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Disclaimer
IRS CIRCULAR 230 DISCLOSURE:
Unless explicitly stated to the contrary, this outline,
the presentation to which it relates and any other
documents or attachments are not intended or
written to be used, and cannot be used, for the
purpose of (i) avoiding penalties under the Internal
Revenue Code or (ii) promoting, marketing, or
recommending to another party any transaction or
matter addressed herein.
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Overview
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Overview
• Unlike a corporation, the debt associated with a
partnership is allocated among the partnership’s
owners for income tax purposes.
• This allocation is often a critical factor in
determining a partner’s outside basis.
• Outside basis is important because a distribution
in excess of outside basis is taxable.
• In addition, if a partner is allocated losses or
deductions by a partnership that exceed his/her
outside basis, those items are suspended and
cannot be used.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Overview
• When a partnership takes on a liability (typically
by borrowing money), that liability is allocated out
to its partners.
• Each partner is treated as contributing cash
equal to the amount of allocated debt to the
partnership.
• As the partnership pays off the principal of this
debt, the amount allocated to each partner is
reduced. This reduction in liability is treated as a
cash distribution. As noted, if this deemed
distribution exceeds outside basis, a partner has
income.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Overview
• Anything that changes the allocation of
partnership debt has to be carefully considered.
• The most common events to scrutinize are:
• The contribution of property to the partnership
that is subject to a liability.
• The reduction in the principal amount of a
partnership debt.
• A change in partnership structure (i.e., from a
general partnership to an LLC, or vice versa).
• A change in indemnification or guarantee
arrangements.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Assumption of Debt
• As noted a contribution to a partnership of property that is subject to
debt should be evaluated to determine if it could trigger tax.
• In general, if the contributed property is subject to a liability at the time
of contribution, and the liability is assumed by the partnership (either
directly or indirectly), then the net amount by which the contributing
partner is relieved is treated as a cash distribution to that partner.
• The first consequence is that the contributor’s basis in his or her
partnership interest is reduced by the amount of this deemed cash
distribution.
• Secondly, the amount of the liability that is treated as assumed by the
partnership is then allocated among all the partners and increases the
tax basis of their partnership interests .
• Finally, if the amount of the deemed cash distribution exceeds the
contributor’s basis in his or her partnership interest, the difference is
treated as taxable gain.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Assumption of Debt – Ex. 1
• Smith and Jones form Newco, LLC. Jones contributes $300,000 in
cash. Smith transfers raw land that he originally purchased for
$400,000, but which now has a value of $1.1 million. The land is
subject to a non-recourse loan of $1 million. Smith takes a 25%
interest and Jones takes a 75% interest in Newco.
• Assume that the $1 million liability is allocated between the
members 25%-75%. Accordingly, Smith’s share of the liability is
$250,000. As a result of this allocation of the debt, Smith is treated
as receiving a deemed cash distribution equal to the amount by
which the liability was reduced (i.e., $750,000).
• Assume that Smith’s basis in the raw land is $400,000 and then
adds the $250,000 of debt he is allocated, for a total basis in his
LLC interest of $650,000. The deemed cash distribution of
$750,000, reduces his basis to $0 and triggers income of $100,000.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved

13

Assumption of Debt – Ex. 2
• Same facts as Example 1, but Jones contributes only
$100,000 in cash. Smith takes back a 50% interest in
Newco and Jones takes back a 50% interest.
• Assume that under the applicable tax rules, the $1 million
liability is allocated $500,000 to Smith and $500,000 to
Jones. Smith, therefore, is treated as receiving a deemed
cash distribution equal to the amount by which the liability
was reduced (i.e., $1million less $500,000 = $500,000).
• Smith is treated as, initially, taking a $400,000 basis in his
LLC interest and adds the allocated debt of $500,000 for a
total of $900,000. The deemed cash distribution of
$500,000 reduces his basis to $400,000. Because the
deemed cash distribution in this instance is less than
Smith’s tax basis, no gain is triggered.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved

