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I. INTRODUCTION

Limited liability companies ("LLCs") are recent statutorily made
business entities that combine the coveted corporation characteristic
of limited liability for all investors (called Members) with the income
flow-through attributes of partnerships. Before 1990, only Wyoming
and Florida had adopted Limited Liability Company Acts.' In 1990,
Kansas and Colorado also adopted LLCs; 2 since 1990, other states
have followed suit.3 Still other states have proposed or are interested
in considering such enabling legislation.4

The Nebraska Unicameral recently enacted the Nebraska Lim-
ited Liability Company Act ("Nebraska Act"), which became effective
September 9, 1993.5 Under the Nebraska Act, two or more persons
may form an LLC by filing duplicate originals of the Articles of Organ-
ization with the office of the Secretary of State together with the req-

1. Wyo. STAT. §§ 17-55-101 to -136 (Michie 1989); FLA. STAT. ANN. §§ 608.401 to -
.471 (West 1993).

2. KAN. STAT. ANN. § 17-7601 to -7651 (Supp. 1992); CoLo. REV. STAT. § 7-80-101
to -913 (1990).

3. As of the spring of 1993, approximately two dozen states had adopted LLC acts.
They included: Arizona; Arkansas; Colorado; Delaware; Florida; Georgia (effective
March 1, 1994); Idaho (effective July 1, 1993); Illinois (effective Jan. 1, 1994); Iowa;
Kansas; Louisiana; Maryland; Michigan (effective Oct. 1, 1993); Minnesota; Montana
(effective Oct. 1, 1993); Nevada; North Dakota (effective July 1, 1993); Oklahoma;
Rhode Island; South Dakota; Texas; Utah; Virginia; West Virginia; and Wyoming.
STATE & LocAL TAXES WEEKLY, Vol. 4, No. 18, at 8-9 (May 10, 1993). Since then, addi-
tional states have adopted LLC acts, including Alabama, Connecticut, Indiana, Mis-
souri (effective Dec. 1, 1993), Nebraska, New Hampshire, New Jersey (effective Dec. 27,
1993), New Mexico, North Carolina, and Oregon (effective Jan. 1, 1994). Id. at 8-10
(Aug. 16, 1993); Id. at 4 (Aug. 23, 1993). Accordingly, thirty-five states have adopted
LLC acts.

Still other states either recognize out-of-state LLCs or permit the registration of
foreign LLCs. For example, although California has not adopted an LLC act, the Cali-
fornia Franchise Tax Board recognizes out-of-state LLCs. Mississippi allows the regis-
tration of foreign LLCs, which will be treated for state tax purposes in the same manner
as they are treated for federal income tax purposes. Id. at 9 (Aug. 16, 1993).

4. As of September 1993, California, Massachusetts, New York, Pennsylvania,
and Wisconsin are considering enabling legislation on LLCs. Id. at 8 .(Aug. 16, 1993).

5. L.B. 121, Neb. Unicameral, 93d Leg., 1st Sess., 1993 Neb. Laws 333 [hereinaf-
ter L.B. 121].
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uisite filing fees. An LLC may be organized pursuant to the Nebraska
Act for any lawful purpose other than banking or insurance; however,
an LLC shall be deemed to be a syndicate for purposes of Initiative
300. In addition, the Nebraska Act provides that LLCs may be organ-
ized for the purpose of rendering professional services.6

When LLCs were first enacted in 1977, the uncertainty regarding
the federal income tax treatment and the liability of members in sister
states severely restricted their use. The Internal Revenue Service
("Service") answered the question regarding their federal income tax
treatment in 1988. Specifically, Revenue Ruling 88-76 classified a
Wyoming LLC as a partnership for federal income tax purposes, using
the resemblance regulations under the Internal Revenue Code of 1986
("Code").

7

As the Nebraska Act is principally modeled upon the 1977 Wyo-
ming Act, this Article will primarily focus upon the Nebraska and Wy-
oming Acts. This Article will first discuss the Service's regulations
and other authorities for classifying organizations as associations tax-
able as corporations or partnerships, while focusing on the application
of the Kintner regulations and Revenue Ruling 88-76 to the Nebraska
Act and the other various LLC Acts. Second, this Article will analyze
the fundamental concerns, pitfalls, and planning opportunities with
the LLC form. This analysis will primarily compare the LLC with
general partnerships, limited partnerships with corporate general
partners, and S corporations. Third, this Article will analyze the ef-
fect of the LLC form on the operating rules of Subchapter K of the
Code. Lastly, this Article will analyze the application of the at-risk
rules and passive activity loss rules to members in an LLC.

6. Id.§2.
7. Rev. Rul. 88-76, 1988-38 I.R.B. 14. See REv. RuL. 93-5, 1993-3 I.R.B. 6-8 (re-

garding Virginia LLCs); REv. RuL. 93-6, 1993-3 I.R.B. 9-10 (regarding Colorado LLCs);
REv. RuL. 93-30, 1993-16 I.R.B. 4-5 (regarding Nevada LLCs); REV. RUL. 93-50, 1993-25
I.R.B. 13 (regarding West Virginia LLCs); REv. RuL. 93-53, 1993-26 I.R.B. 7 (regarding
Florida LLCs). Each of these Revenue Rulings strongly reaffirms the position of the
Service set out in REv. RuL. 88-76. A Revenue Ruling regarding the Nebraska Act has
not yet been issued, but one is expected in the near future. In addition, numerous Pri-
vate Letter Rulings have been issued regarding LLCs. See, e.g., Priv. Ltr. Rul. 93-25-
039 (March 26, 1993) (regarding the Illinois LLC Act).

This Article focuses on the federal income tax treatment of LLCs. The state income
tax treatment of LLCs does vary. For instance, Nevada, Texas and Wyoming have no
state income tax provisions; Florida taxes its LLCs as corporations. Most states, how-
ever, either treat their LLCs as partnerships or follow the federal classification for state
income tax purposes. Illinois, Indiana, Iowa, Kansas, Montana, Oklahoma, and West
Virginia, however, have no specific provision for LLC state income tax treatment.
STATE AND LocAL TAXES WEEKLY, Vol. 4, No. 18, at 8-9 (May 10, 1993).
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II. CLASSIFICATION OF LLCs AS PARTNERSHIPS

A. HIsTORICAL PERSPECTIVE

Although the Internal Revenue Code ("Code") has long defined the
term "corporation" as including an association, the task of defining the
term "association" has been left to the courts, the Treasury and the
Internal Revenue Service ("Service").8 In 1935, the United States
Supreme Court in Morrissey v. Commissioner,9 established the crite-
ria to be applied in determining whether an organization was an asso-
ciation for federal income tax purposes.

The organization at issue in Morrissey was formed under state
law as a trust. Under the trust agreement, the trustees were author-
ized to acquire real property and to construct and operate a golf
course, to receive rents and profits, to make loans and investments, to
make regulations to govern the trust, to add to their number and
choose their successors, and to deal with respect to the trust property
as if they were its absolute owners. Beneficial interests in the trust
were evidenced by transferable share certificates. Under the trust
documents, the trust was to continue for twenty-five years and could
not be terminated by the death of a beneficiary or trustee.

In determining whether the trust bore sufficient resemblance to
an association taxable as a corporation, the court in Morrissey dis-
cussed at length the characteristics that are essential to association
status and the characteristics that may distinguish associations taxa-
ble as corporations from other associations taxable as partnerships or
trusts. According to Chief Justice Hughes who authored the opinion,
the term "association" implied "associates" and the "entering into a
joint enterprise" for the "transaction of business." However, the Court
found it impossible for an organization to have associates and an ob-
jective to carry on business for profit, and yet not bear close resem-
blance to a corporation to be taxed as an association taxable as a
corporation. The factors indicating corporate similarity included: (1)
the holding of title to property by the organization or its agents; (2) the
opportunity for continuation of the organization without interruption
upon the death of a beneficial owner; (3) the opportunity for centrali-
zation of management in representatives; (4) the ability to transfer
beneficial interests in the organization without affecting the con-
tinuity of the organization; and (5) the ability to limit liability for
debts of the organization to the property of the organization, with no
recourse to the separate properties of the organization's beneficial
owners. After considering those factors, the Court held that the trust

8. I.R.C. § 7701(aX3) (1954).
9. 296 U.S. 344 (1935).
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bore sufficient resemblance to a corporation to be classified as an asso-
ciation taxable as a corporation. The Court explicitly stated that the
required similarity is "resemblance and not identity."' °

Using the theoretical construct in Morrissey, the Treasury
adopted a broad interpretation of the association concept in its 1953
regulations. Those regulations, in part, provided:

The term 'association' is not used in the Internal Revenue
Code in any narrow or technical sense. It includes any organ-
ization created for the transaction of designated affairs, or
the attainment of some object, which, like a corporation, con-
tinues notwithstanding that its members or participants
change, and the affairs of which, like corporate affairs, are
conducted by a single individual, a committee, board, or some
other group, acting in a representative capacity."

The regulations further provided that:
[i]f an organization is not interrupted by the death of a mem-
ber or by a change in ownership of a participating interest
during the agreed period of its existence, and its management
is centralized in one or more persons in their respective ca-
pacities, such an organization is an association, taxable as a
corporation.

12

Thus, the regulations promulgated in 1953 ignored the corporate
characteristic of limited liability and subsumed the characteristic of
free transferability of interests under the continuity of life character-
istic.1 3 The regulations further provided that in determining whether
that standard was met, local law was of no importance. 14 Yet this
broad interpretation of the association concept was quite successful in
the courts.15

The theoretical construct of the Service was called into question
with the taxpayer's victory in United States v. Kintner.16 In Kintner, a
physician who formed an association with several associates at-
tempted to characterize the association as a corporation in order to
establish a qualified corporate pension plan for his benefit as an em-
ployee. Despite the fact that the organization was organized as a gen-
eral partnership for state law purposes, the court held that the
association had sufficient corporate characteristics, to qualify as an as-

10. Morrissey v. Commissioner, 296 U.S. 344, 357 (1935).
11. I.R.C. § 39.3797-2 (1953).
12. Id. § 39.3797-4(a).
13. See WILLIAM McKEE ET. AL, FEDERAL TAXATION OF PARTNERSHIPS AND PARTNERS

3.06(1) (2d ed. 1990) [hereinafter McKEE].
14. I.R.C. § 39.3797-1 (1953).
15. See, e.g., Pelton v. Commissioner, 82 F.2d 473 (7th Cir. 1936); MCKEE, supra

note 13, at 3-49.
16. 216 F.2d 418 (9th Cir. 1954).
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sociation taxable as a corporation and thus could adopt a qualified
plan for its employees.

Refusing to follow Kintner and vowing to classify Kintner-type as-
sociations as partnerships, the Service, in Revenue Ruling 57-546,
held that the "usual tests" would be applied in classifying such organi-
zations.17 Rather than explaining the so-called usual tests in a subse-
quent revenue ruling, the Service in 1959 promulgated proposed
regulations, which were adopted with minor revisions in 1960.18 The
new regulations attempted to overrule Kintner by narrowing the asso-
ciation concept while expanding the partnership concept. These regu-
lations more closely tracked the Morrissey decision than the earlier
regulations.

B. THE KINTNER REGULATIONS

In general, under the 1960 association regulations, commonly
known as the Kintner regulations, the Service may classify unincorpo-
rated organizations and treat them for income tax purposes as as-
sociations taxable as either corporations, partnerships, or trusts based
on whether the organization possesses or lacks certain characteristics.
If an unincorporated organization more closely resembles a corpora-
tion than a partnership or trust, then the Service classifies it as an
association taxable as a corporation. The regulations identify six
characteristics indicative of corporate status: (1) associates; (2) an ob-
jective to carry on business for joint profit and to divide the gains
therefrom; (3) continuity of life; (4) centralization of management; (5)
limited liability; and (6) free transferability of interests. 19 The regula-
tions also refer, without embellishment, to other factors that in some
cases may be significant in classifying an organization as an associa-
tion.20 Yet the existence of such other factors shall be irrelevant un-
less at least two of the last four specifically enumerated corporate
characteristics are present. 21 In Larson v. Commissioner,22 the Tax
Court indicated that the lesser enumerated corporate characteristics
will not be allowed to tip the scales in cases where two of the four
enumerated characteristics are present unless their materiality is
unmistakable.

17. Rev. Rul. 57-546, 1957-2 C.B. 886, declared obsolete, Rev. Rul. 72-92, 1972-1
C.B. 407.

18. Prop. Treas. Reg. §§ 301.7701-1, 301.7701-3,24 Fed. Reg. 10,451, 10,453 (1959)
(adopted at Treas. Reg. §§ 301.7701-1, 301.7701-3 (1960)).

19. Treas. Reg. § 301.7701-2(aX) (1960).
20. Id. § 301.7701-2(a)(3) (1960).
21. See Zuckman v. United States, 524 F.2d 729, 744 (Ct. C1. 1975).
22. 66 T.C. 159 (1976), acq. Rev. Rul. 79-106, 1979-1 C.B. 448.
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Because associates and an objective to carry on business are com-
mon to both partnerships and associations, the classification of an or-
ganization as an association under the regulations focuses on the last
four characteristics, which are continuity of life, centralization of man-
agement, limited liability, and free transferability of interests. In
such an event, the Service will treat an organization as a corporation
for tax purposes only if the organization has more than two of those
last four characteristics. Accordingly, the Service will treat an organi-
zation as a partnership for tax purposes if it has two or fewer of the
remaining characteristics.

