
Sec. 163(j) - Changes between Proposed Regulations Vs. Final Regulations:

Issue: Proposed Regulations Final Regulations

Treatment of Commitment 

Fees

Under Proposed Regulations, fees paid by borrower to 

lender to commit to provide financing is treated as 

interest expense provided that financing is actually 

provided (Proposed §1.163(j)-1(b)(20)(iii)(G)(1)).

The final regulations do not include commitment fees in the 

definition of interest. The treatment of commitment fees and 

other fees paid in connection with lending transactions will be 

addressed in future guidance. Note that these fees are 

capitalized and amortized over the life of the loan, so the 

amortized portion is no longer part of the loan.

Treatment of debt issuance 

costs

Under Proposed Regulations, debt issuance costs is 

treated as interest expense of the issuer ( Proposed 

§1.163(j)-1(b)(20)(iii)(H)).

The final regulations do not include debt issuance costs in the 

definition of interest. 

Treatment of Guaranteed 

Payments for the use of 

Capital.

Under Proposed Regulations, guaranteed payments for 

the use of capital under section 707(c) are treated as 

interest (Proposed §1.163(j)-1(b)(20)(iii)(I)).

The final regulations do not explicitly include guaranteed 

payments for the use of capital under section 707(c) in the 

definition of interest. However, the Final Regulations includes 

anti-avoidance provisions in §1.163(j)-1(b)(22)(iv) and an 

example of a situation in which a guaranteed payment for the 

use of capital is treated as interest expense and interest income 

for purposes of section 163(j). See §1.163(j)-1(b)(22)(v)(E), 

Example 5.

Treatment of Hedging 

Transactions/ derivative 

income.

Under Proposed Regulations, hedging transaction from 

income, deduction, gain, or loss which is from a 

derivative transaction (i.e. foreign currency hedge) that 

alters a taxpayer’s effective cost of borrowing with 

respect to a liability of the taxpayer, or alters a 

taxpayer’s effective yield with respect to a debt 

instrument, as an adjustment to the taxpayer’s interest 

income or interest expense. (Proposed Sections1.163(j)-

1(b)(20)(iii)(E) & (F)). 

The Final regulations do not explicitly include hedging 

transactions in the definition of interest. However, the Final 

Regulations includes anti-avoidance provisions in §1.163(j)-

1(b)(22)(iv) that may apply to require income, deduction, gain, or 

loss from a hedging transaction to be taken into account for 

purposes of section 163(j).

Definition of Interest Expense



Sec. 163(j) - Changes between Proposed Regulations Vs. Final Regulations:

Issue: Proposed Regulations Final Regulations

Treatment of "disallowed 

business interest expense."

Proposed Regulations did not address the treatment of 

interest expense which is disallowed for income tax 

purposes and Sec. 163(j) treatment.

Under the Final Regulations, solely for purposes of section 

163(j) disallowed business interest expense is treated as “paid 

or accrued” in the taxable year in which the expense is taken 

into account for Federal income tax purposes (without regard to 

section 163(j)), or in a succeeding taxable year in which the 

expense can be deducted by the taxpayer under section 163(j), 

as the context may require.

If a partner makes a partial 

disposition of a partnership 

interest, can this trigger a 

proportionate excess 

business interest expense 

basis addback and 

corresponding decrease in 

such partner’s excess 

business interest expense 

carryover (proportionate 

approach)?

The Proposed Regulations rejected the proportionate 

approach.

The Final Regulations adopt the proportionate approach. The 

partner would be required to track its basis in its partnership 

interest and the increase in basis does provide an opportunity to 

release suspended losses however, it does not release any 

Excess Business Interest Expense, rather it only reduces it by 

the proportionate amount of the partial disposition.

Can Taxpayer make a valid 

election to be treated as an 

electing real property trade 

or business even though it 

is below the gross receipts 

threshold and therefore not 

subject to Sec. 163(j) 

limitation?

The preamble to the Proposed Regulations provides 

that a taxpayer that qualifies for the small business 

exemption is not eligible to make an election for a trade 

or business to be an electing real property trade or 

business or an electing farming business, in part 

because the taxpayer is already not subject to the 

section 163(j) limitation, and in part because an electing 

real property trade or business or an electing farming 

business is required to use ADS for certain types of 

property under section 163(j)(10) and cannot claim the 

additional first-year depreciation deduction under 

section 168(k) for those types of property.

