New York Law Journal

LLCs and the Passive Loss Rules: In Flux (Part II)

Peter M. Fass - October 06, 2010
The last column1 discussed the passive loss rules (PLR). In that connection, the material participation2 alternative tests (1988 Regulations) were discussed as ways of satisfying the requirements that enable a taxpayer to use losses from certain activities against positive business income, salary and investment income. This column will apply the material participation rules to multi-member limited liability companies (LLCs)

Multi-Member LLCs

Applying rules to multi-member LLCs, the focus is on the participation of each member, rather than on the LLC. Reg. §1.469-2T(e)(1) provides that the "character (as an item of passive activity gross income or passive activity deduction) of each item of gross income and deduction allocated to a taxpayer from a partnership or S corporation ('a passthrough entity') shall be determined in any case in which participation is relevant, by reference to the participation of the taxpayer in the activity (or activities) that generated such item."

For example, assume that A and B own equal shares of an LLC that owns and operates a retail store. The LLC generates a taxable loss from the operation of the store. The issue of whether this loss will be characterized as a passive loss with respect to either member—and, thereby, whether either member may offset such loss against nonpassive income from other sources—will turn on whether each member will be treated as materially participating in the LLC's trade or business under Reg. §1.469-5T(a)(3). This test is applied separately to each member. Unless the members are married, the material participation of one member will not be attributed to the other.3 As such, the loss in this example may be passive for one member and nonpassive for the other.

In terms of rental real estate, it is even more challenging for a member of an LLC that owns rental real estate to generate any losses that can offset other than passive income because of the per se rule which treats any rental activity as a passive activity.4 There is a limited exception from the "per se" rule for real estate professionals. 

Section 469(c)(7)(B) provides that a taxpayer may avoid the "per se" passive activity rule for rental activity: (1) if more than one-half of the personal services performed in trades or businesses by the taxpayer during any tax year are performed in real property trades or businesses in which the taxpayer materially participates; and (2) such taxpayers performs more than 750 hours of services during the taxable year in real property trades or businesses in which the taxpayer materially participates. In applying this exception, the term real property trade or business is defined broadly to include any real property development, redevelopment, construction, reconstruction, acquisition, conversion, rental operation, management, leasing, or brokerage trade or business. 

In addition, a taxpayer may elect to aggregate all of his or her participation in rental real estate as one activity, regardless of whether this participation involves separate projects.5 

If a limited partner taxpayer who elects to treat all of its interests in rental real estate as a single activity, and at least one interest in rental real estate is held by the taxpayer as a limited partnership interest, the taxpayer's combined rental real estate activity will be treated as a limited partnership interest for purposes of determining material participation.6 

Limited Partnership Interests

The term "limited partnership" is defined in Reg. §1.469-5T(e)(3). The provision provides that a partnership interest shall be treated as a limited partnership interest if (i) such interest is designated as a limited partnership in the limited partnership agreement; or (ii) the liability of the holder of such interest for obligations of the partnership is limited under the law of the state of organization of the partnership. 

Even if a partnership interest meets the definition of a limited partnership interest, the owner of such interest may avoid the "per se" passive rule for limited partners if the owner is also a general partner in the partnership at all times during the partnership's tax year.7 This means that an investor who holds both a limited and general partnership interest in a partnership may be treated as materially participating in an activity under any of the seven tests available to taxpayers (other than limited partners) under Reg. §1.469-5T(a).

A limited partner may avoid the presumption that his activity is "per se" passive through participation. A limited partner is deemed to materially participate in an activity only to the extent provided in regulations. The 1988 Regulations provide that, unless one of the following exceptions applies, an individual limited partner is not treated as materially participating in a trade or business activity of a limited partnership for purposes of applying the PLR. 

The exceptions in the 1988 Regulations are three in number, rather than the seven material participation tests available for other taxpayers. The tests include the following:

A limited partner will be treated as materially participating in an activity with respect to his share of income, loss and credits of a limited partnership for a year if, disregarding his status as a limited partner, he would be deemed to materially participate in the business because (1) he participated in the business for more than 500 hours in the year, (2) he materially participated in the business for any five of the preceding ten years, or (3) the business is a personal service activity in which he materially participated in any three preceding years. 

