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SUMMARY: This document contains tem-
porary regulations that define the term statu-
tory merger or consolidation as that term
is used in section 368(a)(1)(A). These regu-
lations affect corporations engaging in statu-
tory mergers and consolidations, and their
shareholders. The text of the temporary
regulations also serves as the text of the pro-
posed regulations set forth in the notice of
proposed rulemaking (REG–126485–01) on
this subject on page 542 of this Bulletin.

DATES: Effective Date: These regulations
are effective January 24, 2003.

FOR FURTHER INFORMATION CON-
TACT: Richard M. Heinecke or Reginald
Mombrun at (202) 622–7930 (not a toll-
free number).

SUPPLEMENTARY INFORMATION:

Background

A. Section 368(a) Generally

The Internal Revenue Code of 1986
(Code) provides general nonrecognition
treatment for reorganizations specifically de-
scribed in section 368(a). Section
368(a)(1)(A) provides that the term reor-
ganization includes “a statutory merger or
consolidation.” Section 1.368–2(b)(1) cur-
rently provides that a statutory merger or
consolidation must be “effected pursuant to
the corporation laws of the United States
or a State or Territory or the District of Co-
lumbia.”

B. Disregarded Entities Generally

A business entity (as defined in
§301.7701–2(a)) that has only one owner
may be disregarded as an entity separate
from its owner for federal tax purposes. Ex-
amples of disregarded entities include a do-
mestic single member limited liability
company that does not elect to be classi-
fied as a corporation for federal tax pur-
poses, a corporation (as defined in
§301.7701–2(b)) that is a qualified REIT
subsidiary (within the meaning of section
856(i)(2)) (hereinafter referred to as “QRS”),
and a corporation that is a qualified sub-
chapter S subsidiary (within the meaning
of section 1361(b)(3)(B)) (hereinafter some-
times referred to as “QSub”).

Because a QRS and QSub are corpora-
tions under state law, state merger laws gen-
erally permit them to merge with other
corporations. In addition, many state merger
laws permit a limited liability company
(LLC) to merge with another LLC or with
a corporation.

C. Previous Proposals of Regulations

On May 16, 2000, the IRS and Trea-
sury issued a notice of proposed rulemak-
ing (REG–106186–98, 2000–1 C.B. 1226
[65 FR 31115]) (hereinafter referred to as
the 2000 proposed regulations) providing
that neither the merger of a disregarded en-
tity into a corporation nor the merger of a
corporation into a disregarded entity would
qualify as a reorganization under section
368(a)(1)(A). While commentators gener-
ally agreed that the merger of a disregarded
entity into a corporation should not qualify
as a reorganization under section
368(a)(1)(A), commentators asserted that the
merger of a corporation into a disregarded
entity with a corporate owner should be able
to qualify as a reorganization under sec-
tion 368(a)(1)(A).

On November 15, 2001, after consid-
eration of the comments received regard-
ing the 2000 proposed regulations, the IRS
and Treasury withdrew the 2000 proposed
regulations (REG–106186–98; Announce-
ment 2001–121, 2001–2 C.B. 584 [66 FR
57400]) and issued another notice of pro-
posed rulemaking (REG–126485–01,
2001–2 C.B. 555 [66 FR 57400]) (herein-
after referred to as the 2001 proposed regu-
lations).

The 2001 proposed regulations provide
that, for purposes of section 368(a)(1)(A),
a statutory merger or consolidation must be
effected pursuant to the laws of the United
States or a State or the District of Colum-
bia. Pursuant to such laws, the following
events must occur simultaneously at the ef-
fective time of the transaction: (1) all of the
assets (other than those distributed in the
transaction) and liabilities (except to the ex-
tent satisfied or discharged in the transac-
tion) of each member of one or more
combining units (each a transferor unit) be-
come the assets and liabilities of one or
more members of one other combining unit
(the transferee unit); and (2) the combin-
ing entity of each transferor unit ceases its
separate legal existence for all purposes. For
this purpose, a combining entity is a busi-
ness entity that is a corporation (as de-
fined in §301.7701–2(b)) that is not a
disregarded entity) and a combining unit is
a combining entity and all of its disre-
garded entities.

