Notice of Proposed Rulemaking

At-Risk Limitations; Interest
Other Than That of a Creditor

REG-209377-89

AGENCY: Internal Revenue Service
(IRS), Treasury.

ACTION: Notice of proposed rulemaking.

SUMMARY: Thisdocument contains pro-
posed regulations relating to the treatment,
for purposes of the at-risk limitations, of
amounts borrowed from a person who has
an interest in an activity other than that of
acreditor or from aperson related to a per-
son (other than the borrower) with such an
interest. Proposed regulations published in
1979 provide that amounts borrowed from
a person who has an interest in an activ-
ity other than that of a creditor do not in-
crease the amount at risk in certain enu-
merated activities. These proposed regu-
lations extend thisruleto all activities sub-
ject to the at-risk limitations. In addition,
the rule is conformed to the current statu-
tory language providing for its application
to amounts borrowed from persons related
to a person (other than the borrower) with
an interest other than that of a creditor.
These proposed regulations affect taxpay-
ers subject to the at-risk limitations and
provide them with guidance necessary to
comply with the law.

DATES: Written or €electronic comments
and requests for a public hearing must be
received no later than October 6, 2003.

ADDRESSES: Send submissions to:
CC:PA:RU (REG-209377-89), room
5226, Interna Revenue Service, POB
7604, Ben Franklin Station, Washington,
DC 20044. Submissions may aso be
hand delivered Monday through Friday
between the hours of 8 am. and 4 p.m. to:
CC:PA:RU (REG-209377-89), Courier's
Desk, Internal Revenue Service, 1111
Constitution Avenue, NW, Washington,
DC. Alternatively, taxpayers may submit
electronic comments directly to the IRS
Internet site at: www.irs.gov/regs.

FOR FURTHER INFORMATION
CONTACT:

Concerning the regulations, Tara P
Volungis or Christopher L. Trump,
202—622-3080; concerning submissions
and requests for a public hearing, Sonya
Cruse, 202—622—4693 (not toll-free num-
bers).

SUPPLEMENTARY INFORMATION:
Background

This document proposes amendments
t0 26 CFR part 1 to provide additional rules
under section 465 of the Internal Revenue
Codeof 1986 (Code), asamended. Section
465 was added to the Code by section 204
of the Tax Reform Act of 1976 (Public Law
94-455, 90 Stat. 1531). Section 465 limits
the deductibility of losses to a taxpayer’s
economic investment (the amount at risk)
inthe activity at the close of ataxable 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. In general, a
taxpayer’ samount at risk also includesany
amounts borrowed for use in the activity
if the taxpayer is personaly liable for re-
payment or if property other than property
used in the activity is pledged as security.

As originally enacted, section 465 ap-
plied to certain enumerated activities de-
scribed in section 465(c)(1) (old activi-
ties). Subsequent amendments made by
section 201 of the Revenue Act of 1978
(Public Law 95-600, 92 Stat. 2814) ex-
tended the at-risk rules to other activities
described in section 465(c)(3)(A) (new ac-
tivities).

On June 5, 1979, the IRS published in
the Federal Register (44 FR 32235) pro-
posed regulations (LR-166—76) relating to
the treatment of investments in old activ-
ities under section 465 of the Code (the
previously proposed regulations). Section
1.465-8 of the previously proposed reg-
ulations provides that amounts borrowed
by ataxpayer for usein an old activity do
not increase the taxpayer’s amount at risk
if the lender has an interest in the activ-
ity other than that of a creditor. Section
1.465-20 of the previously proposed reg-
ulations provides rules for the treatment
of amounts borrowed from certain persons
and amounts protected against loss. This
document proposes to amend §81.465-8

and 1.465-20 of the previously proposed
regulations.

