999, the date of the nmerger, and partnership CDis
termnated as of that date. Partnership ABCD is required to file
a return for the taxable year January 1 to Decenber 31, 1999,

I ndi cating thereon that, until Septenber 30, 1999, it was
partnership AB. Partnership CDis required to file a return for
Its final taxable year, January 1 through Septenber 30, 1999.

Exanple 2. (i) Partnership X, in whose capital and profits
A owns a 40-percent interest and B owns a 60-percent interest,
and partnership Y, in whose capital and profits B owns a 60-
percent interest and C owns a 40-percent interest, nerge on
Sept enber 30, 1999. The dollar-value of the partnership X assets
(net of liabilities) is $100X, and the dollar-value of the
partnership Y assets (net of liabilities) is $200X. The nerger
I's acconpl i shed under state |aw by partnership Y contributing its
assets and liabilities to partnership X in exchange for interests
in partnership X, with partnership Y then |iquidating,
distributing interests in partnership X to B and C.

(ii) B, a partner in both partnerships prior to the nerger,
owns a greater than 50-percent interest in the resulting
partnership follow ng the nerger. Accordingly, because the
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dol I ar-val ue of partnership Y s assets (net of liabilities) was
greater than that of partnership X' s, under paragraph (c)(1) of
this section, X wll be considered to termnate in the nerger.

As a result, even though, for state |aw purposes, the transaction
was undertaken with partnership Y contributing its assets and
liabilities to partnership X and distributing interests in
partnership X to its partners, pursuant to paragraph (c)(2)(i) of
this section, for Federal incone tax purposes, the transaction
wWill be treated as if partnership X contributed its assets to
partnership Y in exchange for interests in partnership Y and then
i quidated, distributing interests in partnership Y to A and B.

Exanple 3. (i) Partnership X and partnership Y nerge when
the partners of partnership X transfer their partnership X
Interests to partnership Y in exchange for partnership Y
interests. |Imediately thereafter, partnership X liquidates into
partnership Y. The resulting partnership is considered a
continuation of partnership Y, and partnership X is considered
term nat ed.

(i1) The partnerships are treated as undertaking the
assets-over formdescribed in paragraph (c)(2)(i) of this section
because the partnerships undertook a formthat is not the assets-
up form described in paragraph (c)(2)(ii) of this section.
Accordingly, for Federal incone tax purposes, partnership Xis
deened to contribute its assets and liabilities to partnership Y
I n exchange for interests in partnership Y; and, i mediately
thereafter, partnership X is deened to have distributed the
interests in partnership Y to its partners in |iquidation of
their interests in partnership X

Exanple 4. (i) A, B, and C are partners in partnership X
D, E, and F are partners in Partnership Y. Partnership X and
partnership Y nerge wthin the nmeaning of section 708(b)(2)(A),
and the resulting partnership is considered a continuation of
partnership Y. Partnership X is considered term nated. Under
state law, partnerships X and Y undertake the assets-over form of
paragraph (c)(2)(i) of this section to acconplish the partnership
merger. C does not want to becone a partner in partnership Y,
and partnership X does not have the resources to buy C s interest
before the nerger. C, partnership X, and partnership Y enter
into an agreenent that specifies that partnership Y will purchase
Cs interest in partnership X for $150 i nmedi ately before the
nmerger. As part of the nerger, partnership X receives from
partnership Y $150 that will be distributed to Cimediately
before the nerger, and interests in partnership Y in exchange for
partnership X s assets and liabilities. Partnership X has nmade
an el ection under section 754.

