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RICHARD M. LIPTON, SAMUEL P. GRILLI, AND NICOLE D. RENCHEN

The 2016 Temporary Regulations, which address bottom-dollar guaran-
teesand debt allocation, are seriously flawed, and their adoption on a tem-
porarybasis appears to violate IRS authority, so challenges to their validity
are certain.

This is the second part of a two-part
article addressing the recently-issued
final, temporary, and proposed regu-
lations concerning the allocation of
partnership debt and disguised sales.
The first part of this article, which ad-
dressed the Disguised Sale Final Reg-
ulations and the 2016 Proposed Debt
Regulations, appeared in last month's
issue of the Journal. This second part
of the article will focus on the 2016
Temporary Regulations addressing
so-called bottom-dollar guarantees
(BDGs) and the allocation of debt for
disguised sale purposes. These regu-
lations, which are effective immedi-
ately, raise multiple levels of problems.

BACKGROUND
Prior to the issuance of the 2016 Tem-
porary Regulations, the regulations
concerning allocation of partnership

debt for tax purposes followed Con-
gress's basic mandate, issued in re-
sponse to the Federal Circuit's decision
in Raphan, 759 F.2d 879, 55 AFTR2d
85-1154 (CA-F.C., 1985) that debt
should be allocated by a parfiership
to the partners) who bear the eco-
nomic risk of loss (EROL) with respect
to such debt. Specifically, Reg. 1.752-2
provided that a partner's share of a
recourse partnership liability equals
the portion of the liability, if any, for
which the partner or related person
bears the EROL. A partner generally
bears the EROL for a partnership lia-
bility to the extent the partner, or a re-
lated person, would be obligated to
make a payment if the partnership's
assets were worthless and the liability
became due and payable. Subject to
an anti-abuse rule and the disre-
garded entity net value requirement
of Reg. 1.752-2(k), Reg. 1.752-2(b)(6)
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assumes that all parh~ers and related
persons will actually satisfy their pay-
ment obligations, irrespective of their
actual net worth, unless the facts and
circumstances indicate a plan to cir-
cumvent or avoid the obligation.
Thus, for purposes of allocating

partnership liabilities, Reg. 1.752-2
adopts an ultimate liability test under
a worst-case scenario. Under this test,
the regulations generally would allo-
cate an otherwise nonrecourse liabil-
ity of the partnership to a partner that
guarantees the liability even if the
lender and the partnership reasonably
anticipate that the partnership will be
able to satisfy the liability with either
partnership profits or capital.
The rules concerning debt alloca-

tion within a partnership were mir-
rored on the rules concerning whether
a debt-financed distribution by a part-
nership gave rise to a disguised sale.
Reg. 1.707-3 generally provided that a
transfer of property by a partner to a
partnership followed by a transfer of
money or other consideration from
the partnership to the partner will be
treated as a sale of property by the
partner to the parnlership if, based on
all the facts and circumstances, the
transfer of money or other consider-
ation would not have been made but
for the transfer of the property. In the
case of non-simultaneous transfers, a
subsequent transfer of money or other
consideration not dependent on the
entrepreneurial risks of the partnership
operations is treated as a sale. Not-
withstanding this general rule, the ex-
isting regulations provide several ex-
ceptions.
One such exception, in Reg. 1.707-

5(b), generally provided that a distri-
bution of money to a partner is not
taken into account for purposes of Reg.
1.707-3 to the extent the distribution is
traceable to a partnership borrowing
and the amount of the distribution
does not exceed the partner's allocable
share of the liability incurred to fund
the distribution. For purposes of ap-
plying these rules, the determination
of whether a partnership debt was to
be treated as a recourse liability to a
partner was made using the same rules
that applied under Section 752, i.e., the

debt was allocated to the partner who
bore the risk of loss if the partnership's
assets became totally worthless.

REASONS FOR CHANGE
The 2016 Temporary Regulations are
aimed at two types of transactions
that the IRS did not like and labelled
"abusive;' even though such transac-
tions were clearly appropriate under
settled partnership tax principles. First,
with respect to disguised sales, the IRS
expressed its dislike for so-called
"leveraged partnerships" in which a
partnership borrows money to make
a debt-financed distribution to its
partners. The IRS stated that the reg-
ulations were "abused through lever-
aged partnership transactions in
which the contributing parhlers or re-
latedpersons enter into payment ob-
ligations that are not commercial
solely to achieve an allocation of the
partnership liability to the partner,
with the objective of avoiding a dis-
guised sale"~ Amusingly, the IRS sup-
ported this argument by referring to
Canal Corp., 135 TC 199 (2010), in
which the Tax Court used the then-
existing anti-abuse rules to thwart an
attempt to allocate liabilities which,
arguably, lacked sufficient economic
reality. Ironically, the IRS justified its
attack on its existing regulations by
pointing to a case concluding that the
regulations worked!
The IRS recognized in the pream-

ble to the 2016 Temporary Regula-
tions that its approach to liabilities for
purposes of the disguised sale rules,
which is discussed in more detail be-
low, lacked any direct support in the
Code and appeared to be contrary to
the statutory rules found in Section
752. To address these concerns, the
IRS contends that Congress had fo-
cused solely on Section 752 when it
passed legislation requiring debt to be
allocated to a partner who bears the
EROL with respect to that debt. The
IRS attempts to create this distinction
in order to justify providing different
rules for allocating liabilities within
other sections of subchapter K. In
other words, even though Congress
had enacted specific legislation con-

cerning debt allocation for partner-
ships, the drafters of the 2016 Tempo-
rary Regulations somehow convinced
themselves that such rules were in-
applicable to another provision of the
Code which was enacted after Con-
gress had laid out the framework for
the manner in which liabilities are to
be allocated. This contravenes the ex-
pected-meaning canon regarding re-
lated statutes. "Statutes in pari ma-
teria are to be interpreted together, as
though they were one law... Hence
laws dealing with the same subject-
being in part materia (translated as "in
a like matter")—should if possible be
interpreted harmoniously"z The
Supreme Court has made it clear: "We
generally presume that Congress is
knowledgeable about existing law
pertinent to the legislation it enacts"3
The rules concerning debt alloca-