14

Assumption of Debt
• One of the key issues in this type of transaction is how
the liability will be allocated to the members. The tax
regulations governing this are very complicated and there
are techniques that can be used to allocate more of the
debt back to the contributing partner. Because the
amount of the deemed cash distribution is equal to the
net reduction in liability, this is an important planning
point.
• Note: The rules discussed above apply to all liabilities.
This includes clear obligations like loans and accounts
payable, but can also apply to certain contingent
liabilities, claims, judgments, etc.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Recourse and Nonrecourse Debt
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Classifying Debt
• While all partnership debt is allocated to partners, the
allocation rules differ for recourse and nonrecourse debt.
• Recourse debt: any partnership liability to the extent that
any partner or related person bears the “economic risk of
loss” (ERL).
• Nonrecourse debt: any partnership liability that is not
classified as recourse debt.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Recourse Debt – ERL
• Under the applicable regulations, a partner bears the
economic risk of loss for a partnership liability to the
extent that, if the partnership constructively liquidated, the
partner would be obligated to make a payment to any
person (or a contribution to the partnership) because that
liability becomes due and payable and the partner or
related person would not be entitled to reimbursement
from another partner.
• The key to the analysis, then is determining the effects of
a constructive liquidation and determining whether there
are any reimbursement rights.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Constructive Liquidation
Upon the constructive liquidation the following events are
deemed to occur simultaneously:
• All of the partnership's liabilities become payable in full;
• With the exception of property contributed to secure a
partnership liability, all of the partnership's assets,
including cash, have a value of zero;
• The partnership disposes of all of its property in a fully
taxable transaction for no consideration (except relief
from liabilities for which the creditor's right to repayment
is limited solely to one or more assets of the partnership);
• All items of income, gain, loss, or deduction are allocated
among the partners; and
• The partnership liquidates.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Constructive Liquidation
• For purposes of this constructive liquidation, gain or loss
on the deemed disposition of the partnership's assets is
computed in accordance with the following:
• If the creditor's right to repayment of a partnership liability
is limited solely to one or more assets of the partnership,
gain or loss is recognized in an amount equal to the
difference between the amount of the liability that is
extinguished by the deemed disposition and the tax basis
(or book value to the extent section 704(c) applies) in
those assets.
• A loss is recognized equal to the remaining tax basis (or
book value to the extent section 704(c) applies) of all the
partnership's assets not taken into account above.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Payment Obligations
• The determination of the extent to which a partner has an
obligation to make a payment under the constructive
liquidation is based on the facts and circumstances at the
time of the determination.
• To the extent that the obligation of a partner to make a
payment with respect to a partnership liability is not
recognized under these rules, then the obligation is
treated as not existing for purposes of determining
whether a liability is recourse and to whom it is allocated.
• All statutory and contractual obligations relating to the
partnership liability are taken into account for purposes of
this analysis.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Payment Obligations
• The regulations specifically list the following obligations:
• contractual obligations outside the partnership agreement
such as guarantees, indemnifications, reimbursement
agreements, and other obligations running directly to
creditors, to other partners, or to the partnership;
• obligations to the partnership under the partnership
agreement, including the obligation to make a capital
contribution and to restore a deficit capital account upon
liquidation of the partnership; and
• payment obligations imposed by state or local law (whether
to another partner or to the partnership), including the
governing state or local law partnership statute.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Recourse Debt – Related Party
• As noted, if the ERL is borne by a related party to a
partner, that partner is treated as bearing the ERL.
• A related party is a person who has a relationship to a
partners specified in IRC §267(b) or IRC §707(b)(1),
subject to the following modifications:
• Substitute “80 percent or more” for “more than 50
percent” each place it appears in those sections;
• A person’s family is determined by excluding brothers
and sisters; and
• Disregard IRC §267(e)(1) and IRC §267(f)(1)(A).

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved

23

Recourse Debt – Examples
• Example 1. Adam and Eve form Eden, LLC. Eden
borrows $100 from a bank to buy a piece of land. The
loan is documented as a recourse loan and is secured by
a mortgage.
• Despite being captioned as a recourse loan for state law
purposes, this loan will likely be treated as a nonrecourse
loan for income tax purposes because none of the
partners has any ERL with respect to the liability.
• Example 2. Same facts, but Eve guaranteed the loan..
• Because of the payment obligation represented by the
guarantee, Eve has ERL with respect to the loan.
Therefore, it is a recourse liability and is allocated
completed to Eve.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Recourse Debt – Examples
• Example 3. Same facts as Example 2, but Adam and Eve
enter into a contribution agreement under which Adam
agrees to reimburse Eve half of any obligation that arises
under the loan guarantee.
• Taking all the arrangements into account, Adam and Even
each bear 50% of the ERL with respect to the loan and
are allocated half each.
• Example 4. Same facts as Example 1, but Adam is
related to the bank which makes the loan.
• In this case, the loan is recourse and because a related
party to Adam bears the ERL the entire liability is
allocated to Adam.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Recourse Debt – Examples
• Example 5. Same facts as Example 1, but Eden is a
state law general partnership.
• In that case, Adam and Eve are each jointly and severally
liable for the bank loan by operation of state law. Thus,
the loan is treated as a recourse liability and is allocated
half to each of Adam and Eve.
• Example 6. Same as Example 1, but Eden is a state law
limited partnership and Eve is the sole general partner.
• In that case, Eve liable for the bank loan by operation of
state law. Thus, the loan is treated as a recourse liability
and is allocated entirely to Eve.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Allocating Recourse Debt
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Allocating Recourse Debt
• As should be clear, the constructive liquidation analysis
both determines whether a liability is recourse or
nonrecourse and also determines what portion of a
recourse liability is allocated to each partner.
• Key: to properly perform this analysis you must have all
the relevant agreements, side letters, etc., and must
understand the relevant entity governing law.
• Note that generally, the recourse/nonrecourse debt
analysis is proportional. For example, if an LLC borrows
$100 from a bank and a member of the LLC guarantees
half of the loan, then $50 is a recourse debt allocated to
the guarantor and $50 is a nonrecourse debt.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Allocating Nonrecourse Debt

