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Regular Guarantee

« Xis 1% limited partner in LP

« X enters into enforceable guarantee of $10 of $100
liability that is otherwise nonrecourse

* No right of subrogation or contribution
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Ex. 3: Nonrecourse Debt;
Regular Guarantee

« Guarantee should cause $10 of debt to be allocated
to X

* Does it matter if X enters into the guarantee for the
sole purpose of boosting outside basis?

e Sec. 465 at-risk issue
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Bottom Guarantee

« Xis 1% limited partner in LP

« X enters into enforceable “bottom” guarantee of $10
of $100 liability that is otherwise nonrecourse

- No right of subrogation or contribution
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Ex. 4: Nonrecourse Debt;
Bottom Guarantee

“X shall not be obligated to make any payment hereunder until
all attempts to collect from Borrower, with due diligence and
using reasonable means, have failed to produce gross proceeds
to Lender (not taking into account any costs incurred by
Lender in collecting such proceeds) of at least $10. Such
attempts shall include the exhaustion of all rights and remedies
at law and 1n equity that Lender may have against Borrower
and the Collateral securing the Loan.”
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Bottom Guarantee

- Bottom guarantee of collection should cause $10 of
debt to be allocated to X

* Does it matter if X enters into the guarantee for the
sole purpose of boosting outside basis?

 What if GP has deficit restoration obligation?

Copyright 2014. Blake D. Rubin, Andrea M. Whiteway, Jon Finkelstein. All Rights Reserved. 44




Ex. 5: Recourse Debt;
Regular Guarantee

« Xis 1% limited partner in LP

« X enters into enforceable guarantee of $10 of $100
liability that is recourse

* No right of subrogation or contribution
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Regular Guarantee

« X’s guarantee does not cause $10 of the recourse
debt to be allocated to him

* On constructive liquidation, GP presumed to pay the
debt; guarantee presumed never to be called

* See Reg. § 1.752-2(f), Example 3.
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Ex. 6: Recourse Debt;
Indemnity

« Xis 1% limited partner in LP

« X enters into enforceable indemnification agreement
with GP pursuant to which X indemnifies GP for up to
$10 if GP is required to pay on the debt

* Recourse debt; no right of subrogation or
contribution
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Indemnity

« X’s indemnity does cause $10 of the recourse debt to
be allocated to him

* On constructive liquidation, GP presumed to pay the
debt; X presumed to pay on the indemnity
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Termination of Guarantee
or Indemnity

 When can the guaranty or indemnity terminate?
"« Only when liability paid in full?
« At will?
« At will, but subject to appraisal requirement?
* Term of years with renewal?

* In UPREIT, upon conversion of OP units?
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Ex. 7: Recourse Delﬁ;
Conventional DRO

« Xis 1% limited partner in LP

« X enters into DRO -- upon liquidation, X is obligated
to make capital contribution equal to lesser of $10 or
amount of deficit capital account balance
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Ex. 7: Recourse Debt;
Conventional DRO

- Partnership agreement complies with Reg. Sec.
704(b) safe harbor

« Partnership agreement amended to provide that all
losses allocated to X until X’s book capital account
equals ($10)
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Conventional DRO

Partnership “book” balance sheet at time DRO
entered into:

Prop. 80 |100 Rec. Liab.

( .20) X
(19.80) Others

Copyright 2014. Blake D. Rubin, Andrea M. Whiteway, Jon Finkelstein. All Rights Reserved. 52




Ex. 7: Recourse Debt;
Conventional DRO

 After constructive liquidation, X would have ($10)
capital account and obligation to contribute $10 to
pay the debt

« So DRO should cause $10 of recourse debt to be
allocated to X

* Sec. 465(e) issue - Hubert case
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Ex. 8: Recourse Debt;
Bottom DRO

« Xis 1% limited partner in LP

« X enters into DRO -- upon liquidation, X is obligated
to make capital contribution equal to lesser of $10 or
amount of deficit capital account balance
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Ex. 8: Recourse Debt,
Bottom DRO

Partnership “book” balance sheet at time DRO
entered into:

Prop. 80 |100 Rec. Liab.

( .20) X
(19.80) Others
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Ex. 8: Récourse Deb},'
Bottom DRO

- Partnership agreement complies with Reg. Sec.
704(b) safe harbor

« Partnership agreement amended to provide that first
$70.20 of loss on disposition of property allocated to
other partner(s); last $9.80 of loss allocated to X
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Ex. 8: Recourse Debt,
Bottom DRO

 After constructive liquidation, X would have ($10)
capital account and obligation to contribute $10 to
pay the debt

* So bottom DRO should cause $10 of recourse debt to
be allocated to X
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Ex. 8: Récourse Debt;
Bottom DRO

« Bottom DRO provides significantly lower economic
risk for X than bottom guarantee of specific debt

 Bottom guarantee of specific debt exposes X to
economic risk if specific property declines in value
below the bottom guarantee amount
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Ex. 8: Recourse Debt;
Bottom DRO

 If no secured nonrecourse debt, bottom DRO
exposes X to economic risk only if entire portfolio of
properties declines in value below the bottom DRO
amount
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Ex. 8: Récourse Del)i‘;
Bottom DRO