tion vis-a-vis potential disguised sales
in the 2016 Temporary Regulations,
and especially the rules concerning
BDGs, directly flout Congress's man-
date. Specifically, the IRS stated in the
Preamble to the 2016 Temporary Reg-
ulations that it remained concerned
that parfiers and persons related to
partners were able to enter into pay-
ment obligations that are not com-
mercial solely to achieve an allocation
of a partnership liability. The IRS rec-
ognized in its discussion of the allo-
cation of liabilities for disguised sale
purposes that Congress had man-
dated that liabilities must be allocated
to the partner who bears the EROL,
but the IRS concluded in the 2016
Temporary Regulations that with re-
spect to certain guarantees, the poten-
tial EROL to a partner should be dis-
regarded, even if the liability incurred
by the partner was real.

TIC 2016 TEMPORARY
REGULATIONS
The 2016 Temporary Regulations sig-
nificantly alter rules on allocation of
partnership liabilities under Section

~ TD 9788.10/5/16.

2 Scalia and Garner, Reading Law. Thelnte~pretationof
Legal Texts (West, 2012) , p. 252.

3 Goodyear Atomic Corp. v Miller, 486 U.S. 174.184-185
(1988) (per Marshall, J.).
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752 and on disguised sales of property
to or by a partnership under Section
707. Together, these rules function to
defer taxation when monetizing assets
using a partnership. The 2016 Tempo-
rary Regulations, however, have a
substantial impact on bottom-dollar
guarantees and partnership debt allo-
cations and do so in a flawed manner.

Bottom Dollar Guarantees

As noted above, under the prior reg-
ulations, debt had to be allocated to
a partner who bore the EROL with
respect to a liability, assuming that all
of the assets of a partnership were
worthless. The 2016 Temporary Reg-
ulations essentially turn this rule up-
side down, and provide that a pay-
ment obligation with respect to a
liability is not recognized under the
new rules for BDGs. This rule is a
sweeping one, because all payment
obligations are treated as BDGs unless
the obligation satisfies one of three re-
quirements.

Specifically, Temp. Reg. 1.752-
2T(b)(3)(ii)(a) provides that a bottom
dollar payment obligation is not rec-
ognized as a payment obligation for
purposes of determining whether a
partner has the EROL with respect to
a partnership liability. Under Temp.
Reg. 1.752-2T(b)(3)(ii)(C)(1), a bottom
dollar payment obligation is every
payment obligation except:
1. A payment obligation in which the

partner or a related person is or
would be liable up to the full a-
mount of such partner's or related
person's payment obligation if, and
to the extent that, ant amount of
the partnership liability is not oth-
erwise satisfied.

2. A payment obligation in which the
partner or related person is or
would be liable up to the full a-
mount of such partner's or related
person's payment obligation if and
to the extent that arty amount of the
indemnitee's or benefit partner's
obligation is satisfied.

In other words, a parhzer's or re-
lated person's liability is recognized
for purposes of Section 752 only if the
partner or related person would be
required to pay every dollar lost by
the lender, subject to the two excep-
tions below.
The first exception to this general

rule is contained in Temp. Reg. 1.752-
2T(b)(3)(ii)(B), which creates a de min-
imis exception (the "90% Exception').
Under this exception, if a partner has
a non-bottom dollar payment obli-
gation to a lender except for an in-
demniiy, reimbursement agreement,
or similar agreement, the obligation is
not treated as a bottom dollar pay-
ment obligation if the partner or re-
lated person is liable for at least 90%
of the partner's initial payment obli-
gation. Thus, a lender could agree that
a partner is required to pay only 90%
of the amount otherwise due and not
cause a shift of the liability.

Second, the 2016 Temporary Reg-
ulations permit a partner to guarantee
a "vertical slice° of a liability. Specifi-
cally, under Temp. Reg. 1.752-
2T(b)(3)(ii)(C)(2), apayment obligation
is not a bottom dollar payment obli-
gation merely because a maximum
amount is placed on the partner's or
related person's payment obligation, a
partner's or related person's payment
obligation is stated as a fixed percent-
age of every dollar of the partnership
liability to which such payment obli-
gation relates, or there is a right of pro-
portionate contribution running be-
iween partners or related persons who
are co-obligors with respect to a pay-
ment obligation for which each of
them is jointly and severally liable.

For example, assume that partner-
ship ABCD borrows $1 million, and
parhler A wants to be certain that A
is allocated 50% of the liability, even
though A is only a 25%partner in the
partnership. If A were to provide a
guarantee of 50% of any loss incurred
by the lender, this would be a "vertical
slice" which is recognized under these

RICHARD M. LIPTON is a partner in the Chicago office of the law firm of Baker &McKenzie LLP, and is
a past chair of the ABA Tax Section. He is a regular contributor to THE JouaNn~ as well as co-editor of
the Shop Talk column. SAMUEL P. GRILLI and NICOLE D. RENCHEN are associates in the Chicago
office of Baker &McKenzie and have previously written for THE JouRNA~. CopyrightO 2017 Richard M.
Lipton, Samuel P. Grilli, and Nicole D. Renchen

rules, provided that it applies to the
first dollar lost by the lender (subject
to the de minimis rule mentioned
above). A would be on the hook for
half of that first dollar lost. Alterna-
tively, Acould provide a full 100%
guarantee, which is limited to $500,000.
This would also not be a bottom dol-
lar payment obligation, but it would
expose A to all of the risk of loss on
the first dollars lost by the lender. It is
not entirely clear, but it does appear
that A could provide both a guarantee
of 50% of the liability and limit the to-
tal guarantee to $300,000. Although
this would not be a complete "vertical
slice" of the entire liabilit}, A still bears
EROL that appears to be recognized
under these rules.
An example provided in the 2016

Temporary Regulations illustrates the
basic premises of these rules:

Example 10. Guarantee of first and last
dollars. (i) A, B, and C are equal members
of a limited liability company, ABC, that
is treated as a parn~ership for federal tax
purposes. 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 the Bank otherwise re-
covers less than $200. Both A and B waive
their rights of contribution against each
other.