C. CLASSIFICATION FACTORS CONSIDERED

Before 1988, there was a great deal of uncertainty surrounding
the federal income tax treatment of LLCs. Initially the Service pro-
posed amendments to the Kintner regulations that would have conclu-
sively treated LLCs as corporations for tax purposes.23 After those
amendments were withdrawn, the Service, in Announcement 83-4, in-
dicated it would study the effects of the limited liability characteristic
on entity classification. 24 In 1988 the Service stated in section 5.37 of
Revenue Procedure 88-325 that it would not rule on the classification
of LLCs for tax purposes. Subsequent modifications to Revenue Pro-
cedure 88-3 however deleted section 5.37.26

The uncertainty of LLC tax treatment abruptly ended in 1988. In
Revenue Ruling 88-76,27 the Service classified an unincorporated or-
ganization operating as a Wyoming LLC as a partnership for federal
income tax purposes. Applying the Kintner regulations, the Service
held that the LLC lacked the corporate characteristics of continuity of
life and free transferability of interests. On December 24, 1992, the
Service issued its third and fourth Revenue Rulings addressing the
federal income tax treatment of LLCs formed under the Virginia and
Colorado LLC acts.28 Since then, the Service has issued several other
Revenue Rulings regarding LLCs organized under individual state

23. See Classification of Limited Liability Companies, Notice of Proposed Rulemak-
ing, 45 Fed. Reg. 75,709 (1980) (proposed Nov. 17, 1980, later withdrawn); Susan Pace
Hamill, The Limited Liability Company: A Possible Choice for Doing Business?, 41 FLA.
L. REv. 721, 722 n.7.

24. 1983-2 I.R.B. 31.
25. 1988-1 C.B. 579.
26. Rev. Proc. 88-44, 1988-2 C.B. 634; see Rev. Proc. 89-3, 1989-1 I.R.B. 29, for a

current list of situations where the Service refuses to issue an advance ruling.

27. 1988-2 C.B. 360.
28. Rev. Rul. 93-5, 1993-3 I.R.B. 6 (addressing the Virginia LLC act); Rev. Rul. 93-

6, 1993-3 I.R.B. 8 (addressing the Colorado LLC act).
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LLC acts.29 In addition, the Service has issued numerous favorable
private letter rulings, holding specific LLCs are taxable as partner-
ships for federal income tax purposes. 30

I will now focus on each of the six characteristics enumerated in
the regulations and analyze each under the LLC form, paying particu-
lar attention to LLCs organized under the new Nebraska Limited Lia-
bility Company Act ("Nebraska Act").

1. Associates and Objective to Carry on Business

Because the existence of associates and an objective to carry on
business for profit and to divide the gains therefrom are generally
common to both partnerships and corporations, the presence of either
is usually disregarded in determining whether an unincorporated or-
ganization is classified as a partnership or a corporation for tax pur-
poses. Neither corporations nor partnerships can exist without
associates. The absence of an objective to carry on business and divide
the gains therefrom precludes the classification as an association even
if the other secondary corporate characteristics are present.3 1

Thus, in Revenue Ruling 88-76 the Service briefly noted that the
entity organized under the Wyoming LLC act had the requisite ele-
ments of associates and objective to carry on business for profit. Of
course, the entities organized under the Nebraska Act and other
states' LLC acts also will meet this requirement.

2. Continuity of Life

Unlike the characteristics of associates and objective to carry on
business, the characteristic of continuity of life is uniquely indicative

29. Rev. Rul. 93-30, 1993-16 I.R.B. 4 (addressing the Nevada LLC act); Rev. Rul.
93-50, 1993-25 I.R.B. 13 (addressing the West Virginia LLC act); Rev. Rul. 93-53, 1993-
26 I.R.B. 7 (addressing the Florida LLC act); Rev. Rul. 93-49, 1993-25 I.R.B. 11 (ad-
dressing the Illinois LLC act). In Rev. Rul. 93-38, 1993-21 I.R.B. 4, the Service held
that a Delaware LLC, which adopted the state provisions, qualified for partnership
treatment, while a Delaware LLC, which specified different rules in its operating agree-
ment, was subject to corporate taxation. Unfortunately, the Service has not yet ruled on
the Nebraska Act.

30. See, e.g., Priv. Ltr. Rul. 90-30-013 (April 25, 1990) (addressing the Florida LLC
act); Priv. Ltr. Rul. 92-10-019 (Dec. 6, 1991) (addressing the Texas LLC act); Priv. Ltr.
Rul. 92-26-035 (March 26, 1992) (addressing the Illinois LLC act); Priv. Ltr. Rul. 90-10-
027 (Dec. 7, 1989) (addressing the Wyoming LLC act); Priv. Ltr. Rul. 89-37-010 (June
16, 1989) (addressing the Florida LLC act); Priv. Ltr. Rul. 90-29-019 (April 19, 1990)
(regarding conversion of an LLC from a general partnership); Priv. Ltr. Rul. 93-25-039
(March 26, 1993) (conversion of general partnership to Illinois LLC). For additional
background, see Hamill, 41 FLA. L. REv. at 721; Comment, Limited Liability Compa-
nies, 39 KAN. L. REv. 967, 974 n.49.

31. See Outlaw v. United States, 494 F.2d 1376, 1381 (Ct. Cl. 1974) cert. denied,
419 U.S. 844 (1974); Elm St. Realty Trust v. Comm'r, 76 T.C. 803 (1981), acq. Rev. Rul.
68-344, 1968-1 C.B. 569; McKEE, supra note 13, at § 3.06.
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of corporate status. In general, continuity of life exists when the or-
ganization does not cease due to one or more of the original owners'
death, retirement, insanity, bankruptcy, or expulsion.3 2 If the organi-
zation dissolves due to one of those triggering events, then it is said to
lack continuity of life. Yet an organization does not lack continuity of
life merely because it is not organized to exist in perpetuity.33

A partnership organized under either the Uniform Partnership
Act ("UPA") or the Revised Uniform Limited Partnership Act
("RULPA7) automatically lacks continuity of life. A partnership may
still lack continuity of life even if the taxpayers do not organize in
either a UPA or RULPA jurisdiction. For general partnerships, the
operative documents must require the partnership to dissolve if death,
retirement, insanity, bankruptcy or expulsion occur with respect to
any partner unless all of the remaining partners agree to continue the
business.34 For limited partnerships, the operative documents must
require the partnership to dissolve if one of the dissolution events oc-
curs with respect to any general partner unless all of the remaining
general partners agree to continue the business.35 If, however, there
is only one general partner, then all of the limited partners must con-
sent to continue the business.

Revenue Procedure 89-1236 defines the requirements an organiza-
tion must satisfy to obtain an advance partnership classification rul-
ing. Revenue Procedure 89-12 does not represent substantive rules
for determining partnership status as a matter of law; instead, it re-
lates to the requirements necessary to obtain a ruling from the Ser-
vice. In general, Revenue Procedure 89-12 covers all organizations in
which any member has limited liability for the organization's debts. If
the organization under question is not a limited partnership under
state law, then the references to "general partners" for purposes of
Revenue Procedure 89-12 include those members with significant
management authority relative to other members.37

In Revenue Ruling 88-76, the Service concluded that the Wyo-
ming LLC automatically lacked continuity of life because under the
Wyoming LLC act, an LLC is dissolved at the earliest of (1) the expira-
tion of the period fixed for its duration, (2) the unanimous agreement
of the members to terminate, or (3) the death, retirement, resignation,
insanity, bankruptcy, or expulsion of a member unless all of the re-

32. Treas. Reg. § 301.7701-2(bXl) (as amended 1983).
33. McKEE, supra note 13, at § 3.06(4).
34. Treas. Reg. § 301.7701-2(bXl) (as amended 1983).
35. Id. § 301.7701-2(bXl), (3).
36. 1989-1 C.B. 798.
37. Id. § 1.02.
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maining members consent to continue the business.38 This right of
consent must be stated in the articles of the business.3 9 Thus, the
dissolution provisions for the Wyoming LLCs mirror the dissolution
provisions for partnerships organized under the UPA.

In contrast, the dissolution provisions in the Kansas and Florida
LLC acts explicitly allow members the option of circumventing the re-
quirement that all members consent to continue the business. Under
the Kansas and Florida Acts, if the articles provide a right to continue
the business, then the LLC will not dissolve upon the death, retire-
ment, resignation, insanity, bankruptcy, or expulsion of a member,
even if all of the remaining members refuse to consent to continue the
business.40 If, however, the articles do not state this right to continue,
then the Florida LLC act requires all members to consent to continue
the business if any one of the dissolution events occur with respect to
any member.

Unlike Wyoming LLCs, a Nebraska LLC dissolves upon the occur-
rence of any of the following events: (1) the expiration of the period
fixed for the duration of the LLC, which cannot exceed thirty years
from the date of filing with the Secretary of State;4 1 (2) the unanimous
written agreement of all members; or (3) the death, retirement, resig-
nation, expulsion, bankruptcy, or dissolution of a member or the oc-
currence of any other event that terminates the continued
membership of a member in the LLC unless the business of the LLC is
continued by the consent of at least two-thirds of the remaining mem-
bers or as otherwise provided in writing, in the articles of organiza-
tion, or in the operating agreement. 42

If the number of members of a Nebraska LLC "is reduced to less
than two through the death, retirement, resignation, expulsion, bank-
ruptcy or dissolution of one or more members," the LLC may, through
the remaining member, within ninety days of such event, "admit one
or more new members who shall have authority... to consent to the
continuation of the business."43

Thus, the Nebraska Act does differ significantly from the Wyo-
ming Act in this regard. Although the Nebraska Act requires less
than unanimous agreement of the remaining members to continue the
business upon the death, retirement, resignation, expulsion or bank-
ruptcy of a member, Nebraska LLCs probably lack continuity of life,

38. Wyo. STAT. § 17-15-123 (Michie 1989).
39. Id. § 17-15-107(a)(viii).
40. FLA. STAT. ANN. § 608.441(c) (West 1993); KAN. STAT. ANN. § 17-7622(aX3)

(Supp. 1992).
41. L.B. 121, supra note 5, § 6(b).
42. Id. § 22(2), (3).
43. Id. § 5.
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based upon a ruling of the Service involving an Illinois LLC.44 An
Illinois LLC was to be dissolved upon the happening of the first to
occur of the death, retirement, resignation, bankruptcy, court declara-
tion of incompetence, or dissolution with respect to a member or upon
the occurrence of any other event under the LLC's operating agree-
ment or otherwise that terminated the continued right of a member to
remain a member unless, within ninety days after the event, there are
at least two remaining members and all of the remaining members
approve the continuation of the business. Under the agreement at is-
sue, approval by all of the remaining members required the written
acceptance of two-thirds of all members. In Private Letter Ruling 93-
25-039, the Service ruled that the Illinois LLC lacked continuity of
life.

In addition, the Service recently announced a proposed rule
change that would permit a majority in interest of the remaining gen-
eral and limited members to make the decision to continue the busi-
ness.45 In amending Treasury Regulation section 301.7701-2(b)(1),
the Service no longer requires unanimous consent. Continuity of life
shall not exist notwithstanding the fact that a dissolution of the lim-
ited partnership may be avoided, upon such an event of withdrawal of
a general partner, by the remaining general partners agreeing to con-
tinue the partnership or by at least a majority in interest of the re-
maining partners agreeing to continue the partnership.46 The
corporate characteristic of continuity of life will be deemed lacking if
merely a majority in interest of the remaining members must agree to
continue the business to prevent the LLC's dissolution.47

44. Priv. Ltr. Rul. 93-25-039 (March 26, 1993); Priv. Ltr. Rul. 90-10-027 (Dec. 7,
1989); Priv. Ltr. Rul. 92-10-039 (Dec. 11, 1991).

45. I.R.S. Notice of Proposed Rule Making PS-7-92, Rev. Rul. 92-112, 1992-32
I.R.B. 27. See also, Cederberg, Continuity of Life: A Proposed IRS Rule Change, 1 LLC
REP. 93-101 (1993).

46. Treas. Reg. § 301.7701-2(b)(1) (as amended by Priv. Ltr. Rul. 92-26-035 (March
26, 1993) (applying to tax years beginning after June 14, 1993); see Glensder Textile Co.
v. Comm'r, 46 B.TA 176 (1942), acq. 1942-1 C.B. 8; Cederberg, 1 LLC Rep. at 93-101.

47. In Priv. Ltr. Rul. 92-26-035 (March 26, 1993), the Service held the LLC lacked
continuity of life. In that Private Letter Ruling, the LLC was to be dissolved upon the
death, retirement, resignation, expulsion, bankruptcy, or dissolution of a member or
upon the occurrence of any other event that terminates the continued eligibility of a
member for membership in the LLC, unless the business of the LLC was continued by
the consent of the remaining members entitled to receive a majority of the capital of the
LLC under the articles of organization or operating agreement within 90 days after the
triggering event. See Priv. Ltr. Rul. 93-25-039 (March 26, 1993) (upholding operating
agreement of Illinois LLC, which required approval of two-thirds of all members to con-
tinue the business upon the occurrence of an event of termination). The Service's reli-
ance and emphasis on the LLC's operating agreement is somewhat perplexing because
local law governs whether the death or withdrawal of a member causes a dissolution of
the organization.
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Based upon the amendment to Treasury Regulation section
301.7701-2(b)(1) and the Service's holding in Private Letter Rulings
92-26-035 and 93-25-039, it appears that an LLC organized under the
Nebraska Act will lack continuity of life. However, because the Ne-
braska Act speaks to the consent of two-thirds of the remaining mem-
bers in number rather than two-thirds of the voting interests,
practitioners drafting operating agreements for Nebraska LLCs may
be well served by providing that the right to continue the business can
be exercised only by the affirmative consent of at least two-thirds of
the members in number or voting interest, whichever is greater, pro-
vided there are at least two remaining members.

