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1. Low-income Housing Credit
Rev. Proc. 2007-54 (2007-31 IRB 293) explained how relief will be granted from certain provisions of IRC Sec. 42 to owners of low-income housing projects and housing credit agencies in major disaster areas. In chief counsel advice, the IRS concluded that IRC Sec. 42(j)(4)(E) (which provides relief from the credit recapture rules for a reduction in basis caused by a casualty to the extent the loss is restored by reconstruction or replacement within a reasonable time) does not extend the allowance of credits during the time a building suffers a reduction in basis due to a casualty not covered by Rev. Proc. 2007-54 . IRC Sec. 42(j)(4)(E) only provides recapture relief for casualty events; it does not authorize the allowance of credits while the building is being restored. CCA 200913012.
2. Partners' Distributive Shares When Interests Change
Proposed regulations (see REG-144689-04 ) address the determination of the partners' distributive shares of partnership items when a partner's interest changes during the year, and also modify the existing "required tax year of the partnership" regulations. The proposed regulations apply the varying interests rule whenever a partner's interest changes during the year, whether by reason of a complete or partial disposition of the partner's interest. While the general rule is that the partnership should determine the partner's distributive shares using the interim closing method, the partners can agree to use the proration method. Under this method, the partnership allocates the distributive share of partnership items under IRC Sec. 702(a) , except for extraordinary items, among the partners in accordance with their prorata shares of those items for the entire year. See Prop. Reg. 1.706-4 and the proposed changes to Reg. 1.706-1 . 

3. Disguised Sales of Partnership Interests
The Section 707 disguised sale rules were enacted to prevent taxpayers from deferring or avoiding tax on sales of partnership property, including sales of partnership interests, by characterizing the transactions as a contribution of property, followed or preceded by related partnership distributions. On 11/26/04, the Treasury Dept. issued proposed regulations under IRC Sec. 707(a)(2)(B) (see REG-149519-03 ) adding rules for disguised sales of partnership interests and revising the rules for disguised sales of property. Based on public comments, the proposed regulations have been withdrawn. Until new guidance is issued, "any determination of whether transfers between a partner or partners and a partnership is a transfer of a partnership interest will be based on the statutory language, guidance provided in legislative history, and case law." IRS Ann. 2009-4, 2009-8 IRB . 

4. Partner-level Defenses in Partnership Proceeding
In its Final Partnership Administrative Adjustment (FPAA), the IRS reduced amounts reported on the partnership's return for contributions, distributions, and other losses to zero, reduced the partners' outside bases in their partnership interests to zero, and determined that accuracy-related penalties should be imposed at the partner level. In this partnership-level proceeding, the partners wanted to raise reasonable cause defenses to the penalties. Following the recent New Millennium Trading decision [ 131 TC No. 18 (2008)], the Tax Court upheld the validity of Temp. Reg. 301.6221-1T(c) and (d), which meant that the partner-level defenses could not be raised in this partnership proceeding. Tigers Eye Trading LLC , TC Memo 2009-121 (Tax Ct.). 

5. Partnership Audit Adjustments
Taxpayers argued that their share of IRS adjustments to a TEFRA partnership were no longer partnership items, in part, because they filed an amended individual tax return for the year that qualified under IRC Sec. 6227 as an administrative adjustment request filed on behalf of a partner (partner AAR). The Tax Court responded that Reg. 301.6227(d)-1(a) requires that partner AARs be submitted on the form prescribed by the IRS and contain the information listed in the form's instructions. The amended return did not qualify as a partner AAR because the return neither met the requirements for a partner AAR nor substantially complied with those requirements, so the adjustments remained partnership items. Henry Samueli , 132 TC No. 16 (Tax Ct.). 

6. Partnership Items in Partner-level Proceeding
The Tax Court held that a Notice of Deficiency issued to a partner was invalid because it "determine[d] deficiencies and penalties that flow from the [Final Partnership Administrative Adjustment (FPAA)] and the ongoing. . . partnership proceeding has not been resolved." In so holding, the Tax Court noted that it lacks jurisdiction to consider partnership items in a partner-level proceeding that result from the issuance of a deficiency notice. Furthermore, "no assessment of a deficiency attributable to any partnership item may be made until the partnership-level proceeding is completed [ IRC Sec. 6225(a) ]. . . . Accordingly, a deficiency notice adjusting affected items is generally invalid if it is issued before the conclusion of the partnership proceeding." Bausch & Lomb Inc. , TC Memo 2009-112 (Tax Ct.). 

7. Reporting Lump Sum Timber Sales
Final amendments to Reg. 1.6045-4 (found in TD 9450 ) require real estate reporting persons, as defined in IRC Sec. 6045(e)(2) , to report lump sum (outright) payments received by sellers (landowners) for sales or exchanges of standing timber. However, the final regulations do not change the information reporting requirements currently applicable to sales or exchanges of standing timber for pay-as-cut (contingent) payments under IRC Sec. 6050N . 

