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Good Inten

Disguised Sales:
Road to Hell Paved with
ions? (Part 1)

New Regulations on
nership Debt and

S the

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

The 2016 proposed debt regulations reverse and replace the prior rules,
an internally-consistent set of tests focused on economic risk of loss, with
afacts-and-circumstances test in which the result is uncertain and open to

IRS manipulation.

In January 2014, the IRS issued pro-
posed regulations addressing (1) how
the disguised sale rules under Section
707 operate, including, particularly,
how partnership debt is treated for
purposes of the disguised sale rules
("2014 Disguised Sale Proposed Reg-
ulations"), and (2) whether debt guar-
anteed by a partner is treated as a re-
course or nonrecourse liability for
purposes of Section 752 (“2014 Pro-
posed Debt Allocation Regulations").
The disguised sale portion of the pro-
posed regulations received generally
favorable comments, while the por-
tion of the proposed regulations con-
cerning the treatment of partnership
debt was widely criticized

Two and a half years later, on
10/5/16, the IRS released final, tem-
porary, and proposed regulations ad-
dressing these topics. The final regu-
lations ("Disguised Sale Final Regula-
tions") generally follow the outline of

the favorably-received 2014 Disguised
Sale Proposed Regulations. In con-
trast, the new proposed regulations
(2016 Proposed Debt Regulations”)
adopt a new approach to determine
whether debt is treated as a recourse
or nonrecourse liability for purposes
of Section 752. The 2016 Proposed
Debt Regulations will likely be almost
as controversial as their 2014 prede-
cessors, even though some of the
more obvious flaws in the 2014 Pro-
posed Debt Allocation Regulations
were eliminated.

The astounding aspect of the new
regulations, however, is the temporary
regulations, which the IRS issued to
address bottom dollar guarantees
(BDG) and the treatment of recourse
debt for purposes of the disguised sale
regulations ("2016 Temporary Regula-
tions").2 Although the IRS sought no-
tice and comment on these rules by
also issuing the regulations in pro-
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posed form, the IRS effectively
neutered the Administrative Procedure
Act (APA) by issuing temporary regu-
lations with essentially immediate ef-
fective dates. The 2016 Temporary Reg-
ulations were immediately effective
with respect to bottom dollar guaran-
tees, and the rules concerning disguised
sales were effective 90 days after their
publication. Both of these rules (which
will be in effect long before regulations
are finalized) suffer from a lack of pub-
lic notice and comment, and it appears
that both sets of rules are seriously
flawed (as were the 2014 Proposed
Debt Allocation Regulations).

This is a two-part article addressing
the three sets of regulations. The first
part of this article will address the Dis~
guised Sale Final Regulations, as well
as the 2016 Proposed Debt Regulations,
with an emphasis on how these two
sets of regulations will interact and
their impact on customary transac-
tions, The second part of this article
will focus on the 2016 Temporary Reg-
ulations, with an emphasis on how
this guidance would not have been
flawed if the IRS had addressed these
topics through new proposed regula-
tions. In its haste to address “concerns”
which have been present in partner-
ship taxation for almost 30 years, the
IRS did not follow the APA legal re-
quirements and issued flawed rules,

BACKGROUND AND

2014 REGULATIONS

Section 707 is intended to recharac-
terize certain contributions and dis-
tributions between partners and part-
nerships as a sale or exchange (ie, a
"disguised sale” transaction). Specifi-
cally, the applicable regulations pro-
vide ten factors that are to be taken
into account for purposes of deter-
mining whether a transfer of property
to a partnership, and a subsequent
transfer of property or money to a
partner, is properly characterized as a
sale3 These factors are;

. That the timing and amount of a

subsequent transfer are deter-
minable with reasonable certainty
at the time of an earlier transfer.

. That the transferor has a legally

enforceable right to the subsequent
transfer.

. That the partner’s right to receive

the transfer of money or other
consideration is secured in any
manner, taking into account the
period during which it is secured.

. That any person has made or is

legally obligated to make contribu-
tions to the partnership in order to
permit the partnership to make the
transfer of money or other consid-
eration.

. That any person has loaned or has

agreed to loan the partnership the
money or other consideration re-
quired to enable the partnership to
make the fransfer, taking into ac-
count whether any such lending
obligation is subject to contingen-
cies related to the results of part-
nership operations.

. That the partnership has incurred

or is obligated to incur debt to ac-
quire the money or other consid-
eration necessary to permit it to
make the fransfer, taking into ac-
count the likelihood that the part-
nership will be able to incur that
debt (considering such factors as
whether any person has agreed to
guarantee or otherwise assume
personal liability for that debt).

