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At-Risk Limtations; Interest Other Than That of a Creditor
AGENCY: Internal Revenue Service (IRS), Treasury.

ACTION:  Notice of proposed rul enaking.

SUMVARY: This docunent contains proposed regul ations relating
to the treatnment, for purposes of the at-risk limtations, of
amounts borrowed from a person who has an interest in an
activity other than that of a creditor or froma person
related to a person (other than the borrower) with such an
interest. Proposed regul ati ons published in 1979 provide that
amounts borrowed from a person who has an interest in an
activity other than that of a creditor do not increase the
anount at risk in certain enunerated activities. These
proposed regul ati ons extend this rule to all activities
subject to the at-risk limtations. |In addition, the rule is
conformed to the current statutory |anguage providing for its
application to amunts borrowed from persons related to a
person (other than the borrower) with an interest other than

that of a creditor. These proposed regul ations affect



t axpayers subject to the at-risk limtations and provide them
wi th gui dance necessary to conply with the | aw

DATES: Witten or electronic comments and requests for a
public hearing nmust be received no |ater than October 6, 2003.
ADDRESSES: Send subm ssions to: CC:PA:LPD: PR (REG 209377-89),
room 5207, Internal Revenue Service, POB 7604, Ben Franklin

St ati on, Washi ngton, DC 20044. Subm ssions nmay al so be hand
del i vered Monday t hrough Friday between the hours of 8 a.m
and 4 p.m to: CC:.PA: LPD: PR (REG 209377-89), Courier’s Desk,
I nternal Revenue Service, 1111 Constitution Avenue NW,

Washi ngton, DC. Alternatively, taxpayers may submt

el ectronic comments directly to the IRS Internet site at:

WW. i rs. gov/regs.

FOR FURTHER | NFORMATI ON CONTACT: Concerning the regul ations,
Tara P. Volungis or Christopher L. Trunp, 202-622-3080;
concerni ng subm ssions and requests for a public hearing,
Sonya Cruse, 202-622-4693 (not toll-free nunbers).
SUPPLEMENTARY | NFORMATI ON
Backgr ound

Thi s docunent proposes anendnents to 26 CFR part 1 to
provi de additional rules under section 465 of the Internal
Revenue Code of 1986 (Code), as anended. Section 465 was

added to the Code by section 204 of the Tax Reform Act of 1976
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(Public Law 94-455, 90 Stat. 1531). Section 465 limts the
deductibility of |osses to a taxpayer’s econoni c investnent
(the anpbunt at risk) in the activity at the close of a taxable
year. A taxpayer is generally considered at risk in an
activity to the extent of cash and the adjusted basis of
property contributed by the taxpayer to the activity. 1In
general, a taxpayer’s ampunt at risk also includes any anmpunts
borrowed for use in the activity if the taxpayer is personally
liable for repaynment or if property other than property used
in the activity is pledged as security.

As originally enacted, section 465 applied to certain
enunerated activities described in section 465(c)(1) (old
activities). Subsequent anmendnents nade by section 201 of the
Revenue Act of 1978 (Public Law 95-600, 92 Stat. 2814)
extended the at-risk rules to other activities described in
section 465(c)(3)(A) (new activities).

On June 5, 1979, the I RS published in the Federal
Regi ster (44 FR 32235) proposed regul ations (LR-166-76)
relating to the treatment of investnments in old activities
under section 465 of the Code (the previously proposed
regul ations). Section 1.465-8 of the previously proposed
regul ati ons provides that ampbunts borrowed by a taxpayer for

use in an old activity do not increase the taxpayer’s anmount
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at risk if the lender has an interest in the activity other
than that of a creditor. Section 1.465-20 of the previously
proposed regul ati ons provides rules for the treatnment of
amounts borrowed fromcertain persons and anmounts protected
agai nst loss. This docunent proposes to amend 881.465-8 and
1.465-20 of the previously proposed regul ati ons.

Expl anati on of Provisions

| . Application of Section 465(b)(3) to New Activities

Under section 465(b)(3), ampunts borrowed for use in an
activity will not increase the borrower’s amount at risk in
the activity if the | ender has an interest other than that of
a creditor in the activity (a disqualifying interest) or if
the lender is related to a person (other than the borrower)
who has a disqualifying interest in the activity. The rule
applies even if the borrower is personally liable for the
repaynment of the loan or the loan is secured by property not
used in the activity.

