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An Overview of Prop. Reg.
Section 1.163-14 and its
Impact on Passthrough
Entities Including Partners
and Shareholders

By Kelley Miller*

Reed Smith
Washington D.C.

On July 28, 2020, the Treasury Department (Trea-
sury) and the IRS released a highly anticipated Pro-
posed Regulations1 (Proposed Regulations) that re-
sponds to long-awaiting guidance regarding interest
expenses associated with debt proceeds of partner-
ships and S corporations including, (1) where debt is
used to fund certain distributions and, (2) where debt
proceeds of partners or shareholders are allocated to
the acquisition of an interest in a partnership or S cor-
poration.2 This article provides an overview and
analysis of this Proposed Regulations (i.e, Prop. Reg.
§1.163-14), and examines the impact of the same on
passthrough entities and their partners and sharehold-
ers.

OVERVIEW
The guidance released concerns the limitation on

the deduction for business interest expense following
the amendment of the I.R.C. by the provisions com-
monly referred to as the Tax Cuts and Jobs Act of
20173 (TCJA).4 Prior to the release of the Proposed
Regulations, pass-through entities and their owners
were required to follow the debt tracing and interest
allocation rules set forth in Reg. §1.163-8T. With the

release of the Proposed Regulations, Treasury and the
IRS have apparently determined that Reg. §1.163-8T
does not adequately provide for debt proceeds by a
pass-through entities and their owners under §163(j),
and specifically, in circumstances where a partnership
or S corporation used debt proceeds to make owner
distributions.

Prior to the release of the Proposed Regulations, the
debt tracing guidance that could be relied upon pass-
through entities and their owners was that found in a
temporary regulation released in 1987 that speaks to
the allocation of interest expense and debt, and a trio
of Notices that were released following this temporary
regulation that provided discrete, but far from com-
prehensive, guidance on how pass-through entities
and their owners should allocate distributed debt pro-
ceeds to debt financed distributions including, where
an interest is acquired in a pass-through entity.

BACKGROUND

Reg. Section 1.163-8T

Reg. §1.163-8T, a temporary regulation released by
Treasury on July 1, 1987, provided rules regarding the
allocation of interest expense5 for purposes of apply-
ing the passive loss activity limitation in §469, the in-
vestment interest limitation in §163(d), and the per-
sonal interest limitation in §163(h) that apply to tax
years after 1986.6 Under Reg. §1.163-8T, debt gener-
ally is allocated by tracing disbursement of the debt
proceeds to specific expenditures and interest expense
associated with debt is allocated for Reg. §1.163-8T
purpose in the same manner7 in which the interest ex-
pense relates.8 When debt proceeds are deposited into
the borrower’s account, and the account also contains
unborrowed funds, Reg. §1.163-8T(c) provides that
the debt generally is allocated to expenditures from
the account as made first from the debt proceeds (and
to the extent of the same).9 Reg. §1.163-8T also pro-
vide that if the proceeds of two or more debts are de-
posited into the borrower’s account, the proceeds are
treated as expended in the order in which they were
deposited. Also, Reg. §1.163-8T provides specific
rules that address the reallocation of debt, repayments
and refinancing.10

* Kelley C. Miller is a partner with Reed Smith, resident in the
firm’s Washington, D.C. office. Her practice focuses on navigat-
ing her clients through complex federal and state tax planning, es-
tate and gift planning, and tax controversy matters. She routinely
represents clients in difficult audits and examinations before the
IRS, including representation before administrative appeals, and,
when necessary, litigation of federal and state tax cases in the fed-
eral courts and, particularly, the U.S. Tax Court.

1 Prop. Reg. §1.163-14, REG-107911-18, 16-17 (July 28,
2020). Concurrently with the publication of the Proposed Regula-
tions, the Treasury and the IRS also published (RIN 1545-BO73)
final regulations ( the ’Final Regulations’’) under §163(j). All sec-
tion references herein are to the Internal Revenue Code of 1986,
as amended (the ‘‘Code’’), or the Treasury regulations promul-
gated thereunder, unless otherwise indicated.