The 2001 proposed regulations provide
that the merger of a disregarded entity into
a corporation will not qualify as a statu-
tory merger or consolidation under sec-
tion 368(a)(1)(A) because all of the
transferor unit’s assets may not be trans-
ferred to the transferee unit and the sepa-
rate legal existence of the combining entity
of the transferor unit does not terminate as
a matter of law. The 2001 proposed regu-
lations, however, generally provide that the
merger of a corporation into a disregarded
entity will qualify as a statutory merger or
consolidation if it satisfies the require-
ments of the regulations.

No public hearing regarding the 2001
proposed regulations was requested or held.
Nonetheless, a number of written com-
ments were received.

Explanation of Provisions

The IRS and Treasury have studied the
comments received regarding the 2001 pro-
posed regulations. Although the IRS and
Treasury are continuing to study a num-
ber of the comments received regarding the
proposed regulations, in response to a num-
ber of comments requesting immediate
guidance in this area upon which taxpay-
ers may rely, the IRS and Treasury are pro-
mulgating these regulations as temporary
regulations in this Treasury Decision. The
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temporary regulations retain the general
framework of the 2001 proposed regula-
tions, but make certain modifications in re-
sponse to comments received. The following
sections describe a number of the most sig-
nificant comments and the extent to which
they have been incorporated in these tem-
porary regulations. Further changes to the
temporary regulations, however, are pos-
sible before these regulations are final-
ized.

A. Definition of Combining Entity

As described above, the 2001 proposed
regulations define a combining entity as a
business entity that is a corporation that is
not a disregarded entity. Although the pre-
amble to the 2001 proposed regulations
clarifies that, for this purpose, the term cor-
poration is defined as provided in
§301.7701–2(b), commentators requested
that clarification also be provided in the text
of the regulations. In response to these com-
ments, the temporary regulations provide
that a combining entity is a corporation (as
defined in §301.7701–2(b)) that is not a dis-
regarded entity.

B. The All of the Assets Requirement

As stated above, the 2001 proposed
regulations require that all of the assets of
a transferor unit become the assets of a
transferee unit. A number of comments were
received regarding this requirement. The fol-
lowing paragraphs describe these com-
ments and the extent to which the temporary
regulations reflect them.

One comment suggested that the regu-
lations be amended to clarify that whether
the all of the assets requirement is satis-
fied is determined by reference to the as-
sets of the transferor unit immediately prior
to the merger. These temporary regula-
tions add an example that illustrates that a
transaction that is preceded by a distribu-
tion by the transferor unit to its sharehold-
ers may qualify as a statutory merger under
these temporary regulations, even if the
“substantially all” requirement applicable
to certain other types of reorganizations
would not be satisfied. The example is pro-
vided solely to illustrate the meaning of the
all of the assets requirement. No infer-
ence is intended regarding the shareholder
level and other tax consequences of the
transaction described therein.

Another comment stated that the pro-
posed regulations are unclear as to whether

a transaction in which an entity that is dis-
regarded as an entity separate from the com-
bining entity of the transferor unit becomes
an entity that is disregarded as an entity
separate from the combining entity of the
transferee unit satisfies the all of the as-
sets requirement. These temporary regula-
tions amend Example 2 of the 2001
proposed regulations, as described below,
to clarify that this transaction may satisfy
the all of the assets requirement and, there-
fore, qualify as a statutory merger or con-
solidation.

C. The Cessation of Separate Legal
Existence Requirement

The 2001 proposed regulations require
that the combining entity of each trans-
feror unit “ceases its separate legal exist-
ence for all purposes.” One comment re-
quested that the phrase “for all purposes”
be deleted from this requirement. The com-
ment suggested that under some corpo-
rate laws a merged corporation may
continue its existence for a specified time
period and for certain limited purposes, such
as bringing and defending against law-
suits. This limited continued existence of
a combining entity of a transferor unit, the
comment suggested, should not prevent a
transaction from being treated as failing to
satisfy the requirement that the combin-
ing entity of each transferor unit cease its
separate legal existence for all purposes.

