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Federal Claims Court rejects IRS position on passive activity rules
and allows deduction for LLC losses

The U.S. Court of Federal Claims has
joined the Tax Court in rejecting the IRS’s
application of passive activity loss rules for
activities conducted in limited liability
businesses, i.e., limited liability companies
(LLCs) and limited liability partnerships
(LLPs).

Specifically, the Court of Federal Claims
has held in Thompson v. United States (No.
06-211 T) that a taxpayet’s interests in a
LLC should not be presumed to be that of
a “limited partner” and, thus, subject to
more restrictive passive loss rules. The
decision follows the recent opinion of the
Tax Coutt in Garnett v. Commissioner (132
T.C. No. 19) that similarly rejected the
IRS’s application of passive loss tules to
limited liability businesses.

Generally, passive activity losses can be
deducted only against passive activity
income, not against other kinds of non-
passive ordinary income, e.g., wages. The
IRS argued in both cases that interests in
the limited liability businesses should be
treated as limited partners, i.e, subject to a
special rule in Section 469(h)(2).
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active by applying seven material
participation tests set forth in Treas. Reg.
Sec. 1.469-5T(a). The special rule under
Section 469(h)(2), however, presumes a i GrantThornton.comitax
“limited partner” in a “limited partnership”

to be a passive investor. Moreover, not

only are losses of limited partners flowing

from their limited partnerships presumed

to be passive, but limited partners are also

allowed to use only three of the seven

material participation tests to rebut the

presumption.

In Thompson, the U.S. Court of Federal
Claims ruled in summary judgment that the
taxpayer’s LLC interests should not be
treated as limited partner interests;
therefore, the taxpayer should not be
presumed passive under the special rule in
Section 469(h)(2). The taxpayer was
allowed to use all seven material
participation tests. Because the IRS had
stipulated that the taxpayer would satisfy
the material participation requirements if
allowed to use all seven tests, the court
allowed the taxpayer to claim the loss
deduction.



The U.S. Court of Federal Claims appeared
to reach its decision on slightly broader
grounds than did the Tax Court in Garnett,
holding not only that the taxpayer was not
a “limited partner” in the LLC (even if the
LLC were a “limited partnership”), but also
that an entity that is not a limited
partnership under state law cannot fall
within the Section 469(h)(2) definition of a
“limited partnership.” In Garett, the Tax
Court likewise held that members of an
LLC (and partners in an LLP) are not
“limited partners” as that term is defined
under state law, but the Tax Court reserved
as a possibility that an entity other than a
state law “limited partnership” could be
treated as a limited partnership for
purposes of Section 469(h)(2).

The use of LL.Cs and LLPs has increased
tremendously since the 1990s. Most
statutes allow members of an LLLC and
partners in an LLP to participate in the
conduct of the activities of the entity
without jeopardizing the membet’s or
partner’s state law limited liability. The
courts seem to recognize that for purposes
of the passive activity loss rules, the level
of involvement in the conduct of the
business is the primary consideration —
not whether the member or partner does
or does not possess limited liability under
state law.

Broader implications

Although these determinations were made
for purposes of the passive activity loss
rules, and in particular Section 469(h)(2),
the decisions could impact other areas of
the tax law where a limited partner is
treated specially solely because of the
limited partner’s status as a limited partner
under state law.
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What happens now

With both cases decided by courts of
general jurisdiction, the IRS may find it
more difficult to continue to argue that
members of LLCs and partners of LLPs
should be treated as state law limited
partners and, thus, subject to the more
restrictive passive loss rules. The IRS still
has time to appeal one or both decisions,
and taxpayers should watch to see what
action, if any, the IRS takes in response to
the two decisions.
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