(ii) Because A is obligated to pay up to
$300 if, and to the extent that, any
amount of the $1,000 partnership liability
is not recovered by Bank, As guarantee
is not a bottom dollar payment obligation
under paragraph (b)(3)(ii)(C) of this sec-
tion. Therefore, A's payment obligation is
recognized under paragraph (b)(3) of this
section. The amount of A's economic risk
of loss under § 1.752-2(b)(1) is $300.
(iii) 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 partnership liability, B's
guarantee is a bottom dollar payment ob-
ligation under paragraph (b)(3)(ii)(C) of
this section and, therefore, is not recog-
nized under paragraph (b)(3)(ii)(A) of this
section. Accordingly, B bears no eco-
nomic risk of loss under § 1.752- 2(b)(1)
for ABC's liability.

(iv) In sum, $300 of ABC's IiaUility is al-
located to A under § 1.752-2(a), and the
remaining $7001iability is allocated to A,
B, and C under § 1.752-3.

A special rule is provided in the
2016 Temporary Regulations with re-
spect to indemnities and reimburse-
ment obligations in Temp. Reg. 1.752-
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2T(b)(3)(iii). Under this rule, an in-
demnity, reimbursement agreement or
similar arrangement will be recog-
nized only if, before taking into ac-
count the indemnity, reimbursement
agreement, or similar arrangement, the
indemnitee's or other benefited party's
payment obligation is recognized and
not treated as a bottom dollar pay-
ment obligation. This limitation is also
illustrated with a simple example:

Example 11. Indemnification of guaran-
tees. (i) The facts are the same as in Ex-
ample 10, 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 f~~lly with respect
to its guarantee.

(ii) The determination of whether C's in-
demnity is recognized under paragraph
(b)(3) of this secfion is made without re-
gard to whether Cs indemnity itself causes
A's guarantee not to be recognized. Be-
cause A's obligation would be recognized
but for the effect of C's indemnity and C
is obligated to pay A up to the frill amount
of C's indemnity if A pays any amount
on its guarantee of ABC's liability, C's in-
demnity of A's guarantee is not a bottom
dollar payment obligation under para-
graph (b)(3)(ii)(C) of this section and,
therefore, is recognized under paragraph
(b)(3) of this section. The amount of C's
economic risk of loss wider § 1.752-2(b)(1)
for its indemnity of As guarantee is $100.

(iii) Because Cs indemnity is recognized
under paragraph (b)(3) of fliis section, A
is treated as liable for $200 only to the
extent any amounT beyond $100 of the
parhlership liability is not satisfied. Thus,
A is not liable if, and to the extent, any
amount of the parhlership liability is not
otherwise satisfied, and the exception in
paragraph (b)(3)(ii)(B) of this section does
not apply. As a result, A's guarantee is a
bottom dollar payment obligation under
paragraph (b)(3)(ii)(C) of this section and
is not recognized under paragraph
(b)(3)(ii)(A) of this section. Therefore, A
bears no economic risk of loss under
§ 1.752-2(b)(1) for ABC's liability.

(iv) Because B's obligation is not recog-
nized under paragraph (b)(3)(ii) of fllis
section independent of C's indemnity of
B's guarantee, Cs indemnity is not rec-
ognized under paragraph (b)(3)(iii) of this
section. Therefore, C bears no economic
risk of loss under § 1.752-2(b)(1) for its
indemnity of B's guarantee.

(v) In sum, $100 of ABC's liability is allo-
I Gated to C under § 1.752-2(a) and the re-

maining $9001iability is allocated to A, B,
j and C under § 1.752-3.

The above example illustrates how
the construct of these rules can easily
result in an illogical outcome. In Ex-
ample 10, A's $300 of EROL is recog

P ARTNERSHIPS, S CORPORATIONS. & LLCs

nized, but it is campletely ignored un-
der these rules in Example 11 as a re-
sult ofanother partner taking the first
$100 of A's risk. You would have
thought that the result is that A and
C would split the $300 top dollar
EROL, $200 allocated to A and $100
allocated to C. However, even though
two partners in the aggregate make a
$300 top dollar guarantee, which
would be respected if made by one
partner, this example concludes that
$200 of such EROL is instead com-
pletely ignored for debt allocation
purposes. This is the wrong result!
The IRS recognized that the broad

definition of a bottom dollar payment
obligation would make it easy (indeed,
simple) for a partnership to cause a li-
ability to be treated as nonrecourse for

its obligations under the loan or a
portion thereof; and

3. Either (i) one of the principal pur-
poses of using the contractual ob-
ligation is to attempt to permit
partners (other than those directly
or indirectly liable for the obliga-
tion) to include a portion of the
loan in the basis of their partner-
ship interests or (ii) another partner
or person related to another part-
ner enters into a payment obliga-
tion and a principal purpose of the
arrangement is to cause the pay-
ment obligation to be disregarded
under the bottom dollar payment
obligation rules.
Thus, as long as the IRS concludes

that a principal purpose of the struc-
ture of the obligation was to cause a

The 2016 Temporary Regulations are
aimed at two types of transactions
that the IRS did not like and labelled
"abusive," even though such
transactions were clearly
appropriate under settled
partnership tax principles.