2 Prop. Reg. §1.163-14.
3 Pub. L. No. 115-97.
4 Prop. Reg. §1.163-14.

5 Prop. Reg. §1.163-14(a)(1).
6 Prop. Reg. §1.163-14(a)(1).
7 Prop. Reg. §1.163-14(b)(1)(i)-§1.163-14(b)(1)(vi).
8 Prop. Reg. §1.163-14(b)(1)(i)-§1.163-14(b)(1)(vi).
9 Prop. Reg. §1.163-14(b)(1)(i)-§1.163-14(b)(1)(vi).
10 Prop. Reg. §1.163-14(b)(1)(i)-§1.163-14(b)(1)(vi).
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The preamble11 to Reg. §1.163-8T provides that,
‘‘interest expense of partnerships and S corporations,
and of partners and S corporation shareholders, is
generally allocated in the same manner as the interest
expense of other taxpayers.’’12 Although the preamble
acknowledged a lack of specific guidance within Reg.
§1.163-8T for partnerships and S corporations, the
need for special rules addressing debt financed distri-
butions to owners of partnerships and S corporations,
and what effect for those cases in which taxpayers in-
cur debt to acquire or increase their capital interest it
passthrough entities, it reserved any comments on
these circumstances and instead, invited public com-
ments.13 While authoritative guidance addressing
these questions was not released until the Proposed
Regulations, the IRS did publish three key Notices
following the release of Reg. §1.163-8T that each of-
fer key insight regarding these issues for pass-through
entities and their owners.

IRS Guidance Released After Reg.
Section 1.163-8T: Notice 88-20, Notice
88-37, and Notice 89-35

In a series of Notices published after the issuance
of Reg. §1.163-8T, the Treasury and the IRS provided
further guidance regarding the allocation of interest
expense with respect to certain transactions involving
partnerships, partners, S corporations, and S corpora-
tion shareholders. Study of these Notices and in par-
ticular Notice 89-35, is central to the understanding
the application of the Proposed Regulations on part-
nerships and S corporations, especially as much of the
Proposed Regulations are drawn from the lack of con-
crete guidance in Notice 89-35 applicable to pass-
through entities.

Notice 88-20

In Notice 88-20, the IRS announced an intention to
issue further Proposed Regulations that, for debt pro-
ceeds deposited into an account on or before Decem-
ber 31, 1987, taxpayers could treat any expenditure
made from any account of the taxpayer or from cash
within 30 days before or after cash proceeds are de-
posited in that account or any other account of the
taxpayer as made from such proceeds. The Notice
also provides that forthcoming Proposed Regulations
would also allow, for debt proceeds received in cash
on or before December 31, 1987, that taxpayers may
treat any expenditure made from any account of the
taxpayer or from cash within 30 days before or after
the debt proceeds are deposited in any account of the

taxpayer or received in cash as made from such pro-
ceeds. Notice 89-35 supplanted Notice 88-20.

Notice 88-37

Notice 88-37 provides guidance with respect to re-
porting of interest expense with respect to debt-
financed acquisitions and debt-financed distributions
involving partnerships and S corporations for taxable
years beginning after December 31, 1986. Per Notice
88-37, interest expense allocated to a trade or business
expenditure (within the meaning of Reg. §1.163-
8T(b)(7)) of a passthrough entity should be reported
in Part II of Schedule E. After interest expense is al-
located for the pass-through, the expense is reported
in the appropriate places on the Form 1040, U.S. In-
dividual Tax Return. Applying Notice 88-37 would,
for example, result in a partner reporting interest ex-
pense allocable to a passive activity on Form 8582.

Notice 89-35

Notice 89-35 provides that interest expense of the
owner of a passthrough entity (for Reg. §1.163-8T
purposes), is allocated amount the assets of the entity
using any reasonable method. One example of such a
reasonable method includes allocating the debt among
all of the assets of the passthrough entity based either
the fair market value, the book value, or the adjusted
basis of the assets, reduced by the amount of any debt
of the entity or the amount of any debt that the owner
of the entity allocated to such assets.14 Notice 89-35
also provides that interest expense of debt proceeds
allocated to a contribution to the capital of a pass-
through entity shall be allocated using any reasonable
method for purposes of Reg. §1.163-8T. An example
of such reasonable method here would be allocating
the debt among the assets of the passthrough entity or
tracing the debt proceeds to the expenses of the pass-
through entity.15

