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ACTION: Find regulations.

SUMMARY: This documen contairs fi-

nd regulatiors relating to the termina-
tion of a partnersip upan the sak or

exchang of 50 percet or more of the
totd interes in partnershp capitd and
profits within a 12-monh period The
final regulatiors affect all partnerships
that  terminate  under  section

708(b)(1)(B).

DATES The regulatiors are effective
May 9, 1997.

For applicability dates see Effective
Dates unde Supplementar Information.

FOR FURTHER INFORMATION
CONTACT: Steven R. Schneide (202)
622-30@ (nat a toll-free number).

SUPPLEMENARY INFORMATION:

Backgound

On May 13, 1996 a notice of pro-
posel rulemakirg (PS-5-6 [1996-1
C.B. 877) was publishal in the Federal
Registe (61 FR 21985 containirg pro-
pose@l amendmers to the Income Tax
Regulatios (26 CFR pat 1) under
sectim 708 of the Internd Revenue
Code (Code) The notice of proposed
rulemaking also contained proposd
amendmers to otha sectiors of the
Income Tax Regulatioss to refled the
amendmergt to the regulatiors under
section 708 Written commens respond-
ing to this notice were received A
public hearirg was held on Septembe5,
1996 pursuan to the notice publishel in

the Federd Registe on May 13, 1996.
After consideratia of all commens re-
ceived the proposeé amendmers are
adoptel as revisel by this Treasury
decision.

Explanatio of Provisions

Sectiom 708(b)(1)(B provides that,
for purpose of sectim 708(a) a part-
nershp shal be considerd terminatel if
within a 12-monh periad ther is a sale
or exchang of 50 percem or more of
the totd interes in partnershp capital
ard profits. The existing regulatiors un-
de § 1.708-1(b)(1)(iy provide that if
a partnersthp is terminatel by a sak or
exchang of an interest the following is
deeme to occur The partnershp dis-
tributes its properties to the purchaser
ard the othe remainirg partnes in
proportian to their respectie interess in
the partnershp properties and immedi-
ately thereafte the purchase and the
othe remainirg partnes contribue the
properties to a new partnership either
for the continuation of the busines or
for its dissolutiom and winding up. The
final regulatiors adopg the proposed
regulatiors and chang the mechanis of
a termination unde sectian 708(b)(1)(B)
so tha the following is deeme to occur
on a termination The partnerstp con-
tributes all of its assed ard liabilities to
a new partnerstp in exchang for an
interes in the new partnership and,
immediatey thereafte, the partnership
liquidates by distributing interess in the
new partnerstp to the purchaseard the
othe remainirg partners followed by
the continuation of the busines by the
new partnershp or its dissolutiom and
winding up. The final regulatiors also
clarify certan aspect of the proposed
regulatiors in respons to comments
received.

One commentato requestd clarifica-

tal accountsAs aresult the termination
of a partnerstp does not chang the
capitd accouns of the partnes or the
books of the partnerstp and the deemed
contribution of asset to a new partne-
ship does not creae additiona section
704(9 propery. The final regulations
also provide tha the new partnerstp is
not bourd by the secti;m 704(9 method
usel by the terminatel partnership.

A commentato requestd clarification
of whethe a termination unde the new
section 708(b)(1)(B construt will trig-
ger recaptue of investmen tax credit
unde sectim 47. Although not specifi-
cally addresseé in the regulations a
sedion 708Db)(1)(B) temination no
longe triggers recaptue of the invest-
mert tax credi unde the “‘mere change
in form” exceptio in 8 1.47-3(j of the
regulations.

Commentats alo requestd guid-
ane on whethe a section 1491 excise
tax may be triggerad upon a section
708(b)(1)(B termination of a foreign
partnershp with U.S. partners This is-
sle is currenty unde study ard the IRS
ard Treasuy welconme commens from
interestel taxpayes and practitioners.

Ore commentato requestd clarifica-
tion of whethe the distribution of the
interess in the new partnerstp will be
subjet to sectiomn 731(c) The section
731(9 final regulations Decembe 26,
19% (61 FR 67936) provide tha the
deemd distribution of partnershp inter-
ess undeg § 1.708-1(b)(1)(iy does not
trigger the application of sectiom 731(c).