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved

29

Allocating Nonrecourse Debt
• The determination of whether a debt is nonrecourse is
relatively simple – all debt that fails to be classified as
recourse debt is nonrecourse debt.
• The allocation of nonrecourse debt, however, is more
complicated than is the case for recourse debt.
• In general, nonrecourse debt is allocated in tiers that
reflect partnership minimum gain, IRC §704(c) gain, and
a partner’s share of partnership profits.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Allocating Nonrecourse Debt
A partner's share of the nonrecourse liabilities of a
partnership equals the sum of the following amounts:
• The partner's share of partnership minimum gain;
• The amount of any taxable gain that would be allocated to
the partner under section 704(c) if the partnership
disposed of in a taxable transaction all partnership
property subject to one or more nonrecourse liabilities of
the partnership in full satisfaction of the liabilities and for
no other consideration; and
• The partner's share of any remaining nonrecourse
liabilities of the partnership in accordance with the
partner's share of partnership profits.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Minimum Gain Tier
• In general, minimum gain for tax purposes is the extent to
which nonrecourse debt excess the IRC §704(b) basis of
the property that it relates to.
• Example: Eden LLC owns property that it acquired for
$100. Eden borrowed $80 against the property and
granted a mortgage as security. The debt is nonrecourse
for tax purposes.
• In this case, there is no minimum gain because the basis
of the property is greater than the debt on the property.
• Assume that Eden pays down no principal and takes
depreciation on the property of $10 each year. At the end
of year 3, the basis of the property is $70 but the debt
balance is $80. Now there is $10 of minimum gain.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Minimum Gain Tier
• Note that minimum gain is measured by the difference
between the debt balance and the IRC §704(b) basis
amount.
• But the IRC §704(b) basis amount is not tax basis – it is a
book basis concept. Sometimes it is the same as tax
basis, but not always.
• If there is a book-up event, the IRC §704(b) basis amount
will be adjusted to FMV at that time and may be greater
than tax basis.
• Sometimes it may be advantageous to structure a bookup to eliminate the minimum gain tier (and sometimes the
capital account rules may require such a book up, with
the same effect).
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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704(c) Tier
• The second tier is the so-called 704(c) tier. Generally,
IRC §704(c) measures a contributor’s built-in gain.
• Example: Adam and Eve form Eden, LLC. Adam
contributes property worth $50, with a tax basis of $10.
Eve contributes $50 cash. Eden borrows $100 from a
bank. Assume the loan is classified as a nonrecourse
partnership liability for tax purposes
• In this case there is $40 of IRC §704(c) gain at the time of
contribution, so $40 of the loan will be allocated to Adam
on the theory that if Eden were to dispose of its assets
then Adam would be allocated all the pre-contribution
gain.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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704(c) Tier
• Remember that §704(c) gain may change over time.
• Example: Same as prior example, but Eden depreciates
the property. Under the applicable regulations, Eden
elects the remedial method and therefore allocates
phantom income to Adam in order to create phantom
depreciation deductions for Eve. Assume that $4 of
remedial allocations are made to Adam by the end of year
one.
• In this case there the $40 of IRC §704(c) gain at the time
of contribution has been reduced by $4, so only $36 of
the loan will be allocated to Adam by reason of the 704(c)
tier.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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704(c) Tier
• Also remember that 704(c) tier for debt allocation
purposes may be less than the amount of §704(c) gain for
other tax purposes.
• This could happen because the 704(c) tier is computed
by assuming a disposition for the amount of the debt on
the associated property, while §704(c) gain would be
measured by a disposition of that property at FMV.
• To the extent the FMV of the property exceeds the debt
on the property there can be a difference between the
704(c) tier the actual amount of §704(c) gain.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Partner Profits Tier
• The final tier is the allocated in accordance with a
partner’s share of partnership profits.
• In the some cases, this is a relatively easy amount to
determine.
• Example: Adam and Eve form Eden, LLC. Each
contribute $50 cash. Each member is entitled to 50% of
profits. Eden borrows $100 from a bank. Assume the
loan is classified as a nonrecourse partnership liability for
tax purposes and that there is no minimum gain or 704(c)
tiers.
• In this case each member has a 50% interest in Eden’s
profits, so the loan will be allocated 50% to each member.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Partner Profits Tier
• However, in many cases the partners do not have
“straight up” profit shares.
• For example, in some cases there are preferred
partnership allocations that flip at some point in the future,
or carried interests that phase in upon certain events.
• A substantially similar issue arises in the context of IRC
§704(b) and the difficulty of determining a “partner’s
interest in the partnership” for purposes of non-safe
harbor allocations.
• The applicable regulations contemplate this problem.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Partner Profits Tier
• Under these regulations, a partner's interest in
partnership profits is determined by taking into account all
facts and circumstances relating to the economic
arrangement of the partners.
• These regulations also set forth three methods of
handling this problem.
• The Significant Item Method. The partnership agreement
may specify the partners' interests in partnership profits
for purposes of allocating excess nonrecourse liabilities
provided the interests so specified are reasonably
consistent with allocations (that have substantial
economic effect under the section 704(b) regulations) of
some other significant item of partnership income or gain.
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Partner Profits Tier
• The Alternative Method. Excess nonrecourse liabilities
may be allocated among the partners in accordance with
the manner in which it is reasonably expected that the
deductions attributable to those nonrecourse liabilities will
be allocated.
• The Additional Method. The partnership may first allocate
an excess nonrecourse liability to a partner up to the
amount of built-in gain that is allocable to the partner on
section 704(c) property where such property is subject to
the nonrecourse liability to the extent that such built-in
gain exceeds the 704(c) tier with respect to such property.
(This is the situation in which overall §704(c) gain
exceeds the 704(c) tier.)
© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Partner Profits Tier
• The final tier is the allocated in accordance with a
partner’s share of partnership profits.
• In the some cases, this is a relatively easy amount to
determine.
• Example: Adam and Eve form Eden, LLC. Each
contribute $50 cash. Each member is entitled to 50% of
profits. Eden borrows $100 from a bank. Assume the
loan is classified as a nonrecourse partnership liability for
tax purposes and that there is no minimum gain or 704(c)
tiers.
• In this case each member has a 50% interest in Eden’s
profits, so the loan will be allocated 50% to each member.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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General Notes
• As noted, many different types of transactions can cause
a shift in the allocation of partnership liabilities.
• These shifts could result in income events.
• Careful planning is needed whenever there is a change in
entity structure, economic arrangements, a re-financing,
etc.
• In some cases, the allocation of debt may not be relevant
to new investors, but may be critical to existing partners.
Knowing the critical points can give your client important
leverage.

