Section 465-Qualified real propent, section 465(b)(6) providesin the activity of holding real property nor

Nonrecourse Financing that a taxpayer may include as an amouiricidental property is less than 10 percent
at risk the taxpayés share of any quali- of the total gross fair market value of all

26 CFR 1.465-27: Qualified norecourse financing. fied nonrecourse financing that is securethe property securing the financing, such
by real property used in the activity ofother property is ignored in determining
holding real propew even though the whether the financing satisfies the-s

T.D. 8777 taxpayer is not personally liable for recured-by-real-property requirement.
payment of the financing. Another commentator asked for a look-

DEPARTMENT OF THE TREASURY On August 13, 1997, the IRS publishedhrough rule for partnerships that own an

Internal Revenue Service in the Federal Registe (62 FR 43295 interest in another partnership to deter-

[REG-105160-97, 1997-37 I.R.B. 22]) anine the character of the assets securing a
26 CFR Part 1 notice of proposed rulemaking regardingjualified nonrecourse financingThe
Qualified Nonrecourse Financing section 465(b)(6) A number of com- final regulations adopt this suggestion by
Under Section 465(b)(6) ments were received on the proposed regequiring a borrower (whether or not a
ulations The public hearing scheduledpartnership) to determine the character of
AGENCY: Internal Revenue Servicefor December 10, 1997, was canceled bés assets by treating itself as owning di-

(IRS), Treasuy. cause no one requested to spealfter rectly its proportional share of the assets
considering the written comments, thén any partnership in which it owns (di-

ACTION: Final regulations. proposed regulations are adopted as reectly or indirectly through a chain of
vised by ths Treasury decision. partnerships) an equity interest. If a bor-

SUMMARY: This document contains
final regulations on certain issues regard=xplanation of Provisions

ing qualified nonrecourse financing under :
segc'gon 465(b)(6) These final regulgations . Secued by Real Roperty sets atiributable to the borrowe

L . proportional share of the partnerskipas-
affect individuals and C corporations for

sets will be treated as security for the fi-
which the stock ownership requirement o'fA' Proposed Rule nancing. y

section 542(a)(2) is satisfiedhese regu-  section 465(b)(6)(A) provides that Commentators also asked under what
lations provide guidance on certain issuegyalified nonrecourse financing must bgjrcumstances qualified nonrecourse fi-
relating to section 465(b)(6). secured by real property used in the activiancing will be treated as secured by real

DATES: Effective date These regula- Ity of holding real propeyt The proposed propery. Because this issue is closely-re-
tions are #ective August 4, 1998. regulations provided that a financing cafgated to the determination of whether the

L . be a qualified nonrecourse financing if, ihersonal liability of a partnership will be
Applicability dates: See Efective addition to the real property used in thelisregarded, those issues are addressed

Dates under Supplementary Informatiorctivity of holding real propeyt the fi- together and are discussed inRersonal

rower pledges a partnership interest as se-
curity for a financing, the partnership as-

of the preamble. nancing is secured by other property thatiabilit yof this preamble.
FOR FURTHER INFORMATION CON- IS incidental to the activity of holding real 5 commentator suggested that the final
TACT: Jdf Erickson at (202) 622-3070 Property (incidental property). regulations adopt a rule to allocate a sin-

gle debt obligation among multiple
brothe-sister partnerships when the
SUPPLEMENARY INFORMATION: A commentator recommended that th@bligation is secured by the assetsof more

Background final regulations clarify the terimciden- than one partnershipThe IRS ad Trea-
tal property. Another commentator askedsury believe this issue is beyond the scope

This document amends 26 CFR part fhat the IRS athTreasury define inciden- of these regulations.
to provide ru_les regarding qualified n_on{al property as any property with a valuql' Personal Liability
recourse financing under sectiorof not more than 15 percent of the value
465(b)(6). Section 465 limits a taxpaye of the real property held by the borrowinga. proposed Rule
loss deduction for an activity to thexta partnership A third commentator ex-
paye’s amount at risk in the activity atplained that real estate partnerships often Section 465(b)(6)(B)(iii) provides that,
the close of the taxable yed\ taxpaye’s hold assets in addition to real propertgxcept to the extent provided in regula-
amount at risk generally includes thend incidental propeyt This commenta- tions, no person may be personally liable
amount of any cash and the adjusted tarr was concerned that only financinggor repayment of a qualified nonrecourse
basis of any property contributed by théneld by partnerships that own only reafinancing The proposed regulations pro-
taxpayer to the activity plus any amountgstate assets could satisfy the proposedtled that the personal liability of a part-
borrowed for use in the activity to the exregulations. Under the final regulationspership (including a limited liability com-
tent the taxpayer is personally liable foif the total gross fair market value ofpany that is treated as a partnership) is
repayment. For the activity of holdingproperty that is neither real property usedisregarded in determining whetheria f

