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Courts Clarify Application of the Passive Loss Rules to LLCs

By: Ezra Dyckman and Seth A. Hagen

n two recent cases, the United States
Tax Court and the United States
Court of Federal Claims each ruled

in favor of the taxpayer that certain in-
terests in limited liability companies
(“LLCs”) would not constitute limited
partnership interests for purposes of ap-
plying the passive activity loss limita-
tion rules of Internal Revenue Code sec-
tion 469. Generally, where an investor
holds an interest in an activity through a
limited partnership interest, the inves-
tor’s involvement is presumed to be
passive and losses from that activity
may only be used to offset income from
other passive sources. An investor may
rebut this presumption only by satisfy-
ing one of three regulatory tests. By rul-
ing that an investment through an LLC
should not be treated as presumptively
passive, the decisions effectively allow
LLC members to establish their active
involvement in the activity by meeting
one of seven regulatory tests.
Passive Activity Loss Rules

In 1986, Congress enacted Internal
Revenue Code section 469 to limit the
losses and credits available to taxpayers
from “passive” activities. Of motivating
concern to Congress was the participa-
tion of taxpayers in certain tax shelters.
These tax shelters afforded investors the
opportunity to reduce or avoid tax lia-
bility with respect to their salary or
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other income by making available de-
ductions and credits potentially in ex-
cess of the real economic costs borne by
the taxpayer. For example, high income
individuals were investing in real estate
activities unrelated to their occupations
principally to reap tax benefits allotted
to those industries. The typical tax shel-
ter would provide these tax benefits to
investors despite the fact that the inves-
tors lacked a significant interest in the
economic performance of the actual ac-
tivity and were not materially involved
in the operations of the activity. To rem-
edy the problem typified by the passive
investment in business activities unre-
lated to the investor’s principal occupa-
tion, the passive activity rules were en-
acted to prohibit the offset of deduc-
tions in excess of income (i.e., losses)
from passive activities against income
from other sources such as salary, inter-
est, dividends, gains, and active busi-
ness income.

Under Code section 469(a)(1), the
deductibility of losses from certain pas-
sive activities of individual taxpayers
(as opposed to, e.g., corporate taxpay-
ers) are disallowed. Passive losses dis-
allowed in one year generally may be
carried forward to offset passive income
in future years. Upon the ultimate dis-
position of a taxpayer’s interest in a pas-
sive activity, previously disallowed
losses are generally allowed. A “passive
activity” is a trade or business in which
the taxpayer does not “materially partic-

ipate.” A taxpayer is considered to “ma-
terially participate” in an activity only if
the taxpayer is involved in the opera-
tions of the activity on a basis which is
regular, continuous, and substantial.
Generally, material participation may
be established by the taxpayer by meet-
ing one of seven alternative tests de-
scribed in the Treasury Regulations.
Under these alternative tests, an indi-
vidual can demonstrate material partic-
ipation if (1) the individual participates
in the activity for more than 500 hours
during the year, (2) the individual’s par-
ticipation in the activity for the year
constitutes substantially all of the par-
ticipation in such activity of all individ-
uals for such year, (3) the individual
participates in the activity for more than
100 hours during the year and such par-
ticipation is not less than the participa-
tion of any other individual for the year,
(4) the activity is a “significant partici-
pation activity” and the individual’s ag-
gregate participation in all significant
participation activities for the year ex-
ceeds 500 hours, (5) the individual ma-
terially participated in the activity for
any five years during the 10 preceding
years, (6) the activity is a “personal ser-
vice activity” and the individual materi-
ally participates in the activity for any
three years preceding the current year,
or (7) based on all the facts and circum-
stances, the individual participates in
the activity on a regular, continuous and
substantial basis during such year.1
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The Limited Partner Rule
Certain onerous presumptions ap-