The IRS and Treasury do not believe that
the deletion of “for all purposes” from the
regulation will alter the terms of the re-
quirement. Nonetheless, these temporary
regulations provide that this requirement will
be satisfied even if, pursuant to the laws of
the United States or a State or the Dis-
trict of Columbia, after the effective time
of the transaction, the combining entity of
the transferor unit (or its officers, direc-
tors, or agents) may act or be acted against,
or a member of the transferee unit (or its
officers, directors, or agents) may act or be
acted against in the name of the combin-
ing entity of the transferor unit, provided
that such actions relate to assets or obli-
gations of the combining entity of the trans-
feror unit that arose, or relate to activities
engaged in by such entity, prior to the ef-
fective time of the transaction, and such ac-
tions are not inconsistent with the all of the
assets requirement.

D. Example 2 of the 2001 Proposed
Regulations

A number of comments were received
regarding Example 2 of the 2001 proposed
regulations, which involves the merger of
a target corporation into a disregarded en-
tity. The last sentence of the facts of Ex-
ample 2 states that, “[p]rior to the
transaction, [the combining entity of the
transferor unit] is not treated as owning any
assets of an entity that is disregarded as an
entity separate from its owner for federal
tax purposes.” One commentator indicated
that it is not clear why this fact is rel-
evant to the conclusion that the transac-
tion qualifies as a statutory merger or
consolidation and suggested either delet-
ing or clarifying this fact.

As described above, in order to qualify
as a statutory merger or consolidation, all
of the assets of a transferor unit must be-
come assets of the transferee unit. In or-
der to determine whether this requirement
has been satisfied, it is necessary to know
whether the combining entity of the trans-
feror unit owns the interests of any entity
that is disregarded as an entity separate from
its owner for federal tax purposes. The last
sentence of the facts of Example 2 was
merely intended to convey the fact that the
only assets of the transferor unit were those
that the combining entity owned directly.
To clarify the significance of this fact, the
temporary regulations amend the analysis
in Example 2 to indicate that the transac-
tion would still qualify as a statutory merger
or consolidation even if the combining en-
tity of the transferor unit were treated as
owning assets of an entity that is disre-
garded as an entity separate from the com-
bining entity of the transferor unit for
federal tax purposes, provided that those as-
sets become assets of the transferee unit.

E. Additional Examples

One commentator suggested that the
scope of the proposed regulations be clari-
fied through additional examples. The fol-
lowing paragraphs describe the suggested
examples and the extent to which they have
been incorporated in these temporary regu-
lations.

1. QSub that becomes a C corporation
A QSub may cease to be a disregarded

entity because of an event that renders the
subsidiary ineligible for QSub status, such
as a merger into an entity owned by a C
corporation. For example, suppose Z, an S
corporation, owns all of the stock of B, a
QSub, and Z merges with and into X, an
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entity that is disregarded as an entity sepa-
rate from Y, a C corporation. B’s status as
a QSub will terminate at the end of the day
on which the merger occurs. See Treas. Reg.
§1.1361–5(a)(1)(iii). A commentator sug-
gested that, in this case, it is not clear
whether B is a member of the transferor
unit. If B were treated as a member of the
transferor unit, the transaction may not
qualify as a statutory merger or consolida-
tion because the assets of B may not be-
come assets of the transferee unit. If,
however, B were not treated as a member
of the transferor unit, the transaction may
qualify as a statutory merger or consolida-
tion. The commentator suggested that B
should not be treated as a member of the
transferor unit. Alternatively, the commen-
tator suggested that the principles of Ex-
ample 9 of §1.1361–5(b)(3) could be
applied to this case. In Example 9 of
§1.1361–5(b)(3), the acquisition of the stock
of a QSub is treated as a transfer of the
QSub’s assets followed by the transfer of
those assets by the acquirer to a new cor-
poration.