(not a toll-free number). B. Discussion of Comments



nancing is a qualified nonrecourse financHl. Other Issues tant Chief Counsel (Passthroughs and

ing if the entity’s only assets are real Acommentator asked that the final regSpecial Industries), IRS. However, other

property used in the activity of holdingulations clarify whether an entity is disrepersonnel from the offices of

real property or both real property andgjarded for purposes of section 465(b)(Ghe IRS and Treasury Department partici-

other property that is incidental to the aci that entity is disregarded as separatpated in their development.

tivity of holding real property, and nofrom its owner under §301.7701-3. An

other person is liable for the financing. entity that is disregarded as an entity sep-
arate from its owner under §301.7701—%

* * % *x *

doption of Amendments to the

B. Discussion of Comments is disregarded under section 465(b)(6 .
egulations

Commentators focused on how the pro(_?ert_ain rgles that apply_ _to financ_ings in-
posed regulations apply to tiered partner\{olvmg disregarded entities are discussed Accordingly, 26 CFR Part 1 is
ship structures—when a partnership (th%bove. . amended as follows:

i A hi ¢ hi Commentators also raised several other
Upper-tier partnership) owns a partners Rsues including the treatment of publichPART 1-INCOME TAXES
interest in another partnership (the lower- '

tier partnership). These commentatortsraded financing, that are beyond the

. Paragraph 1. The authority citation for
questioned whether the personal Iiabilit;?COpe of these regulations. part 1 is amended by adding an entry in
of an upper-tier partnership that holds, diV. Effective Dates numerical order to read as follows:
rectly or indirectly, only real property or The final regulations are effective for Authority: 26 U.S.C. 7805 * * *
incidental property should disqualify a fi-any financing incurred on or after Augusg§1.465-27 also issued under 26 U.S.C.
nancing under section 465(b)(6). Ag} 1998. In response to comments, howt65(b)(6)(B)(iii). * * *
mentioned in 1Secured by Real Propertyever, the final regulations include a provi- Par. 2. Section 1.465-27 is added to
of this preamble, commentators also resion allowing taxpayers to apply the reguread as follows:

quested guidance as to the situations Iations retroactively for financing incurred N
which a nonrecourse financing will bebefore August 4, 1998. If a taxpayeB1.465-27 Qualified nonrecourse

treated as secured by real property. chooses to apply these regulations retroaidancing.

In order to address these comments, tigely 0 financing incurred before August .|\ eneral. Notwithstanding any
final regulations adopt a three-part test!, 1998, the IRS will require the taxpayer, . iion"of section 465(b) or the regula-
garded and, provided certain other redble years ending before August 4, J"ggéz)onsidered at risk for the ,taxpayer's share

quirements are satisfied, the financin@nly tO the extent the application increaseg; o\ ajified nonrecourse financing

will be treated as qualified nonrecourse fithe losses allowed for such years. which is secured by real property used in
nancing secured by real property if (i) th%pecial Analyses such activity.
only persons personally liable to repay the (b) Qualified nonrecourse financing se-

financing are partnerships; (ii) each part- It has been determined that this Trea-yred by real property-(1) In general.
nership with personal liability holds onlysury decision is not a significant regulagqr purposes of section 465(b)(6) and this
property that is permitted as security fotory action as defined in EO 12866 section, the termualified nonrecourse fi-
qualified nonrecourse financing (applyingTherefore, a regulatory assessment is NAhncingmeans any financing—

a look-through rule for lower-tier partner-required. It also has been determined that (i) Which is borrowed by the taxpayer
ships); and (i) in exercising its remediessection 553(b) of the Administrative Proyith respect to the activity of holding real
to collect on the financing in a default orcedure Act (5 U.S.C. chapter 5) does n@roperty;

default-like situation, the lender may proapply to these regulations, and because (jj) which is borrowed by the taxpayer
ceed only against property that is permitthe regulation does not impose a collegrom a qualified person or represents a
ted as security for qualified nonrecoursgon of information on small entities, the|oan from any federal, state, or local gov-
financing and that is held by the partnerRegulatory Flexibility Act (5 U.S.C. grnment or instrumentality thereof, or is
ship or partnerships (applying a look<chapter 6) does not apply. Therefore, gyaranteed by any federal, state, or local
through rule for lower-tier partnerships).Regulatory Flexibility Analysis is not re- government;

Similar principles apply in determiningquired. Pursuant to section 7805(f), the iy For which no person is personally
the treatment of financing incurred by aotice of proposed rulemaking precedingaple for repayment, taking into account
entity that is disregarded for federal tahese regulations was submitted to thgaragraphs (b)(3), (4), and (5) of this sec-
purposes under §301.7701-3 of the Pré=hief Counsel for Advocacy of the Smalkjon; ang

cedure and Administration RegulationsBusiness Administration for comment on i) which is not convertible debt.