(ii1) Because the nerger agreenent satisfies the requirenents
of paragraph (c)(3) of this section, Cwll be treated as selling
its interest in partnership X to partnership Y for $150
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I mmedi ately before the nerger. See section 741 and 81.741-1 to
determ ne the anpbunt and character of Cs gain or |oss on the
sal e or exchange of its interest in partnership X

(ii1) Because the nerger agreenent satisfies the
requi renents of paragraph (c)(3) of this section, partnership Y
I's considered to have purchased Cs interest in partnership X for
$150 i medi ately before the merger. See 81.704-1(b)(2)(iv)(L)
for determning partnership Y s capital account in partnership X
Partnership Y s adjusted basis of its interest in partnership X
I s determ ned under section 742 and 81.742-1. To the extent any
built-in gain or | oss on section 704(c) property in partnership X
woul d have been allocated to C (including any allocations with
respect to property reval uati ons under section 704(b) (reverse
section 704(c) allocations)), see section 704 and 81.704-3(a)(7)
for determining the built-in gain or | oss or reverse section
704(c) allocations apportionable to partnership Y. Simlarly,
after the nerger is conpleted, the built-in gain or |oss and
reverse section 704(c) allocations attributable to C s interest
are apportioned to D, E, and F under section 704(c) and 81.704-

3(a) (7).

(iv) Because partnership X has an el ection under section 754
in effect, partnership Y, as a nonentary partner in partnership
X, wll have a special basis adjustnent regarding the basis of
partnership X s property under section 743 and 81.743-1. See
section 743 and 81.743-1 for determ ning the anount of the
adjustnment. After the nerger, the adjustnent is allocated solely
to Db E, and F--the partners in partnership Y imedi ately before
t he nerger.

(v) Under paragraph (c)(
contributes assets and |i abi
of A and B to partnership Y in exchange for interests in
partnership Y; and, inmmedi ately thereafter, partnership X
distributes the interests in partnership Yto Aand B in
l'iquidation of their interests in partnership X. At the sane
time, partnership X distributes assets to partnership Y in
| i quidation of partnership Y s interest in partnership X

2)(i) of this section, partnership X
ities attributable to the interests

n
I

(5) Prescribed formnot followed in certain circunstances.

(i) I'f any transactions described in paragraph (c)(2) or (3) of
this section are part of a larger series of transactions, and the
substance of the larger series of transactions is inconsistent
with followng the formprescribed in such paragraph, the

Conmi ssi oner may di sregard such form and may recast the |arger



-28-
series of transactions in accordance with their substance.
(i1) Exanple. The followi ng exanple illustrates the rules in
par agraph (c)(5) of this section:

Exanple. A, B, and C are equal partners in partnership ABC.
ABC hol ds no section 704(c) property. D and E are equal partners
in partnership DE. B and C want to exchange their interest in
ABC for all of the interests in DE. However, rather than
exchangi ng partnership interests, DE nerges with ABC by
undertaki ng the assets-up form described in paragraph (c)(2)(ii)
of this section, with D and E receiving title to the DE assets
and then contributing the assets to ABC in exchange for interests
in ABC. As part of a prearranged transaction, the assets
acquired fromDE are contributed to a new partnership, and the
interests in the new partnership are distributed to B and Cin
conplete liquidation of their interests in ABC. The nerger and
division in this exanple represent a series of transactions that
I n substance are an exchange of interests in ABC for interests in
DE. Even though paragraph (c)(2)(ii) of this section provides
that the formof a nerger will be respected for Federal incone
tax purposes if the steps prescribed under the asset-up formare
foll omed, and paragraph (d)(2)(i) of this section provides a form
that will be followed for Federal income tax purposes in the case
of partnership divisions, these forms will not be respected for
Federal incone tax purposes under these facts, and the
transactions will be recast in accordance wth their substance as
a taxabl e exchange of interests in ABC for interests in DE.

(6) Effective date. This paragraph (c) is applicable to

partnership nmergers occurring on or after the date final
regul ati ons are published in the Federal Register.

(d) Duwvision of a partnership--(1) General rule. Upon the

division of a partnership into two or nore partnerships, any
resulting partnership (as defined in paragraph (d)(3)(iv) of this
section) or resulting partnerships shall be considered a
continuation of the prior partnership (as defined in paragraph
(d)(3)(ii) of this section) if the nmenbers of the resulting
partnership or partnerships had an interest of nore than 50

percent in the capital and profits of the prior partnership. Any
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other resulting partnership will not be considered a continuation
of the prior partnership but will be considered a new
partnership. |If the nenbers of none of the resulting
partnershi ps owned an interest of nore than 50 percent in the
capital and profits of the prior partnership, none of the
resulting partnerships will be considered a continuation of the
prior partnership and the prior partnership will be considered to
have term nated. Were nenbers of a partnership which has been
divided into two or nore partnershi ps do not becone nenbers of a
resulting partnership which is considered a continuation of the
prior partnership, such partner’s interests shall be considered
l'i qui dated as of the date of the division. The resulting
partnership that is regarded as continuing shall file a return
for the taxabl e year of the partnership that has been divided.
The return shall state that the partnership is a continuation of
the prior partnership and shall set forth separately the
respective distributive shares of the partners for the periods

prior to and subsequent to the date of division.