The IRS and Treasury agree with the
commentator that the principles illustrated
by Example 9 of §1.1361–5(b)(3) apply to
determine whether the merger of Z into X
qualifies as a statutory merger or consoli-
dation. In particular, the transaction should
be treated as a transfer of B’s assets to X
followed by a transfer of such assets by X
to a new corporation. Accordingly, the trans-
action may qualify as a statutory merger or
consolidation provided that the other re-
quirements of a statutory merger or con-
solidation are satisfied. These temporary
regulations include an example illustrat-
ing this result.

2. Transitory surviving disregarded en-
tity

One commentator suggested that the
2001 proposed regulations be amended to
provide an example in which the surviv-
ing disregarded entity in an otherwise quali-
fying statutory merger or consolidation is
transitory. For example, suppose corpora-
tion Z merges into X, an entity that is dis-
regarded as separate from corporation Y. In
the transaction, the shareholders of Z ex-
change their Z stock for Y stock. Immedi-
ately after the merger of Z into X and as
part of a plan that includes that merger, X
merges into Y. The commentator noted that,
in Rev. Rul. 72–405, 1972–2 C.B. 217, the
IRS held that a forward triangular merger

of a target corporation into a newly formed
controlled corporation of a parent corpo-
ration followed by the liquidation of the
controlled corporation into the parent cor-
poration would be treated as a reorganiza-
tion under section 368(a)(1)(C) rather than
a reorganization under sections 368(a)(1)(A)
and 368(a)(2)(D). The commentator sug-
gested that the principles of Revenue Rul-
ing 72–405 should not be applied to prevent
the merger of Z into X from qualifying as
a reorganization under section 368(a)(1)(A).

The IRS and Treasury agree that the
merger of Z into X followed by the merger
of X into Y does not implicate the prin-
ciples of Revenue Ruling 72–405. Because
the merger of X into Y does not alter the
identity of the tax owner of the former as-
sets of X, that merger would be disregarded.
The IRS and Treasury do not believe that
an additional example is necessary to il-
lustrate this result.

F. The Domestic Entity Requirement

The 2001 proposed regulations provide
that a transaction in which any of the as-
sets and liabilities of a combining entity of
a transferor unit become assets and liabili-
ties of one or more disregarded entities of
the transferee unit cannot qualify as a statu-
tory merger or consolidation unless such
combining entity, the combining entity of
the transferee unit, such disregarded enti-
ties, and each business entity through which
the combining entity of the transferee unit
holds its interests in such disregarded en-
tities is organized under the laws of the
United States or a State or the District of
Columbia. One commentator suggested that
where an entity that is disregarded as an en-
tity separate from the combining entity of
the transferor unit becomes an entity that
is disregarded as an entity separate from the
combining entity of the transferee unit,
whether such disregarded entity is orga-
nized under the laws of the United States
or a State or the District of Columbia is not
relevant to whether the transaction quali-
fies as a statutory merger or consolida-
tion. The IRS and Treasury agree and have
clarified the domestic entity requirement to
exclude such disregarded entities.

Another comment suggested that the do-
mestic entity requirement be eliminated for
the disregarded entity into which a target
corporation is merged and each business en-
tity through which the combining entity
holds its interests in the disregarded en-

tity into which a target corporation is
merged. Although these temporary regula-
tions retain that requirement for those en-
tities, as described in the preamble to the
2001 proposed regulations, the IRS and
Treasury are continuing to consider fur-
ther revisions to the regulations under sec-
tion 368(a)(1)(A) to address statutory
mergers and consolidations that involve one
or more foreign corporations, including
transactions involving a disregarded en-
tity.

Special Analyses

It also has been determined that sec-
tion 553(b) of the Administrative Proce-
dure Act (5 U.S.C. chapter 5) does not
apply to these regulations, and because the
regulation does not impose a collection of
information on small entities, the Regula-
tory Flexibility Act (5 U.S.C. chapter 6)
does not apply. Pursuant to section 7805(f)
of the Code, these temporary regulations
will be submitted to the Chief Counsel for
Advocacy of the Small Business Admin-
istration for comment on its impact on small
business.