© 2020 Smith, Gambrell & Russell, LLP, All Rights Reserved
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Strafford Webinar

Final IRS Regulations on Partnership
Recourse Debt Allocations
PRESENTED BY
Kim Palmer, CPA, MT - Tax Partner
Cohen & Company
kpalmer@cohencpa.com

Final Regulations Issued October 4, 2019
▪ Treatment of partnership recourse debt allocations including
› Bottom dollar payment obligations
› Economic risk of loss definition
› Deficit restoration obligations

46

Bottom Dollar Payment Obligations
▪ Final Reg. 1.752-2(b)(3)(ii) issued in October 2019
▪ Bottom dollar payment obligations are generally ignored for

determining whether a partner has a payment obligation (and
thus basis) with respect to recourse partnership debt.

▪ Final regulations consistent with temporary regulations released
in October 2016 that were set to expire.
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Bottom Dollar Payment Obligations
▪ Any payment obligation (such as a guarantee, indemnity, or
similar arrangement)…

▪ To make a capital contribution (or to restore a deficit capital
account upon liquidation)…

▪ Other than one in which the partner (or related person) is liable
up to the full amount of his or her payment obligation…

▪ If, and to the extent that, any amount of the partnership’s liability
is not otherwise satisfied.
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Bottom Dollar Payment Obligations (cont)
▪ Other arrangements using tiered partnerships, intermediaries,

senior and subordinate liabilities can be bottom dollar payment
obligations if principal purpose was avoiding classification as a
bottom dollar payment obligation.
▪ A payment obligation is not a bottom dollar payment obligation
merely because any of the following are true:

› A maximum amount is placed on the payment obligation.
› The obligation is stated as a fixed percentage of every dollar of the
partnership’s debt which it relates.
› There is a right of proportionate contribution running between the
partnerships or related persons who are co-obligors with respect to
a payment obligation for which each of them is jointly and severally
liable.
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Bottom Dollar Payment Obligations (cont)
▪ Exception – if partner or related person has a bottom dollar

payment obligation that would be recognized except for the
effect of an indemnity, reimbursement agreement, or similar
arrangement (the initial payment obligation), the bottom dollar
payment obligation is taken into account for determining
economic risk of loss if, considering the indemnity or similar
arrangement, the partner or related person is liable for at least
90% of the initial payment obligation.
Reg. 1.752-2(b)(3)(ii)(B)
▪ Required Disclosure – partnership must disclose to the IRS on
Form 8275 attached to the partnership return for the tax year in
which bottom dollar payment obligation is undertaken or
modified.
Reg. 1.752-2(b)(3)(ii)(D)
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Bottom Dollar Payment Obligations (cont)
▪ Effective Dates
› On or after October 5, 2016, unless written binding contract in
effect prior to that date.
› Transitional 7-year relief rule applies to existing bottom dollar
payment obligations.
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Bottom Dollar Payment Obligations -Example 10
in Regulations
▪ A, B, and C are equal members of ABC LLC. ABC borrows $1,000

from Bank. A guarantees payment of up to $300 of the ABC
liability if any amount of the full $1,000 liability is not recovered
by Bank. B guarantees payment of up to $200, but only if Bank
recovers less than $200.