Section 465(c)(3)(D) provides that section 465(b)(3) wll
apply to new activities only to the extent provided in
regul ati ons prescri bed by the Secretary. The Tax Court in

Al exander v. Conmi ssioner, 95 T.C. 467 (1990), held that,

until regulations are issued, section 465(b)(3) cannot be

applied to a new activity. These proposed regul ati ons wil |l
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apply section 465(b)(3) to the new activities described in
section 465(c)(3)(A).

1. Related Persons

As originally enacted, section 465(b)(3) also applied to
any borrowing from persons related to the taxpayer under
section 267(b). Section 432(c) of the Deficit Reduction Act
of 1984 (Public Law 98-369, 98 Stat. 814) elimnated this rule
but provided, instead, that a taxpayer’s anmount at risk is not
i ncreased by amounts borrowed froma person related to a
person (other than the taxpayer) who has a disqualifying
interest in the activity. These proposed regul ati ons change
81.465-20 of the previously proposed regulations to refl ect
t he amendnent nade by the Deficit Reduction Act of 1984.

I11. Scope of 8§1.465-8

These proposed regul ations nmodify the previously proposed
regul ations to reflect section 465(b)(3)(B)(ii), which
provi des that, for purposes of determ ning a corporation’s
anount at risk, an interest as a shareholder is not a
di squalifying interest. Thus, amounts borrowed by a
corporation fromits sharehol ders may increase the
corporation’s anmount at risk.

These proposed regul ations al so nodify the previously

proposed regul ations to reflect section 465(b)(6)(A), which
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provi des that “qualified nonrecourse financing,” if borrowed
for use in an activity of holding real property and secured by
real property used in the activity, is not subject to the
limtations of section 465(b)(3). |In addition, these proposed
regul ati ons expand the exception to include financing that, if
it were nonrecourse, would be financing described in section
465(b) (6) (B). This expansi on of the exception ensures that
recourse financing is treated no worse than qualified
nonr ecourse financing.
Proposed Effective Date

The new rules in these regul ations are proposed to be
applicable to amunts borrowed after the rules are published
as final regulations in the Federal Register.
Speci al Anal yses

It has been determ ned that this notice of proposed
rul emaking is not a significant regulatory action as defined
in Executive Order 12866. Therefore, a regul atory assessnent
is not required. It also has been determ ned that section
553(b) of the Adm nistrative Procedure Act (5 U.S.C. chapter
5) does not apply to these regul ati ons and, because these
regul ati ons do not inpose on small entities a collection of
information requirenment, the Regulatory Flexibility Act (5

U.S.C. chapter 6) does not apply. Therefore, a Regulatory
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Flexibility Analysis is not required. Pursuant to section
7805(f) of the Code, this notice of proposed rul emaking wll
be submtted to the Chief Counsel for Advocacy of the Small
Busi ness Admi ni stration for coment on its inpact on small
busi ness.
Comments and Requests for Public Hearing

Before these proposed regul ations are adopted as fi nal
regul ati ons, consideration will be given to any witten (a
signed original and 8 copies) or electronic conmments that are
submtted tinely to the IRS. The IRS and Treasury Depart nent
request comments on the clarity of the proposed rules and how
they can be made easier to understand. AlIl coments wll be
avai l abl e for public inspection and copying. A public hearing
wi Il be scheduled if requested in witing by any person that
timely submits witten comments. |f a public hearing is
schedul ed, notice of the date, time, and place for the public
hearing will be published in the Federal Register.
Drafting Informtion

The principal authors of these proposed regul ations are
Tara P. Volungis and Christopher L. Trunmp of the O fice of
Associ ate Chief Counsel (Passthroughs and Special |ndustries).
Ot her personnel from Treasury and the I RS participated in

their devel opnent.