. That the partnership holds money

or other liquid assets, beyond the
reasonable needs of the business,
that are expected to be available to
make the transfer (taking into ac-
count the income that will be
earned from those assets).

. That partnership distributions, al-

locations or control of partnership
operations is designed to effect an
exchange of the burdens and ben-
efits of ownership of property.

. That the transfer of money or other

consideration by the partnership to

RICHARD M. LIPTON is a partner in the Chicago office of the law firm of Baker & McKenzie LLP, and
Is & past chair of the ABA Tax Section. He is a regular contributor to Tre JournAL 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 JOURNAL Copyright © 2017 Richard M.

Lipton, Samuel P. Grilli, and Nicole D. Renchen

€) JOURNAL OF TAXATION

FEBRUARY 2017

the partner is disproportionately
large in relationship to the partner's
general and continuing interest in
partnership profits,
10.That the partner has no obligation
to return or repay the money or
other consideration to the partner-
ship, or has such an obligation but
it is likely to become due at such a
distant point in the future that the
present value of that obligation is
small in relation to the amount of
money or other consideration
transferred by the partnership to
the partners
The general rule is that a disguised
sale exists if, based on all the facts and
circumstances, the distribution would
not have been made but for the con-
tribution and there was not an inter-
vening sharing of entrepreneurial
risk # The existing regulations provide
a rebuttable presumption that contri-
butions and distributions within two
years are recast as a disguised salc;
however, the more important aspect
of the regulations concerning dis-
guised sales may be the exceptions
that are provided in the regulations.
Under Reg, 1.707-4, certain transfers—
including reasonable preferred re-
turns, reasonable guaranteed pay-
ments, receipt of partnership cash
flow, and reimbursement of prefor-
mation expenditures—are not treated
as part of a disguised sale. These ex-
ceptions were modified by the 2016
Temporary Regulations.

Exception Related to

Preformation Expenditures

The existing Reg. 1.707-4(d) provides
that transfers to reimburse a partner
for certain capital expenditures and
costs incurred are not treated as part
of a sale of property under Reg, 1.707-
3 for purposes of the disguised sale
rules (the "RFPE Exception”). The
RFPE Exception applies, however,
only to distributions not exceeding
20% of the fair market value (FMV)
of the contributed property. The 20%
limitation is inapplicable if the FMV
of the contributed property does not
exceed 120% of the partner's adjusted
basis in the contributed property at
the time of contribution.

PARTNERSHIPS. S CORPORATIONS, & LLCs



The 2014 Disguised Sale Proposed
Regulations contained three amend-
ments to the existing regulations. First,
under multiple property contributions,
the 2014 Disguised Sale Proposed Reg-
ulations applied the limitation on a
property-by-property basis, such that
the 20% limitation and 120% exception
would have been applied separately
for each property. Additionally, the
scope of the term “capital expendi-
tures” was clarified and given the same
meaning the term generally receives
under the Code, with the exception
that the term includes expenditures

As discussed below, the 2014 Dis-
guised Sale Proposed Regulations
were finalized substantially in the
same form as they were proposed in
the Disguised Sale Final Regulations.

Contributions With
Qualified/Non-Qualified Liabilities
Additionally, when a partner con-
tributes property to a partnership and
the contributing partner receives no
cash or other consideration in the
transaction, and in situations where
only qualified liabilities are assumed
or encumber the contributed prop-

The astounding aspect of the new
regulations, however, is the temporary
regulations, which the IRS issued to

address bottom dollar guarantees and
the treatment of recourse debt for
purposes of the disguised sale

regulations.

otherwise able to be capitalized that
the taxpayer elects to deduct and ex-
cludes otherwise deductible expenses
the taxpayer elects to capitalize® Fi-
nally, the 2014 Disguised Sale Pro-
posed Regulations also addressed the
coordination of the RFPE Exception
with capital expenditures funded by
"qualified labilities! Specifically, under
existing Reg. 1.707-5(a)(1), a partner-
ship can assume certain “qualified lia~
bilities” in connection with a partner's
transfer of property to the partnership
and it will not be considered a dis-
guised sale if the liability meets one of
the four definitions of qualified liabil-
ities under Reg, 1.707-5()(6). Under the
2014 Disguised Sale Proposed Regu-
lations, special rules are provided for
capital expenditures funded by a qual-
ified liability and that are traceable to
capital expenditures. The 2014 Dis-
guised Sale Proposed Regulations pro-
vided that if the partner financed the
capital expenditure through a qualified
liability assumed by the partnership
and the EROL (defined below) of such
liability was shifted to another partner,
any reimbursement of the capital ex-
penditure would not qualify for the
RFPE Exception.

