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Is a Member of an LLC a “Limited Partner”? 
September/October 2009                                                                                                                                                         Davis H. Smith, Esq.                                                                                                                Dsmith@kgmlegal.com  

The difficult economic conditions of the past year have generated substantial losses from the investments of many taxpayers.  To mitigate these harsh financial circumstances, taxpayers may be able to use these losses to offset future taxable income or obtain refunds for taxes paid in prior years if the losses are characterized as net operating losses as opposed to passive activity losses.  The passive activity analysis involves application of several tests and factors that a taxpayer must employ to determine whether the taxpayer has the necessary “material participation” in the activity to avoid passive activity classification; however, if the losses are generated by an “interest in a limited partnership as a limited partner” under §469(h)(2), then the taxpayer is faced with a presumption that his ownership interest is related to a passive activity that he must try to rebut.  With the increasing popularity of LLCs and LLPs, the question has arisen whether the interests in these entities are subject to the “limited partner interest” classification.  Two recent court cases have provided clarification on this matter.  
Paul D. Garnett and Alicia Garnett v Commissioner, 132 TC No. 19 (July 1, 2009)


The taxpayers owned interests in several LLPs and LLCs that were engaged in agribusiness operations, some of which the taxpayers were not managing members.  The LLCs and LLPs generated substantial losses that the Service claimed were passive because the interests in the LLPs and LLCs were interests as a limited partner under §469(h)(2) and applicable Treasury Regulations.  The Service’s reasoning was that interests in LLPs and LLCs should be covered by the definition of limited partner interest because, like limited partner interests, interests in LLCs and LLPs provide limited liability protection and this limitation of liability is the distinguishing characteristic of limited partner interests when contrasted with general partner interests.
The Tax Court acknowledged the confusion over the application of §469(h)(2) to LLPs and LLCs, which is a result of the entities being hybrids of the corporate and partnership form of business.  For example, state laws generally provide limited liability protection for owners of LLCs and LLPs, which is also provided for limited partners of a limited partnership; however, state laws also permit the owners of LLCs and LLPs to materially participate in management of the enterprise, which is prohibited for limited partners.  The court interpreted the legislative history of §469(h)(2) to suggest that the reason for the §469(h)(2) default rule is that the state law limitation on a limited partner’s ability to manage the enterprise, and not the limited liability shield, prevents the limited partner from materially participating in the limited partnership to the extent necessary to avoid classification of losses as passive.  In contrast, there is no such state law limitation on management participation for owners of LLCs and LLPs that would justify the default rule applying.  As a result, the Tax Court disagreed with the Service in finding that it cannot be presumed that owners of interests in LLCs and LLPs will not materially participate in the activities of their entities, and the Service should analyze the management activities of the owners to determine whether the limited partner classification is appropriate.

It is interesting to note that the court did not address the fact that the taxpayers were not managers of the LLCs, which could have placed limitations on their ability to participate in the business activities in a manner similar to that of a limited partner.
James R. Thompson v USA, US Court of Federal Claims, 2009-2 U.S.T.C ¶50,501 (July 20, 2009).


The taxpayer owned 100% of Mountain Air Charter, LLC, a Texas LLC, of which 99% was owned directly by the taxpayer and 1% owned indirectly through the taxpayer’s wholly-owned subchapter S corporation.  Taxpayer was also the sole manager of the LLC.  The Service disallowed deductions for the losses generated by the LLC, claiming that the losses were passive because, as stated by the Service’s auditor, Treasury Regulation §1.469-5T “explicitly treats interests in any entity which limits liability as limited partnership interests.”


Like the Tax Court, the Court of Federal Claims ruled in favor of the taxpayer, disagreeing with the Service’s broad interpretation of the definition of “limited partnership interest” for purposes of applying the default rule of §469(h)(2).  However, in reaching its conclusion, the court took a more literal view of the Code and Regulations than the Tax Court.  Rather than relying upon the legislative history of §469(h)(2), the court focused on the language of §469(h)(2) itself in deciding that for §469(h)(2) to apply, the “taxpayer must actually be a limited partner” and the entity must be a partnership under state law, not just for federal tax purposes.  Since the taxpayer’s entity was not a limited partnership, §469(h)(2) could not apply.  

In comparing the two rulings, the Tax Court gives a little more wiggle room to the Service’s position on the application of §469(h)(2) than the Court of Federal Claims.  The Tax Court required a factual analysis to determine whether the membership interest in the LLC more closely resembled a general partner interest than a limited partner interest in determining whether §469(h)(2) applied.  In contrast, the Court of Federal Claims appeared to rule that §469(h)(2) could never apply to membership interests in an LLC because an LLC is not a limited partnership and a membership interest is not a limited partner interest.  Regardless of whichever precedent applies, these two rulings should provide a taxpayer with additional support in a position that losses generated by an LLC or LLC are not passive losses by default through application of §469(h)(2).
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