(2) Formof a division--(i) Assets-over form Wen a
partnership divides into two or nore partnershi ps under
applicable jurisdictional |aw wi thout undertaking a formfor the
di vision, or undertakes a formthat is not described in paragraph
(d)(2)(ii) of this section, the transaction will be characterized
under the assets-over formfor Federal inconme tax purposes.

(A) Assets-over formwhere at |east one resulting

partnership is a continuation of the prior partnership. In a
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di vi sion under the assets-over formwhere at |east one resulting
partnership is a continuation of the prior partnership, the
di vided partnership (as defined in paragraph (d)(3)(i) of this
section) contributes certain assets and liabilities to a
reci pient partnership (as defined in paragraph (d)(3)(iv) of this
section) or recipient partnerships in exchange for interests in
such recipient partnership or partnerships; and, imediately
thereafter, distributes the interests in such recipient
partnership or partnerships to sone or all of its partners in
partial or conplete liquidation of the partners’ interests in the
di vi ded partnership.

(B) Assets-over formwhere none of the resulting

partnerships is a continuation of the prior partnership. In a

di vi sion under the assets-over formwhere none of the resulting
partnerships is a continuation of the prior partnership, the
prior partnership will be treated as contributing all of its
assets and liabilities to new resulting partnerships in exchange
for interests in the resulting partnerships; and, imediately
thereafter, the prior partnership will be treated as |iquidating
by distributing the interests in the new resulting partnerships
to the prior partnership s partners.

(i1) Assets-up form-(A) Assets-up formwhere the

partnership distributing assets is a continuation of the prior

partnership. Despite the partners’ transitory ownership of sone

of the prior partnership’'s assets and liabilities, the formof a

partnership division will be respected for Federal incone tax
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purposes if the divided partnership, which by definition is a
continuing partnership, distributes certain assets and
liabilities to some or all of its partners in partial or conplete
l'i quidation of the partners’ interests in the divided
partnership; and, inmediately thereafter, such partners
contribute the distributed assets and liabilities to a recipient
partnership or partnerships in exchange for interests in such
reci pient partnership or partnerships.

(B) Assets-up formwhere none of the resulting partnerships

are a continuation of the prior partnership. If none of the

resulting partnerships are a continuation of the prior
partnership, then despite the partners’ transitory ownership of
sonme or all of the prior partnership’s assets and liabilities,
the formof a partnership division will be respected for Federal

I ncome tax purposes if the prior partnership distributes certain
assets and liabilities to some or all of its partners in partial
or conplete liquidation of the partners’ interests in the prior
partnership; and, inmedi ately thereafter, such partners
contribute the distributed assets and liabilities to a resulting
partnership or partnerships in exchange for interests in such
resulting partnership or partnerships. |If the prior partnership
does not |iquidate under the applicable jurisdictional |aw, then
With respect to the assets and liabilities that, in form are not
transferred to a new resulting partnership, the prior partnership
will be treated as transferring these assets and liabilities to a

new resul ting partnership under the assets over formdescribed in
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paragraph (d)(2)(i)(B) of this section.