› A has recourse debt allocation of $300 because A is obligated to pay
up to $300 if any amount of the $1,000 is not recovered by Bank.
A’s guarantee is not a bottom dollar payment obligation.
› B has no recourse debt allocation because B is obligated to pay up
to $200 only if and to the extent that the Bank otherwise recovers
less than $200 of the $1,000 liability. B’s guarantee is a bottom
dollar payment obligation.
› In sum, $300 of ABC’s liability is allocated to A under Reg. 1.7522(a) and the remaining $700 liability is allocated to A, B, and C
under Reg. 1.752-3.
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Bottom Dollar Payment Obligations
Example 11 of Regulations
▪ Same facts as previous example except that, in addition, C agrees to indemnify A up
to $100 that A pays with respect to its guarantee and agrees to indemnify B fully with
respect to its guarantee.
› The determination of whether C's indemnity is recognized is made without regard to
whether C's indemnity itself causes A's guarantee not to be recognized. Because A's
obligation would be recognized but for the effect of C's indemnity and C is obligated
to pay A up to the full amount of C's indemnity if A pays any amount on its guarantee
of ABC's liability, C's indemnity of A's guarantee is not a bottom dollar payment
obligation and, therefore, is recognized. The amount of C's economic risk of loss
under §1.752- 2(b)(1) for its indemnity of A's guarantee is $100.
› Because C's indemnity is recognized, A is treated as liable for $200 only to the extent
any amount beyond $100 of the partnership liability is not satisfied. Thus, A is not
liable if, and to the extent, any amount of the partnership liability is not otherwise
satisfied. A's guarantee is a bottom dollar payment obligation and is not recognized.
Therefore, A bears no economic risk of loss under §1.752-2(b)(1) for ABC's liability.
› Because B's obligation is not recognized independent of C's indemnity of B's
guarantee, C's indemnity is not recognized. Therefore, C bears no economic risk of
loss under §1.752-2(b)(1) for its indemnity of B's guarantee.
› In sum, $100 of ABC's liability is allocated to C as recourse and the remaining $900
liability is allocated to A, B, and C as nonrecourse.
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Allocating Recourse Liabilities
▪ Partners share recourse liabilities in the same proportions in

which they bear the economic risk with respect to the liability.
Reg. 1.752-2(a)
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Allocating Recourse Liabilities (cont.)
▪ Determining a Partner’s Economic Risk of Loss – No Value
Liquidation is Assumed. Reg. 1.752-2(b)(1)

› All partnership assets (excluding only contributed property used
solely to secure the repayment of a loan, but including cash) are
assumed to be worthless.
› All partnership liabilities are assumed to be due and payable in full.
› The partnership disposes of its assets in a fully taxable transaction
for no consideration (other than relief from liabilities for which the
creditor’s right to repayment is limited solely to one or more
partnership assets, i.e. nonrecourse debt).
› The partnership allocates all items of income, gain, loss and
deduction among its partners in accordance with the partnership
agreement and applicable tax rules and then promptly liquidates.
55

Allocating Recourse Liabilities Example
Rob and Carol are general partners of RC Partners and each contribute $20,000 to the
partnership. The partnership then borrows $60,000 on a recourse basis and purchases
property for $100,000. Losses are allocated 90% to Rob and 10% to Carol under the
partnership agreement. Under applicable state law governing general partnerships, both Rob
and Carol are liable for the full amount of the liability. State law also requires a general
partner to restore any deficit capital account balance.
Under the no value liquidation rules, the partnership’s assets are deemed worthless and
disposed of in a fully taxable transaction, and all liabilities are deemed payable in full. The
partnership has a $100,000 loss allocated $90,000 to Rob and $10,000 to Carol. Rob’s capital
account becomes a negative $70,000, while Carol’s capital account is a positive $10,000:
Capital contribution
Loss
Capital accounts

Rob
$20,000)
(90,000)
($70,000)

Carol
$20,000)
(10,000)
$10,000)

Total
$ 40,000)
(100,000)
($60,000)

Under his deficit capital account restoration obligation, Rob would be required to contribute
$70,000 to the partnership. Therefore, the entire $60,000 recourse liability is allocated to
Rob. The liability is not allocated 90/10 as might be expected.
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Allocating Recourse Liabilities (cont.)
▪ 2019 Final Regulation 1.752-2(b)(3) remains unchanged from
2016 Temporary Regulations.

› Clarifies when a partner is considered to have a payment obligation
for allocating partnership recourse debts:
• Based on facts and circumstances at the time of the determination.
• All statutory and contractual obligations relating to the liability are
taken into account for applying this rule, including the following:
− Contractual obligations outside the partnership agreement, such
as guarantees, indemnifications, reimbursement agreements, and
other obligations running directly to creditors, to other partners,
or to the partnership.
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Allocating Recourse Liabilities (cont)
▪ Ignore Net Worth Rule – Regulation 1.752-2(b)(6) states that it is
assumed that all partners and related persons who have obligations to
make payments actually perform those obligations, irrespective of their
actual net worth unless facts and circumstances indicate:
› A plan to circumvent or avoid the obligation under paragraph (j) of this
section (the anti-abuse rules), or
› That there is not a commercially reasonable expectation that the
payment obligor will have the ability to make the required payments
under the terms of the obligation if the obligation becomes due and
payable as described in section (k) of this section.