The final regulations contain three examlfS impact on small business. (2) Security for qualified nonrecourse
ples iIIus_trating the application of thesqDrafting Information financing—(i) Types pf property_.For a
rules to tiered partnerships and one exam- taxpayer to be considered at risk under
ple addressing a situation that involves a The principal author of these regulasection 465(b)(6), qualified nonrecourse
disregarded entity. tions is Jeff Erickson, Office of the Assis-financing must be secured only by real
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property used in the activity of holdingmining whether a financing of an entity Example 5. Personal liability; tiered partner-
real property. For this purpose, howevethat is disregarded for federal tax purships.The facts are the same asSxample 3gxcept

property that is incidental to the activityposes under §301.7701-3 of this chaptdfa! Y is & limited liability company and UTP1 and
UTP2 are not personally liable for the debt. How-

of holding real property will be disre-is treated as qualified nonrecourse fman%-ven UTP1 and UTP2 each pledge property as secu-

garded. In addition, for this purposejng secured by real proper'_[y. rity for the loan that is other than real property used
property that is neither real property used (6) Examples.The following examples in the activity of holding real property and other
in the activity of holding real property norillustrate the rules of this section: than property that is incidental to the activity of

incidental property will be disregarded if Example 1. Personal liability of a partnership; holding real property. The fair marke_t value of the
the aggregate gross fair market value dfcidental property(i) X is a limited liability com- property pledged by UTP1 and UTP2 is greater thah
such property is less than 10 percent 68" that is classified as a partnership for federal tab0 percent of the sum of the aggregate gross fair
. rposes. X engages only in the activity of holdingnarket value of the property held by Y and the ag-
the aggregate gross fair market value ﬁ " . .
. ) . al property. In addition to real property used in thgregate gross fair market value of the property
all the property securing the financing.  activity of holding real property, X owns office pledged by UTP1 and UTP2. Accordingly, the fi-
(i) Look-through rule for partnerships. equipment, a truck, and maintenance equipment thaancing fails to satisfy the requirement in paragraph
For purposes of paragraph (b)(2)(i) of thig uses to support the activity of holding real prop{b)(1)(iii) of this section by virtue of its failure to
section, a borrower shall be treated - X borrows $500 to use in the activity. X is persatisfy paragraph (b)(4)(iii) of this section. There-

. - - . sonally liable on the financing, but no member of Xore, the financing is not qualified nonrecourse fi-
owning directly its proportional share Ofand no other person is liable for repayment of the fhancing secured by real property.

the assets in a partnership in which theancing under local law. The lender may proceed Example 6. Personal liability; Disregarded en-
borrower owns (directly or indirectly against all of X’s assets if X defaults on the financﬁty. (i) X is a single member limited liability com-

through a chain of partnerships) an equit{9: is di i
interec:lst P P ) q t&’/‘ (i) Under paragraph (b)(2)(i) of this section, the_pamy that is disregarded as an entity separate from