tax purposes in situations in which a
partner or related person bore real
EROL. To address this possibility, the
IRS included in the 2016 Temporary
Regulations a "heads we win, tails you
lose' anti-abuse rule under which the
IRS can disregard its own rules on
bottom dollar payment obligations
and treat a partner as bearing EROL
for a loan. Specifically, under Temp.
Reg. 1.752-2T(j)(2)(i), irrespective of the
form of a contractual obligation, the
IRS (but not the taxpayer) may treat a
partner as bearing the EROL with re-
spect to a partnership liability, or a
portion thereof, to the extent that:
1. The partner or a related person
undertakes one or more contrac-
tual obligations so that the part-
nership may obtain or retain a
loan;

2. The contractual obligations of the
partner or related person signifi-
cantly reduce the risk to the lender
that'the partnership will not satisfy

shifting of the liability for tax pur-
poses, the IRS may choose to disre-
gard the new rules that treat the obli-
gation as nonrecourse and recast the
obligation as recourse (as it would
have been treated under the old rules).
Moreover, the IRS wanted to make

certain that partners could not some-
how shift economic responsibility for
a debt in a manner that did not in-
volve adebt instrument. Therefore, for
purposes of applying Temp. Reg.
1.752-2T(j)(2), parhzers are considered

to bear the EROL for a liability in ac-

cordance with their relative economic

burdens for the liability pursuant to

contractual obligations. For example,

a lease between a partner and a part-

nership that is not on commercially

reasonable terms may be tantamount

to a guarantee by the partner of the

partnership liability. Thus, to deter-

mine how debt is allocated, the IRS

can look not only at debt instruments,

but to airy other arrangement be-
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tween the partners to reach a condu-
sion to reallocate debt in a manner
that is not otherwise prescribed by the
applicable regulations.
Also, what is in essence an anti-

abuse rule is baked into the definition
of a bottom dollar payment obliga-
tion. An arrangement using tiered
partnerships, intermediaries, tranches
of liabilities, or similar arrangements
to convert a single liability into mul-
tiple liabilities pursuant to a plan with
a principal purpose of avoiding the
bottom dollar payment obligation
non-recognition rule for a liability or
payment obligation is still treated as
within the scope of the definition 4
The IRS is seemingly concerned

(justifiably so!) that it does not under-
stand the broad impact of its hastily
issued regulations. Such concern is
one of the main reasons why the APA
mandates notice and comment pro-
cedures for new regulations. The anti-
abuse rules are the IRS's attempt to
limit this risk and ensure that the rules
are not causing unintended conse-
quences (presumably to the fisc; the
detrimental consequences to the in-
tegrity of the tax system have already
had permanent effect), which the IRS
may not have fully thought through.
The IRS will sort through the pieces
later, and apply this murky and vague
regime ex-post facto to any arrange-
ment it does not like.
As part of this "we will figure out

the particulars later approach" under
Temp. Reg. 1.752-2T(b)(3)(ii)(D), a part-

nership must disclose to the IRS any
bottom dollar payment obligation, in-
cluding any bottom dollar payment
obligation that is not treated as such
under the 90% Exception discussed
above, on a Form 8275. A more de-
tailed explanation is required in any
situation in which the 90% Exception
applies. Thus, there will be a reporting
burden imposed on every partnership
in which a parfier is not obligated to
bear all, or a vertical slice, of any part-
nership obligation. This burden will
apply for the tax year in which the
bottom dollar payment obligation is
entered into or modified, and, presum-

4 Temp. Reg. 1.752-2T(b)(3)(iiXCHll

ably, will include the first year to
which the 2016 Temporary Regula-
tions apply. In short, the IRS has set
forth an uncertain set of rules regard-
ing debt allocation, given themselves
broad power to attack what they ar-
bitrarily do not think is the "right" an-
swer, and then required taxpayers to
tell the IRS everything they have done!

Disguised Sales
The 2016 Temporary Regulations also
campletely change the treatment of
debt instruments for purposes of de-
termining whether a partner received
consideration that results in a dis-
guised sale due to the use of leverage.
As noted above, under prior law, the
regulations under Section 707 incor-
porated the principles of Section 752
to determine whether debt should be
allocated to a partner, and a partner
who transferred property to a part-
nership was allowed to receive a dis-
tribution up to such partner's share
of the debt allocated to that parMer.
Note, however, that previously, Reg.
1.707-5(a) specifically provided that a
partner's allocable share of a partner-
ship nonrecourse liability for pur-
poses of the partnership disguised sale
rules is determined by solely applying
the allocation rules applicable to ex-
cess nonrecourse liabilities under Reg,
1.752-3(a)(3). The allocation of part-

nership nonrecourse liabilities under
Regs 1.752-3(a)(1) and (2) was disre-

garded for this purpose. This ap-
proach was wholly consistent with
the legislative history of Section 707,
which indicated that the disguised sale
rules were not intended to limit a
partner's ability to borrow money
through a parhzership.
The 2016 Temporary Regulations

take a different approach based pri-
marily on one comment received
from the New York State Bar Associ-
ation in response to the 2014 Dis-
guised Sale Proposed Regulations.
Under the original version of the 2016
Temporary Regulations, for purposes
of determining the tax consequences
of a distribution received by a person
who contributed property to a part-
nership under Reg. 1.707-5, a partner's
share of a partnership liability

(whether such obligation is recourse
or nonrecourse) is determined by
treating the obligation as a nonre-
course liability, and allocating to the
partner only such partner's share of
the liability that relates to the partner's
share of parfiership profits. Yet, the

The IRS is
seemingly
concerned
(1~ustifiably so!)
that it does note
understand
the broad
impact of its
hastily issued
regulations.