Until the Service addresses this issue squarely, the wisest and
safest course for practitioners would be never to specify less than
unanimous consent to continue the business in the operating agree-
ment of the LLC if the LLC will have designated, centralized manag-
ers, because the Service may conclude that less than unanimous
consent constitutes continuity of life, thereby jeopardizing the favored
partnership tax classification. Requesting an advance IRS private let-
ter ruling in such a situation is well advised.

3. Centralized Management

The next corporate attribute identified under the resemblance
regulations is centralization of management. Under the regulations,
an organization possesses centralized management if designated per-
sons have the exclusive authority to make business decisions without
consulting the owners.48 Centralized management can be accom-
plished by election to office, by proxy appointment, or by any other
means that has the effect of concentrating in a management group
continuing exclusive authority to make management decisions.49 In
general, under section 8.01(c) of the Model Business Corporation Act
("MBCA"), a corporation possesses centralized management via its
board of directors or its equivalent. Meanwhile, general partnerships
organized in states that have adopted the UPA automatically lack cen-
tralized management. 50 Moreover, limited partnerships organized in
jurisdictions that have adopted the RULPA lack centralized manage-
ment unless the limited partners own substantially all of the interests
in the partnership.51 For instance, in Larson v. Commissioner,52 the

48. Treas. Reg. § 301.7701-2(c)(1) (as amended 1983).
49. See Rev. Rul. 93-5, 1993-3 I.R.B. 6; Rev. Rul. 93-6, 1993-3 I.R.B. 8.
50. Treas. Reg. § 301.7701-2(cX4) (as amended 1983).
51. Id.
52. 66 T.C. 159 (1976), acq. 1979-1 C.B. 1.
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court found that centralized management did not exist if the general
partner had a meaningful proprietary interest in the partnership.

Pursuant to Revenue Procedure 89-12, 53 the Service refuses to
rule that an organization lacks centralized management unless the
limited partnership interests, excluding those held by the general
partners, do not exceed eighty percent of the total interests in the
partnership. Essentially, if the limited partners own substantially all
of the interests, then the Service presumes that the general partner is
merely managing the partnership for the limited partners, thereby
causing centralized management to exist.

The majority of the LLC acts provide the option of whether to
have a centralized form of management. Specifically, the Nebraska
Act vests management in members in proportion to their contribu-
tions, or, if the articles so provide, members may elect a manager or
managers in the manner provided in the operating agreement. 54 Sim-
ilarly, the Utah LLC act provides that management is vested in mem-
bers in proportion to their interests in profits.55 If the members
manage the organization in proportion to their respective capital con-
tributions or interests in profits, then the organization lacks central-
ized management. In Revenue Ruling 88-76, three designated
managers managed the Wyoming LLC. The Service ruled that the or-
ganization had centralized management. 56 Based upon the position of
the Service in Revenue Ruling 93-6, 57 an LLC is deemed to possess
centralized management even if all members participate in manage-
ment. Under the Colorado LLC act, the management is vested in
managers elected by the company's members; and, the managers may
or may not be members, and may or may not include all members. 58

53. 1989-1 C.B. 798.
54. FLA. STAT. ANN. § 608.422 (West 1993); Wyo. STAT. § 17-15-116 (Michie 1989);

LB 121, supra note 5, § 15.
55. UTAH CODE ANN. § 48-26-125 (Michie Supp. 1993).
56. Rev. Rul. 88-76, 1988-2 C.B. 360; see Rev. Rul. 93-5, 1993-3 I.R.B. 6 (holding

centralized management existed with regard to a Virginia LLC managed by three
elected managers); Rev. Rul. 93-6, 1993-3 I.R.B. 8 (holding Colorado LLC had central-
ized management because authority to make management decisions rested solely with
the five members in their capacity as managers, rather than as members); Rev. Rul. 93-
50, 1993-25 I.R.B. 13 (holding a West Virginia LLC, managed by three elected manag-
ers, possessed centralized management).

57. 1993-3 I.R.B. 8 (addressing the Colorado LLC act).
58. CoLO. Rzv. STAT. § 7-80-401 (Supp. 1991). However, it may be possible for

members of a Colorado LLC to opt out of centralized management. Although no section
within the Colorado LLC act directly provides for an opt out provision, § 7-80-102(11)
generally allows for an operating agreement to contain any provisions governing the
affairs of the entity that are not inconsistent with law or the articles of organization. A
Colorado LLC also might be able to avoid centralized management by simply specifying
that all members are to be managers. See Edward J. Roche, et. al., Limited Liability
Companies Offer Pass-Through Benefits Without S Corp. Restrictions, 74 J. TAX'N 248,
249-50; Rev. Proc. 89-12, 1989-1 C.B. 798.
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To avoid the inadvertent loss of this cushion, practitioners must care-
fully draft the operating agreement provisions regarding management
and repeatedly declare that management shall be by the members.

Yet the Service generally will classify LLCs that have designated
managers as lacking centralized management if the designated man-
agers own a meaningful proprietary interest in the LLC. In applying
the percentage ownership test in Revenue Procedure 89-12, general
partners are treated as the managers and limited partners are treated
as nonmanagers. Under that test, if the designated managers own at
least twenty percent of the LLC, then the LLC lacks centralized man-
agement. Unfortunately, the Service did not reveal in Revenue Ruling
88-76 the percentage of LLC ownership by the three designated man-
agers; presumably, the designated managers owned less than the req-
uisite twenty percent because of the ruling that the LLC had
centralized management.

However, based upon the Service's holding in Revenue Ruling 93-
659 involving the Colorado LLC act, selection of a manager, regardless
of whether he is a significant owner, may be a delegation frought with
danger if centralized management must be avoided to qualify for the
favored partnership tax classification. Accordingly, an LLC organized
under the Nebraska Act may be deemed to possess centralized man-
agement if the entity is to be managed by designated managers who
are less than all of the members.

4. Limited Liability

The modern lodestar of doing business in the corporate form is the
ability to limit one's liability for debts and other obligations of the
company to the actual and promised contributions to the business. If
no member is personally liable for the debts or obligations of the or-
ganization, then the organization possesses the attribute of limited li-
ability. If at least one member has unlimited liability for all of the
organization's debts and obligations, then the organization lacks the
limited liability attribute.60 All general partnerships organized under
state law corresponding to the UPA automatically lack limited liabil-
ity.6 1 Similarly, all general partners of a limited partnership organ-
ized under state law corresponding to RULPA are jointly and
severally liable for all partnership debt and other obligations. How-
ever, a limited partnership organized under state law corresponding
to RULPA lacks limited liability unless the general partner is merely
a dummy agent for the limited partners with no substantial assets

59. 1993-3 I.R.B. 8.
60. Treas. Reg. § 301.7701-2(d) (as amended 1983).
61. U.P.A. §§ 13-15 (1914).
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within the reach of the partnership's creditors.6 2 In Larson,63 the
court found there is unlimited liability if either the general partner
has substantial assets or it is not a dummy agent for the limited
partners.

64

All of the various LLC acts, including Nebraska's, provide that no
member or manager of the entity shall be liable for the entity's debts
or other obligations except to the extent of their respective capital con-
tributions. After all, limited liability was one of the main ingredients
used in creating the limited liability companies. Unsurprisingly, the
Service ruled in Revenue Ruling 88-76 that an LLC possesses the cor-
porate characteristic of limited liability.

Revenue Procedure 89-12 provides that ordinarily a corporate
general partner in a limited partnership lacks limited liability if the
net worth of the corporate general partner equals at least ten percent
of the total contributions to the partnership and is expected to con-
tinue throughout the life of the partnership. Alternatively, Revenue
Procedure 89-12 requires that either the general partners must have
substantial assets or the general partners will act independently of
the limited partners. Conceptually, the tests for determining limited
liability are inapplicable to LLCs because a member with significant
management authority or a designated manager (a so-called general
partner) that is a corporation cannot escape unlimited liability by
either the net worth or independent-action tests. The Service clarified
this point in General Counsel Memoranda 39,798, issued on October
18, 1989, by finding that section 4.07 of Revenue Procedure 89-12 is
not applicable to state law LLCs. 65

5. Free Transferability of Interests

An organization possesses the final enumerated corporate charac-
teristic, free transferability of interests, if substantially all of the own-
ers have the power to transfer all attributes of ownership in the
organization to a third party without the prior consent of the other
owners. However, the right to transfer merely a profits interest does
not constitute free transferability of interests.66

All partnerships organized under state law corresponding to the
UPA lack free transferability of interests because all existing partners
must consent to the introduction of a new partner. However, a part-

62. Treas. Reg. § 301.7701-2(dX2) (as amended 1983).
63. 66 T.C. 159 (1976), acq. 1979-1 C.B. 1.
64. See McKEE, supra note 13, at § 3.06.
65. Gen. Couns. Mem. 39,798 (Oct. 18, 1989).
66. Treas. Reg. § 301.7701-2(e) (as amended 1983).
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ner may alienate his or her right to share in profits and losses without
the other partners' consent.6 7

In contrast, the RULPA does not impose restrictions on transfera-
bility of limited partnership interests. 6s In practice, however, many
limited partnership agreements grant the limited partners the power
to transfer their partnership interests freely upon the general part-
ners' approval, causing the partnership to lack free transferability of
interests. According to Larson,69 if the general partner cannot unrea-
sonably withhold his consent to the proposed transfer by the limited
partner, then the partnership possesses free transferability of inter-
ests provided there was no reason to veto the proposed transfer.

Under the various LLC acts, including Nebraska's, an LLC lacks
free transferability of interest because no transferee may participate
in the business affairs of the enterprise or otherwise be a full member
in the LLC unless all members consent to the transfer.70

6. Other Factors

In addition to the six enumerated characteristics listed in the test
articulated in Morrissey and reiterated in the regulations, the Service
may consider other characteristics. Unfortunately, the regulations do
not clarify what additional characteristics could be significant. How-
ever, according to the court in Zuckman v. United States,71 the exist-
ence of other characteristics should be irrelevant unless at least two of
the last four specifically enumerated corporate characteristics are
present.

III. COMPARISONS BETWEEN LLCs AND OTHER BUSINESS
ENTITIES

As noted in Part II above, an LLC is treated as a partnership for
federal income tax purposes because it always lacks continuity of life,
free transferability of interest, and, depending on its articles of organi-

67. U.P.A. §§ 18, 27 (1914).
68. R.U.L.P.A. §§ 702, 704 (1976).
69. 66 T.C. 159 (1976), acq. 1979-1 C.B. 1.
70. See, e.g., FLA. STA. ANN. § 608.432 (West 1993); Wyo. STAT. § 17-15-122 (Michie

1989). L.B. 121 provides:
If all of the other members of the [LLC] other than the member proposing to
dispose of his or her interest do not approve of the proposed transfer or assign-
ment by unanimous written consent, the transferee of the member's interest
shall have no right to participate in the management of the business and af-
fairs of the [LLC] or to become a member. The transferee shall only be entitled
to receive the share of profits or other compensation by way of income and the
return of contributions to capital to which that member would otherwise be
entitled.

L.B. 121, supra note 5, § 21.
71. 524 F.2d 729, 744 (Ct. Cl. 1975).
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zation, centralized management. Turning momentarily from the tax
classification issue, I will now consider choice of entity concerns.
Under what business circumstances would an LLC be preferable over
other business entities, such as general partnerships, limited partner-
ships with a corporate general partner, and Subchapter S corpora-
tions? In making these comparisons, I will demonstrate that LLCs
offer distinct advantages in certain circumstances and prove disad-
vantageous in others.

A. COMPARISON

1. LLCs v. General Partnerships

A general partnership is defined as any "syndicate, group, pool,
joint venture, or other unincorporated organization, through or by
means of which any business" or venture is conducted, which is not a
corporation, trust, or estate,7 2 where all investors have unlimited lia-
bility for the organization's debts and other obligations. In terms of
the last four corporate attributes discussed in Part II above, a general
partnership organized in a UPA jurisdiction lacks continuity of life,
centralized management, limited liability, and free transferability of
interests.

An LLC differs from a general partnership in that general part-
ners are required to have equal management rights; an LLC's articles
of organization may vest management rights in a chosen few, who
may or may not be members of the LLC.7 3 Thus, an LLC generally
offers greater flexibility in the management of the business.

A member of an LLC, unlike a partner in a general partnership,
will always enjoy limited liability unless he or she explicitly agrees to
assume or guarantee certain debts or other obligations made by the
organization. However, the advantage of limited liability in an LLC
over unlimited liability in a general partnership diminishes signifi-
cantly when theoretical constructs meet reality. In practice, an indi-
vidual general partner may easily escape unlimited liability by
forming a wholly-owned Subchapter S corporation to be the general
partner. Under this scheme, the partnership's tax items will flow di-
rectly to the S corporation and then out to the individual. Yet only the
S corporation as partner in the partnership will have unlimited liabil-
ity for the partnership's debts; the individual is adequately insulated
from those debts, absent the individual personally assuming or guar-

72. I.R.C. § 7701(2) (1991).
73. See, e.g., FLA. STAT. ANN. § 608.422 (West 1993); Wyo. STAT. § 17-15-116

(Michie 1989); L.B. 121, supra note 5, § 15.
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anteeing any of those debts. However, liability may be imposed on the
individual in this scenario if a court elects to pierce the corporate veil.

Despite the fact that LLCs offer greater flexibility in management
of the business and are less complicated in structure than general
partnerships where all the partners are wholly owned special purpose
subsidiary corporations, the LLC's advantages over a general partner-
ship are quite illusory and more perceived than of substance. An LLC
simply allows one to achieve the desired objectives of flexible manage-
ment structure and limited liability in a less complicated alternative
to the general partnership with all special purpose subsidiary corpora-
tions as partners. General partnerships thus are still an extremely
attractive choice for business formation and may compete directly
with LLCs.