▪ OLD RULE – NOW AMENDED UNDER FINAL REGULATION – net worth
rule does not apply to a partner that is a disregarded SMLLC whose only
asset is an interest in the partnership in question. Reg. 1.752-2(k)
› Recourse only to the extent of the fair market value of the disregarded
entity.
› This rule no longer applies under FINAL REGULATION.
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Allocating Recourse Liabilities –
Reasonable Expectation of Payment
▪ NEW RULE UNDER FINAL REGULATION 1.752-2(k) – final regulations amend
1.752-2(k) and clarify how the satisfaction presumption in Reg. 1.752-2(b)(6)
relates to 1.752-2(k).
› Amended 1.752-2(k) applies to all partners of a partnership, including partners
that are disregarded entities or grantor trusts.
› Under final regs, it is assumed that all payment obligors actually perform those
obligations, irrespective of their actual net worth, unless the facts and
circumstances indicate that at the time the partnership determines there is not
a commercially reasonable expectation that the payment obligor will have the
ability to make the required payments under the terms of the obligation if the
obligation becomes due and payable.
• Factors to consider in determining a commercially reasonable expectation of
payment include factors a third party creditor would take into account when
determining whether to grant a loan.
• Ability to pay may be based on documents such as, but not limited to, balance
sheets, income statements, cash flow statements, credit reports, and projected
future financial results (see preamble).

› Subject to anti-abuse rule under 1.752-2(j)
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Allocating Recourse Liabilities –
Reasonable Expectation of Payment(cont)
Reg. 1.752-2(k) Example (1). Undercapitalization.

A.

In 2020, A forms a wholly owned domestic limited liability company, LLC, with a contribution
of $100,000. A has no liability for LLC's debts, and LLC has no enforceable right to a
contribution from A. Under § 301.7701-3(b)(1)(ii) of this chapter, LLC is treated for federal tax
purposes as a disregarded entity. Also in 2020, LLC contributes $100,000 to LP, a limited
partnership with a calendar year taxable year, in exchange for a general partnership interest
in LP, and B and C each contributes $100,000 to LP in exchange for a limited partnership
interest in LP. The partnership agreement provides that only LLC is required to restore any
deficit in its capital account. On January 1, 2021, LP borrows $300,000 from a bank and uses
$600,000 to purchase nondepreciable property. The $300,000 is secured by the property and
is also a general obligation of LP. LP makes payments of only interest on its $300,000 debt
during 2021. LP has a net taxable loss in 2021, and, under §§1.705-1(a) and 1.752-4(d), LP
determines its partners' shares of the $300,000 debt at the end of its taxable year,
December 31, 2021. As of that date, LLC holds no assets other than its interest in LP.

B.

Because LLC is a disregarded entity, A is treated as the partner in LP for federal income tax
purposes. Only LLC has an obligation to make a payment on account of the $300,000 debt if
LP were to constructively liquidate as described in paragraph (b)(1) of this section. Therefore,
paragraph (k) of this section is applied to the LLC and not to A. LLC has no assets with which
to pay if the payment obligation becomes due and payable. Because there is no commercially
reasonable expectation that LLC will be able to satisfy its payment obligation, LLC's obligation
to restore its deficit capital account is not recognized under paragraph (b) of this section. As a
result, LP's $300,000 debt is characterized as nonrecourse under §1.752-1(a)(2) and is
allocated among A, B, and C under §1.752-3.
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Allocating Recourse Liabilities- Reasonable
Expectation of Payment (cont)
Reg. 1.752-2(k) Example (2). Disregarded entity with ability to pay.
A. The facts are the same as in paragraph (k)(2)(i) of this section
(Example 1), except LLC also holds real property worth $475,000
subject to a $200,000 liability. Additionally, LLC reasonably projects to
earn $20,000 of net rental income per year from such real property.
B. Because LLC is a disregarded entity, A is treated as the partner in LP
for federal income tax purposes. Only LLC has an obligation to make a
payment on account of the $300,000 debt if LP were to constructively
liquidate as described in paragraph (b)(1) of this section. Therefore,
paragraph (k) of this section is applied to the LLC and not to A.
Because there is a commercially reasonable expectation that LLC will
be able to satisfy its payment obligation, LLC's obligation to restore its
deficit capital account is recognized under paragraph (b) of this
section. As a result, LP's $300,000 debt is characterized as recourse
under §1.752-1(a)(1) and is allocated to A under §1.752-2.
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Allocating Recourse Liabilities –
Reasonable Expectation of Payment (cont)
• Reg. 1.752-2(k) cliff effect forcing entire amount of debt to be recourse
or nonrecourse
•

Holly Porter, IRS chief counsel (passthroughs and special industries) ,
confirmed January 28, 2020 at NY State Bar Association conference
that it is a cliff test
•

