Brand v. Commissioner, 86 T. C. 1 (1986)

Guarantors of partnership loans are not considered ‘at risk’ under Section 465(b) of
the Internal Revenue Code because they are not personally liable for repayment.

Summary

In Brand v. Commissioner, the court ruled that limited partners who guaranteed
loans for their partnerships were not ‘at risk’ for the loan amounts under Section
465(b) of the IRC. The case involved several limited partnerships engaged in
farming that borrowed funds, with the limited partners guaranteeing the loans. The
IRS disallowed deductions for losses exceeding the partners’ cash contributions,
arguing they were not at risk. The court agreed, holding that as guarantors, the
partners were not personally liable for repayment due to their right to
reimbursement from the partnerships, thus not meeting the ‘at risk’ criteria under
Section 465(b).

Facts

David Van Wagoner and the Ririe brothers organized Jeffco Farms and several
limited partnerships to farm land in Idaho. These partnerships purchased land and
equipment from Jeffco and Maxim, Inc. , and operated as the Jeffco Group. Facing
financial difficulties, Jeffco borrowed $1,010,000 from the Federal Land Bank, and
nine partnerships assumed portions of this loan. Additionally, Jeffco and three
partnerships borrowed operating funds from First Security Bank. The limited
partners, including petitioners, guaranteed these loans through agreements
executed by Van Wagoner under power of attorney. The IRS challenged the
partners’ deductions for partnership losses, asserting they were not at risk under
Section 465(b).

Procedural History

The Tax Court consolidated cases involving multiple petitioners challenging IRS
determinations of tax deficiencies. The only issue was whether the petitioners were
at risk for the guaranteed loans under Section 465(b). After concessions, the court
proceeded to rule on this issue.

Issue(s)

1. Whether the petitioners, as guarantors of partnership loans, were at risk under
Section 465(b) of the Internal Revenue Code for the amount of the loans they
guaranteed.

Holding

1. No, because as guarantors, the petitioners were not personally liable for the
repayment of the loans they guaranteed, as they had a right to reimbursement from
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the primary obligors.
Court’s Reasoning

The court analyzed Section 465(b), which limits loss deductions to amounts for
which a taxpayer is economically at risk. The court determined that being a
guarantor does not equate to personal liability for loan repayment because
guarantors have a right to reimbursement from the primary obligor. This
interpretation aligns with the legislative intent of Section 465 to prevent tax shelter
abuses by ensuring that taxpayers bear the economic risk of loss. The court cited the
Senate report on Section 465, emphasizing that a taxpayer is not at risk if protected
against economic loss. Furthermore, the court rejected the petitioners’ arguments
that they assumed the loans or waived their limited liability status, as the powers of
attorney did not authorize loan assumptions, and state law did not support their
becoming general partners through the guaranty agreements.

Practical Implications

This decision has significant implications for tax planning and structuring of
partnerships, particularly in farming and other high-risk ventures. Attorneys
advising clients on tax shelters and partnerships must consider that guaranteeing a
loan does not place a partner ‘at risk’ under Section 465(b). This ruling may lead to
stricter scrutiny of partnership agreements and financing arrangements to ensure
compliance with tax laws. Businesses relying on limited partner guarantees for
financing may need to explore alternative structures to secure funding while
allowing partners to deduct losses. Subsequent cases have followed this precedent,
further solidifying the principle that personal liability is required for a taxpayer to be
considered at risk.
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