2. LLCs v. Limited Partnerships with Corporate General Partners

In any limited partnership, there are two types of members: gen-
eral partners and limited partners. Limited partners enjoy limited li-
ability to the extent of their capital contributions, while general
partners are unprotected from liability. By analogy, every member in
an LLC is like a limited partner, absent an agreement by him or her to
assume or guarantee certain organization's debts or other obligations.

The difference between LLCs and limited partnerships, however,
breaks down if the general partner in the limited partnership is a cor-
poration. In the event of a corporate general partner, no individual
participant, consisting of individual shareholders of the corporate gen-
eral partner and limited partners who may or may not also be share-
holders in the corporate general partner, are unprotected from
liability. This scenario then approximates the members of the LLC
who are insulated from liability, subject to one significant exception.
In an LLC every member enjoys limited liability regardless of his or
her level of participation in the management of the business. In con-
trast, a limited partner will forfeit his or her limited liability if he or
she participates in the daily management and control of the business
enterprise to any appreciable extent. A limited partner who is also a
shareholder in the corporate general partner may risk liability expo-
sure beyond his or her respective capital contribution if a court disre-
gards the separate corporate identity. This risk of liability exposure is
particularly troublesome in the context of LLCs because it is far too
early to tell whether courts in jurisdictions that have not adopted an
LLC act will respect the limited liability feature. Courts in jurisdic-
tions that have authorized LLCs may disregard the corporate shell
under traditional doctrines.
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In comparison to the detailed and convoluted configuration used
in limited partnerships with a corporate general partner (which pre-
sumably would be an S corporation in order for the limited partners as
shareholders to receive direct flow-through treatment of the limited
partnership's items of income, gain, loss, deduction, and credit), the
LLC offers a simplified and streamlined approach, while achieving the
same desired objectives. Rather than worrying whether any limited
partner is unlawfully participating in the daily management and con-
trol of the business 'and whether all of the eligibility requirements for
Subchapter S status are met, an investor may wish to take advantage
of the LLC form.

In addition to its simplicity in form and structure, an LLC typi-
cally is more advantageous than a limited partnership regarding the
allocation of loss rules under Subchapter K of the Internal Revenue
Code ("Code"). There is a greater likelihood that LLC debt will be non-
recourse debt, rather than recourse, due to the limited liability feature
for all investors. Most likely, this distinction will turn on whether the
venture will be highly leveraged.

However, a limited partnership is preferable to an LLC if limited
partners wish to transfer their partnership interests freely. While
LLCs automatically restrict transferability, limited partnerships per-
mit limited partners to transfer their interests freely. The transfera-
bility distinction looms larger the greater the number of limited
partners. For instance, if a large number of investors are involved,
then the limited partnership will be better suited as an investment
vehicle to provide liquidity. Yet the LLC may be preferable if the
number of investors is quite small, because the ability of members to
transfer their interest freely will not typically be a major concern.

In sum, business planners and attorneys typically will advise that
the LLC will be an attractive alternative to limited partnerships in
certain circumstances. As one recent commentator wrote, LLCs are
particularly more advantageous than limited partnerships in "high-
risk real estate and natural resource ventures that are highly lever-
aged with limited number of participants."74 In those business ar-
rangements, the LLC offers the certainty of partnership status
without the potential problems concerning the general partner's at-
tempts to insulate it from liability. The LLC also offers a more flexible
management structure and avoids the potential trap for limited part-
ners jeopardizing their limited liability status by participating in the
management of the business. An LLC also guarantees the limited lia-
bility feature without the eligibility restrictions imposed on Sub-
chapter S corporations.

74. Hamill, 41 FLA. L. REv. at 749.
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3. LLCs v. Subchapter S Corporations

The third choice of entity to which the LLC should be compared is
the Subchapter S corporation. An entity created under Subchapter S
of the Code serves as a tax conduit for certain qualified small busi-
nesses, while providing the owner(s) with limited liability. Sub-
chapter S corporations, however, are subject to several significant
eligibility restrictions, thus making the partnership a superior alter-
native in most instances. Pursuant to Code section 1361(b), an S cor-
poration cannot have more than 35 shareholders; and only citizens,
resident aliens, and certain trusts qualify as eligible shareholders.
Second, under Code section 1361(b) S corporations cannot have more
than one class of stock, which effectively prohibits investors in S cor-
porations from making special allocations of corporate income and
losses. The one-class-of-stock requirement may trigger an inadvertent
termination of the S election in situations where the corporation has
issued debt and warrants and/or options to third party outsiders that
are recharacterized as equity. Third, under Code section 1362, Sub-
chapter S shareholders, unlike partners under Subchapter K of the
Code, must unanimously and affirmatively elect Subchapter S
treatment.

In situations where the LLC is a superior alternative over a part-
nership, an LLC is far superior to an S corporation in light of the
stringent eligibility restrictions imposed by Subchapter S. Although
Subchapters K and S of the Code, particularly Code sections 702 and
1366, are quite similar in how undistributed income and losses flow
through the entity, the two entities are markedly dissimilar in several
significant ways. First, a member of an LLC, who would be governed
by section 752 contained in Subchapter K of the Code, receives basis in
his interest increased by his share of the LLC liabilities. However,
Subchapter S shareholders receive no such basis adjustment for the
corporation's debts unless the shareholder is the lender. 75 Thus, LLC
members, unlike Subchapter S shareholders, may deduct losses at-
tributable to funds borrowed from third parties. In situations where
the venture may be highly leveraged, this distinction between Sub-
chapter K and S basis adjustments for corporate debt takes on great
importance for business planners.

Second, section 743(b) in Subchapter K, unlike Subchapter S, pro-
vides for basis adjustments in the partnership's assets whenever a
partnership interest is sold, exchanged, or passed by inheritance. In
general, if the partnership has a section 754 election in effect, a trans-
feree of an interest in a partnership with appreciated assets will re-

75. I.R.C. § 1367 (1991).
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ceive an upward basis adjustment in the partnership's assets equal to
the amount paid for the partnership interest less the transferor's
share of the partnership's asset basis. After application of the section
743(b) adjustment, a transferee-partner's share of the basis in the
partnership's assets will equal the initial basis of his interest in the
partnership; the transferee-partner's basis in the assets of the part-
nership becomes the same as if the transferee had purchased the as-
sets directly. Applying the section 743(b) adjustment rule, a
transferee-partner may either defer or accelerate a portion of the
transferee's income from his partnership interest. If the character of
the gain or loss realized on the disposition of the interest or of the
assets distributed in kind differs from the character of the increase or
decrease in the transferee's share of partnership income, then the
character of the transferee's income may be affected.76 Thus, the sec-
tion 743 adjustment preserves the value of the partnership interest
where the assets are expected to increase in value or decline in value
more slowly than the rate of depreciating those partnership assets.
Without a comparable adjustment under Subchapter S of the Code, an
incoming S corporation shareholder may be required to recognize tax-
able gain due to depreciation in the underlying assets that occurred
before he even became a shareholder.

Third, Subchapter K of the Code, unlike Subchapter S, ensures
that built-in gains and losses in contributed property will be allocated
to the contributing partner.77 Under section 704(c) of the Code, part-
nership items of income, gain, loss, and deduction attributable to con-
tributed property must be allocated back to the contributing partner
to account for the variation between the partnership's substituted ba-
sis in the asset upon contribution and its fair market value at the time
of contribution. Any section 704(c) taint to appreciated assets at the
time of partnership formation lingers for a fixed number of years or
until that asset is later disposed of by the partnership, whichever oc-
curs first. However, because Subchapter S lacks any comparable
characterization rule for built-in gains and losses at formation, a
shareholder who did not contribute the asset being sold will be forced
to recognize gain from appreciation in the contributed asset that oc-
curred prior to corporate formation.78 For example, assume individ-
ual A contributes $100 of cash and individual B contributes an asset
whose fair market value is $100 with an adjusted basis in the hands of

76. McKEE, supra note 13, at § 24.01. See Estate of DuPree v. United States, 391
F.2d 753 (5th Cir. 1968) (regarding distribution gain or loss by a partnership to a part-
ner and deferring recognition of loss or notes for tax purposes).

77. I.R.C. § 704(c) (1991).
78. Please note that the built-in gain rules in I.R.C. § 1374 (1991) apply only if a C

corporation converts to S corporation status.
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B of only $50; both A and B become equal owners in the business en-
tity. If A and B form an S corporation that later sells the asset for
$100, both A and B would be forced to recognize $25 of gain each, even
though the entire $50 of realized gain was directly attributable to the
time B held that asset prior to contribution. Yet if A and B had
formed an LLC, which sold that asset for $100, the section 704(c) rule
would apply and require the contributing member, B, to recognize the
entire $50 gain, thereby preventing the type of distortion occurring in
S corporations. I X

Section 704(c) allocation is also important when the asset contrib-
uted is a depreciable asset. Using the above example, if the asset con-
tributed by B is depreciable and has a remaining useful life of five
years, then the AB Partnership is entitled to an annual tax deprecia-
tion deduction of $10. Yet the asset which was initially valued at $100
may be depreciated at the rate of $20 per year, of which one-half of the
book depreciation is charged to A's capital account. Thus, A's distribu-
tive share of the annual tax depreciation deduction is $10; and B's
capital account is also charged with $10 of book depreciation each
year; but B's distributive share of the annual tax deduction is zero. If
the AB Partnership has no other income, then after five years the
book accounts of both A and B will be $50, and the bases of each of
their partnership interests will be $50, thereby eliminating the pre-
contribution distortion created by the contribution of that asset. A
significant limitation in section 704(c) to eliminate precontribution
distortions is the ceiling rule, under which the total amount of depreci-
ation, depletion, gain, or loss that can be allocated is restricted to the
amount realized for tax purposes.

Fourth, Subchapters K and S of the Code differ markedly with
respect to the contributions of services. Briefly stated, an LLC which
would be governed by Subchapter K may make special allocations re-
flecting the service member's contribution of services in exchange for a
larger share of profits later, provided the allocation has substantial
economic effect pursuant to the regulations promulgated under Code
section 704(b), which will be discussed in Part IV below. An LLC
member or a partner in a partnership may contribute services for a
profits interest without recognizing income until the entity subse-
quently earns profits.79 In contrast, all items of the S corporation's
income, gains, losses, and deductions must be allocated in proportion
to each shareholder's stock ownership.80 An S corporation share-
holder, unlike an investor governed by Subchapter K, is precluded

79. Campbell v. Commissioner, 943 F.2d 815 (8th Cir. 1991).
80. I.R.C. § 1366 (1991).
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from contributing services in exchange for stock without immediate
gain recognition. 8l

Overall, Subchapter S corporation's eligibility restrictions and
lack of special basis adjustments and allocation rules generally make
Subchapter S less attractive than partnerships and LLCs. The differ-
ences between Subchapters S and K become significant in transac-
tions involving high-risk, leveraged real estate and natural resource
ventures where an LLC, and not a small limited partnership, would be
the business planner's entity of choice.

B. LLC AS MOST ATTRACTIVE ENrr

In general, an LLC can always be structured under the various
state LLC acts to be classified a partnership for federal income tax
purposes because it will always lack continuity of life and free trans-
ferability of interests and, depending upon its organization, central-
ized management. As discussed above, an LLC that is taxable under
Subchapter K closely resembles a limited partnership with a corporate
general partner. But the LLC and limited partnership with a corpo-
rate general partner allow investors to minimize the risks of the busi-
ness regardless of whether the shareholders of the general partner are
also limited partners. Yet LLCs lack any potential problems due to a
corporate general partner's attempts to minimize its liability exposure
through undercapitalization. LLCs also offer greater flexibility in
management structure because limited partners are prohibited from
having management authority. However, unlike members in an LLC,
limited partners may freely transfer their interests. Thus, an LLC
may be the preferable choice of entity in those situations where the
number of investors is relatively small or where the free transferabil-
ity of interests in larger limited partnerships is not quite as
important.

If a limited partnership with a corporate general partner is cho-
sen, the general partner, which has unlimited liability, may run afoul
of the requirement that the general partner receive at least one per-
cent of every partnership item. Thus, the LLC offers greater certainty
because the shareholders of the general partner may become liable if
the corporation was a mere shell. The courts may also apply the doc-
trine of piercing the corporate veil to reach the assets of the sharehold-
ers especially in cases involving involuntary creditors, such as tort
claimants.

An LLC also offers great advantages in situations where the en-
tity will be highly leveraged, such as in real estate and natural re-

81. Id. § 351(d).
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source ventures. LLCs allow members to use special allocations and
basis adjustments which are denied shareholders in S corporations.
Receiving basis in outside debt of the entity becomes critical in highly
leveraged ventures because the majority of the debt would be non-
member debt.

IV. APPLICATION OF SUBCHAPTER K OPERATING RULES
TO LLCs

Because the Service issued Revenue Ruling 88-76, providing that
an LLC will be classified as a partnership for federal income tax pur-
poses if it lacks at least two of the corporate characteristics contained
in the Kintner regulations, application of Subchapter K of the Code,
which governs the taxation of partnerships, to an LLC raises some
fundamental concerns, questions, pitfalls, and planning opportunities.
Application of the operating rules in Subchapter K becomes critical in
understanding the potential use of LLCs in business planning. In par-
ticular, the issues posed by applying Subchapter K to LLCs include
the calculation of basis, the allocation of LLC debt, and the allocation
of LLC losses and deductions.