i

amount of a liability that can be allo-
cated to a parhler is reduced by any
amount of the liability for which an-
other parinerbears EROL for such li-
ability.
The 2016 Temporary Regulations

contain an example that illustrates
how this rule works:

sample 2. Partnership's assumption of
recourse liability encumbering transferred
ro er . (i) C transfers property Y to a
partnership in which C has a 50 percent
interest. At the time of its transfer to the
partnership, property Y has a fair market
value of $10,000,000 and is subject to an
$8,000,000 liability that C incurred and
guaranteed, immediately before transfer-
ringproperty Y to the parnzership, in or-
der to finance other expenditures. Upon
the transfer of property Y to the partner-
ship, the parn~ership assumed the liability
encumUering that property. Under sec-
tion 752 and the regulations thereunder,
immediately after the parUlership's as-
sumption of the liability encumbering
property Y, the liability is a recourse lia-
bility of the parh~ership and C's share of
ghat liability is ga,000,000.
(ii) Under the facts of this example, the
liability encumbering property Y is not a
qualified liability. Accordingly, the part-
nership's assumption of the liability re-
sults in a transfer of consideration to C
in connection with C's transfer of prop-
erty Y to the partrzership. Notwithstand-
ing C's share of the liability for section
752 purposes, for disguised sale purposes,
C's share of the liability immediately after
die partnership's assumption is $4,000,000
(50 percent of $8,000,000) under para-
graph (a)(2) of this section (which deter-
mines apartner's share of a liability using
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the percentage under § 1.752-3(a)(3)).
Therefore, the amount of consideration
to C is $4,000,000 (the excess of the lia-
bility ass~uned by the partnership
($8,000,000) over C's share of the IiaUility
for purposes of § 1.707-5(a) immediately
after the assumption ($4,000,000)). See
§ 1.707-5(a)(ll and paragraph (a)(2) of this
section.

As noted, this aspect of the original
version of the 2016 Temporary Reg-
ulations, which will become effective
within 90 days of promulgation, was
adopted without any notice and com-
ment—it was a suggestion from a
commentator within the New York
State Bar Association that, itself, was
not subject to review. Example 2 il-
lustrates how this commentators sug-
gestion results in the wrong answer;
there was no sale in economic sub-
stance, but this rule causes C to have
a taxable recognition event.

Even more so, the fundamental flaw
in this rule is illustrated with a simple
example. Assume that Cliff, David, and
Marc each contribute a property with
a FMV of $100 and a tax basis of $0 to
a partnership, and each becomes an
equal 1/3 partner in the CDM part-
nership. CDMthen borrows $180 and
distributes the debt proceeds pro rata
to all three partners. So far, there is no
issue, because Cliff; David, and Marc
would each be allocated one-third of
the non-recourse debt and receive
one-third of the debt proceeds.
However, what if the lender insists

that each of the partners in CDM
guarantee their pro rata share of the
debt? Cliff; David, and Marc each has
EROL for $60 of the debt. It appears
that as a result of the proviso at the
end of the original version of Temp.
Reg. 1.707-5T(a)(2)(i) ("without includ-
ing in such partner's share any
amount of the liability for which an-
otherpartner bears the economic risk
of loss for the partnership liability"),
$120 of the debt is not included in
each partner's share, because, with re-
spect to each partner, $120 of the eco-
nomic risk of loss for the debt is borne
by another parfier. Only $60 of the
$180 partnership liability is not ex-
cluded under the aforesaid plain lan-
guage of this proviso with respect to
each partner. However, this $60 piece

of the debt is allocated in proportion
to each parfier's interest in partner-
ship profits, a third to each partner,
under Temp. Reg. 1.707-5T(a)(2)(i).

In other words, with respect to Cliff,
it appears that $120 of the debt is not
eligible to be included in Cliffs basis
because David and Marc each bear
$60 of the economic risk of loss for the
debt (even though the guaranteed
pieces are not taken into account for
David and Marc for disguised sale
purposes). With respect to Cliff; the
debt is now treated as a nonrecourse
liability of $60 and a debt that is re-
course to the other partners in the
amount of $120. Cliff is allocated, for
purpose of applying Temp. Reg.
§ 1.707-5T, only $20 of the remaining
$60 of the debt. This would mean that
only $20 of the $180 debt is allocated
to Cliff: Accordingly, it appears that if
Cliff receives the same $60 debt-fi-
nanced cash distribution from CDM
as in the initial part of this example,
the $40 in excess of the debt allocated
to Cliff is considered a taxable distri-
bution to Cliff. This distribution con-
sists of $20 for which Cliff bears the
EROL and $40 for which David and
Marc bear the EROL. The same result
appears to follow for David and Marc.
Since only $20 of the debt is allocated
to each partner, for a total of $60, un-
der the plain language of the original
version of Temp. Reg. 1.707-5T(a)(2)(i),
it appears that $120 of the partnership
liability disappears and is not allocated
to any of the partners. That notion is
very difficult to reconcile with estab-
lished partnership taxation principles.
Debt should be allocated to a partner,
not ignored entirely.
Even though Cliff is liable for $60

of the debt, at most he could receive a
distribution of $20 without triggering
a disguised sale because $40 of the
debt is allocated to other partners and
$120 of the debt is ignored. It appears
that a $60 nontaxable distribution to
each of Cliff, David, and Marc was
rendered a $40 taxable distribution to
each because each partner guaranteed
a pro rata portion of the $180 part-
nership liability. This is obviously a
nonsensical result. This result conflicts
with every fundamental concept of

partnership taxation and evidences a
serious flaw in the original version of
the regulation. It runs directly contrary
to Congress's stated intention that a
partner should be able to receive, on
a tax-free basis, the partner s share of
a borrowing through the parh~ership.