Where a distribution is debt-financed, Notice 89-35
provides both a general allocation rule as well as an
optional allocation rule.16 The general allocation rule
applies the principles of Reg. §1.163-8T to interest al-
location associated with any distribution that is debt-
financed through application of a tracing paradigm to
determine the character of that interest expense for
purposes of Reg. §1.163-8T.17 Here, the debt pro-
ceeds and the corollary interest expense related to the
distribution that is debt-financed are allocated under
Reg. §1.163-8T in accordance with the use of the dis-
tributed debt proceeds by the distributed owner of the

11 T.D. 8145, 52 Fed. Reg. 24,996 (July 2, 1987).
12 T.D. 8145, 52 Fed. Reg. 24,996 (July 2, 1987).
13 T.D. 8145, 52 Fed. Reg. 24,996 (July 2, 1987).

14 Notice 89-35.
15 Notice 89-35.
16 Notice 89-35.
17 Notice 89-35.
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passthrough entity.18 In the case where an owner’s
share of a passthrough entity’s interest expense related
to a debt-financed distribution excess the entity’s in-
terest expense on the portion of debt proceeds distrib-
uted to that particular owner, Notice 89-35 provides
that the passthrough entity may allocate such excess
interest expense using any reasonable method.

The optional allocation rule applicable to any dis-
tribution that is debt-financed allows a passthrough
entity to allocate distributed debt proceeds and the as-
sociated interest expense to one or more expenditures,
other than distributions, of the entity that are made
during the same taxable year of the entity as the dis-
tribution, to the extent that debt proceeds, including
other distributed debt proceeds, are not otherwise al-
located to such expenditures.19 Under the optional al-
location rule, distributed debt proceeds are traced to
the owner’s use of the borrowed funds to the extent
that the distributed debt proceeds exceed the entity’s
expenditures, not including distributions, for the tax
year to which the debt proceeds are not otherwise al-
located.20

The 2018 Proposed Regulations
On December 28, 2018, Treasury and the IRS pub-

lished Proposed Regulations21 under §163(j), as
amended by the TCJA, in a notice of proposed rule-
making (2018 Proposed Regulations). Interestingly,
these 2018 Proposed Regulations did not include rules
to further address how §1.163-8T would apply to
passthrough entities.

Following the publication of the 2018 Proposed
Regulations, a public hearing occurred on February
27, 2019. In conjunction with this public hearing,
Treasury and the IRS also received written comments
indicating that, for purposes of §163(j), a tracing rule
based on how a passthrough entity owner uses the
proceeds of a debt-financed distribution would not
comport with §163(j)(4).22 Section 163(j)(4) provides
that §163(j) ‘‘shall be applied to at the partnership
level.’’ Thus, in conjunction with making final por-
tions of the 2018 Proposed Regulations, Treasury and
the IRS published new proposed rules, specific to
partnerships and partners, and S corporations and
shareholders, which seek to clarify how the rules un-
der Reg. §1.163-8T work when applied both to these
entities and their owners, and in light of the entity-
level limitation contained in §163(j)(4).

Proposed Treasury Regulation
Section 1.163-14

While the preamble to Reg. §1.163-8T provided
that this guidance would generally apply to partner-
ships, S corporations, and their respective owners,
however, the Proposed Regulations (i.e., Prop. Reg.
§1.163-14) provide additional rules for the purposes
of applying the Reg. §1.163-8T rules to passthrough
entities.23 The Proposed Regulations provide that in-
terest expose on a debt incurred by a passthrough en-
tity is allocated in the same manner as the debt to
which such interest relates is allocated, and that debt
is generally allocated by tracing disbursements of the
debt proceeds to specific expenditures.24 In publishing
this new Proposed Regulations, the Treasury and the
IRS announced that Reg. §1.163-8T did not fully ad-
dress one specific use of debt by a passthrough entity;
namely, to make distributions to its owners.25 Accord-
ingly, and to better account for the types of expendi-
tures made by passthrough entities (including, distri-
butions), the new Proposed Regulations aim to both
address the circumstances applicable to passthrough
entities and to provide a framework for these entities
to determine how much of its interest expense is allo-
cable to a trade or business for purposes of applying
§163(j).26 Notably, the Proposed Regulations would
apply before a passthrough entity applies any of the
rules in §163(j) including, Reg. §1.163(j)-10, which
provides special rules for allocating various tax items.