Severh commentat® suggestd that
partnership shout be allowed to apply
the final regulatiors to terminatiors un-
der section 708(b)(1)(B occurrirg on or
after the dae the proposd regulations
were filed with the Federh Registe. In
responsg the final regulatiors provide
tha the regulatiors may be applied to
terminatiors occurrirg on or after May

tion of the sectimn 704(9 consequences 9, 1996 provided tha the partnership

of a termination The proposé regula-
tions provide for a sectim 704(h capital
accoum ‘“‘book up’ upon the deemed
contribution of assed by the terminated
partnershp to the new partnerstp and
alo upon the deemd distribution in
liquidation of the terminatel partnership.
This would hawe resultal in a new layer
of sectim 704(9 propery. The final
regulatiors amer the regulatiors under
sedion 704(b) to provide that the
deeme contribution of assed to a new
partnershp and the distribution of the
new partnershp interess to the partners
of the terminatel partnersip are disre-
gardel for purposs of maintainirg capi-
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ard its partnes apply the regulatiors to
the termination in a consisteh manne.
The final regulatiors also provide an
exampe illustrating the mechanis of a
termination unde secti;m 708(b)(1)(B).
In addition the final regulatiors provide
that the new partnershp retairs the TIN
of the terminatel partnership Howeve,
if the new partnerstp has alread ap-
plied for a new TIN, the partnership
shoutl continte to use the new TIN.
Finally, the regulatiors make several
revene rulings obsolete The holdings
of revene rulings 87-% amd 87-51
(dealirg with the effect of terminations
unde section 708(b)(1)(B on lower-tier



partnerships) and revenue rulings 86—73doption of Amendments to the Regulaand its partners apply the sentences to
and 88-42 (dealing with the effect of ations the termination in a consistent manner.
§ 754 election made by the terminating _ % % %

partnership) are now incorporated, with- Accordingly, 26 CFR parts 1 and 301 (5) * **

out substantive change, into the regula@® amended as follows: Example 13 * * *
(v) * * * Immediately preceding the construc-

tions under § 1.708-1. Additionally, the

final regulations make revenue ruling” "R 1—INCOME TAXES e aation, the capla accounts of z and X
H H A H . . . equal y eac avin Inherite S

93-90 (deal_lng with minimum gain - Paragraph 1. The authority C'tatlons;gl,ooo capital account() and the gook value of the

chargeback in a section 708(b)(1)(B¥or part 1 continues to read in part ass Corp. securities is $22,000 (original purchase

termination) obsolete because thegllows: price of securities). Under paragraph (b)(2){y)(
§ 704(b) capital account “book up” that Authority: 26 U.S.C. 7805 * * * of this section, the deemed contribution of assets
is the subject of the revenue ruling is Par 2. Section 1.704—1 is amended and liabilities t_)y the terminated pa_rtngrshlp to the
liminated . £ . 3r$ew'partnersh|p and the deemed liquidation of the
€ : follows: terminated partnership that occur under § 1.708—

. ; ; 1(b)(1)(iv) in connection with the constructive
Effective Date L ga(;a%raph . (b)(%r)](lvﬂ)(l) d 1S liquidation of the terminated partnership are disre-
These regulations apply to termina-amen e y revising € secon Serb'arded in the maintenance and computation of the
tence. partners’ capital accounts. As a result, the capital

tions of partners_hips under ~section 2. Paragraph (b)(2)(iv)( is amended accounts of Z and LK in the new partnership
708(b)(1)(B) occurring on or aft_er May removing the last three sentences angfiual $11,000 each (their capital accounts in the
9, 1997; however, these regulations may Jdina four sentences in their Iaceterminated partnership immediately prior to the
be applied to terminations occurring on 9 P termination), and the book value of the G Corp.
or after May 9, 1996, provided that the 3. Paragraph (b)(_SExampIe 18v) IS securities remains $22,000 (its book value imme-
partnership and its partners apply thes mended by removing all text foIIowmg diately prior to the termination). Thi€xample