PARTNERSHIPS, S CORPORATIONS, & LLCs

erty, the liabilities are disregarded for
disguised sale purposes? Alternatively,
if the contributing partner receives
any other cash or consideration or if,
in addition to a qualified liability, the
partnership assumes or takes property
subject to a non-qualified Tiahility, a
portion of the qualified liability would
be taken into account for purposes of
Section 707. Accordingly, under the
2014 Disguised Sale Proposed Regu-
lations, even a de minimis amount of
non-qualified liabilities could result in
subjecting the contribution to the dis-
guised sale rules.

Qualified Trade or

Business Liabilities

Under existing regulations, assump-
tions of qualified liabilities generally
are excluded from disguised sale treat-
ment. The current regulations treat as
a qualified liability any liability in-
curred in the ordinary course of a

Ed

1 See for example, Lipton, "Proposed Regulations on
Debt Allocations: Controversial, and Deservedly So,”
120 JTAX 156 (April 2014); Rubin, Whiteway, and Finkel-
stein, “A ‘Guaranteed’ Debacle: Proposed Partnership
Liability Regulations,” 143 Tax Notes 219 (2014).

2 Temp. Regs. 1707-5T and 1752-2T.

Regs. 707-3(bX2)(1)-(x).

w
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trade or business in which property
transferred to the partnership was
used or held, but only if all of the as-
sets that are material to that trade or
business are transferred to the part-
nership.2 Additionally, liabilities in-
curred more than two years before
the transfer, or within two years of the
transfer but not in anticipation
thereof, that encumber the transferred
property throughout that period are
considered qualified liabilities, but
there is limited guidance regarding the
meaning of “encumbrance’

The 2014 Disguised Sale Proposed
Regulations provided rules that added
a new type of qualified liability.
Specifically, any liability incurred in
connection with a trade or business,
provided the liability was not in-
curred in anticipation of the transfer
and all of the assets material to that
trade or business are also transferred
to the partnership, is a qualified lia-
bility.

Anticipated Reductions

The existing regulations under Section
707 provide that a partner's share of
a liability assumed or taken subject to
by a partnership is determined by tak-
ing into account certain subsequent
reductions in the partner’s share of
the liability.e A later reduction in a
partner's share of a liability is consid-
ered if: (1) at the time the partnership
incurs, assumes, or takes property
subject to the liability, it is anticipated
that the partner’s share of the liability
will be subsequently reduced, and (2)
the reduction is part of a plan that has
a principal purpose of minimizing the
extent to which the distribution or as-
sumption of a liability is treated as
part of a sale.

The 2014 Disguised Sale Proposed
Regulations retain the existing regu-
lations, but clarify certain aspects.
Specifically, a partner’s share of a lia-
bility immediately after a partnership

4 g

5 Reg.17073.

6 Reg. 1707-4(d)5).

7 Req.1707-5a@)X5Xi).

8 Req. 1707-5@XEXIND).
9 Reg.1707-5)3).
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assumes or takes property subject to
the liability is determined by consid-
ering a subsequent reduction in the
partner’s share of the liability if: (1) at
the time the partnership assumes or
takes property subject to the liability,
it is anticipated that the transferring
partner’s share of the liability will be
subsequently reversed, (2) the antici-
pated reduction is not subject to the
entrepreneurial risks of partnership
operations, and (3) the reduction of
the partner’s share of the liability is
part of a plan that has as one of its
principal purposes minimizing the
impact of Reg. 1.707-3. This treatment
by the 2014 Disguised Sale Proposed
Regulations necessarily anticipates
that all liabilities will be repaid.

Tiered Partnerships

Existing Regs. 1.707-5(e) and 1.707-6(b)
provide only a limited tiered-partner-
ship rule for situations in which a
partnership succeeds to a liability of
another partnership. Under these
rules, if a lower-tier partnership suc-
ceeds to a liability of an upper-tier
partnership or if an upper-tier part-
nership succeeds to the liability of a
lower-tier parmership, the liability re-
tains its characterization as a qualified
or nonqualified liability that it had as
a liability of the initial partnership.

the upper-tier partnership, thereby
treating the lower-tier partnership as
an aggregate.