Final regulations provide that taxpayers may make an election 

for a trade or business to be an electing real property trade or 

business (i.e. protective election) even if the Taxpayer is below 

gross receipts threshold. As is the case for all other electing real 

property trades or businesses, the election is irrevocable and 

affect depreciation deductions.

Issues involving Real property trade or business



Sec. 163(j) - Changes between Proposed Regulations Vs. Final Regulations:

Issue: Proposed Regulations Final Regulations

Can Taxpayer that holds 

triple net lease make an  

electing real property trade 

or business even though a 

triple net lease does not 

arise to the level of an 

active trade or business?

Not addressed under Proposed Regulations. The Final Regulation clarify that a renting real property under a 

triple net lease arrangement generally will fall within the 

definition of a “rental real property trade or business” in section 

469(c)(7)(C) and proposed §1.469-9(b)(2). As a result, the 

taxpayer with such a rental arrangement should be able to make 

an election to treat this activity as an electing real property trade 

or business, if the taxpayer so chooses, even though the renting 

of real property under a triple net lease arrangement might not 

be a considered to be trade or business for other Federal 

Income Tax purposes (i.e. Code Section 162).

If a flow through entity is 

deemed to be a syndicate of 

tax shelter, it is subject to 

Sec. 163(j) limitation. 

Clarification if a syndicate is 

a tax shelter if it is allocated 

or allocable of 35% of 

losses to its Limited 

Partners?

No addressed under Proposed Regulations. Section 

1.448-1T(b)(3) provides, in part, that a syndicate is a 

partnership or other entity (other than a C corporation) if 

more than 35% of its losses during the taxable year are 

allocated to limited partners or limited entrepreneurs, 

whereas section 1256(e)(3)(B) refers to losses that are 

allocable to limited partners or limited entrepreneurs. 

The Final Regulation clarify to define the term “syndicate” using 

the actual allocation rule from the definition in §1.448-1T(b)(3), 

therefore 35% of losses allocated to limited partners.

Does any of the familial 

limited partners exception 

listed under Code § 

1256(e)(3)(C)(3) apply for 

purposes of determining tax 

shelter for Sec. 163(j) 

purposes? 

Code § 1256(e)(3)(C)(3) provides that a limited partner 

for purposes of determining tax shelter status would not 

be considered a limited partner if such individual 

partner has a familial relationship to the active 

management partners; such relationship would include 

the spouse, children, grandchildren, and parents of an 

individual who actively participates at all times during 

such period in the management of such entity. Under 

the Proposed Regulations, this was not addressed.

The Final Regulations clarify and continue to adopt statutory 

language and legislative history of Sec. 1256(e)(3)(C)(3), 

therefore the exceptions apply for Sec. 163(j) purposes.

Issues involving Tax Shelter Status
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Issue: Proposed Regulations Final Regulations

Does the Sec. 163(j) 

interest limitation apply for 

purposes of determining 

losses for tax shelter 

purposes?

Not addressed under Proposed Regulations. The Final Regulation clarify that losses for purposes of 

determining tax shelter status are determined without regard to 

section 163(j).

Definition of "Taxable 

Income" for purposes of 

determining Adjusted 

Taxable Income "ATI" 

The term “taxable income” has the meaning provided in 

section 63, but for purposes of section 163(j), is 

computed without regard to the application of section 

163(j) business interest expense limitation.

Under the Final Regulations, to prevent confusion from using the 

term “taxable income” in different contexts (in determining ATI, 

and for purposes other than determining ATI), the final 

regulations create a new term "Tentative taxable income." 

Tentative taxable income is generally determined in the same 

manner as taxable income under section 63, but is computed 

without regard to the application of the section 163(j) interest 

limitation, and without regard to any disallowed business interest 

expense carryforwards. The purposes of this new term is to 

avoid creating an iterative loop that takes into account the 

section 163(j) limitation and ensure that disallowed business 

interest expense carryforwards are taken into account only once 

in testing business interest expense against the limitation.

Treatment of depreciation, 

amortization, or depletion 

expense capitalized into 

inventory under section 

263A is not a depreciation, 

amortization, or depletion 

deduction, that may be 

added back to taxable 

income in computing ATI.

The amount that is incurred as depreciation, 

amortization, or depletion, but that is capitalized to 

inventory under section 263A and included in costs of 

goods sold, is not a deduction for depreciation, 

amortization, or depletion for purposes of section 163(j). 

