
A Simple Regulation for P’ship
Mergers and Mixing Bowls

By Darryll K. Jones

Regulation writing must be one of the most underap-
preciated tasks for tax attorneys working for the govern-
ment. In a prior life I spent a little time writing a simple
regulation having to do with fire safety in college frater-
nity houses. It’s funny how people appreciate fire safety
regulations. Not even denizens of Animal House-like
fraternities complain about or seek ways around a pro-
hibition against smoking in bed after a long night of toga
partying and lampshade dancing. Tax regulations,
though, are so very different. They are, strangely enough,
much more necessary than fire code regulations because
most people regulate themselves to avoid being set on
fire anyway. They don’t need precedential ‘‘guidance.’’
You can write a fire code that says, ‘‘make sure there are
enough exits and fire alarms,’’ and nobody will complain
that the regulation is vague because it doesn’t specify
what ‘‘make sure’’ really means.

A tax regulation . . . well, that’s a different thing alto-
gether, especially in subchapter K. I imagine that some
poor scrivener is confined to a nondescript gray office of
a quality well below that of the secretary, surrounded by
dusty old Government Printing Office documents and
black binders with white, incompletely adhering make-
shift labels.1 Although she ‘‘would prefer not to,’’ our
underappreciated scrivener must articulate a verbiage-
filled rule to satisfy a Congress that knows very little
about its own fiscal impositions, a Joint Committee on
Taxation that knows much more than the rest of us about
those impositions and quite a bit about obscure economic
theory, inmates in the asylum (that is, the tax bar) with
plenty of time to find and exploit inevitable verbal
omissions and ambiguities, and judges who search in
vain and then complain bitterly when they cannot find a

precisely stated answer despite the regulatory volume. It
is, to say the least, impossible to write a tax regulation
that will not receive bad reviews.

Thinking about that gives me newfound respect for
those who write sub K regulations. My thoughts started
with Notice 2005-15, 2005-7 IRB 1, Doc 2005-1258, 2005
TNT 13-8, which announces the IRS’s intention to issue
regulations implementing the holding of Rev. Rul. 2004-
43, 2004-18 IRB 842, Doc 2004-8013, 2004 TNT 71-7. Rev.
Rul. 2004-43 is a relatively complicated opinion in the
sense that it cites and is derived from nearly 20 different
regulations. The facts are quite simple but a taxpayer
must read, understand, and synthesize those 20 different
regulations, not to mention the three statutes on which
those regulations are based, to derive and understand
one simple and correct conclusion: A partnership reorga-
nization involving appreciated properties results in real-
ized, but unrecognized, gain to which sections
704(c)(1)(B) and 737 necessarily apply. The inmates knew
that all along, by the way, but they screamed bloody
murder when the ruling was issued and were successful,
at least, in preventing the ruling from applying for as
long as they have known the truth. They convinced the
IRS that the truth as it has always existed should not
apply before January 19, 2005. In any event, one can only
wonder whether the forthcoming regulations will at-
tempt to incorporate or condense those 20 different
regulations cited in Rev. Rul. 2004-43.

I propose to give our prototypical scrivener tasked
with the initial draft of the partnership merger/mixing
bowl regulation a well-earned holiday. I do this by
offering to write the regulation and then take the slings
and arrows that are sure to come. Afterward, and in an
effort to prove my worth as a regulation scrivener, I will
gladly adopt those slings and arrows that are construc-
tive and incorporate whatever points are appropriate to
the goal.

The regulation is set out below, but in my preamble of
sorts, I offer the following justification:

The only time a partner should enjoy nonrecogni-
tion after the realization of appreciation is on the
capitalization of the partnership. Investment
should never be a taxable event to the extent it
requires postponed personal consumption other
than the investment itself. A contribution of appre-
ciated property is a realization event — the part-
ner’s capital account is increased by the full value
of property, not just its basis, and because we want
to encourage investment — that is, postponed
consumption — we should also postpone recogni-
tion of the realized, but stored and unconsumed,
gain. A merger is a continuing investment so the
principle should apply in that context. The particu-
lar advantage to the contributing partner is justified