(3) Definitions--(i) Divided partnership--For purposes of

par agraph (d) of this section, the divided partnership is the
partnership which is treated, for Federal incone tax purposes, as
transferring the assets and liabilities to the recipient
partnership or partnerships, either directly (under the assets-
over form or indirectly (under the assets-up fornm. |If the
resulting partnership that, in form transferred the assets and
liabilities in connection with the division is a continuation of
the prior partnership, then such resulting partnership wll be
treated as the divided partnership. |[|f a partnership divides
into two or nore partnerships and only one of the resulting
partnerships is a continuation of the prior partnership, then the
resulting partnership that is a continuation of the prior
partnership will be treated as the divided partnership. If a
partnership divides into two or nore partnershi ps w thout
undertaking a formfor the division that is recogni zed under
paragraph (d)(2) of this section, or if the resulting partnership
that had, in form transferred assets and liabilities is not
considered a continuation of the prior partnership, and nore than
one resulting partnership is considered a continuation of the
prior partnership, the continuing resulting partnership with the
assets having the greatest fair market value (net of liabilities)

will be treated as the divided partnershinp.

(i1) Prior partnership--For purposes of paragraph (d) of

this section, the prior partnership is the partnership subject to
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di vision that exists under applicable jurisdictional |aw before
t he division.

(ii11) Recipient partnership--For purposes of paragraph (d)

of this section, a recipient partnership is a partnership that is
treated as receiving, for Federal incone tax purposes, assets and
liabilities froma divided partnership, either directly (under

the assets-over forn) or indirectly (under the assets-up form.

(iv) Resulting partnership--For purposes of paragraph (d) of
this section, a resulting partnership is a partnership resulting
fromthe division that exists under applicable jurisdictional |aw
after the division. For exanple, where a prior partnership
divides into two partnerships, both partnerships existing after
the division are resulting partnerships.

(4) Exanples. The follow ng exanples illustrate the rules in
paragraphs (d)(1), (2), and (3) of this section:

Exanple 1. Partnership ABCD is in the real estate and
I nsurance business. A owns a 40-percent interest, and B, C and
D each owns a 20-percent interest, in the capital and profits of
the partnership. The partnership and the partners report their
I ncome on a cal endar year. They agree to separate the real
estate and insurance business as of Novenber 1, 1999, and to form
two partnerships; partnership AB to take over the real estate
busi ness, and partnership CD to take over the insurance business.
Because nenbers of resulting partnership AB owned nore than a
50-percent interest in the capital and profits of partnership
ABCD (A, 40 percent, and B, 20 percent), partnership AB shall be
considered a continuation of partnership ABCD. Partnership ABis
required to file a return for the taxable year January 1 to
Decenber 31, 1999, indicating thereon that until Novenber 1,
1999, it was partnership ABCD. Partnership CDis considered a
new partnership formed on Novenber 1, 1999, and is required to
file a return for the taxable year it adopts pursuant to section
706(b) and the applicable regulations.

Exanple 2. (i) Partnership ABCD owns properties W X, Y, and
Z, and divides into partnership AB and partnership CD. Under
par agraph (d)(1) of this section, partnership AB is considered a
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continuation of partnership ABCD and partnership CD is considered
a new partnership. Partnership ABCD distributes property Yto C
and titles property Yin Cs nane. Partnership ABCD distributes
property Zto Dand titles property Zin Ds nane. C and D then
contribute properties Y and Z, respectively, to partnership CD in
exchange for interests in partnership CD. Properties Wand X
remain in partnership AB.

i) of this section, partnership

(i1) Under paragraph ( 2) (i
ng the assets-up formfor Federal

d)
ABCD wi Il be treated as foll ow
I ncome tax purposes.

Exanple 3. (i) Partnership ABCD owns three parcels of
property: property X, with a value of $500; property Y, with a
val ue of $300; and property Z, with a value of $200. A and B
each own a 40-percent interest in the capital and profits of
partnership ABCD, and C and D each own a 10 percent interest in
the capital and profits of partnership ABCD. On Novenber 1,
1999, partnership ABCD divides into three partnerships (ABl, AB2,
and CD) by contributing property Xto a newy forned partnership
(AB1) and distributing all interests in such partnership to A and
B as equal partners, and by contributing property Zto a newmy
formed partnership (CD) and distributing all interests in such
partnership to C and D as equal partners in exchange for all of
their interests in partnership ABCD.