Therefore it is not added back for purposes of 

determining ATI.

Under the Final Regulations, the amount of any depreciation, 

amortization, or depletion that is capitalized into inventory under 

section 263A during taxable years beginning before January 1, 

2022, is added back to tentative taxable income as a deduction 

for depreciation, amortization, or depletion when calculating ATI 

for that taxable year, regardless of the period in which the 

capitalized amount is recovered through cost of goods sold.

Miscellaneous Items
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Issue: Proposed Regulations Final Regulations

ATI and Floor Plan 

Financing Interest

Business interest expense includes floor plan financing 

interest expense, as such the floor plan financing 

interest expense is an adjustment to ATI, it  is adjusted 

by subtracting from it any floor plan financing interest 

expense.

The Final Regulations adopt the methodology under the 

proposed regulation. Although it is clear that Congress did not 

intend to limit the deduction for floor plan financing interest 

expense under section 163(j), there is no indication that 

Congress also intended to provide the additional benefit of an 

increased ATI related to floor plan financing interest expense.

Clarification in terms of 

Code Section 179 

deductions, is it treated as 

depreciation or amortization 

expense.

Code Section 179 deductions are allowed to be added 

back as amortization under proposed §1.163(j)-

1(b)(1)(i)(E) .

The Final Regulations adopt the methodology under the 

proposed regulation, which allows an addback of any deduction 

for the amortization of intangibles (for example, under section 

167 or 197) and other amortized expenditures (for example, 

under section 195(b)(1)(B), 248, or 1245(a)(2)(C)), for taxable 

years beginning before January 1, 2022. Section 1245(a)(2)(C) 

provides “any deduction allowable under sections 179, 179B, 

179C, 179D, 179E, 181, 190, 193, or 194 shall be treated as if it 

were a deduction allowable for amortization.”

If property is sold or 

disposed of which deducted 

depreciation expense 

(including amortization 

expense) and reduced ATI 

(with respect to the property 

for the taxable years 

beginning after December 

31, 2017 and before 

January 1, 2022) and is 

later sold, the preciously 

deducted depreciation 

expense is subtracted from 

taxable income to determine 

ATI.

One of the adjustments to taxable income in computing 

ATI provides that, if property is sold or otherwise 

disposed of, the lesser of the amount of gain on the 

disposition or the amount of depreciation, amortization, 

or depletion deductions (collectively, depreciation 

deductions) with respect to the property for the taxable 

years beginning after December 31, 2017 and before 

January 1, 2022 (such years, the EBITDA period) is 

subtracted from taxable income to determine ATI 

(Proposed §1.163(j)-1(b)(1)(ii)(C)).

The final regulations eliminate the “lesser of” standard and 

require taxpayers to back out depreciation deductions that were 

allowed or allowable during the EBITDA period with respect to 

sales or dispositions of property.
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If a partnership interest is 

sold many years after the 

partnership took 

depreciation deductions 

expense and reduced ATI 

(for the taxable years 

beginning after December 

31, 2017 and before 

January 1, 2022), should 

ATI be adjusted to reduce 

the amount of the previously 

deducted depreciation 

expense? 

Under Proposed Regulations, ATI for the amount of 

depreciation previously deducted by the underlying 

partnership investment in the partner took into account 

for ATI purposes during taxable years beginning after 

December 31, 2017 and before January 1, 2022 

(Proposed §1.163(j)-1(b)(1)(ii)(E)).

The Final Regulations adopt the methodology under the 

proposed regulation without any changes. 

Treatment of partnership 

mergers and divisions.

Proposed Regulations did not address the treatment of 

partnership mergers and divisions.

Under the Final Regulations, does not provide any special rules 

of a partnership merger or division in the context of section 

163(j). However, the IRS will continue to analyze this issue.

Treatment of Excess 

Business Interest Expense 

at the partnership level.

Proposed Regulations did not address the treatment of 

Excess Business Interest Expense at the partnership 

level.

The Final Regulations would require that partnerships bifurcate 

interest income and expense (and all other items of income and 

deduction) allocable to activities that are per se non-passive 

between partners that materially participate and partners that are 

passive investors; the partnership's §163(j) limitation would be 

based solely on items attributable to partners that materially 

participate; all items properly allocable to passive investors 

would be treated as items from investment activity and subject to 

those partner's investment interest limitations.