1I called a few of the subchapter K attorneys but couldn’t
work up enough nerve to ask about their office décor. Instead I
am relying on my memory of attending a few public hearings on
previously proposed regulations.
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by the general benefit to society. There is, however,
no further advantage to be gained by granting
another nonrecognition opportunity. When the ap-
preciated property is consumed, taxation is appro-
priate and indeed necessary. Accordingly, when the
partnership sells or exchanges the property,
whether obtained on initial or continuing capitali-
zation, the gain should be recognized and then only
by the contributing partner because she is the one
to whom the consumption benefit inures, as proven
by the credit to her capital account. It is the
contributing partner who selfishly consumed the
appreciation and she alone should pay the tax.

That is the sum and substance of my preamble. The
principle is seemingly unassailable although I did not
discover it. Indeed, the principle is stated, explained, and
repeated in some form or fashion in each of the 20
different regulations relied on in Rev. Rul. 2004-43. Here
is a proposed regulation condensing and implementing
the principle applied in Rev. Rul. 2004-43:

1.731-1(d)(1) Recognition of gain from distributions of
property. Sections 704(c)(1)(B) and 737 shall apply,
according to their purposes and terms, on a distri-
bution of property to the extent any partner’s
capital account reflects the unrecognized apprecia-
tion in any partnership property, or would reflect
the unrecognized appreciation in any partnership
property if the partnership maintained capital ac-
counts in accordance with 1.704-1(b)(2)(iv), on the
date of the distribution.

Except for the replication of existing examples — set out
below — that proposal would actually reduce the length
of the subchapter K regulations because it renders reg.
section 1.704-3(a)(6), the last two sentences of reg. section
1.704-4(c)(4), and all of reg. section 1.737-2(b)(3) unnec-
essary. Here are examples that could be included with the
proposed regulation:

1.731-1(d)(2) Examples. The examples in 1.704-
4(a)(5), 1.737-1(e), and 1.708-1(b)(4), restated in part
below, demonstrate the principle stated in 1.737-
1(d)(1). The examples in 1.737-1(e) also demon-
strate the principle, though those examples are not
included here. In addition, the provision contains
an additional example (example 4) not included
elsewhere.

Example 1. On January 1, 1995, A, B, and C form
partnership ABC as equal partners. A contributes
$10,000 cash and Property A, nondepreciable real
property with a fair market value of $10,000 and an
adjusted tax basis of $4,000. Thus, there is a built-in
gain of $6,000 on Property A at the time of contri-
bution. B contributes $10,000 cash and Property B,
nondepreciable real property with a fair market
value and adjusted tax basis of $10,000. C contrib-
utes $20,000 cash.

A’s capital account reflects unrecognized apprecia-
tion attributable to Property A. Therefore any dis-
tribution of Property A will invoke section

704(c)(1)(B) according to its terms and any distribu-
tion to A will invoke section 737 according to its
terms.

Example 2. Effect of postcontribution depreciation de-
ductions. (i) On January 1, 1995, A, B, and C form
partnership ABC as equal partners. A contributes
Property A, depreciable property with a fair market
value of $30,000 and an adjusted tax basis of
$20,000. Therefore, there is a built-in gain of $10,000
on Property A. B and C each contribute $30,000
cash. ABC uses the traditional method of making
section 704(c) allocations described in section 1.704-
3(b) with respect to Property A.

(ii) Property A is depreciated using the straight-line
method over its remaining 10-year recovery period.
The partnership has book depreciation of $3,000 per
year (10 percent of the $30,000 book basis), and each
partner is allocated $1,000 of book depreciation per
year (one-third of the total annual book deprecia-
tion of $3,000). The partnership has a tax deprecia-
tion deduction of $2,000 per year (10 percent of the
$20,000 tax basis in Property A). This $2,000 tax
depreciation deduction is allocated equally be-
tween B and C, the noncontributing partners with
respect to Property A.

(iii) At the end of the third year, the book value of
Property A is $21,000 ($30,000 initial book value less
$9,000 aggregate book depreciation) and the ad-
justed tax basis is $14,000 ($20,000 initial tax basis
less $6,000 aggregate tax depreciation). A’s remain-
ing section 704(c)(1)(A) built-in gain with respect to
Property A is $7,000 ($21,000 book value less
$14,000 adjusted tax basis).