* If secured nonrecourse debt and book value at least
equal to nonrecourse debt, bottom DRO exposes X
only if portfolio value in excess of nonrecourse debt
declines below bottom DRO amount
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Ex. 8: Recourse Debt;
Bottom DRO

« Bottom guarantee of specific debt may be called if
default on specific debt

 Bottom DRO may be called only if partnership
actually liquidated
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Conventional DRO

« Xis 1% limited partner in LP

« X enters into DRO -- upon liquidation, X obligated to
make capital contribution equal to lesser of $10 or
amount of deficit capital account balance
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Ex. 9: Nonrecourse Debt;
Conventional DRO

- Partnership agreement complies with Reg. Sec.
704(b) safe harbor

« Partnership agreement amended to provide that all
losses allocated to X until X’s book capital account
equals ($10)
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Conventional DRO

Partnership “book” balance sheet at time DRO
entered into:

Prop. 80 |100 Nonrec. Liab.

( .20) X
(19.80) Others
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Ex. 9: Nonrecourse Debt;
Conventional DRO

« After constructive liquidation, X would have $0
capital account and no obligation to make any capital
contribution

« So DRO will not cause any nonrecourse debt to be
allocated to X

- Different answer if book value of property securing
nonrecourse debt exceeds debt
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 No member of an LLC is liable for debts of the entity
merely by virtue of being a member

 Absent a guarantee or other special circumstances,
a liability that is state law recourse to an LLC should
be treated as nonrecourse for purposes of Sec. 752

 Like an “exculpatory” liability
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LLCs: Guarantees

« Guarantee (bottom or otherwise) of state law
recourse liability should cause debt to be allocated
to guarantor

* Guarantee (bottom or otherwise) of state law
nonrecourse liability should cause debt to be
allocated to guarantor
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LLCs: DROs

* DRO in LLC should not cause state law nonrecourse
debt to be allocated to member with DRO

* Whether a DRO in an LLC will cause state law
recourse debt to be allocated to member with DRO
may depend on whether member has positive or
negative capital account
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Ex. 10: LLC; DRO; Recourse
Debt; Negative CAs

e Xis 1% memberin LLC

« X enters into DRO -- upon liquidation, X obligated to
make capital contribution equal to lesser of $10 or
amount of deficit capital account balance
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Debt; Negative CAs

« LLC agreement complies with Reg. Sec. 704(b) safe
harbor

 LLC agreement amended to provide that all losses
allocated to X until X’s book capital account equals

($10)
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Ex. 10: LLC; DRO; Recourse
' Debt; Negative CAs

LLC “book” balance sheet at time DRO entered into:

Prop. 80 |100 Rec. Liab.

( .20) X
(19.80) Others
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Debt; Negative CAs

* DRO will not cause any portion of debt to be
allocated to X

* Upon constructive liquidation:

“If the creditor's right to repayment of a partnership liability is
- limited solely to one or more assets of the partnership, gain or
loss 1s recognized in an amount equal to the difference between
the amount of the liability that is extinguished by the deemed
~disposition and the tax basis (or book value to the extent
section 704(c) or section 1.704-1(b)(4)(i1) applies) in those
assets.”
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Ex. 10: LLC; DRO; Recourse
Debt; Negative CAs

 After constructive liquidation, X would have $0

capital account and no obligation to make any capital
contribution

« So DRO will not cause any state law recourse debt to
be allocated to X if book capital accounts are
negative
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Ex. 11: LLC; DRO; Recourse
Debt; Positive CAs

Same facts, except LLC balance sheet at time DRO
entered into as follows:

Prop. 120 |100 Rec. Liab.

20 X
19.80 Others
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Ex. 11: LLC; DRO; Recourse
Debt; Positive CAs

« After constructive liquidation, X would have ($10)
capital account and obligation to contribute $10 to
pay the debt

« So DRO should cause $10 of state law recourse debt
to be allocated to X if book capital accounts are
positive
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Ex. 12: LLC; CCO Tied to
Value; Recourse Debt

Same LLC balance sheet as Ex. 10:

Prop. 80 |100 Rec. Liab.

(.200 X
(19.80) Others




Ex. 12: LLC; CCO Tied to
Value; Recourse Debt

« X agrees that, upon liquidation, to the extent the
value of assets available to satisfy debt is less than
$10, X will make a capital contribution of up to $10

irrespective of whether X has a deficit capital
account balance
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Ex. 12: LLC; CCO Tied to
Value; Recourse Debt

« After constructive liquidation, X would have $0
capital account

« Nevertheless, X would have obligation to make $10
capital contribution
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Ex. 12: LLC; CCO Tied to
Value; Recourse Debt

 Reg. § 1.752-2(b)(3)(ii) states that, in determining
whether a partner bears the economic risk of loss,
obligations imposed by the partnership agreement
are taken into account,

“including the obligation to make a capital
contribution and to restore a deficit capital account
upon liquidation . . . .”
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Value; Recourse Debt

« So capital contribution obligation tied to value
should cause $10 of state law recourse debt to be
allocated to X
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