Debt-Financed
Distribution Exception
More significantly, under Reg, 1.707-5,
certain debt-financed distributions are
not taken into account in determining
whether a partner has engaged in a
disguised sale with a partnership (the
"Debt-Financed Exception”). The Debt-
Financed Exception is commonly used
in leveraged partnerships when a part-
ner contributes appreciated property
to a partnership and guarantees debt
incurred by the partnership. The reg-
ulations also provide rules for deter-
mining whether a partnership has sold
property to a partner'e

As discussed above, existing Reg.
1.707-3 provides that a transfer of
property by a partner to a partnership
followed by a transfer of money or
other consideration from the partner-
ship to the partner will be treated as
a sale of property by the partner to
the partnership if, based on all the
facts and circumstances, the transfer
of money or other consideration
would not have been made but for
the transfer of the property and, for
nonsimultaneous transfers, the later
transfer is independent of the entre-

amount of the distribution qualifying
for the Debt-Financed Exception to
the disguised sale rules is reduced by
any other exception. Specifically, the
2014 Disguised Sale Proposed Regu-
lations provided an “ordering rule”
whereby the Debt-Financed Excep-
tion is applied first, and only the por-
tion of a distribution not excluded
under this rule is subject to, inter alia,
guaranteed payments, the RFPE Ex-
ception, and preformation expendi-
tures.

Excess Nonrecourse Liabilities

Section 752 dictates how partner-
ship-level debt is allocated among
the partners. As a general rule, non-
recourse debt is allocated in accor-
dance with the way partners share
profits, but for several special rules
designed to specially allocate debt to
partners to the extent necessary to
protect certain partners with low tax
basis (often referred to as "negative
tax capital”). In contrast, recourse debt
is generally allocated to partners with
the economic risk of loss (EROL) on
the debt. Partners often seek alloca-
tions of recourse and nonrecourse
debt both to avoid triggering negative
tax capital and to avoid disguised
sales that can occur when debt is al-
located away from a partner who

The most significant rule in the Disguised Sale Final Regulations is

the elimination of what the IRS viewed as “double dipping” for pre-
formation expenditures financed by debt.

The 2014 Disguised Sale Proposed
Regulations initially clarify that the
Debt-Financed Exception (defined
below) applies to tiered partnerships.
Additionally, the regulations pro-
vided that, in the case of a contribu-
tion of a partnership interest, the
contributing partner's share of liabil-
ities from a lower-tier partnership
would be treated as qualified liabili-
ties to the extent that the liabilities
would be qualified liabilities in con-
nection with a transfer of all of the
lower-tier partnership’s property to
11
10 Req. 17076,
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preneurial risks of the partnership.
Under a special rule, a transfer by the
partnership to more than one partner,
pursuant to a plan, of all or a portion
of the proceeds of one or more liabil-
ities results in the Debt-Financed Ex-
ception treating all of the liabilities in-
curred pursuant to the plan as one
liability. Said another way, partners
allocated shares of multiple liabilities
are treated as being allocated a share
of a single liability rather than a share
of each separate liability.

The 2014 Disguised Sale Proposed
Regulations clarify what the existing
regulations lacked, i.e, whether the

FEBRUARY 2017

contributed property to a partner-
ship subject to debt.

Existing Reg. 1.752-3 contains rules
for determining a partner's share of a
nonrecourse liability of a partnership,
including the partner's share of excess
nonrecourse liabilities. Where a non-
recourse liability for which no partner
has guaranteed the liabilities, and no
partner bears the EROL, existing reg-
ulations allocate such liabilities among
partners first in accordance with the
partners’ shares of "partnership min-
imum gain” and then in accordance
with the amount of built-in gain that
would be allocated to each partner if

PARTNERSHIPS, S CORPORATIONS, & LLCs



the partnership disposed of all prop-
erty subject to one or more nonre-
course liabilities for the amount of
such liabilities™ Any leftover unallo-
cated nonrecourse liabilities are "ex-
cess nonrecourse liabilities!

Under existing regulations, one
method for allocating excess nonre-
course liabilities to a partner is deter-
mined in accordance with the parter's
share of partnership profits. Under this
method, the partner's interest in part-
nership profits must be reasonably
consistent with allocations of some
other significant item of partnership
income or gain (the “Significant Item
Method"). Excess nonrecourse liabili-
ties may also be allocated in the man-
ner that deductions attributable to
those liabilities are reasonably expec-
ted to be allocated (the "Alternative
Method"). A third allocation method
is used to the extent an excess nonre-
course liability is allocable to property
subject to a nonrecourse liability. In
this instance, the partnership may first
allocate the excess nonrecourse liability
to any partner to the extent that the
partner has Section 704(c) built-in gain
that is not otherwise allocated to that
partner under Reg. 1.752-3(a)(2) (the
"Built-in Gain Method").

The 2014 Proposed Debt Alloca-
tion Regulations eliminated both the
Significant I[tem Method and the Al-
ternative Method for allocating excess
nonrecourse liabilities. Additionally,
the regulations created another allo-
cation method based on the partner's
liquidation value percentage (the "Liq-
uidation Value Method").