A’s capital account reflects unrecognized apprecia-
tion attributable to Property A. Therefore any dis-
tribution of Property A will invoke section
704(c)(1)(B) according to its terms and any distribu-
tion to A will invoke section 737 according to its
terms. The amount of unrecognized appreciation to
which sections 704(c)(1)(B) and 737 apply will
depend on the amount of built-in gain existing on
the date of the distribution.

Example 3. Distribution after a technical termination.2
A and B each contribute $10,000 cash to form AB, a
general partnership, as equal partners. AB pur-
chases depreciable Property X for $20,000. Property
X increases in value to $30,000, at which time A sells
its entire 50 percent interest to C for $15,000 in a
transfer that terminates the partnership under sec-
tion 708(b)(1)(B). At the time of the sale, Property X
had an adjusted tax basis of $16,000 and a book
value of $16,000 (original $20,000 tax basis and
book value reduced by $4,000 of depreciation). In
addition, A and B each had a capital account

2I am grateful to Prof. Daniel Lathrope for alerting me that
this example is relevant to my analysis. If the analysis is
incorrect — although I don’t think it is — the fault is mine.
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balance of $8,000 (original $10,000 capital account
reduced by $2,000 of depreciation allocations with
respect to Property X).
Neither partner B nor partner C’s capital accounts
reflect unrecognized appreciation because section
1.704-1(b)(2)(4)(l) dictates that the deemed contri-
bution of assets and liabilities by the terminated
partnership to a new partnership and the deemed
liquidation of the terminated partnership that occur
under section 1.708-1(b)(1)(iv) are disregarded for
purposes of section 1.704-1(b)(2)(iv). Therefore, no
partner’s capital account is increased by any
amount of unrecognized gain. Neither section
704(c)(1)(B) nor section 737 will apply to any dis-
tribution made to either partner.
Example 4. Distribution of property after a partnership
merger.3 On January 1, 2004, A contributes Asset 1,
with a basis of $200 and a fair market value of $300
to partnership AB in exchange for a 50 percent
interest. On the same date, B contributes $300 of
cash to AB in exchange for a 50 percent interest.
Also on January 1, 2004, C contributes Asset 2, with
a basis of $100 x and a fair market value of $200 to
partnership CD in exchange for a 50 percent inter-
est. D contributes $200 of cash to CD in exchange
for a 50 percent interest.
On January 1, 2006, AB and CD undertake an
assets-over partnership merger in which AB is the
continuing partnership and CD is the terminating
partnership. At the time of the merger, AB’s only
assets are Asset 1, with a fair market value of $900,
and $300 in cash, and CD’s only assets are Asset 2,
with a fair market value of $600, and $200 in cash.
After the merger, the partners have capital and
profits interests in AB as follows: A, 30 percent; B,
30 percent; C, 20 percent; and D, 20 percent.
The partnership agreements for AB and CD pro-
vide that the partners’ capital accounts will be
determined and maintained in accordance with
section 1.704-1(b)(2)(iv), distributions in liquidation
of the partnership (or any partner’s interest) will be
made in accordance with the partners’ positive
capital account balances, and any partner with a
deficit balance in the partner’s capital account
following the liquidation of the partner’s interest
must restore that deficit to the partnership (as set
forth in section 1.704-1(b)(2)(ii)(b)(2) and (3)). AB
and CD both have provisions in their partnership
agreements requiring the revaluation of partner-
ship property on the entry of a new partner. AB
would not be treated as an investment company
(within the meaning of section 351) if it were
incorporated. Neither partnership holds any unre-
alized receivables or inventory for purposes of
section 751. AB and CD do not have a section 754
election in place. Asset 1 and Asset 2 are nondepre-
ciable capital assets.