. g ) the third sentence and adding four sent3V) applies to terminations of partnerships under
regulations to the termination in a con- 9 section 708(b)(1)(B) occurring on or after May 9,

sistent manner. tences in 'FS. place. N 1997; however, thig€xample 18/) may be applied
The revisions and additions read as terminations occurring on or after May 9, 1996,

Effect on Other Documents follows: provided that the partnership and its partners apply
this Example 18v) to the termination in a consis-

The following publications are 0bso-¢ 4 7041 partners distributive share, €t manner.

lete as of May 9, 1997: . % s %
Rev. Rul. 86-73, 1986-1 C.B. 282 T Par. 3. Section 1.704-3 is amended as
Rev. Rul. 87-51, 1987-1 C.B. 158 ., ., 1. Paragraph (a)(2) is amended by
Rev. Rul. 88-42, 1988-1 C.B. 265 (iv) * * * adding two sentences at the end of the
(d) === 2. Paragraph (a)(3)() is amended by
S ial Anal * x % "
pecial Analyses . . ) See Example 18) of 4qding three sentences at the end of the
It has been determined that this Treaparagraph (b)(5) of this section. * * * paragraph.
tory action as defined in EO 12866. oo

Therefore, a regulatory assessment is not (I) * * * If the transfer of an interest g 1 704-3 Contributed property.
required. It has also been determinedn @ partnership causes a termination o
that section 553(b) of the Administrativethe ~ partnership  under  section (2 .
Procedure Act (5 U.S.C. chapter 5) doeZ08(b)(1)(B), the capital account of the (2) * * * A new partnership formed
not apply to these regulations, and betransferee partner and the capital acs the result of the termination of a
cause the regulation does not impose eounts of the other partners of thepartnershlp under section 708(b)(1)(B) is
collection of information on small enti- terminated partnership carry over to théot required to use the same method as
ties, the Regulatory Flexibility Act (5 new partnership that is formed as dhe terminated partnership with respect
U.S.C. chapter 6) does not apply. Thereresult of the termination of the partner-to section 704(c) property deemed con-
fore, a Regulatory Flexibility Analysis is ship under § 1.708-1(b)(1)(iv). More-tributed to the new partnership by the
not required. Pursuant to section 7805(fpver, the deemed contribution of assetterminated partnership under § 1.708—
of the Internal Revenue Code, the notic@nd liabilities by the terminated partner-1(b)(1)(iv). The previous sentence ap-
of proposed rulemaking preceding theséhip to a new partnership and theplies to terminations of partnerships un-
regulations was submitted to the Smalfleemed liquidation of the terminatedder section 708(b)(1)(B) occurring on or
Business Administration for comment onpartnership that occur under § 1.708-after May 9, 1997; however, the sen-

* % %

its impact on small business. 1(b)(1)(iv) are disregarded for purposedence may be applied to terminations
. . of paragraph (b)(2)(iv) of this section.occurring on or after May 9, 1996,
Drafting Information See Example 13 of paragraph (b)(5) oprovided that the partnership and its

The principal author of these regulathis section and the example inpartners apply the sentence to the termi-
tions is Steven R. Schneider of the8 1.708-1(b)(1)(iv). The previous threenation in a consistent manner.
Office of Assistant Chief Counselsentences apply to terminations of part- (3) * * *
(Passthroughs and Special Industriesperships under section 708(b)(1)(B) oc- (i) * * * Property deemed contributed
IRS. However, other personnel from thecurring on or after May 9, 1997; how-to a new partnership as the result of the
IRS and Treasury Department particiever, the sentences may be applied termination of a partnership under sec-
pated in their development. terminations occurring on or after Maytion 708(b)(1)(B) is treated as section