Additionally, a partner guarantee,
or some other payment obligation to
the partnership, that results in EROL
should be recognized for debt alloca-
tion purposes and cause a higher al-
location of debt to the guarantor or
obligor. Under existing Section 752
regulations, there is a presumption
that a partner has an EROL with re-
gard to a payment obligation except
to the extent the facts and circum-
stances evidence a plan to circumvent
or avoid the obligation. The 2014 Pro-
posed Debt Allocation Regulations,
decried by the tax community, dis-
placed the facts-and-circumstances

PARTNERSHIPS, S CORPORATIONS, & LLCs

test with six hard requirements. Any
payment obligation not satisfying all
six requirements would be disre-
garded for purposes of determining
whether a partner bore EROL when
allocating debt basis. These six re-
quirements applied to all payment
obligations, even so-called deficit
restoration obligations (DRO) where
a partner promises to repay a deficit
in its capital account.

The 2016 Proposed Debt Regula-
tions are intended to address the glar-
ing deficiencies and ambiguities found
in the 2014 Proposed Debt Allocation
Regulations. Nevertheless, the 2016
Proposed Debt Regulations still extend
the non-recognition concept of bot-
tom dollar payment obligations to
capital accounts and allocations of
partnership profits and losses by pre-
venting reliance on a DRO to provide
support for loss allocations in excess
of a partner’s adjusted capital account
balance. This is accomplished in the
2016 Proposed Debt Regulations by
classifying the DRO as a bottom dol-
lar payment obligation that does not
result in EROL for debt allocation
purposes.

THE 2016 DISGUISED

SALE FINAL REGULATIONS

The Disguised Sale Final Regulations
apply to any transactions or transfers
that occur on or after 10/5/16. They
also apply to liabilities that are in-
curred by a partnership, that a part-
nership takes property subject to, or
that are assumed by the partnership
on or after 10/5/16. Liabilities that
were incurred or assumed pursuant
to a written binding contract in effect
prior to 10/5/16 are not subject to the
Disguised Sale Final Regulations.

The Disguised Sale Final Regula-
tions generally adopt the 2014 Dis-
guised Sale Proposed Regulations. The
most significant rule in the Disguised
Sale Final Regulations is the elimina-

[

M Regs. 1.752-3@X1 and ().

12 pggregation of multiple properties is possible under
the Disguised Sale Final Regulations to the extent (1)
the total FMV of the aggregated property is not more
than the lesser of 10% of the FMV of all property, ex-
cluding money and Section 731(c) marketable secu-
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tion of what the IRS viewed as "dou-
ble dipping" for pre-formation expen-
ditures financed by debt. Many of the
remaining rules in the Disguised Sale
Final Regulations are housekeeping-
type changes to the mechanics of the
disguised sale exceptions.

Exception Related to

Preformation Expenditures

Prior to the Disguised Sale Final Reg-
ulations, a partner might contribute
built-in gain property subject to a
"qualified liability” used to finance
property capital expenditures and
avail itself of both the qualified lia-
bility exception and the RFPE Excep-
tion to disguised sales. This was per-
ceived by the IRS as “double dipping”
because the partner excluded from
disguised sale proceeds both: (1) the
cash received as reimbursement of
certain preformation capital expendi-
tures with respect to the property, and
(2) the qualified liability assumed by
the partnership. The Disguised Sale Fi-
nal Regulations eliminate this so-called
"double dipping" by providing that to
the extent a partner funded a capital
expenditure through a qualified liabil-
ity and economic responsibility for
that borrowing shifls lo another part-
ner, the RFPE Exception will not apply
because there is no outlay by the part-
ner to reimburse. Additionally, the reg-
ulations adopt the property-by-prop-
erty rule in the 2014 Disguised Sale
Proposed Regulations for calculating
the RFPE Exception, subject to aggre-
gation in certain cases where separate
accounting would be burdensome.”2
Finally, the Disguised Sale Final Regu-
lations adopt the definition of "capital
expenditures” as provided in the 2014
Disguised Sale Proposed Regulations.

Contributions With
Qualified/Non-Qualified Liabilities
The Disguised Sale Final Regulations
eliminate the risk of a de minimis non-
qualified liability resulting in dis-

rities transferred by the partner to the partnership,
or $1 million, (2) the partner uses a reasonable ag-
gregation method that is consistently applied, and
(3)the aggregation of property is not part of a plan, a
principal purpose of which is to avoid Reg. 1707-3
through -5.
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guised sale treatment for the con-
tributing partner. Specifically, the Dis-
guised Sale Final Regulations exclude
qualified liabilities as consideration
for disguised sale purposes when the
total amount of all liabilities other
than qualified liabilities that the part-
nership assumes or takes subject to
is the lesser of (1) 10% of the total
amount of all qualified liabilities the
partnership assumes or takes subject
to, or (2) $1 million.