In application, a passthrough entity would continue
to apply the operative rules in Reg. §1.163-8T to al-
locate debt and the interest expense associated with
such debt.27 However, instead of generally tracing
debt proceeds to the types of expenditures described
under Reg. §1.163-8T(b) and treating any interest ex-
pense associated with such debt proceeds in the man-
ner described under Reg. §1.163-8T(a)(4), a pass-
through entity would now trace debt proceeds to the
types of expenditures described under proposed Prop.
Reg. §1.163-14(b)(2) and treat any interest expense
associated with such debt proceeds in the manner that
is described under Prop. Reg. §1.163-14(b)(1).28

DEBT FINANCED DISTRIBUTIONS
Before the TCJA, partners in a partnership were re-

sponsible for determining the applicability of any

18 Notice 89-35.
19 Notice 89-35.
20 Notice 89-35.
21 Prop. Reg. §1.163(j)–2, REG-106089-18, 83 Fed. Reg.

67,490 (Dec. 28, 2018).
22 Reg. §1.163-8T.

23 Prop. Reg. §1.163-14, REG-107911-18 (July 28, 2020).
24 Prop. Reg. §1.163-14.
25 Prop. Reg. §1.163-14.
26 Prop. Reg. §1.163-14.
27 Prop. Reg. §1.163-14.
28 Preamble to Prop. Reg.§1.163-14, REG-107911-18, 16-17

(July 28, 2020).
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limitations on the use of proceeds from debt because
limitations on interest expense deductibility were de-
termination at the partner level.29 The TCJA amended
§163(j) such that the partnership is required to calcu-
late irrespective of if a limitation applies to the part-
nership related to trade or business interest ex-
penses.30 Prop. Reg. §1.163-14 provide guidance for
partners and partnerships as to the methods that
should be used to allocate interest expense in cases
where a partner receives a distribution that is financed
from debt.31

In Prop. Reg. §1.163-14, when debt proceeds of a
passthrough entity are allocated under Reg. §1.163-8T
to distributions to the owners of the entity, the debt
proceeds distributed to any owner and the associated
interest expense are to be allocated under the proce-
dures set forth in Prop. Reg. §1.163-14(d).32 The Pro-
posed Regulations require that partnerships allocate
the interest expense of the partners not receiving a
debt-financed distribution first.33 This internet ex-
pense is allocated to trade or business expense to the
extent of the partnership’s expenses.34 The character
of any remaining interest expense is determined based
on the the partnership’s asset basis.35 Then, the Pro-
posed Regulations allocate the interest expense of the
partner receiving the debt-financed distribution. If
there is any remaining business expense that was not
used by the other partners, it is used first to allocate
the interest expense. Then the partner receiving the
debt-financed distribution looks to the use of the pro-
ceeds of the distribution to determine the character of
any additional interest expense.36

In general, Prop. Reg. §1.163-14(d) adopts a rule
that is substantially similar to that in Notice 89-35,
with certain modifications. Included among these
modifications are that instead of providing that pass-
through entities may use the optional allocation rule,
the Prop. Reg. §1.163-14(d) would require pass-
through entities to apply a rule that is similar to the
optional allocation rule.37 Also among these modifica-
tions is that instead of providing that passthrough en-
tity may allocate excess business interest expense us-
ing any reasonable method, Prop. Reg. §1.163-14(d)
generally provides that the passthrough entity must al-

locate excess business interest expense based on the
adjusted tax basis of the passthrough entity’s assets.38