A. CALCULATION OF MEMBER'S BAsIs

Because LLCs qualify as partnerships for federal income tax pur-
poses, application of the operating rules for calculating a partner's ba-
sis is of prime importance. This is especially true in light of the fact
that basis calculations are at the center of most discussions on which
partners or members will receive items of gain, losses, credits, or
deductions.

Essentially, there are two basis concepts in the partnership provi-
sions within the Internal Revenue Code ("Code") that must be kept
separate: first, the adjusted basis of a partner's interest in the part-
nership, and second, the adjusted basis of the partnership in its un-
derlying assets. The adjusted basis of a partner's interest in the
partnership is commonly referred to as "outside basis." In contrast,
the adjusted basis of the partnership in its assets is commonly re-
ferred to as "inside basis." Although outside and inside basis are clear
and distinct accounting concepts, the aggregation of the partners'
outside bases will generally equal the aggregate of the adjusted bases
of the partnership assets. I will explore each in reverse order, focus-
ing primarily on how inside and outside bases are calculated and what
impact each has on members in an LLC and partners in a partnership.
In this discussion I will refer to members in an LLC and partners in a
partnership interchangeably because the tax consequences to both
types of investors are governed under Subchapter K of the Code.
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1. Inside Basis

With respect to how inside basis is calculated, partnership assets
acquired by contribution from partners generally receive the contrib-
uting partner's adjusted basis pursuant to the carryover basis rule.8 2

The partnership's inside basis in assets acquired by other means is
generally determined pursuant to the cost basis rules set forth in Code
sections 1011-1023. For example, if individual A contributes to the
AB Partnership an asset with a fair market value of $100 and an ad-
justed basis in his hands prior to contribution of $50, then the part-
nership's adjusted- basis in that asset, its inside basis, will equal
partner A's old adjusted basis of $50. However, if the organization
would have purchased that asset for $100 from an outside third party,
then its inside basis would equal the amount paid by the partnership,
or $100.

Although the aggregation of outside basis generally will equal the
aggregation of inside basis, there are a number of events that may
cause the inside-outside basis equality to break down. For instance,
the basis of partnership assets generally is not affected by transfers of
partnership interests pursuant to Code section 734(a), unless the
transfers cause the termination of the partnership under Code section
708(b)(1)(B), or the partnership makes an election under Code section
754 to adjust the basis of its assets. On a sale of a partnership inter-
est, the buyer's initial basis in the interest is its cost, but under sec-
tion 743(a) the buyer's share of partnership's basis in its assets is not
adjusted to reflect the cost of the partnership interest.

Section 743(b) provides an elective method of retaining basis
equality upon such exchanges of partnership interests, by adjusting
the basis of the partnership assets to account for a new basis of the
interest in the partnership exchanged.83 Distributions may also cause
a breakdown of the inside-outside basis equality general rule. Yet the
optional Code section 754 election provides for an adjustment in the
basis of the partnership's remaining assets under Code section 734(b),
thereby preserving the general basis equality.8 '

2. Outside Basis

In general, the adjusted basis of a partner's interest in a partner-
ship and a member's interest in an LLC, which are referred to as the
investor's outside basis in the partnership or LLC, whichever the case
may be, are of paramount importance upon a sale, exchange, or distri-

82. Id. § 723.
83. Id. §§ 743(b), 754.
84. Id. §§ 734(b), 754.
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bution by or to that partner or member. For example, if a partner
transfers his interest, then the gain or loss on that sale will equal the
amount realized less the partner's adjusted basis at the time of the
transfer.8 5 That gain or loss usually will be treated as gain or loss
from the sale of a capital asset provided that the sale is not attributa-
ble to certain unrealized receivables and inventory items belonging to
the partnership.8 6 With respect to the treatment of operating distri-
butions of cash, such cash distributions are treated as tax-free returns
of capital to the extent the partner receiving the distribution has suffi-
cient adjusted basis to cover the distribution.s7

Pursuant to Code section 704(d), a partner may only deduct allo-
cations of the partnership's losses and deductions against other in-
come items to the extent that such partner has sufficient adjusted
basis at the end of the partnership's tax year to cover the losses flow-
ing out to the partner's individual tax return. If however the partner's
adjusted basis is insufficient to absorb the loss or deduction, then such
loss must be suspended until the partner has sufficient adjusted basis
to absorb the loss or deduction. 8 Losses suspended under section
704(d) may not be used to offset gain recognized from the sale or other
disposition of the member's interest; upon disposition the suspended
losses are forfeited.8 9

In determining outside basis, the general rule is that at formation
of the partnership the aggregate of the partners' adjusted bases in
-their partnership interests will equal the aggregate of the adjusted
bases of partnership assets. Thus, a partner's initial outside basis
equals the amount of cash and the adjusted basis of property contrib-
uted to the partnership.90 If, however, a partner purchases the inter-
est from another partner, then the buyer's initial outside basis will
equal the amount of cash and fair market value of any property trans-
ferred to the selling partner plus the partner's share of any partner-
ship liabilities. A partner's outside basis increases by the partner's
share of partnership liabilities because Code section 752(a) treats such
share of liabilities as a constructive contribution of cash by the part-
ner to the partnership.91 Any decrease in partnership liabilities is
treated as a constructive distribution of cash, thereby decreasing
outside basis.92

85. Id. § 741.
86. Id. § 751.
87. Id. §§ 731, 733.
88. Id. § 704(d).
89. Treas. Reg. § 1.704-1(d) (as amended 1992).
90. I.R.C. § 722 (1991).
91. Id. § 752(a); Treas. Reg. § 1.752-1(a); (b) (1991).
92. I.R.C. § 752(b) (1991); Treas. Reg. § 1.752-1(c) (1991).
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Pursuant to Code section 705(a), at the close of the partnership's
taxable year each partner's outside basis is first increased by alloca-
tions of partnership taxable income and tax-exempt income. Each
partner's outside basis then is decreased first by distributions to that
partner and second by allocations of partnership losses and deduc-
tions. However, in no event may outside basis ever be reduced below
zero; there is no such thing as negative basis.93

In sum, a member's basis in his LLC interest equals the amount
of cash contributed, plus the adjusted basis of any property contrib-
uted, increased or decreased by his share of any LLC income or loss,
plus his share of any LLC debt. The LLC may need to create addi-
tional basis for its members in order to avoid the section 704(d) limita-
tion, particularly if a member with suspended losses intends to
dispose of his interest.

B. ALLOCATION OF LLC DEBT

Due to the application of Code sections 704(d) and 752 and the
prohibition against negative basis, the calculation and allocation of
partnership and LLC liabilities are of critical importance. This is es-
pecially true in any venture in which the investors expect to allocate
partnership or LLC losses and deductions in excess of amounts of cash
and adjusted basis of property contributed. The allocation of an LLC
liability, although accomplished pursuant to traditional partnership
debt allocation rules as set forth in Code section 752 and the regula-
tions promulgated thereunder, presents special planning concerns and
opportunities.

1. Regulatory Framework

First, this area is complicated, perhaps unnecessarily so, due in
part to the flurry of regulations promulgated by the Treasury. An
overview of the separate sets of regulations under section 752 may
prove helpful at this point.

The final regulations, which were filed December 20, 1991, are
effective for liabilities incurred or assumed by the partnership on or
after December 28, 1991, other than a liability incurred or assumed by
the partnership under a written binding agreement in effect prior to
December 28, 1991, and at all times afterward. However, a partner-
ship may elect to apply the final regulations to all of its liabilities not
otherwise covered by the final regulations as of the beginning of the
partnership's first tax year ending on or after December 28, 1991.9 4

93. I.R.C. §§ 704(d), 705(a) (1991); Rev. Rul. 66-94, 1966-1 C.B. 166.
94. Treas. Reg. § 1.752-5(a) (1991).
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For liabilities incurred or assumed by a partnership before the effec-
tive date of the final regulations or under a written binding agreement
in effect before December 28, 1991, unless an election to apply the fi-
nal regulations is made, the temporary regulations, 95 which may also
be referred to now as the old regulations, apply. Thus, the tax advisor
may need to juggle three separate sets of section 752 regulations de-
pending on the circumstances involved, thereby unnecessarily compli-
cating the situation. To attempt to simplify this discussion, this
Article will focus mostly on the final regulations. and highlight any
potentially important distinctions between the final regulations and
the old regulations.

2. Allocation of Debt Rules: An Overview

In general terms, as discussed briefly above, the basis of a part-
ner's or member's interest in the organization increases or decreases
as the partner's or member's share of the organization's liabilities in-
creases or decreases. Any increase in the member's share of those lia-
bilities is treated as a contribution of cash to the organization; any
decrease is treated as a distribution of cash to the member. 96

A person generally is considered to be assuming a liability to the
extent that (1) the assuming person is personally obligated to pay the
liability, and (2) if a partner or related person 97 assumes a partner-
ship liability, the creditor knows of the assumption and can directly
enforce the partner's or related person's obligation and no other part-
ner or person that is a related person to another partner bears the
economic risk of loss for the liability immediately after the
assumption.98

For Code section 752 purposes, any encumbrance on property is
deemed to be transferred with the property to the extent of the prop-
erty's fair market value. For example, if partner A contributes prop-
erty subject to a liability to the partnership, then the partnership is
treated as assuming the liability to the extent of the property's fair
market value, and partner A is deemed to have received a distribu-
tion. If, however, property subject to a liability is distributed by the
partnership to partner B, then partner B is treated as assuming the

95. Temp. Treas. Reg. § 1.752-1T to -4T (1989). Please note that the temporary
regulations apply generally to liabilities incurred or assumed by the partnership after
January 29, 1989, unless the liability was incurred or assumed by the partnership
under a written agreement in effect before and after December 29, 1988. Liabilities
incurred or assumed before the effective date of the temporary regulations are subject to
the former regulations. Former Treas. Reg. § 1.752-1 (1991).

96. I.R.C. § 752 (1991); Treas. Reg. § 1.752-1(b), (c) (1991).
97. As that term is defined in Tress. Reg. § 1.752-4(b) (1991).
98. Treas. Reg. § 1.752-1(d) (1991).
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liability. If, as a result of a single transaction, a partner incurs an
increase in his share of partnership liabilities and a decrease in his
share of liabilities, then those increases and decreases must be netted
to determine whether the partners will be deemed to have made a con-
tribution or received a distribution.9 9

With this statutory framework in place, I will analyze the alloca-
tion rules of LLC debt in determining a member's outside basis. Gen-
erally, the computation of each member's share of liabilities depends
upon whether the entity's liabilities are "recourse" or "nonrecourse".
Those terms are used throughout the final and old regulations. The
terms recourse and nonrecourse are used to distinguish allocations of
partnership liabilities to its partners. In making the distinction, one
must bear in mind that there are two types of recourse debt and two
types of nonrecourse debt.

The two types of recourse debt are tax recourse and state law re-
course. A partnership liability is a tax recourse debt to the extent that
any partner or related person bears the economic risk of loss for that
liability.' 0 0 In contrast, state law recourse debt is any debt that is a
general obligation of the borrower such that the creditor may pursue
all assets of the borrower, not limited to those assets securing the
obligation.

There are also two types of nonrecourse debt: tax nonrecourse
and state law nonrecourse debt. A partnership liability is a tax nonre-
course liability of the partnership to the extent that no partner or re-
lated person bears the economic risk of loss. l 0 l In contrast, a state
law nonrecourse debt is a debt where the creditor's rights to repay-
ment are limited to the asset(s) securing the obligation.

3. Whether Liabilities are Recourse or Nonrecourse

With respect to tax recourse debts, a partner's share of any re-
course liability of the entity involved equals the portion, if any, of the
economic risk of loss for the liability borne by the partner or related
person. A partner bears the economic risk of loss for a liability to the
extent that he or a related person would have to make a contribution
or payment with respect to a partnership liability and would not be
entitled to reimbursement for it from another partner, any person re-
lated to another partner, or the partnership, if the partnership con-
structively liquidated under certain assumed conditions.' 0 2 Under

99. Id. § 1.752-1(f); Rev. Rul. 79-205, 1979-2 C.B. 255.
100. Treas. Reg. § 1.752-1(a)(1) (1991).
101. Id. § 1.752-1(a)(2).
102. Id. § 1.752-2. Please note that the applicable section under the temporary reg-

ulations was Temp. Treas. Regs. § 1.752-1T(dX3Xi)(A) (1989).
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the regulations, a constructive liquidation is a hypothetical scenario
where: (1) all assets become worthless, (2) all debts are payable in
full, (3) all assets are transferred in a taxable transaction for no con-
sideration other than relief of the tax nonrecourse debts to which the
assets are subject, (4) all items or income, gain, loss, or deduction are
allocated among the investors, and (5) the entity liquidates. 103

However, under the de minimis exception in Treasury Regulation
section 1.752-2(d), the constructive liquidation rule is inapplicable if a
partner or related person whose interest in each Item of partnership
income, gain, loss, deduction, or credit for every tax'year that the part-
ner is a partner in the partnership is ten percent or less, guarantees
that a loan that would otherwise be a partnership nonrecourse loan
and that would be Code section 465(b)(6) qualified nonrecourse financ-
ing if the guarantor had made the loan to the partnership. The Code
section 465(b)(6) determination, according to Treasury Regulation sec-
tion 1.752-2(d)(2), is made without regard to the type of activity
financed.

A person is related to a partner if the person and partner bear a
relationship to each other as set forth in Code section 267(b) or section
707(b)(1) subject to certain modifications. Briefly, the modifications
specified include: (1) eighty percent or more replaces more than fifty
percent each place it appears; (2) a person's family excludes brother
and sisters; (3) the Code section 267(f)(1)(A) sixty percent controlled
group definition is disregarded; and (4) the Code section 267(d)(1) rule
for pass-through entities is disregarded.10 4 If a person is related to at
least one partner, according to Treasury Regulation section 1.752-
4(b)(2), then that person is treated as being related to the partner with
whom there is the highest percentage of related ownership. If two or
more partners have identical percentages of related ownership and no
partner has a greater percentage, then the regulation provides that
the liability is to be divided equally between the partners with the
equal percentages of ownership.