In an attempt to address the defi-
ciencies inherent in the premise of the
original version of Temp. Reg. 1.707-
5T(a)(2)(i), the IRS and Treasury "dou-
bled down" and issued a corrective
amendment on 11/17/16 (the 'At-
tempted Correction'), which did not
solve the problem. The provision at
issue now provides:

For purposes of § 1.707-5, a partner's
share of a liability of a partnership, as de-
fined in § 1.752-1(a) (whether a recourse
liability or a nonrecourse liability) is de-
termined by applying the same percent-
ageused to determine the parh~er's share
of the excess nonrecourse liability under
Reg. § 1.752-3(a)(3) (as limited in its ap-
plication to this paragraph(a)(2)), but such
share shall not exceed the partner's share
of the partnership liability under section
752 and applicable regulafions (as limited
in the application of § 1.752-3(a)(3) to this
paragraph (a)(2)).

The Attempted Correction replaces
the originally drafted language with
a disorienting reference to Section
752. This reference is confusing be-
cause the conceptual framework as-
serted by the IRS for the new tempo-
rary regulation was that partnership
debt allocation under Section 707 for
purposes of disguised sales should be
separate and distinct from partner-
ship debt allocation under Section
752 for other purposes. With the in-
clusion of this reference to partner-
ship debt allocation under Section
752, it is unclear the extent to which
the rules under Section 752 are rele-
vantand required to be incorporated
relative to disguised sales. The paren-
thetical limitation in the Attempted
Correction is subject to multiple in-
consistent interpretations, two of
which are as follows:
1. A partner's share of the debt

should be determined under Sec-
tion 752 and Regs. 1.752-2 and -3,
except that profit shares should be
used with respect to the so-called
third tiers, Reg. 1.752-3(a)(3) (which
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means that Regs. 1.752-3(a)(1) and
(a)(2) are relevant); or

2. A partner's share of the debt
should be determined under Sec-
tion 752 and Regs. 1.752-2 and -3,
except that profit shares should be
used to allocate all portions of any
nonrecourse debt (and thus Regs.
1.752-3(a)(1) and (a)(2) are not rel-
evant). The conflicting interpreta-
tions of the Attempted Correction
results solely from the reference to
Reg. 1.752-3(a)(3) in the second
parenthetical.
The Attempted Correction is just

that, an endeavor that fails to correct
one of the fundamental flaws in the
original draft of the temporary regu-
lations. Using the example above
with Cliff; David, and Marc, assume
all three each contribute property
with a basis of zero and a fair market
value of $100, each subject to npre-existing
nonclual fied $GO liability that each parh~er
had personally guaranteed yrior to contri-
bution, to CDM parhlership fora one-
third interest in the partnership.
Temp. Reg. 1.707-5T(a)(2)(i) appears
to operate on aliability-by-liability
basis ("For purposes of § 1.707-5, a
parfier's share of a liability of a part-
nership..."). Here, as a result of the
Attempted Correction, C1ifPs share of
both $60 partnership liabilities with
respect to properties contributed by
David and Marc is capped at zero.
Remember, under Section 752, no
portion of the debts guaranteed by
David and Marc are allocated to Cliff
despite the disregard of personal
guarantees by David and Marc for
disguised sale purposes. Thus, only
$20 of the $60 debt with respect to
the property contributed by Cliff and
only $20 of CDM partnership's total
$180 aggregate debt is allocated to
him. Cliff is deemed to receive $40 in
disguised sale proceeds under the At-
tempted Correction. The same result
follows for David and Marc.

Unfortunately, under the At-
tempted Correction, David's and
Mares guarantees increase the
amount of the distribution treated as

a disguised sale to Cliff. Initially, what

started as a $60 noritnxable distribution

to each of Cliff, David, and Marc was
transformed into $40 of taxable dis-
guised sale proceeds to each of Cliff,
David, and Marc because each per-
sonally guaranteed a separate $60 li-
ability—a result which defies all logic
and could not have been intended by
Congress. Such a result under Temp.
Reg. 1.707-5T(a)(2)(i), as revised by the
Attempted Correction, completely
contravenes Section 707(a)(2)(B) and
effectively nullifies Section 721(x) be-
cause afact pattern that should not
be treated as a sale of property (pro
rata contributions of appreciated pro-
perty to a partnership subject to pro
rata guaranteed liabilities) is trans-
formed into a taxable transaction.
These simple examples illustrate

what can happen when regulations
do not go through full notice and
comment. The IRS and Treasury is-
sued temporary regulations (in a non-
emergencysituation) based primarily
on one comment from the New York
State Bar Association that entirely
confuses the premise underlying Sec-
tion 707. Temporary regulations were
not appropriate with respect to this
issue and the need for ferry-rigged
"corrections' drives this point home.
By following the appropriate notice
and comment period as required un-
der the APA, the obvious flaws in the
proposed rules could have been high-
lightedand addressed. The regulations
concerning the allocation of liabilities
for disguised sale purposes (Reg.
§ 1.707-5) have been in place for
decades. The transactions of concern
to the IRS have also been around for
decades and have been reviewed by
the IRS national office on multiple oc-
casions.

5 5 U.S.C. section 553(b)(3)(B). Temporary Regulations without subjecting them to

6 See Hickman. "Coloring Outside the Lines: Examin- notice and comment procedures. This is a practice

ing Treasurys (Lack of) Compliance with Adminis- that the Treasury apparently employs regularly....

trative Procedure Act Rulemaking Requirements,' That the government allowed for notice and com-

82 Notre Dame L. Rev. 1727 (2007), pp.1738-39; see ment after the final Regulations were enacted is not

also Burks, 633 Fad 347,107 AFTR2d 2011-824, 360 an acceptable substitute for pre-promulgation notice
n.9 (CA-5, 2011) ("Here, the government issued the and comment').