Drafting Information

The principal author of these tempo-
rary regulations is Richard M. Heinecke,
Office of Associate Chief Counsel (Cor-
porate). However, other personnel from the
IRS and Treasury Department participated
in their development.

* * * * *

Adoption of Amendments to the
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. In §1.368–2, paragraph (b)(1) is

revised to read as follows:

§1.368–2 Definition of terms.

* * * * *
(b)(1) For rules regarding statutory merg-

ers or consolidations on or after January 24,
2003, see §1.368–2T(b)(1). For rules re-
garding statutory mergers or consolida-
tions before January 24, 2003, see §1.368–
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2(b)(1) as in effect before January 24, 2003
(See 26 CFR part 1, revised April 1, 2002).

* * * * *
Par. 3. Section 1.368–2T is added to read

as follows:

§1.368–2T Definition of terms
(temporary).

(a) [Reserved]. For further guidance, see
§1.368–2(a).

(b)(1)(i) Definitions. For purposes of this
paragraph (b)(1), the following terms shall
have the following meanings:

(A) Disregarded entity. A disregarded en-
tity is a business entity (as defined in
§301.7701–2(a) of this chapter) that is dis-
regarded as an entity separate from its
owner for federal tax purposes. Examples
of disregarded entities include a domestic
single member limited liability company
that does not elect to be classified as a cor-
poration for federal tax purposes, a corpo-
ration (as defined in §301.7701–2(b) of this
chapter) that is a qualified REIT subsid-
iary (within the meaning of section
856(i)(2)), and a corporation that is a quali-
fied subchapter S subsidiary (within the
meaning of section 1361(b)(3)(B)).

(B) Combining entity. A combining en-
tity is a business entity that is a corpora-
tion (as defined in §301.7701–2(b) of this
chapter) that is not a disregarded entity.

(C) Combining unit. A combining unit
is composed solely of a combining entity
and all disregarded entities, if any, the as-
sets of which are treated as owned by such
combining entity for federal tax purposes.

(ii) Statutory merger or consolidation
generally. For purposes of section
368(a)(1)(A), a statutory merger or con-
solidation is a transaction effected pursu-
ant to the laws of the United States or a
State or the District of Columbia, in which,
as a result of the operation of such laws,
the following events occur simultaneously
at the effective time of the transaction—

(A) All of the assets (other than those
distributed in the transaction) and liabili-
ties (except to the extent satisfied or dis-
charged in the transaction) of each member
of one or more combining units (each a
transferor unit) become the assets and li-
abilities of one or more members of one
other combining unit (the transferee unit);
and

(B) The combining entity of each trans-
feror unit ceases its separate legal exist-
ence for all purposes; provided, however,

that this requirement will be satisfied even
if, pursuant to the laws of the United States
or a State or the District of Columbia, af-
ter the effective time of the transaction, the
combining entity of the transferor unit (or
its officers, directors, or agents) may act or
be acted against, or a member of the trans-
feree unit (or its officers, directors, or
agents) may act or be acted against in the
name of the combining entity of the trans-
feror unit, provided that such actions re-
late to assets or obligations of the combining
entity of the transferor unit that arose, or
relate to activities engaged in by such en-
tity, prior to the effective time of the trans-
action, and such actions are not inconsistent
with the requirements of paragraph
(b)(1)(ii)(A) of this section.

(iii) Statutory merger or consolidation
involving disregarded entities. A transac-
tion effected pursuant to the laws of the
United States or a State or the District of
Columbia in which any of the assets and
liabilities of a combining entity of a trans-
feror unit become assets and liabilities of
one or more disregarded entities of the
transferee unit is not a statutory merger or
consolidation within the meaning of sec-
tion 368(a)(1)(A) and paragraph (b)(1)(ii)
of this section unless such combining en-
tity, the combining entity of the transferee
unit, such disregarded entities other than en-
tities that were disregarded entities of the
transferor unit immediately prior to the
transaction, and each business entity through
which the combining entity of the trans-
feree unit holds its interests in such disre-
garded entities is organized under the laws
of the United States or a State or the Dis-
trict of Columbia.