Explanation of Provisions

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

Under section 465(b)(3), amounts bor-
rowed for use in an activity will not in-
crease the borrower’ s amount at risk in the
activity if the lender has an interest other
than that of acreditor in the activity (adis
quaifying interest) or if the lender is re-
lated to a person (other than the borrower)
who has a disqualifying interest in the ac-
tivity. Theruleappliesevenif theborrower
is personally liable for the repayment of
the loan or the loan is secured by property
not used in the activity.

Section 465(c)(3)(D) provides that sec-
tion 465(b)(3) will apply to new activities
only to the extent provided in regulations
prescribed by the Secretary. The Tax Court
in Alexander v. Commissioner, 95 T.C.
467 (1990), held that, until regulations are
issued, section 465(b)(3) cannot be ap-
plied to a new activity. These proposed
regulations will apply section 465(b)(3)
to the new activities described in section
465(c)(3)(A).

Il. Related Persons

Asoriginally enacted, section 465(b)(3)
also applied to any borrowing from per-
sons related to the taxpayer under section
267(b). Section 432(c) of the Deficit Re-
duction Act of 1984 (Public Law 98-369,
98 Stat. 814) eliminated this rule but pro-
vided, instead, that a taxpayer’s amount at
risk is not increased by amounts borrowed
from a person related to a person (other
than the taxpayer) who has a disqualify-
ing interest in the activity. These proposed
regulations change 8§1.465-20 of the pre-
viously proposed regulations to reflect the
amendment made by the Deficit Reduction
Act of 1984.

[11. Scope of §1.465-8

These proposed regulations modify the
previously proposed regulations to reflect
section 465(b)(3)(B)(ii), which provides
that, for purposes of determining a cor-
poration’s amount at risk, an interest as a



shareholder is not a disqualifying interest.
Thus, amounts borrowed by a corporation
fromitssharehol ders may increasethe cor-
poration’s amount at risk.

These proposed regul ations al so modify
the previously proposed regulations to re-
flect section 465(b)(6)(A), which provides
that “qualified nonrecourse financing,” if
borrowed for use in an activity of hold-
ing real property and secured by real prop-
erty used in the activity, is not subject to
the limitations of section 465(b)(3). In ad-
dition, these proposed regulations expand
the exception to include financing that, if it
were nonrecourse, would be financing de-
scribed in section 465(b)(6)(B). This ex-
pansion of the exception ensures that re-
course financing is treated no worse than
qualified nonrecourse financing.

Proposed Effective Date

The new rules in these regulations are
proposed to be applicable to amounts bor-
rowed after the rules are published asfinal
regulationsin the Federal Register.

Special Analyses

It has been determined that this notice
of proposed rulemaking is not asignificant
regulatory action as defined in Executive
Order 12866. Therefore, a regulatory as-
sessment is not required. It also has been
determined that section 553(b) of the Ad-
ministrative Procedure Act (5 U.S.C. chap-
ter 5) does not apply to these regulations
and, because these regulations do not im-
pose on small entities a collection of infor-
mation requirement, the Regulatory Flex-
ibility Act (5 U.S.C. chapter 6) does not
apply. Therefore, a Regulatory Flexibility
Analysisis not required. Pursuant to sec-
tion 7805(f) of the Code, this notice of pro-
posed rulemaking will be submitted to the
Chief Counsel for Advocacy of the Small
Business Administration for comment on
its impact on small business.

Comments and Requests for Public
Hearing

Before these proposed regulations are
adopted as final regulations, consideration
will be given to any written (a signed orig-
inal and 8 copies) or electronic comments
that are submitted timely to the IRS. The
IRS and Treasury Department request

comments on the clarity of the proposed
rules and how they can be made easier to
understand. All comments will be avail-
able for public inspection and copying.
A public hearing will be scheduled if
requested in writing by any person that
timely submits written comments. If a
public hearing is scheduled, notice of the
date, time, and place for the public hearing
will be published in the Federal Register.

Drafting Information

The principal authors of these pro-
posed regulations are Tara P. Volungis
and Christopher L. Trump of the Office
of Associate Chief Counsel (Passthroughs
and Special Industries). Other personnel
from Treasury and the IRS participated in
their development.