(11) Partnerships AB1 and AB2 both are considered a
continuation of partnership ABCD, while partnership CDis
considered a new partnership forned on Novenber 1, 1999. Under
paragraph (d)(2)(i)(A) of this section, partnership ABCD will be
treated as follow ng the assets-over forn1 wi th partnership ABCD
contributing property X to partnership AB1 and property Z to
partnership CD, and distributing the interests in such
partnerships to the designated partners.

Exanple 4. (i) The facts are the sane as in exanple 3,
except that partnership ABCD divides into three partnerships by
operation of state |law, w thout undertaking a form

(i1) Under the last sentence of paragraph (d)(3)(i) of this
section, partnership ABL will be treated as the resulting
partnership that is the divided partnership. Under paragraph
(d)(2)(i)(A) of this section, partnership ABCD will be treated as
followi ng the assets-over form wth partnership ABCD
contributing property Y to partnership AB2 and property Z to
partnership CD, and distributing the interests in such
partnerships to the designated partners.

Exanple 5. (i) The facts are the sane as in exanple 3,
except that partnership ABCD divides into three partnerships by
contributing property X to newy-fornmed partnership ABl1 and
property Y to new y-forned partnership AB2 and distributing al
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Interests in each partnership to A and B in exchange for all of
their interests in partnership ABCD.

(i1) Because resulting partnership CDis not a continuation
of the prior partnership (partnership ABCD), partnership CD
cannot be treated, for Federal incone tax purposes, as the
partnership that transferred assets (i.e., the divided
partnership), but instead nust be treated as a recipient
partnership. Under the |ast sentence of paragraph (d)(3)(i) of
this section, partnership ABL will be treated as the resulting
partnership that is the divided partnership. Under paragraph
(d)(2)(i)(A) of this section, partnership ABCD will be treated as
foll owi ng the assets-over form wth partnership ABCD
contributing property Y to partnership AB2 and property Z to
partnership CD, and distributing the interests in such
partnerships to the designated partners.

Exanple 6. (i) Partnership ABCDE owns Bl ackacre, \Witeacre,
and Redacre, and divides into partnership AB, partnership CD, and
partnership DE. Under paragraph (d)(1) of this section,
partnership ABCDE is considered term nated (and, hence, none of
the resulting partnerships are a continuation of the prior
partnershi p) because none of the nenbers of the new partnerships
(partnership AB, partnership CD, and partnership DE) owned an
Interest of nore than 50 percent in the capital and profits of
partnershi p ABCDE.

(ii1) Partnership ABCDE distributes Bl ackacre to A and B and
titles Blackacre in the nanes of A and B. A and B then
contribute Blackacre to partnership AB in exchange for interests
In partnership AB. Partnership ABCDE will be treated as
foll ow ng the assets-up formdescribed in paragraph (d)(2)(ii)(B)
of this section for Federal incone tax purposes.

(iii1) Partnership ABCDE distributes Whiteacre to C and D and
titles Whiteacre in the nanes of Cand D C and D then
contribute Whiteacre to partnership CD in exchange for interests
in partnership CD. Partnership ABCDE will be treated as
foll ow ng the assets-up formdescribed in paragraph (d)(2)(ii)(B)
of this section for Federal incone tax purposes.

(iv) Partnership ABCDE does not |iquidate under state |aw so
that, in form the assets in new partnership DE are not
considered to have been transferred under state |aw. Partnership
ABCDE wi || be treated as undertaking the assets-over form
described in paragraph (d)(2)(i)(B) of this section for Federal
I ncome tax purposes with respect to the assets of partnership DE.
Thus, partnership ABCDE will be treated as contributing Redacre
to partnership DE in exchange for interests in partnership DE
and, imredi ately thereafter, partnership ABCDE will be treated as
distributing interests in partnership DEto D and E in
l'i quidation of their interests in partnership ABCDE. Partnership
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ABCDE t hen term nates.

(5) Prescribed formnot followed in certain circunstances.

If any transactions described in paragraph (d)(2) of this section
are part of a larger series of transactions, and the substance of
the larger series of transactions is inconsistent with follow ng
the form prescribed in such paragraph, the Comm ssioner may

di sregard such form and may recast the | arger series of
transactions in accordance with their substance.

(6) Effective date. This paragraph (d) is applicable to

partnership divisions occurring on or after the date final
regul ati ons are published in the Federal Register.