e xx % 9, 1996, provided that the partnershipr04(c) property in the hands of the new
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partnership only to the extent that theion 708(b)(1)(B) occurring on or after dissolution and winding up. In the latter
property was section 704(c) property inMay 9, 1997; however, this paragraptcase, the new partnership terminates in
the hands of the terminated partnershifc)(3) may be applied to terminationsaccordance with (b)(1)(i) of this section.
immediately prior to the termination.occurring on or after May 9, 1996, This paragraph (b)(1)(iv) applies to ter-
See § 1.708-1(b)(1)(iv) for an exampleprovided that the partnership and itaminations of partnerships under section
of the application of this rule. The partners apply this paragraph (c)(3) tor08(b)(1)(B) occurring on or after May
previous two sentences apply to termithe termination in a consistent manner9, 1997; however, this paragraph

nations of partnerships under section L (b)()(iv) may be applied to termina-
708(b)(1)(B) occurring on or after May Par. 5. Section 1.708-1 is amended aons occurring on or after May 9, 1996,
9, 1997; however, the sentences may bellows: provided that the partnership and its

applied to terminations occurring on or 1. Paragraph (b)(1)(ii) is amended bypartners apply this paragraph (b)(1)(iv)
after May 9, 1996, provided that theadding three sentences after the thirtb the termination in a consistent man-

partnership and its partners apply thesentence. ner. The provisions of this paragraph

sentences to the termination in a consis- 2. Paragraph (b)(1)(iv) is revised.(b)(1)(iv) are illustrated by the following
tent manner. 3. Paragraph (b)(1)(v) is added. example:

% % % % The additions and revisions read as E;:ampfle 0] AABemd B eaclh contribuht_e $10,000 |

. . . cash to form AB, a general partnership, as equal

b Par. ,4: Section 1'7?14_1 ;?4)3({’[)“3”(1%&)”0\,\/5' partners. AB purchases depreciable Property X for

y frevising paragrapns (a 1) an . . . $20,000. Property X increases in value to $30,000,
(c)(3) to read as follows: § 1.708-1 Continuation of partnership.o; which time A sells its entire 50 percent interest

* * * * * to C for $15,000 in a transfer that terminates the

§ 1.704—4 Distribution of contributed (b) *** partnership under section 708(b)(1)(B). At the time

property (1) k% o; ;he sale, szopegty >|: hald anfe;sdjusted t(ax bas;s
’ Y % % % . of $16,000 and a book value of $16,000 (original

(a) * * K (") More_over’ If,the sale or .$20,000 tax basis and book value reduced by
4) * * * exchange of an interest in a partnershigs,ooo of depreciation). In addition, A and B each

(4) (upper-tier partnership) that holds arhad a capital account balance of $8,000 (original

(ii) Section 708(b)(1)(B) terminations.interest in another partnership (lower$10,000 capital account reduced by $2,000 of
A termination of the partnership underijer partnership) results in a terminatio epreciation allocations with respect to Property

ﬁgg&lof?veioggbr)(lé(r?gd d]?ois el‘;(éth beagrltze??f the upper-tler_ partnersh|p, the upp_er- (ii) Following the deemed contribution of assets
; y P . P tier partnership is treated as exchangingnd liabilities by the terminated AB partnership to
with respect to the built-in gain andits entire interest in the capital anda new partnership (new AB) and the liquidation of
built-in loss property that the terminatedprofits of the lower-tier partnership. If the terminated AB partnership, the adjusted tax

partnership is deemed to contribute tghe sale or exchange of an interest in aff2S's of Property X in the hands of new AB is
the new partnership under § 1.708 . - . 16,000. See Section 723. The book value of
-/ “Supper-tier partnership does not terminat@gperty x in the hands of new partnership AB is