* % % % *

Proposed Amendments to the
Regulations

Accordingly, 26 CFR part 1, which was
proposed at 44 FR 32235 (June 5, 1979),
is proposed to be amended as follows:

PART 1—INCOME TAXES

Paragraph 1. The authority citation for
part 1 is amended by adding entriesin nu-
merical order to read in part as follows:

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

Section 1.465-8 also issued under 26
U.S.C. 465. * * *

Section 1.465-20 also issued under 26
U.S.C. 465. * * *

Par. 2. Section 1.465-8, as proposed at
44 FR 32238 (June 5, 1979), is amended
as follows:

1. Paragraphs(a) and (b)(1) arerevised.

2. Thelast sentence of paragraph (c)(1)
is revised.

3. The second sentence of paragraph
(d)(2) isrevised.

4. Paragraph (e) is added.

Therevisions and additions read as fol-
lows:

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

(a) In general—(1) Amounts borrowed.
This section applies to amounts borrowed
for use in an activity described in section
465(c)(1) or (c)(3)(A). Amounts borrowed

with respect to an activity will not increase
the borrower’s amount at risk in the activ-
ity if the lender has an interest in the activ-
ity other than that of acreditor or isrelated
to a person (other than the borrower) who
hasaninterest inthe activity other than that
of acreditor. Thisrule applies even if the
borrower is personaly liablefor the repay-
ment of the loan or the loan is secured by
property not used in the activity. For ad-
ditional rules relating to the treatment of
amounts borrowed from these persons, see
§1.465-20.

(2) Certain borrowed amounts ex-
cepted. (i) For purposes of determining a
corporation’s amount at risk, an interest in
the corporation as a shareholder is not an
interest in any activity of the corporation.
Thus, amounts borrowed by a corporation
from a shareholder may increase the cor-
poration’s amount at risk.

(i) For purposes of determining a tax-
payer's amount 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 ac-
tivity and is either—

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

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

(b) Loansfor which the borrower isper-
sonally liable for repayment—(1) General
rule. If a borrower is personally liable for
the repayment of aloan for usein an activ-
ity, a person shall be considered a person
with an interest in the activity other than
that of a creditor only if the person has ei-
ther a capital interest in the activity or an
interest in the net profits of the activity.

* * % % %

(C) * %k

(1) * * * In the case of such aloan a
person shall be considered a person with
aninterest 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.

* * k k %

(d) * % %

(1) * * * In the case of such aloan a
person shall be considered a person with
an interest in the activity other than that
of acreditor if the person standsto receive
financial gain (other than interest) from the



activity or from the sale of interests in the
activity. * * *

* % % % %

(e) Effective date. This section applies
to amounts borrowed after the date this
sectionis published asafinal regulationin
the Federal Register.

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

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

2. Paragraph (d) is added.

Therevisions and additions read as fol-
lows:

§1.465-20 Treatment of amounts
borrowed from certain persons and
amounts protected against |oss.

(@) General rule. The following
amounts are treated in the same man-
ner 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 amount at risk because they are
borrowed from a person who has an inter-
est in the activity other than that of a cred-
itor 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) Amounts (whether or not borrowed)
that are protected against |oss.

(b) Interest other than that of a credi-
tor; cross reference. See §1.465-8 for ad-
ditional rulesrelating to amounts borrowed
from aperson who hasaninterestintheac-
tivity other than that of a creditor or isre-
lated to a person (other than the taxpayer)
who has an interest in the activity other
than that of a creditor.

* k Kk k %

(d) Effective date. This section applies
to amounts borrowed after the date this
sectionis published asafinal regulationin
the Federal Register.

Robert E. Wenzel,
Deputy Commissioner for Ser-
vices and Enforcement.

(Filed by the Office of the Federal Register on July 7, 2003,
8:45 am., and published in the issue of the Federal Register
for July 8, 2003, 68 F.R. 40583)