ply with respect to the passive loss
rules. The focus of this article is on one
such presumption whereby, except as
otherwise provided by the Treasury
Regulations, interests in an activity held
in a limited partnership by a limited
partner are not treated as interests with
respect to which the taxpayer materially
participates (the “limited partner
rule”).2 There are two exceptions to the
limited partner rule. Under the “general
partner exception,” if the limited part-
ner is also a general partner in the part-
nership at all times during the year,
none of that partner’s interest in the
partnership is treated as a “limited part-
nership interest” for purposes of apply-
ing the limited partner rule.3 Under the
other exception to the limited partner
rule, a limited partner is allowed to
demonstrate material participation un-
der the alternative tests numbered 1, 5
or 6, described above. Generally, if a
limited partner is involved in real estate
activity, the partner may only demon-
strate material participation by showing
more than 500 hours of participation for
the year or by showing material partici-
pation in five of the last 10 years. As
there is typically no other cause for a
limited partner in a real estate activity to
track her time and activity, unless an in-
dividual is aware she must meet these
tests, she may not keep records of her
time and activity adequate to substanti-
ate material participation under these
tests.

For purposes of the limited partner
rule, the Treasury Regulations treat a
partnership interest as a limited partner-
ship interest if

(A) Such interest is designated a
limited partnership interests in the lim-
ited partnership agreement or the certif-
icate of limited partnership, without re-
gard to whether the liability of the
holder of such interest for obligations of
the partnership is limited under the ap-
plicable State law; or

(B) The liability of the holder of
such interest for obligations of the part-
nership is limited, under the law of the
State in which the partnership is orga-
nized, to a determinable fixed amount

(for example, the sum of the holder’s
capital contributions to the partnership
and contractual obligations to make ad-
ditional capital contributions to the part-
nership.)

Recent Guidance
It had been unclear how limited li-

ability companies (LLCs) treated as
partnerships for federal tax purposes
were treated for purposes of the limited
partner rule. These entities offer liabil-
ity protection to their members akin to a
limited partnership but allow their
members greater ability to participate in
the management of the entity’s business
than a limited partnership allows to its
limited partners. The two recent cases in
the United States Tax Court and the
United States Court of Federal Claims
examine and shed light on this issue.

In the Tax Court case Garnett v.
Commissioner,4 the petitioners held in-
terests in two LLCs. The LLC agree-
ments provided for management by a
manager to be selected by a majority
vote of the members, but the petitioners
were not managers of the LLCs. The
IRS contended that losses from the ac-
tivities performed by the LLCs were
presumptively passive with respect to
the petitioners because the petitioners’
interests in the LLCs were “limited
partnership interests” for purposes of
the limited partner rule. Petitioners ar-
gued that the limited partner rule did not
apply both because (i) none of the com-
panies was a limited partnership and (ii)
the petitioners should be considered
general partners rather than limited
partners.

The Tax Court in Garnett, while
acknowledging that Congress in 1986
did not specifically contemplate LLCs
(which then existed only in Wyoming)
in drafting the limited partner rule,
found to be too narrow the petitioners’
argument that the rule could not apply
to LLCs because an LLC was not,
strictly speaking, a limited partnership.
In examining the legislative history of
the limited partner rule, the Tax Court
found that Congress had considered that
the secretary of the treasury would have
regulatory authority to treat substan-

tially equivalent entities as limited part-
nerships for purposes of the limited
partner rule. The Tax Court determined
that interests in an LLC may be substan-
tially equivalent to an interest in a lim-
ited partnership. However, the Court
also held that the petitioners’ interests
in the LLCs were not limited partner-
ship interests because those interests
qualified for the general partner excep-
tion. Neither the Code nor the Treasury
Regulations defined or provided guid-
ance as to what constitutes a “general
partner” for purposes of the exception
to the limited partner rule; accordingly,
the Tax Court looked to the legislative
history that set forth the special consid-
erations pertinent to treating limited
partnership interests as presumptively
passive. One such special consideration
was that a limited partner was generally
precluded by state law from participat-
ing in the partnership’s business. Partic-
ipation in the partnership’s business
would cause the partner to lose his lim-
ited liability protection. Because limited
partner status effectively prevents that
partner from participating, Congress
thought this circumstance precluded the
need to examine the facts and circum-
stances to determine whether the part-
ner materially participated. The Tax
Court reasoned that because, in the case
of an LLC, participation by a partner
with limited liability did not impair the
limited liability status of that member,
the rationale for presuming the partner’s
interest to be passive was undercut. Ac-
cordingly, as the petitioners were not re-
stricted from participating in the man-
agement of the LLCs, the court found
the petitioners to be general partners ra-
ther than limited partners for purposes
of applying the limited partner rule and
general partner exception.