Under the constructive liquidation analysis as set forth in the reg-
ulations, computation of gain or loss on the deemed disposition of the
partnership's assets is as follows: (1) if the creditor's right to repay-
ment of a partnership liability is limited to one or more partnership
assets, then gain or loss is recognized in an amount equal to the differ-
ence between the amount of the liability extinguished by the deemed
disposition and the tax basis in those assets; and (2) a loss is recog-

103. Treas. lbg. § 1.752-2(b)(1) (1991). Please note that the applicable section
under the temporary regulations was Temp. Treas. Reg. § 1.752-1T(d)(3Xiii)(A) (1989).

104. Treas. Reg. § 1.752-4(d) (1991).
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nized in an amount equal to the remaining tax basis of all of the part-
nership assets not taken into account in (1) above. 10 5

The theory underlying the regulations is simply that tax recourse
liabilities ought to be allocated, for basis purposes, to those partners
who would ultimately be liable to pay the debts if the hypothetical
disaster in fact occurred. The extent to which a partner or related
person has an obligation to make a payment is based on a facts and
circumstances test., All statutory and contractual obligations pertain-
ing to the partnership are to be considered, including (1) "contractual
agreements outsidethe partnership agreement such as guarantees,
indemnifications, reimbursement agreements, and other obligations
running directly to creditors or to other partners, or to the partner-
ship"; (2) partnership obligations imposed by the partnership agree-
ment, such as any obligation to make contributions and to "restore a
deficit capital account upon liquidation"; and (3) payment obligations
imposed by state law. 106

A payment obligation is to be disregarded however if it is subject
to contingencies making it unlikely that the obligation will ever be
discharged, using a facts and circumstances test. If a payment obliga-
tion will arise in the future after a triggering event occurs that was
not reasonably determinable, then that obligation will be ignored until
the triggering event in fact occurs. 10 7

If one or more partners bears the economic risk of loss as to part,
but not all, of an organization's liability that is represented by a single
contractual agreement, then that liability shall be treated as two or
more separate liabilities. The part for which the partner bears the
risk of loss is to be treated as a recourse liability, while the remainder
of the liability is to be a separate nonrecourse liability.'08

A special situation occurs if the partner is also the lender. A part-
ner shall bear the economic risk of loss for a liability to the extent the
partner or a related person makes, or acquires an interest in, a nonre-
course loan to the partnership and the economic risk of loss for the
liability is not borne by any other partner.'0 9

The situation becomes more complicated if the liability involved is
a wrapped debt. If a partnership liability is owed to a partner or a
related person and that liability includes (i.e., is "wrapped" around) a
nonrecourse obligation encumbering partnership property that is
owed to another person, then the partnership liability is to be treated

105. Id. § 1.752-2(b)(2).
106. Id. § 1.752-2(b)(3).
107. Id. § 1.752-2(b)(4).
108. Id. § 1.752-1(i).
109. Id. § 1.752-2(c)(1).
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as two separate liabilities. The portion of the liability corresponding
to the wrapped debt is deemed to be owed to another person. 110 How-
ever, the wrapped debt rule does not apply if a partner or related per-
son with a de minimis interest makes a loan to the partnership that is
qualified nonrecourse financing, as that term is defined in Code sec-
tion 465(b)(6), but without regard to the type of activity financed."'
To qualify as a de minimis interest, the partner or related person's
interest in each item of partnership income, gain, loss, deduction, or
credit cannot exceed ten percent for every tax year that the partner is
a partner.

Furthermore, in determining whether a liability is recourse or
nonrecourse, one must consider the time value of money rules con-
tained in Treasury Regulation section 1.7522-2(g). Briefly, the time
value of money rule requires one to take into account any delay in the
time when a payment or contribution obligation with respect to a part-
nership liability is to be satisfied. If a payment obligation with respect
to a partnership liability is not required to be satisfied within a rea-
sonable period of time after the liability becomes due and payable, or
if the obligation to make a contribution to the partnership is not re-
quired to be satisfied before the later of the end of the year in which
the partner's interest is liquidated or ninety days after the liquidation,
then the obligation is recognized only to the extent of the value of the
obligation. Under Treasury Regulation section 1.752-2(g)(3), an obli-
gation is not satisfied by the transfer to the obligee of a promissory
note by a partner or related person unless the note is readily tradeable
on an established market.

4. Tax Nonrecourse Debts

If no partner or related person bears the economic risk of loss for a
partnership liability, then the liability is a nonrecourse liability. Tax
nonrecourse liabilities must be allocated among the partners first to
reflect their shares of any minimum gain, 112 second to reflect any

110. Id. § 1.752-2(c)(2).
111. Id. § 1.752-2(d)(1).
112. A partner or member's share of minimum gain is determined in accordance

with the rules of I.R.C. § 704(b) (1991) and the regulations thereunder. In general, min-
imum gain is defined as the amount of gain realized if the partnership or LLC disposes
of property subject to a tax nonrecourse liability in full satisfaction of the liability.
Under the regulations, a partner's share of partnership minimum gain at the close of
any tax year equals the sum of the cumulative nonrecourse deductions allocable to him
up to that time and the aggregate distributions to him of nonrecourse liability proceeds
less his aggregate share of any decreases in minimum gain up to that time. Treas. Reg.
§ 1.704-1(b)(4)(iv) (as amended 1992). For a more detailed discussion of the minimum
gain rules, see McKEE, supra note 13, at § 10.02(4)(e); Martha W. Jordan & Peter K
Kloepfer, The Limited Liability Company: Beyond Classification, 69 TAXEs 203, 205
(1991).
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Code section 704(c) gain potentially allocable to him,113 and third ac-
cording to their share of excess nonrecourse liabilities' 14 determined
in accordance with the partner's share of partnership profits.115

The Service's treatment of tax nonrecourse liabilities is based on
the following rationale: The necessary funds to repay all tax nonre-
course liabilities should come from the entity's profits insomuch as no
member is personally liable for such repayment.

5. LLC Debt Without Any Member Guarantees

Because the various LLC acts, including the new Nebraska Act,
specifically provide that no member shall be liable for the debts of the
LLC, using the rubric in the section 752 regulations, no member bears
the economic risk of loss with respect to those debts, regardless of
whether those debts are state law recourse or state law nonrecourse to
the LLC. Thus, all debt by the LLC is tax nonrecourse debt, absent
any guarantees by any member. Accordingly, each member's share of
the LLC debt equals the sum of his share of minimum gain, any sec-
tion 704(c) gain potentially allocable to him, and his profit-sharing ra-
tio multiplied by any excess nonrecourse liabilities.

The temporary regulations provide some guidance in this regard.
If an entity that is treated as a partnership for federal income tax
purposes is organized and operated under a local law that provides
that none of the members of the entity is liable for its debts and other
obligations, then all of the liabilities of the entity generally will consti-
tute liabilities for which the creditor's right to repayment is limited to
one or more assets of the partnership because the members of that
entity are not required to make contributions to the entity to dis-
charge its liabilities.116

Interestingly, the temporary regulations made that one indirect
reference to an LLC, yet the final regulations eliminated any refer-

113. For purposes of I.R.C. § 752, I.R.C. § 704(c) gain is defined as the excess of the
face amount of the tax nonrecourse liabilities over the partner or member's adjusted
basis in the property contributed by him. I.R.C. § 704(c) (1991). This amount is then
specially allocated to the contributing partner or member. Nonrecourse liabilities will
be added first to the partner's outside basis in proportion to how he would recognize
minimum gain, and then according to how he would recognize I.R.C. § 704(c) gain. Gain
under Treas. Reg. § 1.704-1(b)4)i) (as amended 1992), is the amount if the partnership
hypothetically disposed of all its property subject to nonrecourse liabilities for zero con-
sideration other than relief of those liabilities.

For a more detailed discussion of I.R.C. § 704(c) gain computations, see McKEz,
supra note 13, at § 10.04; Jordan & Kloepfer, 69 TAXEs at 205.

114. Excess nonrecourse liabilities are the balance of unallocated tax nonrecourse
liabilities which are allocated to each partner or member according to his profit-sharing
ratio. Treas. Reg. § 1.752-3(a)(3) (1991); see Jordan & Kloepfer, 69 TAXEs at 205.

115. Treas. Reg. § 1.752-3(a) (1991); see Jordan & Kloepfer, 69 TAXEs at 205.
116. Temp. Treas. Reg. § 1.752-1T(d)(3)(ii)(B)(4)(ii) (1989).
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ence to treating LLC debt as tax nonrecourse debt. However, it is
highly unlikely that the Service intended to treat LLC debt with no
member guarantees differently under the final regulations than it al-
luded to under the temporary regulations, especially in light of the
fact that the economic risk of loss analysis remained largely un-
changed in the final regulations.

6. LLC Debt with Member Guarantees

As with most newly formed businesses however at least one mem-
ber most likely will be required to personally guarantee any loans to
the LLC, unless the LLC has substantial net worth., This business
arrangement thus must be examined under the economic risk of loss
analysis set forth in the final section 752 regulations. As discussed
above, under the temporary and final regulations, a member bears the
economic risk of loss for an LLC debt if he must discharge that obliga-
tion when the LLC is unable to do So.117

Manipulating the theoretical construct set forth in the section 752
regulations for limited partnerships to fit the scenario for an LLC that
has debt guaranteed by a member, it appears that the member's guar-
antee of state law recourse debt will cause the entire debt to be allo-
cated out to the guaranteeing member for basis purposes. As
discussed above, the regulations use a hypothetical disaster scenario
and require that at least one partner have the legal liability to contrib-
ute sufficient funds to satisfy state law recourse creditors.

7. LLC Nonrecourse Debt Guaranteed by a Member

If however the entity's debt is state law nonrecourse, then the
creditor has no general claim against the entity for payment because
the creditor's right to repayment is limited to the assets securing the
debt. The question thus becomes whether a guarantee by a member of
an LLC of a state law nonrecourse debt mandates that the member be
treated as personally liable for repayment of that debt. Specifically,
the United States Court of Appeals for the Federal Circuit in Raphan
v. United States,118 concluded that a guarantee by a general partner of
a state law nonrecourse debt did not require the partner to be held
personally liable for the debt.

Although the Deficit Reduction Act of 1984 overruled Raphan
with respect to its application of section 752 and the regulations there-
under,119 the temporary regulations provided that the guaranteeing
partner of an otherwise state law nonrecourse debt shall bear the eco-

117. Treas. Reg. § 1.752-2(b) (1991); Temp. Treas. Reg. § 1.752-1T(a)(1) (1989).
118. 759 F.2d 879 (Fed. Cir. 1985), cert. denied 474 U.S. 843 (1985).
119. H.R. 4170, 98th Cong., 2d Sess. (1984); see Jordan & Kloepfer, 69 TAXES at 206.

[Vol. 27



LIMITED LIABILITY COMPANIES

nomic risk of loss with respect to that debt for basis purposes. 120 The
temporary regulation is based on the application of the deemed satis-
faction rule, which assumes that any partner, related person or part-
nership that would be obligated to make a payment to a creditor with
respect to a partnership liability actually discharges such obligation at
the time of the hypothetical liquidation and that entity is able to reim-
burse the guarantor. Under this analysis, the guaranteeing partner is
treated as having the sole obligation to pay the creditor; the guaran-
teeing member's net payment and the economic risk of loss is allocated
solely to the guaranteeing member. 121

However, the temporary regulations also hint at an alternative
analysis. Under this alternative analysis, whenever a member guar-
antees a state law nonrecourse debt, he becomes the creditor through
the doctrine of subrogation and should be treated as if he had made a
nonrecourse loan directly to the entity. Temporary Regulation section
1.752-1T(d)(3)(i)(B) will allocate the economic risk of loss to that credi-
tor. Unfortunately, the temporary regulations are not explicit in how
a guaranteeing member should be held to bear the economic risk of
loss for what would otherwise be a state law or tax nonrecourse debt.

Under the final regulations, Treasury Regulation section 1.752-
2(e) contains a special rule for nonrecourse liabilities with an interest
guaranteed by a partner. This guarantee-of-interest rule provides
that if one or more partners or related persons guarantee the payment
of over twenty-five percent of the total interest that will accrue on an
otherwise nonrecourse partnership liability during the term of that
loan, that loan will be deemed to be a recourse loan to those partners
or related persons to the extent of the present value of the guaranteed
future interest payments. In order to trigger the guarantee-of-interest
rule, it must be reasonable to anticipate that the guarantor will have
to pay substantially all of the guaranteed future interest if the part-
nership fails to do so. If this rule applies, then the partner or related
person who guaranteed the payment of interest will be treated as
bearing the economic risk of loss for the partnership liability to the
extent of the present value of the guaranteed future interest pay-
ments. The remainder of the stated principal amount of the partner-
ship liability will be a nonrecourse liability. Unless the interest is
imputed under Code sections 483 or 1274, "[t]he present value of the
guaranteed future interest payments is computed using a discount
rate equal ... to the interest rate stated in the loan documents."122

Generally, in applying this guarantee-of-interest rule, it will be "rea-

120. Temp. Treas. Reg. § 1.752-1T(d)(3)(i)A) (1989).
121. Id.
122. Treas. Reg. § 1.752-2(eX2) (1991).
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sonable to expect that the guarantor will be required to pay substan-
tially all of the guaranteed future interest if, upon a default in
payment by the partnership, the lender can enforce the interest guar-
anty without foreclosing on the property and thereby extinguishing
the debt."123 However, this rule will "not apply to a partnership non-
recourse liability if the guarantee of interest by the partner or related
person is for a period not exceeding the lesser of five years or one-third
of the term of the liability."' 24

Treasury Regulation section 1.752-2(e)(4) contains a de minimis
exception to the guarantee-of-interest rule. This exception provides
that the general rule will not apply if a partner or related person with
a de minimis interest guarantees the interest on a loan to the partner-
ship where the loan is qualified nonrecourse financing. This de
minimis exception roughly parallels the de minimis exception in
Treasury Regulation section 1.752-2(c) pertaining to loans where a
partner is also the lender.