All partners’ capital accounts reflect unrecognized
appreciation. As a result, sections 704(c)(1)(B) and
737 will apply, according to their terms, to distribu-
tions of property to any partners. Note that accord-
ing to the terms of section 704(c)(1)(B), the seven-
year period referred to in sections 704(c)(1)(B) and
737 will begin with respect to the first $100 of
appreciation in Asset 1 on January 1, 2004, and on
January 1, 2006, with respect to the remaining $600
of appreciation in Asset 1. The seven-year period
with respect to the first $100 of unrecognized
appreciation in Asset 2 will also begin on January 1,
2004, and on January 1, 2006, with respect to the
remaining $400 unrecognized appreciation. Thus,

(i) a distribution of Asset 1 to C and D on
January 7, 2006, will result in $400 gain to A
and $300 gain to B under section 704(c)(1)(B);
C and D will recognize $300 and $200 respec-
tively under section 737, but the same distri-
bution on January 3, 2011, will result in only
$300 gain to A and $300 gain to B under
section 704(c)(1)(B) because the seven-year
period will have expired with respect to the
first $100 of appreciation in Asset 1. C and D
will recognize $200 each under section 737.

(ii) a distribution of Asset 2 to A and B on
January 7, 2006, will result in gain of $100 to
A and zero to B under section 737; C and D
will recognize $300 and $200 gain respectively
under section 704(c)(1)(B). A distribution of
Asset 2 to A and B on January 7, 2011, will
also have the same result to A, B, and D, but
C will recognize only $200 because the seven-
year period specified in section 737 will have
expired with respect to the first $100 of pre-
contribution gain attributable to Asset 2.

The principle articulated in the proposed regulation is
not foolproof. Nothing ever is, and we should anticipate
the proverbial loopholes. Suppose that in Example 4 new
partnership AB did not restate its capital accounts after
the merger in hopes that its failure to do so would allow
it to avoid section 704(c)(1)(B) or section 737. It would
nevertheless be viewed as the continuing partnership
under section 708. If property distributions were judged
only by the terms of the proposed regulation, any distri-
bution of Asset 1 after January 1, 2011, and any distribu-
tion to partners A or B after January 1, 2011, would not be
subject to the anti-mixing-bowl provisions. Any distribu-
tion before January 1, 2011, would be subject to those
provisions only to the extent of $100. Rev. Rul. 2004-43
concluded as much without regard to whether partner-
ship AB restated its capital accounts. The anomaly, of
course, is that partners A and B are economically indis-
tinguishable from partners C and D, and yet partners C
and D would be subject to the anti-mixing-bowl provi-
sions under Rev. Rul. 2004-43 and under the terms of the
proposed regulation. In Rev. Rul. 2004-43, partners A and
B’s capital accounts reflected unrecognized appreciation
as a result of a revaluation and the ruling adhered to a
literalist approach in determining that the anti-mixing-
bowl provisions do not apply to built-in gain resulting

3The facts of this example are taken from Rev. Rul. 2004-43,
supra.
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from revaluations. Fortunately, Notice 2005-15 antici-
pates a more substantive approach consistent with the
preamble and proposed regulation set forth above.4 Still,
if the resulting partnership did not book up capital
accounts in Example 4, A and B might argue that even the
proposed regulation is inapplicable.

Experience shows that there is very little to be gained
by seeking a foolproof regulatory articulation. The more
we say in regulations the more opportunity for abuse
arises. So what should happen if partners do not revalue
capital accounts? The proposed regulation relies on the
existence of unrecognized appreciation in capital ac-
counts and that can occur only on capitalization or
revaluation. Noncontributing partners in a partnership
holding appreciated assets may be tempted to think that
the anti-mixing-bowl provisions will not apply.5 There
are existing legal reasons not to be alarmed by that
potential. Let’s focus on a partnership merger. If property,
the unrecognized appreciation in which is not already
reflected in capital accounts, is distributed, the capital
accounts must be appropriately adjusted for the appre-
ciation immediately before the distribution. Reg. section
1.704-1(b)(2)(iv)(e). Thus, if A and B do not voluntarily
adjust capital accounts on the merger of partnerships AB
and CD, their capital accounts will nevertheless reflect
unrecognized appreciation because reg. section 1.704-
1(b)(2)(iv)(e) requires that capital accounts be adjusted to
reflect unrealized appreciation and that adjustment is
deemed to occur before the distribution. Moreover, reg.
section 1.704-1(b)(5), Example 14(iv), requires that the
unrealized appreciation be allocated solely to partners A
and B.6 It therefore seems to me that the proposed
regulation is as foolproof as it can be even though it relies
on what is in most instances the partners taking a
seemingly avoidable action — booking up capital ac-
counts.7