1(b)(1)(iv). See § 1.704-3(a)(3)(ii) forthe upper-tier partnership, the sale Oglso $16,000 (the book value of Property X
the definitions of built-in gain and exchange of an interest in the upper-tieimmediately before the termination) and B and C
built-in loss on section 704(c) property.partnership is not treated as a sale d{ich have a capital account of $8,000 in new AB

i i i _ . the balance of their capital accounts in AB prior
This t_paragr?ph (ta)(4)k(1l'l) applées to tt?r exchange of a proportionate share of thg™ e/ inarion). See § 1.704-1(b)(2)(v)()
minations oF partnerships under Seclionpper-tier partnership’s interest in theproviding that the deemed contribution and liqui-
708(b)(1)(B) occurring on or after May capital and profits of the lower-tier dation with regard to the terminated partnership
9, 1997; however, this paragraprpartnership_ The previous two sentence®e disregarded in determining the capital accounts

a)(4)(ii) may be applied to terminations in At i~Of the partners and the books of the new partner-
gc)c(uzgirz o)r/1 or g?ter Mav 9 1996 apply to terminations of partnershipSy,." A yiionally, under § 301.6109-1(d)(2)i)
9 y 5 »under section 708(b)(1)(B) occurring ONgf ‘this chapter, new AB retains the taxpayer

provided that the partnership and itr after May 9, 1997; however, theidentification number of the terminated AB part-
partners apply this paragraph (a)(4)(ilsentences may be applied to terminapership.
to the termination in a consistent mantjons occurring on or after May 9, 1996, (i) Property X was not section 704(c) property

. : .. dn the hands of terminated AB and is therefore not
ner. prowded that the partnershlp and Itsllreated as section 704(c) property in the hands of
L partners {apply the.sentences to the tefew AB, even though Property X is deemed
(c) *** mination in a consistent manner. * * * contributed to new AB at a time when the fair
(3) Section 708(b)(1)(B) terminations % * % * % market value of Property X ($30,000) was differ-

Section 704(c)(1)(B) and this section do (iv) If a partnership is terminated by gml.;rooﬂi;s)(;)‘zij)us(tsrdovtigfngbiﬁi; (sr})%gg?)'c;?e

not apply to the deemed distribution ofa sale or exchange of an interest, th@ibuted to a new partnership under § 1.708—
interests in a new partnership caused bipllowing is deemed to occur: The part-1(b)(1)(iv) is treated as section 704(c) property
the termination of a partnership undemnership contributes all of its assets an@nly to the extent that the property was section
section 708(b)(1)(B). A subsequent distiabilities to a new partnership in ex- ;gﬁgce)rsﬁ]ﬁgpier;tr{qégiattgfy T)";‘ir(‘)?stoo‘;h;hfert;riz‘;z?ne)fj
tribution of section 704(c) property bychange for an interest in the new part-
the new partnership to a partner of thenership; and, immediately thereafter, the (v) If a partnership is terminated by a
new partnership is subject to sectiorterminated partnership distributes intersale or exchange of an interest in the
704(c)(1)(B) to the same extent that asts in the new partnership to the purpartnership, a section 754 election (in-
distribution by the terminated partner-chasing partner and the other remainingluding a section 754 election made by
ship would have been subject to sectiopartners in proportion to their respectivehe terminated partnership on its final
704(c)(1)(B). See also § 1.737-2(a) folinterests in the terminated partnership imeturn) that is in effect for the taxable
a similar rule in the context of sectionliquidation of the terminated partnershipyear of the terminated partnership in
737. This paragraph (c)(3) applies tceither for the continuation of the busi-which the sale occurs, applies with
terminations of partnerships under secness by the new partnership or for itgespect to the incoming partner. There-
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fore, the bases of partnership assets adistributee partner (previously contrib-section 743. This paragraph (e) applies
adjusted pursuant to sections 743 andted property) is not taken into accounto terminations of partnerships under
755 prior to their deemed contributionin determining the amount of the excessection 708(b)(1)(B) occurring on or

to the new partnership. This paragraphlistribution or the partner's netafter May 9, 1997; however, this para-
(b)(2)(v) applies to terminations of part-precontribution gain. The previous sengraph (e) may be applied to terminations
nerships under section 708(b)(1)(B) octence applies on or after May 9, 1997occurring on or after May 9, 1996,

curring on or after May 9, 1997; how-* * * provided that the partnership and its
ever, this paragraph (b)(1)(v) may be o x % % partners apply this paragraph (e) to the
applied to terminations occurring on or payr. 7. In section 1.743-1, paragrapfiermination in a consistent manner.

