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Rock Bottom:
Proposed Partnership Regulations Would Have Significant Impact

By: Ezra Dyckman and Daniel W. Stahl

o-called “bottom guarantees” can
be an important tax planning tool
for partners of a partnership in cer-

tain circumstances. The term “bottom
guarantee” is used to refer to a guarantee
by a partner of the repayment of the “last
dollars” of a partnership liability. For ex-
ample, if a partnership has a property
with a value of $10 million subject to $6
million of mortgage debt, a partner
might make a bottom guarantee of the
last $3 million of the debt. This would
mean that the partner should not need to
make any payments on its guarantee un-
less the value of the property declines
from $10 million to less than $3 million.

To illustrate the potential signifi-
cance of a bottom guarantee, consider a
partner that contributes to a partnership
property subject to mortgage debt that
exceeds the partner’s tax basis in the
property. Despite this mortgage in ex-
cess of basis in the contributed property,
the partner would generally be allocated
sufficient nonrecourse liabilities of the
partnership such that the transaction
would be tax-free. However, suppose
that the partnership subsequently repays
the debt secured by the property that this
partner had contributed. The repayment
of this debt could potentially result in the
partner recognizing gain from a deemed
distribution in excess of basis as a result
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of a reduction in its share of the nonre-
course liabilities of the partnership if its
share of other partnership liabilities is in-
sufficient. Under the Treasury Regula-
tions currently in effect, the partner
could avoid recognizing any gain by
making a bottom guarantee of other debt
of the partnership, which would cause
the guaranteed debt to be allocated to the
partner as a recourse liability.

The Treasury Department released
proposed regulations earlier in 2014 un-
der which partnership debt that is guar-
anteed by a partner would be allocated to
the partner making the guarantee as a re-
course liability only under very limited
circumstances. If finalized in their cur-
rent form, these regulations would have
a profound impact on the ability of many
partners to defer gain.

Background
Under section 752 of the Internal

Revenue Code, an increase in a partner’s
share of the liabilities of a partnership is
considered as a contribution of money
by the partner to the partnership (which
increases the partner’s basis in its part-
nership interest). A decrease in a part-
ner’s share of the liabilities of a partner-
ship is considered as a distribution of
money to the partner by the partnership
(which reduces the partner’s basis in its
partnership interest and triggers gain
recognition to the extent the deemed dis-
tribution exceeds the partner’s basis in
its partnership interest).

The method by which liabilities of a
partnership are allocated to its partners
depends on whether the liabilities are re-
course liabilities (i.e., liabilities for
which a partner bears the economic risk
of loss) or nonrecourse liabilities (i.e., li-
abilities for which no partner bears the
economic risk of loss). In general, a part-
ner is considered to bear the economic
risk of loss for a partnership liability to
the extent that the partner or a related
person would be required to make a pay-
ment under a constructive liquidation
scenario where (1) all of the partner-
ship’s liabilities become due and payable
and (2) all of the partnership’s assets (in-
cluding cash) have a value of $0.

Under Treasury Regulation section
1.752-2, a recourse liability of a partner-
ship (i.e., a partnership liability for
which a partner bears the economic risk
of loss) is allocated to a partner to the ex-
tent (if any) that the partner or a related
person bears the economic risk of loss
for the liability. The net worth of the
partner making the guarantee of partner-
ship debt generally has no impact on the
extent to which a partner is considered to
bear the economic risk of loss. However,
a guarantee made by an entity that is dis-
regarded for Federal income tax pur-
poses (e.g. a wholly owned LLC) is
taken into account only to the extent of
the net value of the disregarded entity.
Treasury Regulation section 1.752-3
provides a different set of rules for
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allocating nonrecourse liabilities of a
partnership.

In the 2010 Tax Court case of Canal
Corporation v. Commissioner,1 the tax-
payer was a corporation that contributed
property to an LLC with a value of $775
million. The LLC incurred a $755 mil-
lion liability which was guaranteed by
the other member, but the taxpayer in-
demnified the other member for any ob-
ligations it might have under the guaran-
tee. The LLC distributed the $755 mil-
lion of borrowed funds to the taxpayer.
This distribution was reported as a tax-
free “debt-financed distribution” (an ex-
ception to the partnership disguised sale
rules under which a contribution of prop-
erty to a partnership and a distribution of
money by the partnership to the partner
within two years would generally be
treated as a sale of property by the part-
ner to the partnership). The taxpayer
transferred the $755 million that it re-
ceived to its corporate parent and, after
the transaction, was left with only an
intercompany note that could be
forgiven at any time and a $6 million
corporate jet. The Tax Court agreed with
the IRS that the taxpayer’s payment
obligation should be disregarded under
an anti-abuse rule. Therefore, the con-
tribution of property by the taxpayer and
the distribution of cash to the taxpayer
were treated as a disguised sale of
property to the partnership.

In the aftermath of Canal Corpora-
tion, the IRS and the Treasury Depart-
ment made it known that they intended
to issue regulations that would alter the
rules with respect to bottom guarantees,
and proposed regulations were issued
earlier in 2014.

