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The last column1 discussed limited partnership interests and limited liability company membership interests (LLCs) in conjunction with the operations of the passive loss rules (PLR) and whether, based upon the statutory provisions2 and regulatory provisions,3 there is a difference in treatment for purposes of the PLR. This column will discuss recent litigated cases involving LLCs and the PLR.
LLC Status Under PLR
In Gregg v. United States,4 a member of the LLC was treated as a general partner and, based upon the facts, satisfied the test for material participation in the activities of the partnership so that his ratable share of flow through operating losses were deductible as ordinary losses, not as passive activity losses. The Oregon district court rejected the Internal Revenue Service (IRS) contention that for Section 469 purposes, all members of an LLC are treated as limited partners because the LLC is an entity that gives the investors limited liability under state law and is taxable as a partnership. 
According to the court, in the absence of any regulation stating that an LLC member should be treated as a limited partner of a limited partnership, the IRS position is inappropriate. As a result, the court applied the material participation test for a general partner and not the higher standard in the regulations for a limited partner. As explained by the court, the passive activity presumption for limited partners was not applicable to LLC members because LLCs are "designed to permit active involvement by LLC members in the management of the business." 
In Garnett v. C.I.R.,5 the taxpayer owned interests in seven limited liability partnerships (LLPs) and two LLCs that were engaged primarily in the production of poultry, eggs and hogs. The issue before the Tax Court was whether the interests in the LLPs and LLCs should be treated as interests in limited partnerships as a limited partner. 
The IRS argued against the taxpayers by asserting that the sole relevant consideration on the issue is whether the taxpayers enjoyed limited liability. If the taxpayers have limited liability, then they should be treated as limited partners. The Tax Court rejected the IRS's position, stating that the passive activity presumption under Section 469(h)(2) should apply only to an interest in a limited partnership as a limited partner.
The Tax Court reviewed the legislative history which authorized IRS to treat "substantially equivalent entities" as limited partnerships for purposes of Section 469(h)(2). The Tax Court recognized that pursuant to the legislative history, certain ownership interests in "substantially equivalent entities" could be subject to the passive activity presumption. 
While acknowledging that the limited partnership test would have applicability with respect to substantially equivalent entities, the Tax Court stated that the "legislative purposes" of Section 469(h)(2) are more nearly served by treating LLC members and LLP partners as general partners because, unlike limited partners in state law limited partnerships, LLC members and LLP partners are not barred by state law from ma-terially participating in the entities' business.
In Thompson v. United States,6 the taxpayer operated an air charter business through an LLC that he controlled as owner of a 99 percent interest individually and 1 percent through his S corporation. The taxpayer was also the manager of the LLC. Again, the IRS position asserted in Gregg and Garnett was rejected by the Court of Claims. The language of Reg. §1.469-5T(e)(3)(i)(B) provides that a partnership interest will be treated as a limited partnership interest if the "liability of the holder of such interest for obligations of the partnership is limited, under the law of the State in which the partnership is organized" (emphasis in original). As described by the Court of Claims, this regulation "literally requires that the ownership interest be in a business entity that is, in fact, a partnership under state law—not merely taxed as such under the Code."
The Court of Claims also reviewed the language of Section 469(h)(2), which provides that "[e]xcept as provided in regulations, no interest in a limited partnership as a limited partner shall be treated as an interest with respect to which a taxpayer materially participates" (emphasis in original). Based on these provisions, the Court of Claims declined to extend the passive activity presumption to the taxpayer's LLC interests because (1) the LLC was not a partnership under State law, and (2) the taxpayer was a member of the LLC rather than a limited partner. Under this narrow construction of Section 469(h)(2) and Reg. §1.469-5T(e)(3), a taxpayer's LLC interest would never be subject to the passive activity presumption because, as interpreted by the Thompson court, this presumption requires the presence of both a partnership and limited partner under state law.
The Court of Claims further concluded that the taxpayer should be eligible for the general partner exception under Reg. §1.469-5T(e)(3)(ii) because, as manager of the LLC, the taxpayer would be treated as a general partner if the LLC were a limited partnership under state law.
These cases demonstrate that the IRS's attempt to extend the passive activity presumption for limited partners to LLCs should be denied for two reasons. First, an LLC interest should not be treated as a limited partnership interest under Reg. §1.469-5T(e)(3)(i)(B) because an LLC member may be active in the entity's underlying activity without relinquishing its limited liability.
Second, even if an LLC interest could be treated as a limited partnership interest under Reg. §1.469-5T(e)(3)(i)(B), an LLC member could also be treated as a general partner and, thus, could be eligible for the general partner exception under Reg. §1.469-5T(e)(3)(ii). 
IRS Guidance. The IRS has added "material participation" under Section 469 to its guidance business plan in response to the recent losses in court related to the issue involving LLCs. According to the IRS official, Associate Chief Counsel Dianna K. Miosi, using liability as a factor for Section 469 purposes made sense in the 1980s because, at that time, "there was a very bright line"—a general partner managed the entity and a limited partner was the passive investor, Ms. Miosi said, "I'm just positing that, perhaps today, with all the different entities, that maybe that isn't the best test to use." A decision has not been made either way yet regarding what position future guidance may take. The guidance project listed on the business plan is new.7
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