Qualified Trade or

Business Liabilities

The 2016 Disguised Sale Final Regu-
lations provide that a qualified liabil-
ity is one that was incurred in con-
nection with a trade or business
where property transferred to the
partnership was used or held (1) if the
partnership assumes the liability in
connection with the contribution of
property, (2) all of the assets related
to the trade or business are con-
tributed to the partnership, and (3) it
was not incurred in anticipation of
the contribution.# Similar to the 2014
Disguised Sale Proposed Regulations,
a liability is presumed to be incurred
in anticipation of the transfer of prop-
erty to the partnership if incurred less
than two years before the transfer, un-
less the facts and circumstances indi-
cate an alternate intent. Additionally,
the new qualified liability rules do not
require the liability to encumber the
transferred property, but requires only
that the liability be "in connection
with, rather than "in the ordinary
course of” the trade or business.

Anticipated Reductions

The Disguised Sale Final Regulations
remedy the issue within the 2014 Dis-
guised Sale Proposed Regulations that
presumed all liabilities would be re-
paid. Instead, the Disguised Sale Final
Regulations provide that only reduc-
tions not subject to the entrepreneur-
ial risks of partnership operations are
to be considered.

3 Reg. 1.707-5@)5Xii).
4 Reg. 1.707-5@)6)INE).
5 Reg. 1.707-5(b)3).

16 Reg. 17075@X6).
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Tiered Partnerships

With respect to tiered-partnership sit-
uations, the Disguised Sale Final Reg-
ulations provide that a contributing
partner's share of a liability from a
lower-tier partnership is treated as a
qualified liability to the extent the li-
ability would be a qualified liability
had it been assumed or taken subject
to by the upper-tier partnership in
connection with a transfer of all of
the lower-tier partnership’s property
to the upper-tier partnership by the
lower-tier partnership. The rules make
clear that it is the intent of the partner,
and not the lower-tier partnership,
that is relevant in determining
whether a liability was incurred in an-
ticipation of the transfer. Thus, the de-
termination of whether the liability
was incurred in anticipation of the
transfer of property to the upper-tier
partnership is based on whether the
partner in the lower-tier partnership
anticipated fransferring the partner's
interest in the lower-tier partnership
to the upper-tier partnership at the
time the liability was incurred by the
lower-tier partmership. The Disguised
Sale Final Regulations also provide
that an upper-tier partnership is con-
sidered to “step into the shoes” of a
person who incurs capital expendi-
tures with respect to a property, trans-
fers the property to a lower-tier part-
nership, and then transfers an interest
in the lower-tier partnership to an up-
per-tier partnership for purposes of
the RFPE exception.

Debt-Financed

Distribution Exception

As noted previously, the most impor-
tant aspect of the regulations under
Section 707 may be the rules concern-
ing debt-financed distributions. The
Debt-Financed Exception is significant
because, to the extent a partner is al-
located a sufficient amount of the debt
funding a distribution, the partner's
distribution may avoid application of
the disguised sale rules, depending on
how the other exceptions apply. Ac-
cordingly, the Disguised Sale Final Reg-
ulations clarify the ordering and adopt
the ordering rule from the 2014 Dis-
guised Sale Proposed Regulations.
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Specifically, the Debt-Financed Excep-
tion apples before the exceptions for
preferred returns, guaranteed pay-
ments, operating cash flow distribu-
tions, and preformation expenditures.

Excess Nonrecourse Liabilities

In coordination with the 2016 Tem-
porary Regulations, the Disguised Sale
Final Regulations provide limitations
on the available allocation methods
for nonrecourse liabilities under Reg.
1.752-3(a)(3). Specifically, the Disguised
Sale Final Regulations retain the “sig-
nificant item” method and “alternative
method; but do not adopt the "liqui-
dation value percentage” approach for
determining partners’ interests in part-
nership profits found in the 2014 Dis-
guised Sale Proposed Regulations.
Moreover, to mitigate the effect of the
allocation method for disguised sales,
the Disguised Sale Final Regulations
provide a rule that does not take into
account qualified liabilities as consid-
eration in transfers of property treated
as a sale when the total amount of
non-qualified liabilities that the part-
nership assumes or takes subject to is
the lesser of 10% of the total amount
of all qualified liabilities the partner-
ship assurnes or takes subject to, or $1
million. Additionally, the Significant
Item Method and the Alternative
Method are unavailable allocation
methods for purposes of Section 707.
The Disguised Sale Final Regulations
also provide a “step-in-the-shoes” rule
for applying the RFPE Exception and
for determining whether a liability is
a qualified liability.'e

THE 2016 PROPOSED

DEBT REGULATIONS

The 2016 Proposed Debt Regulations
create significant uncertainty as to
whether guarantees result in EROL for
allocating debt. Previously, payment
obligations were disregarded ab initio
if the facts and circumstances evi-
denced a plan to circumvent or avoid
a payment obligation. The 2014 Pro-
posed Debt Allocation Regulations
added a list of six requirements which
had to be satisfied in order for debt
to be treated as a recourse obligation;
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failure to meet any factor resulted in
nonrecourse characterization.