(iv) Examples. The following examples
illustrate the rules of paragraph (b)(1) of this
section. In each of the examples, except as
otherwise provided, each of V, Y, and Z is
a domestic C corporation. X is a domes-
tic limited liability company. Except as oth-
erwise provided, X is wholly owned by Y
and is disregarded as an entity separate from
Y for federal tax purposes. The examples
are as follows:

Example 1. Divisive transaction pursuant to a
merger statute. (i) Under State W law, Z transfers some
of its assets and liabilities to Y, retains the remain-
der of its assets and liabilities, and remains in exist-
ence following the transaction. The transaction qualifies
as a merger under State W corporate law. Prior to the
transaction, Y is not treated as owning any assets of
an entity that is disregarded as an entity separate from
its owner for federal tax purposes.

(ii) The transaction does not satisfy the require-
ments of paragraph (b)(1)(ii)(A) of this section be-
cause all of the assets and liabilities of Z, the
combining entity of the transferor unit, do not be-
come the assets and liabilities of Y, the combining en-
tity and sole member of the transferee unit. In addition,
the transaction does not satisfy the requirements of
paragraph (b)(1)(ii)(B) of this section because the sepa-
rate legal existence of Z does not cease for all pur-
poses. Accordingly, the transaction does not qualify
as a statutory merger or consolidation under section
368(a)(1)(A).

Example 2. Merger of a target corporation into a
disregarded entity in exchange for stock of the owner.
(i) Under State W law, Z merges into X. Pursuant to
such law, the following events occur simultaneously
at the effective time of the transaction: all of the as-
sets and liabilities of Z become the assets and liabili-
ties of X and Z’s separate legal existence ceases for
all purposes. In the merger, the Z shareholders ex-
change their stock of Z for stock of Y. Prior to the
transaction, Z is not treated as owning any assets of
an entity that is disregarded as an entity separate from
its owner for federal tax purposes.

(ii) The transaction satisfies the requirements of para-
graph (b)(1)(ii) of this section because the transac-
tion is effected pursuant to State W law and the
following events occur simultaneously at the effec-
tive time of the transaction: all of the assets and li-
abilities of Z, the combining entity and sole member
of the transferor unit, become the assets and liabili-
ties of one or more members of the transferee unit that
is comprised of Y, the combining entity of the trans-
feree unit, and X, a disregarded entity the assets of
which Y is treated as owning for federal tax pur-
poses, and Z ceases its separate legal existence for all
purposes. Paragraph (b)(1)(iii) of this section does not
apply to prevent the transaction from qualifying as a
statutory merger or consolidation for purposes of sec-
tion 368(a)(1)(A) because each of Z, Y, and X is a do-
mestic entity. Accordingly, the transaction qualifies as
a statutory merger or consolidation for purposes of sec-
tion 368(a)(1)(A). The result would be the same if Z
were treated as owning assets of an entity that is dis-
regarded as an entity separate from Z, regardless of
whether such disregarded entity became an entity dis-
regarded as an entity separate from Y as a result of
the transaction, or merged into X or a domestic en-
tity disregarded as an entity separate from Y.

Example 3. Merger of a target S corporation that
owns a QSub into a disregarded entity. (i) The facts
are the same as in Example 2, except that Z is an S
corporation and owns all of the stock of U, a QSub.