Proposed Regulations
The proposed regulations would im-

pose numerous requirements that must
be satisfied in order for a partner to be
considered to bear the economic risk of
loss for a liability guaranteed by the part-
ner for purposes of the partnership re-
course debt allocation rules. One of these
requirements is that the partner or related
person making the guarantee must be li-
able up to the full amount of the payment
obligation if, and to the extent that, any
amount of the partnership liability is not

otherwise satisfied. Thus, the proposed
regulations go well beyond disregarding
only bottom guarantees—they would
disregard the full amount of any guaran-
tee except to the extent that the guarantor
is liable for the first amounts not other-
wise recovered (i.e., only “top guaran-
tees” would be respected).

To illustrate, suppose that a partner
guarantees a $3 million portion of a $6
million partnership debt such that the
partner would be required to pay up to
the full $3 million to the extent that that
any portion of the debt is not otherwise
repaid. This guarantee would be re-
spected under the proposed regulations if
it meets the other requirements described
below. However, suppose that the part-
ner is indemnified by a third party for the
first $500,000 that it would be required
to pay under its payment obligation. As
a result of this partial indemnification,
the partner’s guarantee would no longer
be a “top guarantee,” and the partner
would be considered to bear the eco-
nomic risk of loss for no portion of the
guaranteed debt. In addition, this ap-
proach of the proposed regulations
would totally disregard “vertical slice”
guarantees, where the guarantor is re-
sponsible for a certain percentage of
each dollar not otherwise collected up to
the full amount of the guarantee.

In addition to rejecting bottom guar-
antees, the proposed regulations would
also require that each of the following re-
quirements must be satisfied in order for
a guarantee made by a partner or related
person to be respected:

1. The partner or related person
must be required to maintain a
“commercially reasonable” net
worth throughout the term of the
payment obligation and must be
subject to “commercially reason-
able” contractual restrictions on
transfers of assets for inadequate
consideration.

2. The partner or related person
must be required periodically to
provide “commercially reason-
able” documentation regarding
its financial condition.

3. The term of the guarantee may
not end prior to the term of the
partnership liability.

4. The guarantee may not require
that any obligor with respect to
the liability hold money or other
liquid assets in an amount that
exceeds the reasonable needs of
such obligor.

5. The partner or related person
must receive arm’s length con-
sideration for assuming the
guarantee.

For a partner or related person other
than an individual or a decedent’s estate,
the proposed regulations would also pro-
vide for a guarantee to be respected only
to the extent of the net value of the part-
ner or related person (similar to the rules
that currently apply to a guarantee made
by a disregarded entity). This net value
requirement would not apply to a guar-
antee made by a partner that is an indi-
vidual or a decedent’s estate. However,
it appears that a guarantee made by an
individual or decedent’s estate would
still be subject to the requirement to
maintain a commercially reasonable net
worth.

In terms of effective date, the regu-
lations are proposed to apply to either (1)
liabilities incurred or assumed by a part-
nership on or after the date the regula-
tions are finalized or (2) to payment ob-
ligations imposed or undertaken with re-
spect to a partnership liability on or after
the date the regulations are finalized.
Thus, if a partner guarantees a partner-
ship liability prior to the effective date,
the guarantee would not be subject to the
proposed regulations for as long as the
debt remains outstanding. In addition,
there would be a transition rule under
which a taxpayer could continue to be al-
located debt under the current regula-
tions for seven years in certain circum-
stances.

Conclusion
That the Treasury Department is-

sued proposed regulations regarding the
allocation of partnership recourse liabil-
ities was of little surprise. However,
many were expecting that the proposed
regulations would be more limited in
scope and targeted at abusive arrange-
ments such as the one in Canal Corpora-
tion where the entity making the guaran-
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tee deliberately stripped out substan-
tially all of its assets. Instead, the pro-
posed regulations would completely
eliminate bottom guarantees as well as
vertical slice guarantees, and indemnifi-
cation for the first $1 of an otherwise
qualifying guarantee would cause the
guarantor to be considered to bear the
risk of loss for no portion of the debt.

Although IRS and Treasury Depart-
ment officials have spoken of specifi-
cally targeting “tax lawyer motivated
guarantees,” the proposed regulations
would disregard many guarantees that
are given for business purposes and

without any tax-related motivation (for
example, where the guarantor is not a
paid a fee for making the guarantee). In
a twist that demonstrates just how distor-
tive the impact of the proposed regula-
tions can be, they could disregard a guar-
antee made by a partner for business pur-
poses which, under the current regula-
tions, would have had the undesirable ef-
fect of shifting the liability allocation
and causing another partner to have a
deemed distribution in excess of basis—
thereby helping the taxpayer!

Moreover, the proposed regulations
would impose requirements that seem to

be difficult for anyone to quantify. For
example, how does one determine what
is a “commercially reasonable” net
worth for a guarantor to be required to
maintain? What is “arms length” consid-
eration for making a guarantee?

If implemented, the proposed regu-
lations would have a profound impact on
many partners by radically shifting part-
nership debt allocations. In light of re-
sounding criticism from many commen-
tators, though, it remains to be seen
whether the proposed regulations will be
finalized in anything close to their cur-
rent form.

1 135 T.C. 199 (2010).

Reprinted with permission from the August 27, 2014 edition of the New York Law Journal
© 2017 ALM Media Properties, LLC,

All rights reserved.
Further duplication without permission is prohibited.

ALMReprints.com – 877-257-3382 – reprints@alm.com.


