
Understanding Section 163(j) Limitation at the Partnership Level    ( Real Estate – Project )  

Summary: Section 163(j) of the Internal Revenue Code imposes limitations on the deductibility of business 

interest expenses. For partnerships, this limitation is applied at the partnership level, which can have 

significant implications for partners. Understanding and properly managing the Section 163(j) limitation is 

crucial for optimizing tax outcomes within real estate partnerships and other ventures. 

Case Study: 

Partnership Details: 

• Partner A: 40% Profit Interest 

• Partner B: 60% Profit Interest 

Year 1 Activities: 

• Partnership Income: $1,000,000  on a $10M valued apartment building  

• Partnership Expenses (excluding interest): $300,000 

• Interest Expenses: $150,000 

• Depreciation: $200,000 

Section 163(j) Calculation: The Section 163(j) limitation for partnerships is generally the sum of 30% of the 

partnership's adjusted taxable income (ATI) and the partner's share of business interest income. ATI is 

calculated by taking taxable income before interest expense, depreciation, and amortization, and then 

adding back depreciation and amortization.                                              Calculation Follows: 

1. Partnership's ATI: 

• Partnership Income: $1,000,000 

• Partnership Expenses (excluding interest): $300,000 

• Depreciation: $200,000 

• Taxable Income Before Interest and Depreciation: $1,000,000 - $300,000 - $200,000 = 

$500,000 

• ATI: $500,000 + $200,000 = $700,000 

2. 30% of ATI: 

• 30% * $700,000 = $210,000 

3. Partners' Share of Interest Expense: 

• Partner A: 40% * $150,000 = $60,000 

• Partner B: 60% * $150,000 = $90,000 

4. Total Allowed Interest Deduction: 

• Lesser of 30% of ATI or total interest expenses 

            30% *700,000   =  210,000 

        60,000+90,000 = 150,000  ✔   (this goes on Form 8990) 

 

  Lessor Of                                



 

• Total Interest Expenses: $150,000 

• Allowed Deduction: $150,000 

 

 

In Conclusion:  Properly allocating this deduction can help partners maximize their deductible interest 

expenses while adhering to tax regulations. 

 

 

 

 

 

 

 

 

 

 

 

 



 

 

Tax Journal Entries: 

1. Book to Tax Adjustments: 

• Increase Interest Deduction for Partner A: Debit Partner A's Tax Basis account, Credit 

Partner A's Capital Account 

• Increase Interest Deduction for Partner B: Debit Partner B's Tax Basis account, Credit 

Partner B's Capital Account 

2. Allocate Allowed Interest Deduction to Partners: 

• Debit Partnership Interest Expense Account, Credit Partner A's Tax Basis Account 

• Debit Partnership Interest Expense Account, Credit Partner B's Tax Basis Account 

3. Depreciation Adjustment: 

• Reverse Book Depreciation: Debit Accumulated Depreciation Account, Credit Depreciation 

Expense Account 

• Apply Tax Depreciation: Debit Depreciation Expense Tax Account, Credit Accumulated 

Depreciation Account 

Tax Trial Balance: 

Account Debit ($) Credit ($) 

Partner A Basis 
 

$60,000 

Partner B Basis 
 

$90,000 

Partnership Interest Expense $150,000 
 

Depreciation Expense (Book) 
 

$200,000 

Depreciation Expense (Tax) $200,000 
 

 

Conclusion: Section 163(j) limitation at the partnership level requires careful consideration of each partner's 

share of the allowed interest deduction based on their ownership percentages. Properly allocating this 

deduction can help partners maximize their deductible interest expenses while adhering to tax regulations. 

Implementing the necessary book-to-tax adjustments and maintaining clear tax records are essential 

components of successfully managing the Section 163(j) limitation within real estate partnerships or similar 

structures. 

 