In response to vehement criticism
of the 2014 Proposed Debt Allocation
Regulations, the 2016 Proposed Debt
Regulations eliminate the all-or-noth-
ing approach of the six requirements,
but essentially repackage these re-
quirements as factors in a facts-and-
circumstances test. This still creates the
same taxpayer concerns.

The 2016 Proposed Debt Regula-
tions now include a list of seven non-
exclusive factors which the IRS views
as evidencing a plan to circumvent or
avoid an obligation. The major prob-
lem is that this test eliminates any cer-
tainty in the treatment of payment
obligations. All obligations—even those
with irrefutable economic substance
and reality, e.g. top-dollar guarantees,
vertical slice guarantees, or run-of-
the-mill commercial “real-world"
guarantees—are unlikely to satisfy all
of the proposed factors. Five of the
seven factors are identical to five of
the requirements found in the 2014

seeable needs of the primary
obligor.

5. The terms of the payment obliga-
tion do not permit the creditor to
promptly pursue payment on de-
fault or there exist arrangements
that otherwise work to delay pay-
ment;

6. In the case of a guarantee by a
partner, the terms of the partner-
ship liability do not differ with or
without such guarantee.

7. The creditor does not receive exe-
cuted documents with respect to
the partner's payment obligation.”
A major deficiency in these pro-

posed factors is that they were drafted

as part of an ill-conceived crusade
against bottom-dollar guarantees,
which is expressed in the privative
phrasing of the factors. The factors are
drafted for an obligation to fail. For
example, instead of providing that

“contractual restrictions to protect the

likelihood of payment” evidence a real

obligation, the first proposed factor
stains any guarantee "not subject to

The 2016 Proposed Debt Regulations
create significant uncertainty as to

whether guarantees result in economic
risk of loss for allocating debt.

Proposed Debt Allocation Regula-
tions. The remaining two factors, to-
gether, are substantially the same as
the sixth requirement in the 2014 Pro-
posed Debt Allocation Regulations.
The proposed factors are as follows:

1. The partner is not subject to com-
mercially reasonable contractual
restrictions that protect the likeli-
hood of payment.

2. The partner is not required to pro-
vide commercially reasonable doc-
umentation regarding the partner's
financial condition.

3. The term of the payment obliga-
tion ends or is terminable by the
partner before the parmership lia-
bility term.

4. There exists a plan where the pri-
mary obligor directly or indirectly
holds money or other liquid assets
that exceeds the reasonable fore-
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commercially reasonable contractual
restrictions” If a billionaire guarantees
a $100,000 debt in a situation where
it would greatly damage her business
and reputation to not make good on
her promise, she still fails the first fac-
tor. Without really considering the
facts and circumstances, an IRS agent
will likely just tick off the boxes. Worse
yet, because the 2016 Proposed Debt
Regulations are drafted as a facts-and-
circumstances test, the IRS has the
ability to take inconsistent positions
as the situation suits it.

Due to drafting in the negative, a
plan to circumvent or avoid an obli-
gation is, in practice, presumed unless
the partner takes steps to affirmatively
refute the so-called factors. This
means that in reality and practice,
these proposed factors are still much
more akin to hard requirements. The
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IRS makes this clear in an example
provided: in the absence of evidence
that the partner is subject to commer-
clally reasonable contractual restric-
tions under factor 1, for example, the
IRS would take the position that no
such restriction exists. Arguably, the
IRS would apply similar reasoning
with respect to factors (2), (5), (6), and
(7) to find a plan to circumvent or
avoid the obligation in the absence of
countervailing evidence.

Moreover, many of the factors re-
quire partners to provide evidence to
demonstrate something inherently
difficult to prove and/or lead to a
speculative inquiry. The most egre-
gious factor is perhaps factor (6), be-
cause 1t requires a partner to prove
the counter-factual. To satisfy this fac-
tor, a partner must show that terms
of a partnership liability would have
been different in the alternate universe
where the partner made no such
guarantee. This factor requires part-
ners to crank up the DeLorean time
machine! Unless a partner can go with
the IRS agent back in time, where the
partner retracts the guarantee to see
what the terms of the partnership li-
ability would have been, nearly all in-
stances of partner guarantees will
routinely be unable to satisfy this fac-
tor. Similarly, factor (4) would require
the partner to predict future risk pre-
cisely, since any conservatism would
be punished.