Par. 3. Section 1.743-1 is anended by addi ng two sentences
to the end of paragraph (h)(1).

81.743-1 Optional adjustnent to basis of partnership property.

* * % * *

(h) * * =
(1) * * * When a resulting partnership that is considered a
continuation of a nerged or consolidated partnership under
section 708(b)(2)(A) has a basis adjustnent in property held by
the nerged or consolidated partnership that is considered
term nated under 81.708-1(c)(1) (as a result of the resulting
partnership acquiring an interest in such nerged or consolidated
partnership, see 81.708-1(c)(3)), the resulting partnership wl]l
continue to have the sane basis adjustnments with respect to
property distributed (see 81.708-1(c)(4), Exanple 4(v)) by the

term nated partnership to the resulting partnership, regardl ess
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of whether the resulting partnership makes a section 754
el ection. The portion of the resulting partnership’ s adjusted
basis in its assets attributable to the basis adjustnment with
respect to the property distributed by the term nating
partnershi p nust be segregated and all ocated solely to the
partners who were partners in the resulting partnership
I mmedi ately before the nerger or consolidation.
* ok ok x %

Par. 4. Section 1.752-1 is anmended as foll ows:

1. A sentence is added to the end of paragraph (f).

2. The current Exanple in paragraph (g) is redesignated as
Exanpl e 1.

3. Exanple 2 is added in paragraph (Qg).

81.752-1 Treatnent of partnership liabilities.

* * % * *

(f) * * * When two or nore partnershi ps nerge or consolidate
under section 708(b)(2)(A), as described in 81.708-1(c)(2)(i),
I ncreases and decreases in partnership liabilities associated
with the nerger or consolidation are netted by the partners in
the termnating partnership and the resulting partnership to

determne the effect of the merger under section 752.

(g)***
Exanple 1. * * *

Exanple 2. Merger or consolidation of partnerships hol ding
property encunbered by liabilities. (i) B owns a 70 percent
Interest in partnership T. Partnership T's sole asset is
property X, which is encunbered by a $900 liability. Partnership
T s adjusted basis in property X is $600, and the val ue of
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property X is $1,000. B s adjusted basis in its partnership T
interest is $420. B also owns a 20 percent interest in
partnership S. Partnership S's sole asset is property Y, which
I s encunbered by a $100 liability. Partnership S s adjusted
basis in property Y is $200, the value of property Y is $1, 000,
and B's adjusted basis in its partnership S interest is $40.

(ii1) Partnership T and partnership S nerge under section
708(b)(2)(A). Under section 708(b)(2)(A) and 81.708-1(c)(1),
partnership T is considered term nated and the resulting
partnership is considered a continuation of partnership S

Partnerships T and S undertake the form described in
81.708-1(c)(2)(i) for the partnership nerger. Under
81.708-1(c)(2)(i), partnership T contributes property X and its
$900 liability to partnership S in exchange for an interest in

partnership S. Imediately thereafter, partnership T distributes
the interests in partnership Sto its partners in |iquidation of
their interests in partnership T. B owns a 25 percent interest
in partnership S after partnership T distributes the interests in
partnership S to B.

(ii1) Under paragraph (f) of this section, B nets the
I ncreases and decreases in its share of partnership liabilities
associated with the nerger of partnership T and partnership S
Before the nmerger, B s share of partnership liabilities was $650
(B had a $630 share of partnership liabilities in partnership T
and a $20 share of partnership liabilities in partnership S
I medi ately before the nerger). B s share of S s partnership
liabilities after the nmerger is $250 (25 percent of S s total
partnership liabilities of $1,000). Accordingly, B has a $400
net decrease in its share of S's partnership liabilities. Thus,
Bis treated as receiving a $400 distribution frompartnership S
under section 752(b). Because B's adjusted basis inits
partnership S interest before the deened distribution under
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section 752(b) is $460 ($420 + $40), B will not recognize gain
under section 731. After the nmerger, B s adjusted basis inits
partnership S interest is $60.

* * % * *

Deputy Conm ssioner of Internal Revenue
Robert E. Wenzel