Thus, unlike the temporary regulations, the final regulations di-
rectly address the situation of nonrecourse debt guaranteed by a mem-
ber, providing that the guaranteeing member will be treated as
bearing the economic risk of loss for what would otherwise be state
law or tax nonrecourse debt to the extent of the present value of that
interest. The final regulations thus appear to honor the directive con-
tained in the 1984 Deficit Reduction Act that the section 752 regula-
tions be so amended.

8. Planning Opportunities

Because all LLC debt, other than debt guaranteed by a member,
will be classified for purposes of basis allocation as tax nonrecourse
debt, members in an LLC will share in the basis created from the LLC
borrowing funds. As shown above, use of an LLC transforms state law
recourse debt into tax nonrecourse debt for basis purposes. This abil-
ity thus permits members in an LLC to share in the basis attributable
to the organization's liabilities, thereby causing their outside basis to
increase accordingly. Thus, members in an LLC should attempt to
persuade potential lenders to make state law recourse loans available
to their LLCs because the repayment of the loan will be limited to the
assets of the LLC. Of course, this benefit is eliminated if the lender
requires the members to guarantee the LLC's debts.

In contrast, limited partners in a partnership probably would be
unable to share in the basis generated from the partnership's borrow-

123. Id. § 1.752-2(e)(1).
124. Id. § 1.752-2(e)(3).
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ing without becoming economically at risk for its repayment, espe-
cially given the rarity of state law nonrecourse loans.

C. ALLOCATION OF RECOURSE DEDUCTIONS

Under Code section 704(b) and the regulations thereunder, part-
ners generally can agree to make special allocations of losses and de-
ductions attributable to recourse debt, provided the allocation has
substantial economic effect. 125 Allocations lacking substantial eco-
nomic effect must be reallocated among the partners in accordance
with their interests in the partnership. 126

Essentially, the economic-effect requirement ' is based on the
premise that if there is an economic benefit or burden, the tax alloca-
tion of income and deductions will correspond to the economic alloca-
tions of those benefits and burdens. 127 Under the safe-harbor rule, an
allocation will have economic effect if: (1) the partnership maintains
capital accounts under the rules set forth in Treasury Regulation sec-
tion 1.704-1(b)(2)(iv); (2) that upon liquidation distributions will be
made in accordance with positive book capital account balances; and
(3) that if a partner's capital account is negative, then the partnership
must unconditionally obligate that partner to restore this deficit by
making additional capital contributions. 128

However, the partnership may satisfy the economic-effect test by
using the alternative test set out in the regulations. Under this alter-
native test, the first two requirements are identical to the first two
requirements in the safe-harbor rule. The partnership also must have
a qualified income offset provision to satisfy the alternative test. A
qualified income offset requires that if the capital account of a partner
is reduced below the limited restoration obligation, then the partner-
ship must allocate income to that partner so as to eliminate any deficit
as quickly as possible. 129 If this test is satisfied, then the partnership
may allocate losses to a partner, allowing the partner's capital account
to fall below zero but not greater than his limited restoration
obligation.

Applying these rules to an LLC, members of the LLC who have no
unpaid capital contribution obligations bear no risk of loss for the LLC
debts, absent a guarantee. Thus, the LLC will be prohibited from allo-
cating increases to the member's outside basis for net contribution ob-

125. Treas. Reg. § 1.704-1(b)(2)(i) (as amended 1992).
126. Id. § 1.704-1(b)(1).
127. Id. § 1.7004-1(b)(2)(iiXa).
128. Id. § 1.704-1(b)(2Xii).
129. Id. § 1.704-1(b)(2)(ii)(d).
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ligations in amounts greater than the member's unpaid capital
contribution obligation.

If, however, a member has guaranteed an LLC debt, then that
member will have a net payment obligation equal to the entire
amount of the guarantee; that debt will be treated as recourse to the
extent of the guarantee. 130 Thus, allocations to that member must
meet the economic-effect test in the section 704(b) regulations. Conse-
quently, the LLC will need to allocate such losses specifically to that
member who assumed or guaranteed the underlying obligation.

D. ALLOCATION OF NONRECOURSE DEDUCTIONS

Due to the application of the regulations regarding nonrecourse
liabilities, limited partners or LLC members who have little, if any,
unpaid capital contribution obligations receive significant tax advan-
tages by structuring the entity's liabilities as nonrecourse. If the debt
is nonrecourse, then all partners may increase their outside bases
although they bear no economic risk of loss because deductible losses
are allocated under the advantageous rules for allocating nonrecourse
deductions.

Under Code section 704(b) and the regulations thereunder, part-
ners generally can agree to make special allocations of partnership
items of income, gain, loss, deduction, or credit for federal income tax
purposes, provided (1) the allocations have substantial economic ef-
fect; (2) the allocations are in accordance with the partners' interests
in the partnership based on all the facts and circumstances; or (3) the
allocations are deemed to be in accordance with the partners'
interests. 131

Yet losses and deductions arising from nonrecourse debt cannot
have economic effect under the section 704(b) regulations because no
member bears the risk of loss; in that situation, the creditor alone
bears the risk that the assets securing the obligation will decline in
value below the principal amount of the obligation. The regulations
assume that the asset's fair market value equals its adjusted basis for
purposes of testing the loss allocations.' 3 2 Once the asset's adjusted
basis is reduced below the principal amount of the nonrecourse loan,
the regulations assume the proceeds from the asset's sale will be in-
sufficient to retire the debt. That differential between the asset's ad-
justed basis and the principal amount of the nonrecourse loan is
defined as the nonrecourse deduction. 133

130. Treas. Reg. § 1.752-2(a) (1991).
131. Treas. Reg. § 11.704-1(b)(1Xi) (as amended 1992).
132. Id. § 1.704-1(b)(2XiXb).
133. Id. § 1.704-1(b)(4Xiv).

[Vol. 27



LIMITED LIABILITY COMPANIES

Alternatively, an allocation of nonrecourse deductions may be
viewed under the section 704(b) regulations as being in accordance
with the member's interest in the entity, even though no economic ef-
fect is present. To qualify for this safe harbor, the nonrecourse deduc-
tions must be made in a manner that is reasonably consistent with an
allocation, which has substantial economic effect, of some other signif-
icant partnership item attributable to the property securing the non-
recourse loan of the partnership. The partnership agreement or LLC
operating agreement must also contain a minimum-gain chargeback
provision. Briefly, a minimum-gain chargeback requires the LLC to
allocate income to the member claiming the nonrecourse deductions to
the extent such member's minimum gain, which is usually repre-
sented by allocations of losses, deductions, or distributions of loan pro-
ceeds attributable to nonrecourse debt, is decreased on a net basis.
Thus, a minimum-gain chargeback requires that, whenever there is a
decrease in minimum gain, items of income and gain must be immedi-
ately allocated to the member to offset his share of the decrease. Un-
like the deficit restoration obligations imposed under the economic-
effect test in the section 704(b) regulations, the minimum-gain
chargeback requirement will never force an investor to contribute ad-
ditional cash.

An excellent illustration of when minimum gain will decrease,
thus forcing an income allocation, can be seen in Commissioner v.
Tufts.134 In Tufts, when the partnership abandoned the real property
securing the nonrecourse loan, the Court held the partnership would
have an amount realized equal to the debt relief and thereby causing
gain to the extent the debt exceeded the property's adjusted basis. Ap-
plying the nonrecourse debt allocation rules, the Court found the part-
nership must allocate that gain to the partners in proportion to how
they claimed the nonrecourse deductions or received distributions of
proceeds from the nonrecourse debt.

Typically, with respect to partnerships, minimum gain is calcu-
lated on a debt-by-debt basis. With respect to LLCs however mini-
mum gain may need to be calculated by determining the excess of all
LLC liabilities over the aggregate bases of all LLC assets. This aggre-
gate approach appears necessary because, as noted previously, all lia-
bilities of an LLC are tax nonrecourse absent any personal guarantees
by a member. All assets in the LLC must be made available to credi-
tors, notwithstanding the fact that specific debts may only encumber

134. 461 U.S. 300 (1983).
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specific assets. Thus, this unique situation for LLCs arguably justifies
an aggregate approach to the minimum-gain computation.' 35

In applying this aggregate approach, all LLC debts and all LLC
assets will be included in the minimum-gain computation. Most
likely, this aggregate approach will cause the amount of minimum
gain to increase more rapidly than in a partnership, because of the
increase in the amount of debt used in the calculation.

Increased amounts of minimum gain will greatly increase the
flexibility for members in the LLC to make allocations of losses be-
cause such allocations only need to be made in a manner reasonably
consistent with some other allocation that has substantial economic
effect. The regulations provide that any allocation of nonrecourse de-
ductions in a ratio between 90/10 and 50/50 is acceptable, where the
partnership agreement allocated items 90/10 to the limited partner
and general partner, respectively, until such time that aggregate in-
come and gain exceeded aggregate losses and deduction, and then all
allocations were 50/50.136 Thus, there is a great potential for mem-
bers to adjust the allocations amongst themselves depending upon
their respective individual needs.

V. APPLICATION OF LOSS LIMITATION RULES TO LLCs

Besides the general operating rules within Subchapter K that ef-
fect an LLC member's basis and loss allocations, there are two other
loss limitation rules that may affect a member's ability to deduct cur-
rently certain losses. Because LLC members are treated similarly to
partners in a partnership for federal income tax purposes, LLC mem-
bers may be limited by application of the at-risk rules in Internal Rev-
enue Code ("Code") section 465 and the passive activity loss rules in
Code section 469.

A. SECTION 465 AT-RISK RuLEs

Generally, a loss allocated to an individual member of an LLC
may be deducted only to the extent that such member was "at risk,"
unless that member is otherwise exempt from the rules set forth in
Code section 465. The section 465 at-risk rules apply to all individuals
and corporations that satisfy the requirements for a personal holding
company.' 37 Because an LLC is treated as a pass-through entity, sim-
ilar to a partnership and S corporation, members in an LLC will be
subject to the at-risk rules if the member is an individual or a personal

135. For a concise discussion on the justification for an aggregate approach for mini-
mum gain computations, see Jordan & Kloepfer, 69 TAXES at 207.

136. Treas. Reg. § 1.704-1(bX5) example 2 (as amended in 1992).
137. I.R.C. § 465(a)(1) (1991).
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holding company. If a partnership was a member in the LLC, then the
at-risk rules would likewise apply if the owner of the interest in the
pass-through entities (i.e., the ultimate taxpayer) was an individual or
personal holding company.

In a nutshell, the at-risk rules set forth in Code section 465(a)
disallow any deduction of any loss generated by an activity to the ex-
tent the loss is greater than the amount the taxpayer has at risk in
the activity. Any excess loss will be suspended and may be carried
forward to subsequent years. Suspended losses carried forward are
then treated as being sustained by that activity in that year. 138 Any
suspended loss may be deducted in a future year if the taxpayer has a
sufficient amount at risk at that point to absorb the loss. Any sus-
pended loss also may be used to reduce gain recognition when the tax-
payer disposes or transfers his interest in the entity. 139 However, the
suspended losses are forfeited to the extent they exceed the gain recog-
nized from the transfer of the interest. 140

Applying the at-risk rules to members in an LLC, an LLC mem-
ber typically will be at risk only to the extent of the amount of cash
plus the adjusted basis of assets contributed to the LLC.141 In many
cases, the at-risk amount will mirror the member's initial outside ba-
sis in the LLC. A member's at-risk amount, however, may be in-
creased or decreased. Allocations of income and additional
contributions to the entity will increase the member's at-risk amount;
on the other hand, losses generated by the LLC and distributions from
the LLC to the member will decrease the member's at-risk amount.142

Generally, any amounts borrowed by the LLC will not increase a
member's at-risk amount unless that member is primarily liable for
paying that debt or pledged property to secure the loan.143 Guaran-
teeing an LLC's debt, however, will not increase the member's at-risk
amount; making payments to a creditor pursuant to a guarantee
agreement will not increase the member's at-risk amount until the
member has exhausted all of his legal rights in seeking repayment
from the LLC. 144

138. Id. § 465(a)(2).
139. Prop. Treas. Reg. § 1.465-66(a), 44 Fed. Reg. 32235, 32249 (1979).
140. Id.
141. I.R.C. § 465(b)(1) (1991).
142. Prop. Treas. Reg. § 1.465-22(a),(b), 44 Fed. Reg. 32235, 32241 (1979). For a

detailed summary of the at-risk rules as they apply to partners in a partnership, see
MCKEE, supra note 13, at § 10.06. For a brief summary of the at-risk rules, see HOOD,
ET AL., FEDERAL TAXATION OF CLOSE CORPORATIONS § 1.06 [hereinafter HOOD]. For a
concise description of what effect the at-risk rules would have on an LLC member, see
Jordan & Kloepfer, 69 TAXES at 207-08.