after May 9, 1996, provided that the(d) is added to read as follows:

partnership and its partners apply this PART 301—PROCEDURE AND
paragraph (b)(1)(v) to the termination in§ 1.743—1 Optional adjustment to basig®PMINISTRATION
a consistent manner. of partnership property. Par. 9. The authority citation for part
ook ox % % % 301 continues to read in part as follows:
Par. 6. Section 1.737-2 is amended as (d) Section 708(b)(1)(B) terminations ~ Authority: 26 U.S.C. 7805 * * *
follows: , , A partner with a special basis adjust- Par. 10. Section 301.6109-1 is
1. Paragraph (a) is revised. ment in property held by a partnershipamended by adding paragraph (d)(2)(iii)

2. In paragraph (d)(1), the first sen-that  terminates under  sectionas follows:
tence is revised and one sentence k08(b)(1)(B) will continue to have the

added after the first sentence. same special basis adjustment with reS 301.6109-1 Identifying numbers.
fOI}[)?/?S'addltlonS and revisions read agpect to property deemed contributed by ooroor oo

the terminated partnership to the new (d) :::
partnership under § 1.708-1(b)(1)(iv), (2) _ _
tegardless of whether the new partner- (iil) Special rule for ~Section
(a) Section 708(b)(1)(B) terminations ship makes a section 754 election. Thi?8(b)(1)(B) terminationsA new part-
Section 737 and this section do noparagraph (d) applies to terminations off€rship that is formed as a result of the
apply to the deemed distribution ofpartnerships under section 708(b)(1)(Bz,em“"“"‘“on of a partnership under sec-
interests in a new partnership caused bgccurring on or after May 9, 1997;ton 708(b)(1)(B) will retain the em-
the termination of a partnership undefowever, this paragraph (d) may bePloyer identification number of the ter-
section 708(b)(1)(B). A subsequent disapplied to terminations occurring on orMinated partnership. This paragraph
tribution of property by the new partner-after May 9, 1996, provided that the(d)(2)(iii) applies to terminations of
ship to a partner of the new partnershigartnership and its partners apply thi®artnerships under section 708(b)(1)(B)
that was formerly a partner of theparagraph (d) to the termination in a@CCurring on or after May 9, 1997;

§ 1.737-2 Exceptions and special rules

terminated partnership is subject to secsonsistent manner. however, this paragraph (d)(2)(ii) may
ton 737 to the same extent that a Par. 8. In § 1.761-1, paragraph (e) i¥€ applied to terminations occurring on
distribution from the terminated partner-added to read as follows: or after May 9, 1996, provided that the
ship would have been subject to section partnership and its partners apply this
737. See also § 1.704-4(c)(3) for & 1.761-1 Terms defined. paragraph (d)(2)(iii) to the termination
similar rule in the context of section e x W In a consistent manner.

* * * * *

704(c)(1)(B). This paragraph (a) applies (e) Distribution of partnership inter-

to terminations of partners_hlps undekest For purposes of section 708(b)(1)(B)
section 708(b)(1)(B) occurring on orand § 1.708-1(b)(1)(iv), the deemed
after May 9, 1997; however, this paraistribution of an interest in a new
graph .(a) may be applied to terminationpartnership by a partnership that termiApproved May 1, 1997.
occurring on or after May 9, 1996, nates under section 708(b)(1)(B) is not a .

provided that the partnership and itssale or exchange of an interest in the Donald C. Lubick,

Margaret Milner Richardson,
Commissioner of Internal Revenue.

partners apply this paragraph (a) to th@ew partnership. However, the deemed Acting, Assistant Secretary of the
termination in a consistent manner.  distrioution of an interest in a new Treasury (Tax Policy).
* * * * * partnership by a partnership that termi{Filed by the Office of the Federal Register on

(d) * ** (1) * * * Any portion of the nates under section 708(b)(1)(B) isMay 8, 1997, 8:45 a.m., and published in the issue
distributed property that consists oftreated as an exchange of the interest @Zg%)':ederal Register for May 9, 1997, 62 F.R.

property previously contributed by thethe new partnership for purposes of