Prop. Reg. §1.163-14(d)(1) provides a rule based in
principle on the optimal allocation rule in Notice 89-
35. Under this rule, distributed debt proceeds (debt
proceeds of a passthrough entity allocated under Reg.
§1.163-8T to distributions to owners of the entity)
would first be allocated under Prop. Reg. §1.163-
14(d)(1)(i) to the passthrough entity’s available ex-
penditures.39 Available expenditures are defined as
those expenditures of a passthrough entity made in the
same taxable year as the distribution, but only to the
extent that debt proceeds (including other distributed
debt proceeds) are not otherwise allocated to such ex-
penditures.40 This approach is consistent with the idea
that money is fungible (a passthrough entity may be
fairly treated as distribution non-debt proceeds other
than debt proceeds and using debt proceeds rather
than non-debt proceeds to finance its non-distribution
expenditures) and seeks to coordinate the interest al-
location rules with the entity-level approach to pass-
throughs adopted in §163(j).41 Where the distributed
debt proceeds exceed the passthrough entities avail-
able expenditures, the excess amount of distributed
debt proceeds would be allocated to distributions to
owners of the passthrough entity (debt financed distri-
butions) under Prop. Reg. §1.163-14(d)(1)(ii).42

After determining the amount of its distributed debt
proceeds allocated to available expenditures and debt
financed distributions, a passthrough entity would use
this information to determine the tax treatment of
each owner’s allocable interest expense (i.e., an own-
er’s share of interest expense associated with the dis-
tributed debt proceeds otherwise distributed under
§704(b) or §1366(a)).43 To assist the passthrough en-
tity and owner in determining the tax treatment of
each owner’s allocable interest expense, Prop. Reg.
§1.163-14(d)(2) provide rules for determining the por-
tion of each owner’s allocation interest expense that
is: (1) debt-financed distribution interest, (2) expendi-
ture interest expense, and (3) excess interest ex-
pense.44 These three categories of allocable interest
expense are mutually exclusive. A specific dollar of
allocable interest expense cannot simultaneously be
both debt-financed distribution interest expense and
expenditure interest expense.45

Once a passthrough entity categorizes each owner’s
allocable interest expense in this manner, it would

29 Preamble to Prop. Reg. §1.163-14, REG-107911-18, 16-17.
30 Preamble to Prop. Reg. §1.163-14, REG-107911-18, 16-17.
31 Preamble to Prop. Reg. §1.163-14, REG-107911-18, 16-17.
32 Prop. Reg. §1.163-14(d).
33 Prop. Reg. §1.163-14(d)(1).
34 Prop. Reg. §1.163-14(d)(1).
35 Prop. Reg. §1.163-14(d)(1).
36 Prop. Reg. §1.163-14(d)(1).
37 Prop. Reg. §1.163-14(d)(1).

38 Prop. Reg. §1.163-14(d)(1).
39 Prop. Reg. §1.163-14(d)(1).
40 Prop. Reg. §1.163-14(d)(1).
41 Prop. Reg. §1.163-14(d)(1).
42 Prop. Reg. §1.163-14(d)(1).
43 Prop. Reg. §1.163-14(d)(1).
44 Prop. Reg. §1.163-14(d)(2).
45 Prop. Reg. §1.163-14(d)(2).
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next apply Prop. Reg. §1.163-14(d)(3) to determine
the tax treatment of that interest expense.46 The man-
ner in which the tax treatment of allocable interest ex-
pense is determined depends on how the allocable in-
terest expense was categorized under Prop. Reg.
§1.163-14(d)(2). At base, each of the three categories
of allocable interest expense, along with the the tax
treatment of interest expense in each of these catego-
ries is addressed in Notice 89-35.47 Debt-financed dis-
tribution interest expense is referred to in Notice
89-35 as an owner’s share of a passthrough entity’s
interest expense on debt proceeds allocated to each
owner.48 Similar to what is contained in Notice 89-35,
Prop. Reg. §1.163-14(d)(3)(i) would generally pro-
vide that such interest expense is allocated under Reg.
§1.163-8T in accordance with the owner’s use of the
debt proceeds.49

Notably, under Notice 89-35, which generally al-
lows any reasonable method for determining the tax
treatment of excess interest expense, Prop. Reg.
§1.163-14(d)(3)(iii) would generally provide that the
tax treatment excess interest expense is determined by
allocating the distributed debt proceeds among all the
assets of the passthrough entity, pro-rata, based on the
adjusted basis of these assets.50