143. I.R.C. § 465(b)(2) (1991).
144. Prop. Treas. Reg. § 1.465-6(d), 44 Fed. Reg. 32235, 32238 (1979).
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The general rule prohibiting increases in at-risk amounts for any
amounts borrowed by an LLC is subject to one significant exception,
the so-called real estate exception. Under Code section 465(b)(6),
qualified nonrecourse financing secured by real property, other than
mineral rights, used in an activity of holding real estate increases the
member's at-risk amount. If the real estate exception applies, each
member may increase his at-risk amount by this share of the LLC's
qualified nonrecourse financing. The member's share of the qualified
nonrecourse financing is determined as if the amount of such financ-
ing was computed pursuant to the allocation of debt rules in Code sec-
tion 752.145

By definition, qualified nonrecourse financing is nonconvertible fi-
nancing for which no person is liable, which is secured by real estate
and borrowed from a qualified person or from, or guaranteed by, a
governmental subdivision. 146 That subsection, by referring to Code
section 49(a)(1)(1)(iv), defines a qualified person as any person in the
trade or business of lending money, provided he or she is not related to
the LLC unless the terms of the loan are held to be commercially rea-
sonable on substantially the same terms as from an unrelated person.
However, in no event may a qualified person be the seller of the real
property or one who receives a fee in connection with the LLC's
purchase of the property.147

Applying the real estate exception to LLCs involved in the holding
of real estate raises a threshold question: Does all of the LLC's real
estate financing satisfy the qualified nonrecourse financing definition?
This question turns on whether the definition of nonrecourse debt in
section 752 applies or not. Section 465(b)(6)(B) narrowly defines non-
recourse financing as debt for which no person shall be liable. Be-
cause an LLC is a person, within the meaning of the Code, and is
liable for its own debt, does that fact defeat the possibility that debt
borrowed by an LLC with respect to its activity of holding real estate
will constitute qualified nonrecourse financing? At first blush, it ap-
pears so. However, Code section 465 specifically provides that the
member's share of qualified nonrecourse financing is to be computed
under section 752. Applying the principles set forth in section 752 and
the regulations thereunder, as discussed in Part III above, all LLC
debt is nonrecourse debt. If section 752 governs what debt will be
classified as nonrecourse, then all debt borrowed by an LLC with re-
spect to its activiity of holding real estate constitutes qualified nonre-
course financing, provided the lender is a qualified person. Thus, if

145. I.R.C. § 465(b)(6)(C) (1991).
146. Id. § 465(b)(6)(B).
147. Id. § 49(a)(1)(D)(iv).
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the LLC is solely involved in the business or activity of holding real
estate, then all of its debts will be qualified nonrecourse financing,
thereby allowing the members to significantly increase their at-risk
amounts by the amount of all of the LLC's debt.

Leaving aside the real estate exception, the at-risk rules may
need to be slightly modified if the member in an LLC typically would
be treated similarly to limited partners for purposes of the at-risk
rules. If the member is also a manager, then arguably he should be
treated as if he was a general partner under the at-risk rules. Reve-
nue Procedure 89-12 defines a general partner as one who has signifi-
cant managerial authority. Under the at-risk rules, a general partner
may be severely limited in the amount he could deduct because a gen-
eral partner cannot include his share of any nonrecourse debt in his
at-risk amount. 148

B. PASSIVE ACTIVITY LOSS LIMITATION RULES

If a partner or member's loss is deductible under Code sections
704(d) and 465, then the partner or member's loss also must satisfy
the passive activity loss limitation rules as set out in Code section 469
before it may be deductible on the partner or member's individual tax
return. Generally, under Code section 469(a) and (d), the passive ac-
tivity loss rules disallow losses from passive activities to the extent
that the losses exceed the taxpayer's income from passive activities.
The passive activity loss rules apply to individuals, estates, trusts,
corporations in which five or fewer individuals own more than fifty
percent of the stock, and personal service corporations. As is the case
with the at-risk rules, the passive loss rules apply to members in any
pass-through entity, such as partnerships and LLCs, provided the
members are otherwise subject to the passive loss rules.

As with the other loss limitation rules, passive activity losses that
are suspended in the current year may be carried forward to subse-
quent years until the taxpayer has sufficient passive income to absorb
the losses. 149 If the taxpayer transfers or disposes of his interest in
the passive activity in a taxable transaction, then all previously sus-
pended passive losses are deductible without regard to the amount of
the taxpayer's passive income.15 0

Pursuant to section 469(c) of the Code, a passive activity is de-
fined as any activity which involves the conduct of any trade or busi-
ness in which the taxpayer does not materially particiapate.' 5 ' In a

148. Id. § 465(b).
149. Id. § 469(b), (c).
150. Id. § 469(g)(1).
151. I.R.C. § 469(cXl) (1993).
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rather complicated fashion, the section 469 regulations use a series of
building blocks to define any potential operations, undertakings and
activities in which the taxpayer has an interest. Under the 1986 Tax
Reform Act, the term passive activity included any rental activity; the
Revenue Reconciliation Act of 1993, however, provides passive loss re-
lief for real estate professionals. 152 Code section 469(c)(7) now treats
a taxpayer's rental real estate activities in which he materially partic-
ipates as not subject to the limitation under the passive loss rule if the
taxpayer meets certain eligibility requirements relating to real prop-
erty trades or businesses in which the taxpayer performs services. An
individual taxpayer shall meet the eligibility requirements if more
than one-half of the personal services performed in trades or busi-
nesses by the taxpayer during such taxable year are performed in real
property trades or businesses 153 in which the taxpayer materially par-
ticipates, and such taxpayer performs more than 750 hours of services
during the taxable year in real property trades or businesses in which
the taxpayer materially participates. 154

At the heart of the regulations is the concept of material partici-
pation, which is to be determined on an activity-by-activity basis. As a
general rule, a taxpayer is considered to materially participate in an
activity only if he, or his spouse, is a taxpayer in the operation of the
activity on a "regular, continuous and substantial" basis.15 5 The tem-
porary regulations provide that a taxpayer materially participates in
an activity if he satisfies any one of the seven alternative tests de-
scribed in Temporary Regulation section 1.469-5T. These tests, other
than the facts and circumstances test, focus on the amount of time an
individual devotes to the activity, and also may rely upon the amount
of time others are engaged in the activity.

The seven alternative tests for material participation under the
temporary regulations are as follows:

(1) the taxpayer participates for more than 500 hours in the ac-
tivity during the taxable year;

152. The Revenue Reconciliation Act of 1993, Pub. L. No. 103-66 § 13143(a), I.R.C.
§ 469(cX7) (1993).

153. The term "real property trades or businesses" means any real property develop-
ment, redevelopment, construction, reconstruction, acquisition, conversion, rental, oper-
ation, management, leasing, or brokerage trade or business. I.R.C. § 469(c)(7)(C)
(1993).

154. Id. § 469(c)(7)(B). Whether a taxpayer materially participates in his rental real
estate activities is determined as if each interest of the taxpayer in rental real estate is
a separate activity, unless the taxpayer elects to treat all interests in rental real estate
as one activity. Id. § 469(c)(7)(A).

155. Id. § 469(h).
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(2) the taxpayer's participation in the activity for the taxable year
constitutes substantially all of the participation in the activity for
such taxable year;

(3) the taxpayer participates more than one hundred hours dur-
ing the taxable year, and no other participant in the activity spends
more time in the activity;

(4) the taxpayer participates more than 500 hours for two or more
trade or business activities during the taxable year, but only if the
taxpayer participates for more than one hundred hours in each activ-
ity and is not treated as having materially participated in any of these
activities more than any other test;

(5) the taxpayer materially participated in any five years during
the ten years that immediately precede the current taxable year;

(6) the taxpayer materially participated for any three years pre-
ceding the current taxable year, if the activity is a personal service
activity, or

(7) the taxpayer's participation during the taxable year in the ac-
tivity based on all facts and circumstances constitutes participation in
the activity on a regular, continuous, and substantial basis during the
year. 156

With respect to limited partners, and by analogy members in an
LLC, only three out of the seven alternative tests are applicable in
determining material participation. Under the regulatory scheme, a
limited partner can materially participate in an activity by: (1) partic-
ipating for more than 500 hours during the tax year, (2) materially
participating in the activity for at least five of the last ten years; or (3)
participating for three years preceding the current tax year, if the ac-
tivity is a personal service activity. Because the last two tests look to
material participation in prior tax years, the limited partner must
participate in the activity for more than 500 hours in those years in
order to materially participate. Because members in an LLC are
analogous to limited partners under Temporary Regulation section
1.469-5T(e)(3)(i)(B), and by way of Revenue Procedure 89-12, it ap-
pears that a member in an LLC can only materially participate if he
participates more than 500 hours during the year.157

However, if a member is also a manager in the business, then the
regulations arguably will classify the member-manager as a general

156. Temp. Treas. Reg. § 1.469-5T (1988).
157. For a general summary of the passive activity loss rules, particularly the mate-

rial-participation tests in the I.R.C. § 469 (1991) regulations, see MCKEE, supra note 13,
at § 10.08; HooD, supra note 142, at § 1.07. For a more detailed discussion of the possi-
ble ramifications of the § 469 material-participation test on LLC members, see Jordan
& Kloepfer, 69 TAXEs at 209-10.
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partner. An individual will not be classified as a limited partner if he
is a general partner at all times during the partnership's taxable
year;' 58 however, the regulation does not define a general partner.
Presumably, the definition of general partner under Revenue Proce-
dure 89-12159 would apply.

Under Revenue Procedure 89-12, the term "general partner" with
respect to organizations that are not organized as a partnership under
applicable state law includes those members of the organization with
significant management authority relative to other members. Apply-
ing the Revenue Procedure 89-12 definition in terms of the section 469
regulation's dichotomy means that a member-manager would be a
general partner. If the member-manager is treated as a general part-
ner for purposes of the material-participation tests, then he will be
deemed to participate materially if any one of the seven alternative
tests are met. Being able to use any one of the seven alternative tests
severely lessens the burden on the member-manager to meet the ma-
terial-participation requirement. If the member-manager is not
deemed to be a general partner under the section 469 temporary regu-
lations, then he, like the other members and limited partners, will be
restricted to the three tests for material participation, requiring more
than 500 hours of participation during the tax year.

The significant-participation activity rules in the temporary regu-
lations also may be triggered with respect to LLCs. Any member who
participates in an activity more than 100 hours and qualifies for mate-
rial participation under any one of the seven alternative tests applica-
ble to a general partner will trigger the significant-participation
activity rules set forth in Temporary Regulation section 1.469-5T(c).
Under that regulation, if a member participates in an activity for more
than one hundred hours but does not materially participate, then his
LLC interest will be termed a significant-participation activity.
Under Temporary Regulation section 1.469-2T(f), income from a sig-
nificant-participation activity in which the taxpayer does not materi-
ally participate can only offset losses from other significant-
participation activities in which the taxpayer does not materially par-
ticipate. Losses from significant-participation activities are subject to
the passive loss rules in section 469. Thus, a member in an LLC who
participates between 100 and 500 hours in the activity is severely re-
stricted and will find an LLC to be extremely disadvantageous.
Whenever the LLC generates a loss, that member will be allowed to
deduct it only to the extent provided in section 469. If the LLC creates
net income, then that member will be prohibited from deducting that

158. Temp. Treas. Reg. § 1.469-5T(e)(3)(ii) (1988).
159. Rev. Proc. 89-12, 1989-1 C.B. 798.

[Vol. 27



LIMITED LIABILITY COMPANIES

net income to offset losses from other passive activities, except other
significant participation activities in which he did not materially
participate.

From a planning perspective, an LLC generally will be the inap-
propriate choice of entity if the activity probably will generate losses,
and the member anticipates participating in that activity between 100
and 500 hours during the tax year. In that case, a partnership would
be preferable because a general partner may aggregate his significant
participation activities and obtain material participation, and thereby
avoid the restrictions in section 469 with respect to his losses and
income.

VI. CONCLUSION

Limited Liability Companies ("LLCs ") are recent statutorily cre-
ated business entities that combine the corporate characteristic of lim-
ited liability for all members with the income flow-through attributes
of partnerships. Recently Nebraska joined the many states that have
enacted LLC acts. To date, approximately thirty-five states have en-
acted LLC acts, and such acts are pending in others states.

In 1988, the Internal Revenue Service ruled that LLCs are to be
classified as a partnership for federal income tax purposes. As a re-
sult, LLCs offer certainty in tax treatment and flexibility in manage-
ment. An LLC further offers a structure preferable to S corporations,
and in many cases, to limited partnerships. Particularly, an LLC of-
fers significant advantages in those situations where the venture will
be high-risk and highly leveraged.

Because LLCs are governed by Subchapter K of the Code, mem-
bers in an LLC will be subject to the basis computation rules, alloca-
tion of debt rules, and allocation of recourse and nonrecourse
deduction rules similar to partners in partnerships. Generally, all
LLC debt is treated as nonrecourse debt, thereby allowing the member
to increase his basis by the amount of his share of the debt. If, how-
ever, a member guarantees an LLC debt, the amount of the debt
should be entirely allocated to the guaranteeing member because no
other member will bear the economic risk of loss with respect to that
debt.

Furthermore, members in the LLC may agree to make special al-
locations of income, gain, loss, deduction, and credit, provided that the
special allocations have substantial economic effect. This ability will
give the members great flexibility in allocating recourse and nonre-
course deductions.

However, members may become subject to the at-risk rules and
passive-activity loss limitations. Generally, the at-risk rules provide
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that a member may deduct losses only to the extent that he is at risk.
The passive-activity loss rules prohibit members from deducting
losses from passive activities to the extent that the losses exceed the
members' passive income. Due to the application of the passive-loss
rules, an LLC will be inappropriate if the entity is expected to gener-
ate losses and the members participate between 100 and 500 hours
during the year but do not participate materially in the activity.