(ii) The deemed formation by Z of U pursuant to
§1.1361–5(b)(1) (as a consequence of the termina-
tion of U’s QSub election) is disregarded for fed-
eral income tax purposes. The transaction is treated
as a transfer of the assets of U to X, followed by X’s
transfer of these assets to U in exchange for stock of
U. See §1.1361–5(b)(3), Example 9. The transac-
tion will, therefore, satisfy the requirements of para-
graph (b)(1)(ii) of this section because the transaction
is effected pursuant to State W law and the follow-
ing events occur simultaneously at the effective time
of the transaction: all of the assets and liabilities of
Z and U, the sole members of the transferor unit, be-
come the assets and liabilities of one or more mem-
bers of the transferee unit that is comprised of Y, the
combining entity of the transferee unit, and X, a dis-
regarded entity the assets of which Y is treated as own-
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ing for federal tax purposes, and Z ceases its separate
legal existence for all purposes. Paragraph (b)(1)(iii)
of this section does not apply to prevent the transac-
tion from qualifying as a statutory merger or consoli-
dation for purposes of section 368(a)(1)(A) because
each of Z, Y, and X is a domestic entity. Moreover,
the deemed transfer of the assets of U in exchange for
U stock does not cause the transaction to fail to qualify
as a statutory merger or consolidation. See
§368(a)(2)(C). Accordingly, the transaction quali-
fies as a statutory merger or consolidation for pur-
poses of section 368(a)(1)(A).

Example 4. Triangular merger of a target corpo-
ration into a disregarded entity. (i) The facts are the
same as in Example 2, except that V owns 100 per-
cent of the outstanding stock of Y and, in the merger
of Z into X, the Z shareholders exchange their stock
of Z for stock of V. In the transaction, Z transfers sub-
stantially all of its properties to X.

(ii) The transaction is not prevented from qualify-
ing as a statutory merger or consolidation under sec-
tion 368(a)(1)(A), provided the requirements of section
368(a)(2)(D) are satisfied. Because the assets of X are
treated for federal tax purposes as the assets of Y, Y
will be treated as acquiring substantially all of the prop-
erties of Z in the merger for purposes of determin-
ing whether the merger satisfies the requirements of
section 368(a)(2)(D). As a result, the Z shareholders
that receive stock of V will be treated as receiving
stock of a corporation that is in control of Y, the com-
bining entity of the transferee unit that is the acquir-
ing corporation for purposes of section 368(a)(2)(D).
Accordingly, the merger will satisfy the require-
ments of section 368(a)(2)(D).

Example 5. Merger of a target corporation into a
disregarded entity owned by a partnership. (i) The facts
are the same as in Example 2, except that Y is orga-
nized as a partnership under the laws of State W and
is classified as a partnership for federal tax pur-
poses.

(ii) The transaction does not satisfy the require-
ments of paragraph (b)(1)(ii)(A) of this section. All
of the assets and liabilities of Z, the combining en-
tity and sole member of the transferor unit, do not be-
come the assets and liabilities of one or more members
of a transferee unit because neither X nor Y quali-
fies as a combining entity. Accordingly, the transac-
tion cannot qualify as a statutory merger or
consolidation for purposes of section 368(a)(1)(A).

Example 6. Merger of a disregarded entity into a
corporation. (i) Under State W law, X merges into Z.
Pursuant to such law, the following events occur si-
multaneously at the effective time of the transaction:
all of the assets and liabilities of X (but not the as-
sets and liabilities of Y other than those of X) be-
come the assets and liabilities of Z and X’s separate
legal existence ceases for all purposes.

(ii) The transaction does not satisfy the require-
ments of paragraph (b)(1)(ii)(A) of this section be-
cause all of the assets and liabilities of a transferor
unit do not become the assets and liabilities of one
or more members of the transferee unit. The trans-
action also does not satisfy the requirements of para-
graph (b)(1)(ii)(B) of this section because X does not
qualify as a combining entity. Accordingly, the trans-
action cannot qualify as a statutory merger or con-
solidation for purposes of section 368(a)(1)(A).

Example 7. Merger of a corporation into a disre-
garded entity in exchange for interests in the disre-
garded entity. (i) Under State W law, Z merges into

X. Pursuant to such law, the following events occur
simultaneously at the effective time of the transaction:
all of the assets and liabilities of Z become the as-
sets and liabilities of X and Z’s separate legal exist-
ence ceases for all purposes. In the merger of Z into
X, the Z shareholders exchange their stock of Z for
interests in X so that, immediately after the merger,
X is not disregarded as an entity separate from Y for
federal tax purposes. Following the merger, pursu-
ant to §301.7701–3(b)(1)(i) of this chapter, X is clas-
sified as a partnership for federal tax purposes.