Presumption of Satisfaction

The 2016 Proposed Debt Regulations
also eviscerate the presumption that
a payment obligor will satisfy its
obligation. This is especially true for
partners who make guarantees
through disregarded entities (DREs).
Under the 2016 Proposed Debt Reg-
ulations, if the ability of the payment
obligor to pay is less than certain, the
IRS may deem such fact as evidence
of a plan to circumvent or avoid an
obligation. The 2016 Proposed Debt
Regulations would add a collateral
analysis of a DRE's ability to pay an
obligation. This new provision cap-
tures not only business entities that

|
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are DREs, but all DREs—including
grantor Lusls—that hold partiership
interests and bear EROL with respect
to a payment obligation.

Ultimately, the 2016 Proposed Debt
Regulations disregard any payment
obligation and allocate the debt on a
nonrecourse basis, if, under the facts
and circumstances, the obligor could
not pay the full amount of the obli-
gation were the obligation to come
due. In practice, an obligor frequently
is able only to make debt service pay-
ments and is illiquid to a point that
repayment of the full amount of the
obligation were the obligation to
come due would be impractical. This
anti-abuse rule would ostensibly dis-
place the more straightforward net
value test in the existing regulations
wherein payment obligations of a
DRE owned by a partner would be
respected only to the extent of the
DRE's net value.

The preamble to the 2016 Pro-
posed Debt Regulations makes clear,
however, hal the net value of the DRE
would continue to be relevant under
the facts-and-circumstances test of the
anti~abuse rule, and, indeed, the ex-
ample in the 2016 Proposed Debt Reg-
ulations illustrates that the net value
test would survive within the anti-
abuse rule. Moreover, this embedded
net value factor no longer explicitly
excludes individuals. Thus, it appears
that the anti-abuse rule would not so
much as displace the net value test,
but expand upon it and, in the pro-
cess, dissolve the satisfaction pre-
sumption.

Lack of Certainty

Perhaps the most disturbing aspect of
these proposed regulations, however,
is the lack of certainty that they will
create for taxpayers and tax return
preparers. Every partnership tax re-
turn, and every Schedule K-1, must
set forth each partner's share of the
debt of the partnership and a deter-
mination about whether the debt is a
recourse or a nonrecourse obligation.
This determination has been very
clear and straightforward for more
than 25 years, and the rules are well
understood by taxpayers and return
preparers. By switching to a facts-
and-circumstances test, the 2016 Pro-
posed Debt Regulations replace cer-
tainty with uncertainty.

Why is such a change being
made? As will be discussed in the sec-
ond part of this article, this revision
appears to be part of the attack on
so~called bottom dollar guarantees,
which were inherent in the frame-
work of the existing regulations un-
der Section 752. The existing regula-
tions are both theoretically sound
and follow the legislative history. Un-
fortunately, the drafters of the 2016
Proposed Debt Regulations decided
that their understanding of the man-
ner in which partnership debt should
be allocated was somehow superior
to a logical, internally-consistent, and
orderly set of rules. If finalized, the
2016 Proposed Debt Regulations will
lead to uncertainty, disputes, and
much litigation.

Moreover, the impact of the 2016
Proposed Debt Regulations is, effec-
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tively, to switch the presumption in
the existing regulations that debt is a
recourse allocation when a partner
bears EROL to a presumption that all
debt is nonrecourse-now, taxpayers
must take active steps to establish debt
is truly a recourse obligation. Addi-
tionally, the seven factors are an open
invitation for a taxpayer who desires
nonrecourse debt treatment. Indeed,
the IRS included yet another anti-
abuse rule, i.e, the special rules for
arrangements tantamount to a guar-
antee, in order to be able to remove
from the taxpayers' realm any possi-
bility to elect either recourse or non-
recourse debt freatment simply by ad-
dressing or ignoring the factors set
forth in the 2016 Proposed Debt Reg-
ulations.

This inclusion of the "heads we
win, tails you lose” anti-abuse rule ar-
guably establishes the inconsistency
in the tax policy surrounding the 2016
Proposed Debt Regulations. By re-
versing and replacing the prior rules,
an internally-consistent set of tests fo-
cused on EROL, with a facts-and-cir-
cumstances test in which the result is
uncertain and open to manipulation
-and second-guessing by the IRS-the
IRS has taken a significant step back-
wards in its pursuit of sound tax ad-
ministration. Unless amended or re-
scinded, the 2016 Proposed Debt
Regulations would be effective once
final and published in the Federal
Register. Taxpayers may rely on the
2016 Proposed Regulations, however,
between 10/5/16 and the final publi-
cation date. ®
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