Accordingly, if an individual limited partner who is also a shareholder of a corporate general partner (regardless of whether the general partner is a C corporation or S corporation) participates in the business for more than 500 hours during the year in any capacity, including rendering services as an officer or shareholder of the general partner, he will be deemed to materially participate in the business with respect to his interest as a limited partner. However, unless the 500 hour, five-of-ten years test or personal service activity (three-year) test applies to the individual limited partner, ownership of an interest in a corporate general partner will not cause the limited partner to be deemed to materially participate in the business of the partnership, even if he would otherwise be deemed to materially participate under one of the other material participation tests.

If a limited partner participates in a trade or business activity of the partnership for more than 100 hours (but not more than 500 hours) in the year, the activity still will be a passive activity for the limited partner, but the activity will be deemed to be a "significant participation activity." 

PLR Purposes

The passive loss regulations do not address whether an investor's LLC interest should be treated as a limited partnership interest. The legislative history for Section 469 is ambiguous on the issue. With respect to a limited partnership interest, the General Explanation of the Tax Reform Act of 1986 by the Joint Committee on Taxation provides that it is "conclusively presumed that the taxpayer has not materially participated in the activity" because "under relevant state laws, a limited partnership interest is characterized by limited liability, and in order to maintain limited liability status, a limited partner, as such, cannot be active in the partnership's business.8 

The Blue Book explains further that Congress has authorized Treasury to issue regulations that "prevent taxpayers from manipulating the rule that limited partnerships generally are passive, in attempting to evade the passive loss provision" This language on evasion is an attempt to treat "income that generally is regarded as not passive in nature (e.g., personal service income) as passive."9 The concern of Congress focuses on the possibility that a taxpayer could use a limited partnership to change nonpassive income into passive income that may be offset against passive loss.

According to the Joint Committee, the exercise of the anti-abuse authority would "also be appropriate if taxpayers were permitted under State law to establish limited liability entities (that are not taxable as corporations) for personal service or other active businesses, and to denominate as 'limited partnership interests' any interest in such business related to the rendering of personal services."10 Thus, in 1986, Congress was focused on efforts to convert a nonpassive activity into a passive activity by operating such activity through a limited partnership. 

The Joint Committee explanation suggests that the "exercise of regulatory authority might also be appropriate where taxpayers sought to avoid limited partnership status with respect to substantially equivalent entities." The term "substantially equivalent entities" is not defined, but the IRS has relied on this language in litigated cases to assert that a limited liability entity, such as an LLC, that is treated as a partnership for tax purposes should face the same obstacles to material participation as a limited partnership.

According to a recent article, the error in this position is its inherent assumption that the limited liability of certain owners of these substantially equivalent entities is tied to their limited participation. In other words, the notion that the passive activity presumption for limited partners should be extended to substantially equivalent entities is flawed in its failure to consider that an owner of a tax partnership may be active in its underlying business without relinquishing its limited liability.11 

In another context, the PLR have recognized the difference between a limited partnership and an LLC. Reg. §1.469-4(d)(3) establishes the rules by which a taxpayer may group certain trade or business activities and rental activities. Reg. §1.469-4(d)(3) distinguishes between a "limited entrepreneur" and a limited partner. The former is defined as a person who has an interest in an enterprise other than as a limited partner and who does not actively participate in the management of such enterprise. Under Reg. §1.469-4(d)(3)(i), a taxpayer who owns its interest as either a limited partner or limited entrepreneur is restricted in the ways activities may be grouped.

An LLC member will be subject to the Reg. §1.469-4(d)(3) restrictions only if the member does not actively participate in the management of such LLC. By considering the possibility that an LLC member may be an active participant in the business activity undertaken by the LLC, these rules appear to acknowledge that an LLC should be treated differently than a limited partnership.12 

The next column will discuss the recent litigation involving LLCs and the PLR.
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