(ii) The transaction does not satisfy the require-
ments of paragraph (b)(1)(ii)(A) of this section be-
cause immediately after the merger X is not
disregarded as an entity separate from Y and, conse-
quently, all of the assets and liabilities of Z, the com-
bining entity of the transferor unit, do not become the
assets and liabilities of one or more members of a
transferee unit. Accordingly, the transaction cannot
qualify as a statutory merger or consolidation for pur-
poses of section 368(a)(1)(A).

Example 8. Merger transaction preceded by dis-
tribution. (i) Z operates two unrelated businesses, Busi-
ness P and Business Q, each of which represents 50
percent of the value of the assets of Z. Y desires to
acquire and continue operating Business P, but does
not want to acquire Business Q. Pursuant to a single
plan, Z sells Business Q for cash to parties unre-
lated to Z and Y in a taxable transaction, and then dis-
tributes the proceeds of the sale pro rata to its
shareholders. Then, pursuant to State W law, Z merges
into Y. Pursuant to such law, the following events oc-
cur simultaneously at the effective time of the
transaction: all of the assets and liabilities of Z re-
lated to Business P become the assets and liabilities
of Y and Z’s separate legal existence ceases for all pur-
poses. In the merger, the Z shareholders exchange their
Z stock for Y stock. Prior to the transaction, Z is not
treated as owning any assets of an entity that is dis-
regarded as an entity separate from its owner for fed-
eral tax purposes.

(ii) The transaction satisfies the requirements of para-
graph (b)(1)(ii) of this section because the transac-
tion is effected pursuant to State W law and the
following events occur simultaneously at the effec-
tive time of the transaction: all of the assets and li-
abilities of Z, the combining entity and sole member
of the transferor unit, become the assets and liabili-
ties of Y, the combining entity and sole member of
the transferee unit, and Z ceases its separate legal ex-
istence for all purposes. Paragraph (b)(1)(iii) of this
section does not apply to prevent the transaction from
qualifying as a statutory merger or consolidation for
purposes of section 368(a)(1)(A) because each of Z
and Y is a domestic entity. Accordingly, the transac-
tion qualifies as a statutory merger or consolidation
for purposes of section 368(a)(1)(A).

(v) Effective dates. This paragraph (b)(1)
applies to transactions occurring on or af-
ter January 24, 2003. Taxpayers, however,
may apply these regulations in whole, but
not in part, to transactions occurring be-
fore January 24, 2003, provided that, if the
taxpayer is the acquiring corporation (or a
shareholder of the acquiring corporation
whose tax treatment of the transaction re-
flects the tax treatment by the acquiring cor-
poration, such as a shareholder of an

acquiring S corporation), the target corpo-
ration (and the shareholders of the target
corporation whose tax treatment of the
transaction reflects the tax treatment by the
target corporation) also applies these regu-
lations in whole, but not in part, to the
transaction, and if the taxpayer is the tar-
get corporation (or a shareholder of the tar-
get corporation whose tax treatment of the
transaction reflects the tax treatment by the
target corporation), the acquiring corpora-
tion (and the shareholders of the acquir-
ing corporation whose tax treatment of the
transaction reflects the tax treatment by the
acquiring corporation) also applies these
regulations in whole, but not in part, to the
transaction. For all other transactions, see
§1.368–2(b)(1) as in effect before Janu-
ary 24, 2003 (See 26 CFR part 1, revised
April 1, 2002).

(b)(2) through (k) [Reserved]. For fur-
ther guidance, see §1.368–2(b)(2) through
(k).

David A. Mader,
Assistant Deputy Commissioner of

Internal Revenue.

Approved January 17, 2003.

Pamela F. Olson,
Assistant Secretary of

the Treasury (Tax Policy).

(Filed by the Office of the Federal Register on January 23,
2003, 8:45 a.m., and published in the issue of the Federal Reg-
ister for January 24, 2003, 68 F.R. 3384)
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