Prop. Reg. §1.163-14(d)(4) also provides rules ad-
dressing the tax treatment of the interest expense of
the transferee owner where the transferor had previ-
ously been allocated debt-financed distribution inter-
est expense. In the case of a transfer of an interest in
a passthrough entity, any debt-financed distribution
interest expense of the transferor generally shall be
treated as excess interrelation expense by the trans-
feree.51 However, in the case of a transfer of an inter-
est in a passthrough entity to a person who is related
to the transferor, any debt-financed distribution inter-
est expense of the transferor shall continue to be
treated as debt-financed distribution interest exposed
by the related party transferee, and the tax treatment
of such debt-financed distribution expense shall be the
same to the related party transferee as it was to the
transferor.52 A related party for these purposes is the
same as the meaning under §267(b) or §707(b)(1).

Prop. Reg. §1.163-14 also includes several opera-
tional rules that clarify the application of some of the
provisions in Reg. §1.163-8T as they apply to pass-

through entities.53 As an example, Prop. Reg.§1.163-
14(e) would provide an ordering rule applicable to the
repayment of debt by passthrough entities similar to
the rules in Reg. §1.163-8T(d)(1).

DEBT FINANCED ACQUISITIONS
Prop. Reg. §1.163-14(f) adopts a rule providing

that the tax treatment of an owner’s interest expense
associated with a debt financed acquisition (either by
purchase or contribution) will be determined by allo-
cating the debt proceeds among the adjusted tax basis
of the entity’s assets.54 The owner would allocate the
debt proceeds in proportion to the relative adjusted
tax basis of the entity’s assets reduced by any assets
in accordance with the rules in Reg. §1.163(j)-
10(c)(5)(i) reduced by any debt allocated to such as-
sets.55 Once the pass-through entity’s owner choses a
method for allocating the debt proceeds for this pur-
pose, the owner must consistently apply the same
method in all subsequent tax yeas.56 With respect to
tax return reporting, a pass-through owner will report
interest expense paid or incurred in connection with
debt-financed acquisitions on her Form 1040 in accor-
dance with the asset to which the interest expense is
allocated, which harkens to the nature of reporting
prescribed under Notice 88-37.

Treasury and the IRS have requested comments re-
garding whether asset basis (either adjusted tax basis
or adjusted tax basis based on the rules in Reg.
§1.163(j)-10(c)(5)(i) less the amount of debt allocated
to assets under Prop. Reg. §1.163-14 and Reg.
§1.163-8T is appropriate as the sole method for allo-
cating interest expense.

Change in Pass-through Entity
Ownership

The Proposed Regulations also provide guidance
regarding the change in pass-through entity owner-
ship.57 If the transfer is between unrelated parties,58

any transfer of an ownership interest will not be a re-
allocation event under Reg. §1.163-8T, except where
Prop. Reg. §1.163-14(d)(4) applies. In this case, a
debt-financed distribution interest expense is treated
as excess debt-financed distributioninterest expense
by the transferee. The transferee then must determine
the tax treatment of the interest expense by allocating
the associated debt proceeds among the assets of the

46 Prop. Reg. §1.163-14(d)(2).
47 Prop. Reg. §1.163-14(d)(2).
48 Prop. Reg. §1.163-14(d)(2).
49 Prop. Reg. §1.163-14(d)(2).
50 Prop. Reg. §1.163-14(d)(2)..
51 Prop. Reg. §1.163-14(d)(4).
52 Prop. Reg. §1.163-14(d)(4).

53 Prop. Reg. §1.163-14(d)(4).
54 Prop. Reg. §1.163-14(f).
55 Prop. Reg. §1.163-14(f).
56 Prop. Reg. §1.163-14(f).
57 Prop. Reg. §1.163-14(g).
58 Defined per §267(b) and §707(b).
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pass-through entity. Related taxpayers may assume
and continue the interest tax treatment of the transf-
eror.59

Prop. Reg. Section 1.163-14: Example
& Explanation

Prop. Reg. §1.163-14 offers seven examples,60

which all address debt financed distributions. In the
simplest of these examples, the Proposed Regulations
explain how the pass-through entity and its owners
would treat and report interest expense related to a
debt financed distribution.