The preceding solution is sufficient for a distribution
of section 704(c) property, but what about a distribution

to a partner — such as A or B in Example 4 — whose
capital account does not reflect unrecognized apprecia-
tion only because the partners have not restated capital
accounts? If, after the merger in Example 4, partnership
AB distributes Asset 2 to A, whose capital account had
not been revalued to reflect the appreciation in Asset 1, A
would be able to achieve a mixing bowl transaction if the
distribution is judged solely by the proposed rule. That
transaction would seem economically nonsensical if the
partners are unrelated, but in a family or related-party
partnership the transaction might achieve valuable as-
signment of income. I disagreed rather vehemently with
the practitioner responses to Rev. Rul. 2004-43 to the
extent those responses argued, based on the disguised
sale rule of section 707(a)(2), that Rev. Rul. 2004-43 was
incorrect and unnecessary.8 There was enough semantic
ambiguity in the regulations before Rev. Rul. 2004-43 to
make stating the principle worth the bother and resulting
unprincipled criticism. Nevertheless, the disguised sale
rules would serve as a sufficient backdrop in the hypo-
thetical above in which continuing partners intentionally
fail to book up capital accounts to avoid the mixing bowl
rules. Thus, a subsequent distribution of Asset 2 to A or
B in Example 4 ought to trigger the suspicions articulated
in the section 707 regulations to a degree that close
scrutiny ferrets out illegitimate tax avoidance.9 It might
therefore be appropriate to include a cross-reference to
section 707 in the proposed regulation, though I did not
do so.

Well, that’s my homage to underappreciated sub K
scriveners. In keeping with my self-appointed role of
temporary sub K scrivener, I invite comments and criti-
cisms. But send them to the Tax Notes editors. I’ve not
been to their offices either but I imagine they are well-
appointed [Editor’s note: Prof. Jones and all Tax Notes
readers are cordially invited to visit our ‘‘well-
appointed’’ offices.] and that the editors sit around
sipping champagne all day [Editor’s note: It is to laugh.].

4‘‘The [forthcoming] regulations will apply the principles of
Rev. Rul. 2004-43 to distributions of property following assets-
over partnership mergers. The regulations will apply to distri-
butions of property with newly created section 704(c) gain or
loss whether or not that gain or loss is treated as reverse section
704(c) gain or loss as the result of a revaluation by the transferor
partnership.’’ Notice 2005-15, supra.

5This issue is relevant only if additional partners are admit-
ted when a partnership holds non-booked-up appreciated prop-
erty. There is no assignment potential regarding appreciation
accruing after the partnership acquires the property and before
additional partners are admitted.

6I am vulnerable to the charge of overstating the import of
the cited regulation, but if it does not require the outcome, I
advocate that it certainly should.

7If anything, the proposed solution might be too broad
because it could be viewed as triggering section 704(c)(1)(B) or
section 737 gain inappropriately. If appreciated, but not booked
up, property is distributed at a point when no new partner has
been admitted before the accrual of the appreciation, the auto-
matic book-up would subject all partners to whom the appre-
ciation is allocated to section 704(c)(1)(B) or section 737 under
the proposed regulation. In fact, that may be an appropriate
result, though I am not yet prepared to confidently say so.

8Darryll K. Jones ‘‘Semantics and Substance in Partnership
Mergers,’’ Tax Notes, Sept. 27, 2004, p. 1523.

9Note that the value of the distribution, $600, would pre-
cisely equal the value that would appear in A’s capital account
if the partners revalued capital accounts after the merger. The
closer the value of the distributed property is to the value of
property, the appreciation in which should have been reflected
in the distributee partner’s capital account, the easier it should
be to conclude that the distribution is part of a disguised sale. Of
course, differences in value might indicate a partial disguised
sale.
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