There was no "abuse" vis-a-vis

these transactions that had not been

addressed by the courts. The law re-

quires that Treasury and the IRS show

good cause for dispensing with notice

and comment rulemaking and issuing

force-of-law regulations in temporary
forms Section 7805(e) does not pro-

vide independent authority to issue
temporary regulations. Instead, it
merely harmonizes the rulemaking
provisions in the Code with those in
the APA, and imposes an additional
requirement on the I RS to sunset tem-
porary regulations after three years 6
The IRS took a proposal from the
New York State Bar Association,
which was never discussed with any-
one other than that bar association,
and turned it into a force-of-law tem-
porary regulation. This is a troubling
practice, particularly when that regu-
lation is so deeply flawed. The proper
course of action here is for the IRS to
withdraw the temporary regulation
and issue corrected proposed regula-
tions for notice and comment.

Effective Date and'lYansitlon Rules.
The portion of the 2016 Temporary
Regulations related to the allocation
of debt for purposes of Section 707
apply to any transfer that occurs 90
days after 10/5/16, i.e., for all transfers
on or after 1/3/17.
The new rules concerning bottom

dollar payment obligations bear an
immediate effective date, i.e., they ap-
ply to all liabilities incurred or as-
sumed by a partnership on or after
10/5/16, other than liabilities incurred
or assumed by a partnership and
payment obligations imposed or un-
dertaken pursuant to a written bind-
ingcontract in effect prior to that date.
Nonetheless, if a partner ("Transition
Parfier") in a partnership ("Transition
Partnership") was allocated a portion
of a liability prior to 10/5/16, the
Transition Partner may elect to con-
tinue to apply the prior rules to the
extent of the amount of the liability
that exceeds the Transition Partner's
adjusted basis in its partnership inter-
est inthe Transition Partnership as of
that date. Thus, a Transition Partner
is not required to recapture its nega-
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tive capital account with respect to
any liability existing as of 10/5/16 (a
"Grandfathered Amount"), for as long
as such liability remains in place.
This special rule for pre-existing li-

abilities of Transition ParMers, how-
ever, ceases to apply if the direct or

year transition period espoused in fine
new rules concerning bottom dollar
payment obligations and Reg. 1.704-
2(~(3) related to parhzership minimum
gain. Reg. 1.704-2(g)(3) references Reg.
1.704-1(b)(2)(iii)(c) in testing whether
there is a deficit in a partner's capital

minimum gain so what use is the
seven-year transition period?
Moreover, this transition relief is

significantly limited in a number of
ways. The Grandfathered Amount
does not apply to the entire liability,but includes only the share of liabili-

Liability allocation is one of the fundamental pillars ofsubchapter K, together with the rules concerning allocationof income and the tax treatment of contributions anddistributions. The 2016 Temporar~r Regulations muddle andunsettle partnership taxation at its core.
indirect ownership of the Transition
Partner in the Transition Partnership
changes by 50% or more. A Transition
Partnership may continue to apply
prior law with respect to a Transition
Partner for payment obligations to the
extent of the Transition Partner's ad-
justed Grandfathered Amount for a
seven-year period. The foregoing
transition rule applies only as long as
debt—that existed prior to 10/5/16—
remains in place and is not modified.
In light of the fact that most debt in-
strumentshave alimited term and are
often modified, the transition rules
may not provide the protection that
taxpayers would expect once the
complicated grandfathering gob-
bledygook is actually applied to the
taxpayer's particular facts.

In addition, a Transition Partner s
Grandfathered Amount is reduced
(but not below zero and never in-
creased), upon the sale of any prop-
erty by the Transition Partnership, by
an amount equal to the excess of any
gain allocated to the Transition Part-

i ner (including amounts allocated un-
der Section 704(c)) over the product
of the total amount realized by the
Transition Partner from the properly
sale and multiplied by the Transition

~ Partner's percentage interest in the
partnership, and an amount equal to

I any decrease in the Transition Part-
ner's share of liabilities to which these
regulations (other than the prior
clause) applies.
The Attempted Correction also does

not address the overlap and potential
areas of conflict between the seven-

account and the latter regulation re-
quires the use of book value of the
property if the property is reflected on
the partnership's books using its book
basis and abook-tax difference exists.
Without overly complicating the dis-
cussion, if there is a decrease, but not
below the amount of nonrecourse
debt, in a partner's capital account (i.e.,
a "book down') due to a decrease in
the book value of the property, the
partner's basis in the property should
be equal to the amount of the debt and
no minimum gain chargeback would
occur for Reg. 1.704-2 purposes. Under
Reg. 1.752-3(a), the partner is subject
to Section 752 "Tier 2" allocations and
the seven-year transition rule would
be unnecessary as the book basis
should be sufficient to support any
deficit in the partner's tax capital ac-
count. Accordingly, when Reg. 1.704-
3(g) is applicable, Reg. 1.752-3(a)(1) is
also applicable. The former regulation
creates minimum gain for any defi-
ciency in a partner's capital account
due to the transformation of the debt
from recourse to nonrecourse, which,
ultimately, creates outside basis under
Reg. 1.752-3(a)(1). Consequently, no is-
sueexists when the debt is transformed
from recourse to nonrecourse; how-
ever, this begs the question as to how
the seven-year transition rule should
be applied. Said another way, Reg.
1.704-2(g) creates minimum gain
which increases a partner's capital ac-
count to reflect the same result as if
nonrecourse debt deductions had al-
ways existed. The gain is now deferred
because the partner has its share of

ties in excess of adjusted basis. The re-
liefdoes not apply to all partners of a
Transition Partnership, but only to
Transition Partners. Any modification
of existing debtor refinancing creates
a significant risk of the loss of grand-
fathered status, as does ownership
changes of Transition Partners. Lastly,
seven years is a tight time-frame for
addressing these arrangements. Prac-
tically, the authors expect that taxpay-
ers will come to find the transition
rules to be overly limiting of their fu-
ture ability to act, even within the
seven-year grandfather period. Even
worse, some taxpayers will be sur-
prised to find that they inadvertently
triggered recognition of gain!