In Thompson v. United States,5 the
Court of Federal Claims was asked to
determine whether a member’s interest
in an LLC treated as a partnership for
federal tax purposes was a limited part-
nership interest for purposes of the lim-
ited partner rule. The court found the
fact that taxpayer was a manager and
had an ability to control the company
significant. In finding that the limited
partner rule did not apply to the LLC,
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the court determined that an LLC is not
substantially equivalent to a limited
partnership because an LLC is designed
to permit active involvement by their
members in the management of the
business and therefore it made “little
sense” to extend the presumption con-
cerning limited partners’ lack of mate-
rial participation to LLCs. The court
went on to decide that even if an LLC
were considered to be a limited partner-
ship for purposes of the limited partner
rule, the members would be treated as
falling within the general partner excep-
tion.

Impact of the Decisions
The Garnett court held that alt-

hough an interest in an LLC may con-
stitute an interest in a limited partner-
ship for purposes of the limited partner
rule, the general partner exception ap-
plies to block the presumption that the
partners’ involvement in the entity’s
business is passive. The Thompson
court held that an interest in an LLC is
not an interest in a limited partnership
for purposes of the limited partner rule,
and, in any event, the members of an
LLC qualify for the general partner ex-

ception. The courts have made it clear
that limited liability is not the touch-
stone for the presumption of passive ac-
tivity.

Significantly, the fact that the tax-
payers in Garnett were not managers of
the LLC did not prevent the court from
finding that the taxpayers were not lim-
ited partners for purposes of applying
the limited partner rule. The court ap-
parently reasoned that the limited part-
ner rule is a threshold test designed to
stop unnecessary material participation
analysis where material participation is
not possible. The theoretical but not ac-
tual ability of an LLC member to partic-
ipate in the activity is enough to step
past the threshold of the limited partner
rule.

At first blush, the holdings of Gar-
nett and Thompson may seem signifi-
cant, but before tax practitioners and
real estate investors uncork the cham-
pagne, closer scrutiny of the cases im-
pact is warranted. The holdings simply
allow LLC members to demonstrate
material participation via any one of the
seven regulatory tests, rather than via

only the 500-hours test, the five-out-of-
the-last-10-years test, or the personal
services test. Garnett and Thompson do
not hold that the LLC members were
treated as materially participating; the
cases merely open the avenues by
which the taxpayers can establish this
standard. For example, the Garnett and
Thompson taxpayers may demonstrate
material participation by showing that
their activity constitutes substantially
all of the participation for the activity
for the year or by showing that they par-
ticipated for more than 100 hours and
no one else participated more. In addi-
tion, the investors may demonstrate ma-
terial participation by demonstrating
regular, continuous and substantial ac-
tivity. In practice, these additional tests
may offer some flexibility, but material
participation will often remain an oner-
ous standard to substantiate to the satis-
faction of the IRS. In many instances,
satisfaction of the 500-hours test, the
typical test used for substantiation
where the limited partner rule applies,
will continue to be easiest to document.

1 Treasury Regulation section 1.469-5T(a).
2 Code section 469(h)(2).
3 Treasury Regulation section 1.469-5T(e)(3)(ii).
4 132 T.C. 19 (2009).
5 104 AFTR 2d, 2009-xxxx (Ct. Fed. Cl. 7/20/2009).
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