In one example (where the total distributed debt
proceeds does not exceed available expenditures), two
individuals are partners in a partnership (AB) AB con-
ducts two businesses: a manufacturing business,
which is a trade or business for purposes of §163,61

and a separate commercial real estate leasing busi-
ness, which is an activity described under §469.62 In
Year 1, AB borrows $100,000 from an unrelated third
party lender and executes a note in favor of the same.
This loan is the only outstanding liability on AB’s bal-
ance sheet. Also, during Year 1, AB incurs: (1)
$80,000 in manufacturing expenses; (2) $120,000 in
leasing expenses. AB makes a distribution of
$100,000 to A in Year 1, which A uses to buy herself
a new speedboat. AB pays $10,000 in interest expense
on the third-party loan, and allocates this interest ex-
pense in accordance with §704(b) equally to A and B
($10,000/2). As a result, A and B each have $5,000 of
allocable interest expense under Prop. Reg. §1.163-
14(d)(5)(i).

AB will treat the proceeds of the third-party loan as
being distributed to A.63 Starting with Prop. Reg.
§1.163-14(d)(1)(i), and to the extent that AB has
available expenditures, AB must allocate any distrib-
uted debt proceeds to those available expenditures. As
an illustration, in Year 1, AB will have $200,000 of
available expenditures under Prop. Reg. §1.163-
14(d)(5)(ii) ($80,000 in manufacturing expenses plus
$120,000 in leasing expenses) and $100,000 of dis-
tributed debt proceeds under Prop Reg. §1.163-

14(d)(5)(iii). Accordingly, AB will allocate all
$100,000 of the distributed debt proceeds to available
expenditures as follows: $40,000 to manufacturing
expenses ($100,000 × ($80,000/$200,000), and
$60,000 to leasing expenses ($100,000 × ($120,000/
$200,000). Since the total amount of AB’s distributed
debt proceeds ($100,000) is less than its available ex-
penditures ($200,000), none of the $100,000 of dis-
tributed debt proceeds will be allocable to debt fi-
nanced distributions as required under Prop.
Reg.§1.163-14(d)(1)(ii).

Since all of AB’s distributed debt proceeds
($100,000) are allocable to available expenditures
($200,000), A and B may treat all $5,000 of each’s in-
terest expense as expenditure interest expense. Under
Prop. Reg. §1.163-14(d)(3), A and B will then treat
their respective interest expense in the same manner
as the distributed debt proceeds ($100,000) that were
allocated to available expenditures. For A, the result
is that her $5,000 interest expense deduction is allo-
cated as follows: $2,000 is business interest expense
($5,000 × ($40,00064/$100,000), and $3,000 of inter-
est expense allocated to rental expenditures ($5,000 ×
($60,00065/$100,000). B’s $5,000 of expenditure in-
terest expense is allocated in an identical way as to A.
In sum, $4,000 (A and B each have $2,000 of expen-
diture interest expense treated as business interest ex-
pense) of interest expense associated with the distrib-
uted debt proceeds ($100,000) is business interest ex-
pense of AB, which is subject to §163(j) at the
partnership (AB) level.

Implications of Prop. Reg. Section
1.163-14 for Partnerships and S
Corporations

Arguably, Notice 89-35, along with the 2018 Pro-
posed Regulations, did not fully address pass-through
entities and their owners with respect to the applica-
tion of Reg. §1.163-8T. Notice 89-35 provided guid-
ance on debt financed distributions, providing that
taxpayers may employ a general and optional alloca-
tion rule to address the same. With respect to debt-
financed acquisitions of pass-through interests, Notice
89-35 provided that interest expense of the pass-
through owner of should be allocated among the as-
sets of the entity using any reasonable method. With
respect to Reg. §1.163-8T, the list of expenditures
contained in this guidance did not account for use of
debt proceeds.