List of Subjects in 26 CFR Part 1

| ncone taxes, Reporting and recordkeepi ng requirenents.
Proposed Anendnments to the Regul ations

Accordingly, 26 CFR part 1, which was proposed at 44 FR
32235 (June 5, 1979), is proposed to be anended as follows:
PART 1-—-1 NCOVE TAXES

Paragraph 1. The authority citation for part 1 is
amended by adding entries in nunerical order to read in part
as follows:

Authority: 26 U. S.C. 7805. * * *

Section 1.465-8 al so i ssued under 26 U.S.C. 465. * * *
Section 1.465-20 al so i ssued under 26 U. S.C. 465. * * *

Par. 2. Section 1.465-8, as proposed at 44 FR 32238

(June 5, 1979), is anended as foll ows:
1. Paragraphs (a) and (b)(1) are revised.
2. The | ast sentence of paragraph (c)(1) is revised.
3. The second sentence of paragraph (d)(1) is revised.
4. Paragraph (e) is added.
The revisions and additions read as foll ows:

81.465-8 General rules; interest other than that of a

creditor.

(a) Ln general — (1) Amounts borrowed. This section

applies to ampbunts borrowed for use in an activity descri bed



in section 465(c)(1) or (¢)(3)(A . Amunts borrowed with
respect to an activity will not increase the borrower’s anount
at risk in the activity if the |l ender has an interest in the
activity other than that of a creditor or is related to a
person (other than the borrower) who has an interest in the
activity other than that of a creditor. This rule applies
even if the borrower is personally liable for the repaynment of
the loan or the loan is secured by property not used in the
activity. For additional rules relating to the treatnment of
amounts borrowed fromthese persons, see 81.465-20.

(2) Certain borrowed ampunts excepted. (i) For purposes

of determ ning a corporation’s amunt at risk, an interest in
the corporation as a shareholder is not an interest in any
activity of the corporation. Thus, amunts borrowed by a
corporation froma sharehol der may increase the corporation’s
anount at ri sk.

(ii) For purposes of determ ning a taxpayer’s anount at
risk in an activity of holding real property, paragraph (a)(1)
of this section does not apply to financing that is secured by
real property used in the activity and is either—-

(A) Qualified nonrecourse financing described in section
465(b) (6) (B); or

(B) Financing that, if it were nonrecourse, would be
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financing described in section 465(b)(6)(B).

(b) Loans for which the borrower is personally liable for

repaynent--(1) General rule. |If a borrower is personally

liable for the repaynment of a |loan for use in an activity, a
person shall be considered a person with an interest in the
activity other than that of a creditor only if the person has
either a capital interest in the activity or an interest in
the net profits of the activity.

ok ok % %

(c) * * *

(1) * * * In the case of such a | oan a person shall be
considered a person with an interest in the activity other
than that of a creditor only if the person has either a
capital interest in the activity or an interest in the net
profits of the activity.
ok ok ok *

(d) * * *

(1) * * * In the case of such a |loan a person shall be
considered a person with an interest in the activity other
than that of a creditor if the person stands to receive
financial gain (other than interest) fromthe activity or from

the sale of interests in the activity. * * *
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(e) Effective date. This section applies to anounts

borrowed after the date this section is published as a final
regulation in the Federal Register.

Par. 3. Section 1.465-20, as proposed at 44 FR 32241
(June 5, 1979), is anended as follows:

1. Paragraphs (a) and (b) are revised.

2. Paragraph (d) is added.

The revisions and additions read as foll ows:

81.465-20 Treatnent of ampunts borrowed from certain persons

and amounts protected agai nst | oss.

(a) General rule. The followng anmobunts are treated in

t he same manner as borrowed amounts for which the taxpayer has
no personal liability and for which no security is pledged—-

(1) Amounts that do not increase the taxpayer’s anmpunt at
ri sk because they are borrowed from a person who has an
interest in the activity other than that of a creditor or from
a person who is related to a person (other than the taxpayer)
who has an interest in the activity other than that of a
creditor; and

(2) Ampunts (whether or not borrowed) that are protected
agai nst | oss.

(b) Interest other than that of a creditor; cross

ref erence.

-11-



See 81.465-8 for additional rules relating to anounts borrowed
froma person who has an interest in the activity other than
that of a creditor or is related to a person (other than the

t axpayer) who has an interest in the activity other than that
of a creditor.

*x * * * *

(d) Effective date. This section applies to anounts

borrowed after the date this section is published as a final

regulation in the Federal Register.

Robert E. Wenzel

Deputy Commi ssi oner for Services and Enforcenent