personal property is disregarded as incidental prolt-S owner for federal tax purposes under
(3) Personal liability; partial liability. erty used in the activity of holding real property.%301'7701_d3 of this cr;]apt.er.. xdownT cerr:aln rgal
If one or more persons are personally liunder paragraph (b)(4) of this section, the personf®Pe"Y and property that is incidental to the activ-
able for repayment of a portion of a fi-liability of X for repayment of the financing is disre- |tyh0f holding theFrea: [zjropTrty. X does ”OZOV‘;]” an);
; : ) : arded and, provided the requirements contained fiher property. For federal tax purposes, A, the sole
nalt]Clng, the portl'on of the flna:nCIng fo'?)aragraphs (b)(L)(i), (ii), and (iv) of this section ardnember of X, is c9n5|dered tq own all Of the prop-
which no person is personally liable mayjiisfied, the financing will be treated as qualifiecerty held by X and is engaged in the activity of hold-
qualify as qualified nonrecourse financnonrecourse financing secured by real property.  ing real property through X. X borrows $500 and
ing, Example 2. Bifurcation of a financinghe facts uses the proceeds to purchase additional real prop-
(4) Partnership liability. For purposes are the same as EExample 1except that A, a mem- erty that is used in the activity of holding real prop-
of section 465(b)(6) and this paragra ber of X, is personally liable for repayment of $10Certy. X is personally liable to repay the financing,
L parag p}af the financing. If the requirements contained irbut A is not personally liable for repayment of the fi-
(b).’ the personal I|ab|I|ty of any Part_ner'DafagfaphS (b)(1)(@), (i), and (iv) of this section arenancing under local law. The lender may proceed
ship for repayment of a financing is disresatisfied, then under paragraph (b)(3) of this sectioBgainst all of X's assets if X defaults on the financ-
garded and, provided the requirememtge portion of the financing for which A is not per-j,q.
contained in paragraphs (b)(1)(i), (ii), ango"¥ table for repayment ($400) wil be treated i) x is disregarded so that the assets and liabil-
. . . e . as qualified nonrecourse financing secure re o
(iv) of this section are satisfied, the fi- q 9 Y Te@ks of X are treated as the assets and liabilities of A.

property. H Ais not Ily liable for the $500 li
nancing will be treated as qualified nonre- iability; ti  bilty.  Provided that the requirements oo '
g q Example 3. Personal liability; tiered partner bility. Provided that the requirements contained in

course financing secured by real propertships. (i) UTP1 and UTP2, both limited liability ragraphs (b)(1)(i), (i), and (iv) of this section are

if— companies classified as partnerships, are the onrl))?_ . . : . o
general partners in Y, a limited partnership. Y bor_satlsfled, the financing will be treated as qualified

(i) The Onl}’ persons personally l_lat?lerows $500 with respect to the activity of holding realonrecourse financing secured by real property with
to repay the financing are partnerships; property. The financing is a general obligation of Y'€SPECt to A.

(i) Each partnership with personal lia-UTP1 and UTP2, therefore, are personally liable to (c) Effective date This section is effec-

bility holds only property described inrepay the financing. Under section 752, UTP1's. ] S
parggraph (b)(2))/(I§) ofpthisysection (apply_share of the financing is $300, and UTP2’s share ﬁve for any financing incurred on or after
! h inciol f h (b 2 $200. No person other than Y, UTP1, and UTP2 iAugust 4, 1998. Taxpayers, however,
ing the principles of paragraph (b)(2)(i)personally fiable to repay the financing. Y, UTP1may apply this section retroactively for fi-

of this section in determining the propertyand UTP2 each hold only real property. nancing incurred before August 4, 1998.

held by each partnership); and (i) Under paragraph (b)(4) of this section, the

i) In exercising its remedies to collectPersonal liability of Y, UTP1, and UTP2 to repay the .
on( tf)le financin ?n a default or default_financing is disregarded and, provided the require- Michael _P' _D0|an’
! X . 9 ments of paragraphs (b)(1)(i), (ii), and (iv) of this Deputy Commissioner of
like situation, the lender may proceedection are satisfied, UTP1's $300 share of the fi- Internal Revenue.

only against property that is described iRancing and UTP2's $200 share of the financing will
paragraph (b)(2)(i) of this section and thdhe treated as qualified nonrecourse financing S%pproved July 16, 1998.

is held by the partnership or partnership&'ed by real property. -~
Example 4. Personal liability; tiered partner-

(apply.i.ng the. princi.ples_ of parag.rfaphships.The facts are the same agfirample 3except Qonald C. Lubick,
(b)(2)(ii) of this section in determining that Y’s general partners are UTP1 and B, an indi- Assistant Secretary of
the property held by the partnership ovidual. Because B, an individual, is also personally the Treasury (Tax Policy).
partnerships). liable to repay the $500 financing, the entire financ-

. . o ing fails to satisfy the requirement in paragraplfFiled by the Office of the Federal Register on
Disregar ntities.Principles 'Y s to sausly | ! y 9
. (5) sregarded e Ft es . cipies b)(1)(iii) of this section. Accordingly, UTP1's $300 August 3, 1998, 8:45 a.m., and published in the issue
similar to t_hose _deSC”bEd IN paragrapthare of the financing will not be treated as qualifiedf the Federal Register for August 4, 1998, 63 F.R.
(b)(4) of this section shall apply in deternonrecourse financing secured by real property. ~ 41420)
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