The Proposed Regulations would render Notice
89-35 obsolete, and provide long-awaited guidance

59 Prop. Reg. §1.163-14(d)(4).
60 Prop. Reg. §1.163-14(h). There are seven examples in the

Proposed Regulations with variations on these facts for where the
pass-through entity has no rental expenditures, where the pass-
through entity makes non pro-rata distributions, where the partner
receiving the loan proceeds distribution sells her partnership inter-
est to an unrelated third-party, where the partner receiving the loan
proceeds distribution sells her partnership interest to a related
third-party (per §267(b) or §707(b)(1)), and where the pass-
through entity is an S corporation with equal shareholders.

61 Specifically, a business defined in Reg. §1.163(j)-1(b)(44).
62 Reg. §1.469-4(b)(2).
63 Reg. §1.163-8T.

64 This represents A’s share of AB’s manufacturing expenses.
65 This represents A’s share of AB’s leasing expenses.
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specifically applicable to pass-through entities and
owners as to how they determine the allocations for
distributed debt proceeds. Prop. Reg. §1.163-14 im-
poses new allocation requirements to categorize inter-
est expense associated with a debt-financed distribu-
tion into a number of categories, and allows for allo-
cation trade or business, investment, and personal
expense, which could result in significant benefit to
partners and owners.

As example of how the allocation paradigm of the
Proposed Regulations differs from that of Reg.
§1.163-8T is illustrated in the example described
above (which is based on Prop. Reg. §1.163-
14(h)(1)). Under Reg. §1.163-8T, if the loan proceeds
were used for personal expenditures (e.g., a A’s speed-
boat), the related interest expense would not be de-
ductible. The allocation method under Reg. §1.163-8T
focuses on the use of the proceeds by the owners who
receive the debt-financed distributions, and prohibited
deduction where the owner used the funds for a per-
sonal expenditure. Conversely, if the loan proceeds
were used in income-producing activities or invest-
ments, the related interest expense would be deduct-
ible. Moreover, and under Reg. §1.163-8T, any deduc-
tion for interest expense is limited to net investment
income, although the excess investment interest ex-
pense may be carried forward.

Prior to the release of the Proposed Regulations,
Notice 89-35 provided the means for pass-through en-
tities and their owners to utilize an optional allocation
method. Through this optional allocation method, to
the extent a pass-through entity has not already allo-
cated other debt to specific operating expenditures,
the entity would be permitted to allocate the debt ac-
tually used for distributions to those expenditures,
without consideration of when those expenses were

incurred. This method bifurcates the connection of the
debt proceeds to operational expenditures of the en-
tity, which may allow a favorable treatment for the
pass-through entity. This method also removes the
need for the owners to make a determination sepa-
rately based on their use of the funds, and allows the
interest to be characterized as a deductible component
of ‘‘ordinary income’’ on Schedules K-1. Accordingly,
while the Proposed Regulations would render Notice
89-35 obsolete, they would also not subject pass-
through owners to the arguably more restrictive para-
digm of Reg. §1.163-8T.

The Proposed Regulations provide clarity and, po-
tentially, opportunity for pass-through entities and
their owners in contrast to the debt tracing guidance
under Reg. §1.163-8T by expanding upon the optional
allocation model in Notice 89-35. Although the allo-
cation ‘waterfall’ rules under Prop. Reg. §1.163-14
are not devoid of complexity, they might provide
more favorable interest expense deductibility for own-
ers under certain circumstances. As one such circum-
stance, if interest rates continue to make refinancing
attractive for pass-through entities that own and de-
velop real estate, the Proposed Regulations could al-
low allocation of a portion of the debt proceeds distri-
bution derived from refinancing in the vein of Notice
89-35 (and without the subsequent limitations found
under Reg. §1.163-8T). Key for real estate entities
may be to the extent the entity has available expendi-
tures including, rental expenditures.

Treasury and the IRS have invited public comments
and written requests for hearings on these Proposed
Regulations; however, no period has been set by pub-
lication as of publication the time this article was pub-
lished.

ARTICLES

Tax Management Memorandum
278 R 2020 The Bureau of National Affairs, Inc.

ISSN 0148-8295


	ARTICLES
	Confusion Cubed: New Regulations Address Deductions of Business Interest Expense
	An Overview of Prop. Reg. Section 1.163-14 and its Impact on Passthrough Entities Including Partners and Shareholders