DISCUSSION
The 2016 Temporary Regulations are
flawed on numerous levels and they
run directly contrary to Congress's
stated intent in Sections 752 and 707.
The rules can lead to results that are
difficult to justify, and most impor-
tantly, they display what can happen
when an administrative agency effec-
tively ignores the comments that it re-
ceives in response to proposed regu-
lations. Moreover, the IRS utterly failed
to provide any valid reason why the
2016 Temporary Regulations were
adopted on a temporary basis, except
to refer to its determinarion that the
pre-existing regulations, which had
been in existence for decades, did not
produce the "right" result in certain sit-
uations. The adoption of these regu-
lations on a temporary basis appears
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to be a clear violation of the IRS's au-

thority under the APA and challenges

to their validity are inevitable.

Turning first to the aspect of the

2016 Temporary Regulations concern-

ingthe allocation of debt for purposes

of applying the disguised sale rules,

one of the flaws in these rules was il-
lustrated above, i.e., a guarantee of any

portion of the debt by another partner

can lead to absurd results. Moreover,

the rule is completely contrary to the

fundamental premise underlying the

new regulations on bottom dollar

payment obligations that a partner

should be allocated the portion of any

debt instrument for which the partner

bears economic responsibility.

For example, assume that Terry

and Jane form the TJ partnership, to

which each contributes appreciated

property worth $1 million. A poten-

tial lender is willing to make a loan

to TJ of $1.5 million, but the loan will

be based solely on Terry's credit rat-
ing—Tane's credit rating is abys-

mal. This is the "classic' situation in

which the 2016 Temporary Regula-

tions require the entire loan to be al-

located to Terry—as it should under

the legislative history to Section 752.

So the loan is made, and, because

Terry had guaranteed the loan, the

entire debt proceeds are distributed

to him under Section 752. Yet, despite

that Terry was the sole partner to

guarantee the loan, and that there

would have been no loan without

Terry's guarantee, the loan is allo-

cated $750,000 to each partner for

purposes of applying Section 707, so

that Terry is deemed to receive

$750,000 in excess of his share of the

debt of the partnership—even if the

entire loan was allocated to Terry for

purposes of Section 752!

The foregoing result is completely

inconsistent with all aspects of the

theory that underlies partnership tax-

ation and runs contrary to all of the

rules adopted by Congress, but it is
mandated by the 2016 Temporary

Regulations. Moreover, this result ap-
pears to directly repudiate the concern

that the IRS enunciated about bottom
dollar payment obligations not re-
flecting economic reality, because here
a payment obligation that unques-
tionably reflects economic reality is
simply being ignored.
What makes this treatment even

more inappropriate is that Terry and
Jane could easily avoid this result
without substantially altering the eco-
nomics. Terry is liable on the debt,
and the loan was made solely based
on Terry's credit rating. So, instead of
distributing the $1.5 million to Terry,
the TJ partnership could lend that
amount to him, and then allocate all
of the interest Terry pays on that loan
back to him. The economic result is
exactly the same as a distribution of
the loan proceeds to Terry, except
now there would be no disguised sale
treatment to Terry. In other words,
economically-identical transactions
can lead to different results, thereby
illustrating that this aspect of the 2016
Temporary Regulations is flawed.

The significant problems with the
rules concerning disguised sales in the
2016 Temporary Regulations are over-
shadowed by the rules concerning
bottom dollar payment obligations—
the worst type of "heads we win, tails
you lose" regulations. The prior regu-
lations had an internal logic and con-
sistency and, most importantly, all
partnerships could immediately deter-
mine how debt would be allocated
and the consequences thereof. Because
of the expansion of the anti-abuse
rules, it will be very difficult fora part-
nership to have any certainty regard-
ing how a liability will be allocated.

For example, assume that Todd, Pat,
and Steve form the TPS partnership.
Todd is wealthy; Pat and Steve have
significant assets, but not to the extent
of Todd. A lender to the TPS partner-
ship receives guarantees on its loan
from all three partners, but the lender's
internal documentation shows that it
was relying solely on Todd's credit rat-
ing in making the loan. Given this fact,
should Pat and Steve be allocated any
of the debt, notwithstanding that they

have the economic resources to per-
form on their guarantees? Realistically,
the lender will simply present any
claims to Todd—therefore, are Pat's
and Steve's guarantees illusory? Under
prior law, it was clear in this situation
that the debt is allocated one-third to
each partner; this result is not as dear
under the 2016 Temporary Regula-
tions.
These issues are exacerbated when-

ever a parhzer is able to reduce its risk
of loss and enters into a bottom dollar
payment obligation with a lender. As-
sumethat in the Tom, Anne, and Mar-
tin partnership, the lender asks Anne
to guarantee the bottom 60% of the
debt; the lender is willing to accept risk
on the top 40%, but does not want to
bear catastrophic risk. Anne agrees to
do so, but under the 2016 Temporary
Regulations, her guarantee would be
a bottom dollar payment obligation
that is disregarded. Accordingly, the li-
ability would be allocated to the part-
ners in accordance with their parhzer-
ship interests.
There is no assurance of this treat-

ment, however. Of course, Anne will
have considered the applicable tax
matters prior to entering into that ob-
ligation; even somewhat-financially
astute individuals usually consider the
tax aspects of their financial transac-
tions. Now, the consideration of the
tax aspects of the arrangement, how-
ever, would place the partner in "tax
hell" because, under these rules, the
taxpayer is subject to the whim of the
IRS. If the IRS determines that it
prefers a different result, the obligation
would be treated as a recourse loan
to Anne. As a result, the partners
would never have any certainty as to
the tax consequences of their parhzer-
ship and its borrowings.

Liability allocation is one of the
fundamental pillars of subchapter K,
together with the rules concerning
allocation of income and the tax
treatment of contributions and dis-
tributions. The 2016 Temporary Reg-
ulations muddle and unsettle part-
nership taxation at its core. •
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