Also stated partner’s assets aren’t end of the inquiry – the IRS is willing to
take other factors like income earning potential into account
•

Porter said net worth of the entity will be considered as one of factors but its not a
net worth test

• Reg. 1.752-2(k) uncertainty for tax preparers
•
•
•

when to determine? Test could be annual test
Limitation of debt allocation to general partner of a limited
partnership
Practicality of determining “factors a third party creditor would take
into account when determining whether to grant a loan” and burden
on tax preparers to make this determination
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Allocating Recourse Liabilities -Form
▪ Regulation 1.752-2(j)(2) – irrespective of the form of the

contractual obligation, if purpose of the contractual obligation is
to create basis for other partners or disregard the liability as
recourse, it will be treated as recourse to the partner with
economic risk of loss.
› For example, a lease between a partner and a partnership that is
not on commercially reasonable terms may be tantamount to a
guarantee by the partner of the partnership liability
› Mostly unchanged from Temporary Regulations. Temporary
Regulations stated the rule was at the Commissioner’s discretion.
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Allocating Recourse Liabilities - Anti-abuse
Rules (cont)
▪ Final 2019 Regulation Anti-Abuse Rule under Reg. 1.752-2(j)(3) – debt
not considered recourse if facts and circumstances evidence a plan to
circumvent or avoid the obligation.
› Proposed regulations had this as an operative rule (not recognized as
recourse unless all factors were met). Final regulations list as factors to
examine in determining whether a plan to circumvent an obligation
exists.
› Factors indicating plan to circumvent or avoid an obligation:
1. Partner or related person is not subject to commercially reasonable
contractual restrictions that protect the likelihood of payment.
2. Partner or related person is not required to provide commercially
reasonable documentation regarding the partner’s or related person’s
financial condition.
3. The term of the payment obligation ends prior to the term of the
partnership liability, or the partner/related person has a right to
terminate its payment obligation.
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Allocating Recourse Liabilities – Anti-abuse
Rules (cont)
› Factors indicating plan to circumvent or avoid an obligation (cont):
4. There exists a plan or arrangement in which the primary obligor or
any other obligor with respect to the partnership liability directly or
indirectly holds money or other liquid assets in an amount that
exceeds the reasonably foreseeable needs of such obligor.
5. The payment obligation does not permit the creditor to promptly
pursue payment following a payment default on the partnership
liability, or other arrangement indicating a plan to delay collection.
6. In the case of guarantee or similar arrangement, the terms of the
partnership liability would be substantially the same had the partner
or related person not agreed to provide the guarantee.
7. The creditor or other party benefiting from the obligation did not
receive executed documents with respect to the payment obligation
from the partner or related person before, or within a commercially
reasonable period of time after, the creation of the obligation.
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Allocating Recourse Liabilities – Anti-abuse
Rules (cont)
1.752-2(j)(4) Example - 1.752-2(j)(4)(i)(i)

▪ In 2020, A, B, and C form a domestic limited liability company (LLC) that is classified as a
partnership for federal tax purposes. Also in 2020, LLC receives a loan from a bank. A, B, and C
do not bear the economic risk of loss with respect to that partnership liability, and, as a result,
the liability is treated as nonrecourse under §1.752-1(a)(2) in 2020. In 2022, A guarantees the
entire amount of the liability. The bank did not request the guarantee and the terms of the loan
did not change as a result of the guarantee. A did not provide any executed documents with
respect to A's guarantee to the bank. The bank also did not require any restrictions on asset
transfers by A and no such restrictions exist.
▪ Under paragraph (j)(3) of this section, A's 2022 guarantee (payment obligation) is not recognized
under paragraph (b)(3) of this section if the facts and circumstances evidence a plan to
circumvent or avoid the payment obligation. In this case, the following factors indicate a plan to
circumvent or avoid A's payment obligation: the partner is not subject to commercially
reasonable contractual restrictions that protect the likelihood of payment, such as restrictions
on transfers for inadequate consideration or equity distributions; the partner is not required to
provide (either at the time the payment obligation is made or periodically) commercially
reasonable documentation regarding the partner's or related person's financial condition to the
benefited party; in the case of a guarantee or similar arrangement, the terms of the liability are
the same as they would have been without the guarantee; and the creditor did not receive
executed documents with respect to the payment obligation from the partner or related person
at the time the obligation was created. Absent the existence of other facts or circumstances that
would weigh in favor of respecting A's guarantee, evidence of a plan to circumvent or avoid the
obligation exists and, pursuant to paragraph (j)(3)(i) of this section, A's guarantee is not
recognized under paragraph (b) of this section. As a result, LLC's liability continues to be treated
as nonrecourse.
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Allocating Recourse Liabilities – Anti-abuse
Rules (cont)
▪ Uncertainty created under anti-abuse rules of 1.752-2(j)(3):
› No weight given to factors.
› No safe harbor as to number of factors to meet .
› Many commercially reasonable guarantees would not satisfy all
7 factors.
› Top-dollar guarantees or vertical slice guarantees wouldn’t meet all
factors but meet other requirements in Regulations.
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Allocating Recourse Liabilities (cont)
▪ Final regulations clarify assumption rule in Reg. 1.752-1(d) and
the anti-abuse factors.

› Reg. 1.752-1(d) states that a liability is considered to be assumed if
partner or related person is personally obligated to pay the liability
and
› the person whom the liability is owed knows of the assumption and
› can directly enforce the partner’s or related person’s obligation for
the liability, and
› no other partner or person that is a related person to another
partner would bear the economic risk of loss for the liability under
1.752-2.
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Allocating Recourse Liabilities (cont)
▪ Payment Obligation Limited to Property
› If a partner’s (or partner’s affiliate) obligation to pay a liability is
limited to the value of certain property (i.e. property pledged to
secure a partnership nonrecourse debt or specific property the
partner is obligated to contribute), basis from that obligation is
limited to the property’s FMV at the time. Reg. 1.752-2(h)(3)
› If pledged property is an interest in the partnership itself, it is
presumed to have a zero value for these purposes.
› Does this rule support not imposing a cliff effect for guarantees?
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Allocating Recourse Liabilities (cont)
▪ Effective Date:
› Liabilities incurred or assumed and payment obligations imposed or
undertaken on or after October 9, 2019, subject to binding contract
exception
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Deficit Restoration Obligation (DRO) as
Recourse Liability
▪ Obligations to the partnership that are imposed by the

partnership agreement, including the obligation to make a capital
contribution and to restore a deficit capital account upon
liquidation of the partnership as described in Reg. 1.7041(b)(2)(ii)(b)(3) (taking into account Reg. 1.704-1(b)(2)(ii)(c)).

▪ DRO – Beware of Final Regulations – effective for all obligations
(not just new agreements).

› Final 2019 Regulation 1.704-1(b)(2)(ii)(c)(4)(A) – provide that DRO is
not respected if considered bottom dollar payment obligation or is
not legally enforceable or if facts and circumstances indicate a plan
to circumvent or avoid such obligation.
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DRO as Recourse Liability - Requirements
▪ Final 2019 Regulation 1.704-1(b)(2)(ii)(c)(4)(B) provide the

following non-exclusive factors to indicate a plan to circumvent or
avoid a DRO:
1.
2.
3.
4.

Partner is not subject to commercially reasonable provisions for
enforcement and collection of the obligation,
The partner is not required to provide commercially reasonable
documentation regarding the partner’s financial condition,
The obligation ends or could, by its terms, be terminated before
the liquidation of the partner’s interest in the partnership or
when the partner’s capital account is negative, and
The terms of the obligation are not provided to all the partners in
the partnership in a timely manner.
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DRO as Recourse Liability - Requirements
▪ Issues to consider under factors of Regulation 1.7041(b)(2)(ii)(c)(4)(B):

› No weight given to factors.
› No safe harbor as to number of factors to meet.
› Most typical DROs listed in operating agreements would not satisfy
all four of these tests.
› Will capped DROs be treated as recourse obligations?

DEBT ALLOCATIONS IN
“DISGUISED SALE
TRANSACTIONS”
THE ‘LEVERAGED DISTRIBUTION’ TECHNIQUE
ONE OF THE REAL ESTATE INDUSTRY’S FAVORITE
PLAYTHINGS
Glenn Dance
Holthouse Carlin & Van Trigt

LEVERAGED DISTRIBUTION
TECHNIQUE
• Would-be Seller of property contributes property to
a partnership that includes the would-be Buyer of
the property
• Partnership borrows against the equity in the
property and distributes proceeds to the Seller
• Seller guarantees debt
• No gain is triggered at the time of the monetization
transaction as long as the guarantee is respected
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LET THE GAMES BEGIN
• The “Cubs” Case: A New Poster Child?
• Chicago Tribune owned the Cubs, was in
bankruptcy, and decided to “sell” the Cubs
• The Ricketts family wanted to “buy” the Cubs
• Tribune contributed the Cubs to a partnership in
which the Ricketts family also held an interest
• Partnership borrowed billions of $ and distributed
proceeds to the Tribune, who guaranteed the debt
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When Does a Guarantee Not Create
Economic Risk of Loss for the
Guarantor?

• Canal case articulated one set of boundaries
• Will Cubs case articulate new boundaries?
• -guarantor was in bankruptcy
• -Tribune guarantee was a “guarantee of
collection” not a “guarantee of payment”
• Mechanics of the Economic Risk of Loss
determination
• Effect of interposing extraneous steps before
guarantee needs to be satisfied.
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Enough of This Nonsense
• IRS Loses Its Patience
• - Status of Cubs case (October 2019 tax court
trial)
• - a new regulatory standard (October 2016)
• - a new sheriff arrives in town (January 2017)
• - The Hateful Eight (July 2017)
• IRS turns tail and runs (July 2017-October 2019)

79

Is Winter Coming?
• Election 2020
• Imagine a world without DJT
• Would “46” stand up to IRS like “45” has done?
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