8. Transactions between partners and partnerships—payments to partners for property or services—property transfers.

IRS withdraws proposed regs (REG-149519-03, 2004-2 CB 1009) under Code Sec. 707 regarding treatment of transactions between partnership and its partners as disguised sales of partnership interests between partners under Code Sec. 707(a)(2)(B) . Withdrawal affects partnerships and their partners. ( Ann. 2009-4, 2009-8 IRB 597 , United States Tax Reporter ¶  86,074 ) 

9. Passive activity losses—material participation—partners in limited partnerships—LLCs—refunds—summary judgment.

Owner/manager was granted summary judgment that his member interest, in LLC taxed as partnership, wasn't equivalent to limited partnership interest for purposes of Reg. § 1.469-5T(e)(3) and Code Sec. 469(h)(2) 's presumptive passive treatment rule. Govt.'s argument, that it was appropriate to treat LLC interest as limited partnership interest due to facts of its tax status and limited liability character, was flawed since limited partnership interest for Code Sec. 469 purposes meant interest in entity that was in fact organized as limited partnership under applicable state law and held by one who is in fact limited partner. Govt.'s argument was not only inconsistent with those definitions but ignored fact that even if he were considered to hold partnership interest, taxpayer might nevertheless escape per se passive treatment under reg's exception for general vs. limited partners, who/which, in turn, were distinguished not as govt. argued on basis of limited liability characteristic, but more fundamentally on basis of whether/to what extent there was participation in control of entity's business. So, considering foregoing plus parties' stipulation regarding material participation, taxpayer wasn't treated as holding limited partnership interest for Code Sec. 469(h)(2) 's and reg's purposes, his losses weren't limited by Code Sec. 469 , and refund was ordered. (Thompson v. U.S., Ct Fed Cl, 104 AFTR 2d ¶2009-5124 ) 

10. Designation of tax matters partner—largest profits interest.

Since neither of 2 LLC members is manager, both are deemed “member-managers” under Reg. § 301.6231(a)(7)-2 and treated as “general partners” for purposes of TMP designation rules. ( Chief Counsel Advice 200912018 ) 

11. Limited partners must recognize gain on distribution of loan proceeds

Internal Legal Memorandum 200916023 
An IRS legal memo has concluded that limited partners must recognize gain on a distribution by the partnership to them of the proceeds of a loan made to the partnership from a corporation related to all of the partners. Gain had to be recognized to the extent the distribution exceeded the limited partners' basis in their partnership interests immediately before the distribution. 

Facts. Partnership is a domestic limited partnership. Partnership has three partners. GP, its general partner, has a 1% interest, and LP1 and LP2, its limited partners, have a 94% and a 5% interest. LP1 is a wholly-owned domestic subsidiary of a foreign corporation, XYZ, Inc. GP is a wholly-owned domestic subsidiary of LP1. LP2 is a domestic partnership which has two partners, each of which owns 50% of the profits and capital interests of LP2, and each of which is a wholly-owned domestic subsidiary of a different wholly-owned domestic subsidiary of XYZ, Inc. Each of the three partners of Partnership contributed capital to Partnership in proportion to their interest in Partnership. 

XYZ, Inc. lent to Partnership, on a recourse basis, an amount equal to or greater than the amount contributed to Partnership by its partners. The same day, Partnership distributed a percentage of the proceeds of the loan to GP, LP1, and LP2, in proportion to their partnership interest. 

The law of the state in which Partnership was formed provides that, in general, a limited partner is not liable for obligations of a limited partnership to third parties. However, if a limited partner knowingly receives a distribution, which at the time of the distribution causes the liabilities of a limited partnership to exceed the fair market value of the assets of the limited partnership, the limited partner will be liable to the limited partnership for the amount of the distribution. The limited partner's obligation to the partnership expires upon the expiration of three years from the date of the distribution. 

Background. The basis of an interest in a partnership acquired by a contribution of property, including money, to the partnership is the amount of the money and the basis of the property to the contributing partner at the time of the contribution increased by the amount (if any) of gain recognized to the contributing partner at that time. ( Code Sec. 722 ) 

Under Code Sec. 731(a)(1) , a partner does not recognize a gain on a partnership distribution, except to the extent that any money distributed exceeds the basis of the partner's interest in the partnership immediately before the distribution. 

Generally, if a partner's share of the partnership liabilities increases, or if he assumes any partnership liabilities, it's treated as a contribution of money from the partner to the partnership. ( Code Sec. 752(a) ) 

A partnership liability is a recourse liability to the extent that any partner or related person bears the economic risk of loss for that liability under Reg. § 1.752-2 . ( Reg. § 1.752-1(a)(1) ) Under Reg. § 1.752-2(a) , a partner's share of a recourse liability equals the portion of that liability, if any, for which the partner or related person bears the economic risk of loss. Except as otherwise provided in Reg. § 1.752-2 , a partner generally bears the economic risk of loss for a partnership liability to the extent that, if the partnership constructively liquidated, the partner or related person would be obligated to make a payment to any person (or a contribution to the partnership) because that liability becomes due and payable and the partner or related person would not be entitled to reimbursement from another partner or person that is a related person to another partner. ( Reg. § 1.752-2(b)(1) ) 

For purposes of determining the extent to which a partner or related person has a payment obligation and the economic risk of loss, it is assumed that all partners and related persons who have obligations to make payments actually perform those obligations, irrespective of their actual net worth, unless the facts and circumstances indicate a plan to circumvent or avoid the obligation. ( Reg. § 1.752-2(b)(6) ) 

An obligation of a partner to make a payment is not recognized if the facts and circumstances evidence a plan to circumvent or avoid the obligation. ( Reg. § 1.752-2(j)(3) ) 

If a partner engages in a transaction with a partnership other than in his capacity as a member of the partnership, the transaction generally is considered as occurring between the partnership and one who is not a partner. ( Code Sec. 707(a) ) Under Reg. § 1.707-1(a) , a loan of money by the partnership to the partner is considered to be such a transaction. However, a transfer of money by the partnership to the partner as a distribution is not considered as a transaction which the partner enters into in a capacity other than as a partner. 

Under Reg. § 1.731-1(c)(2) , the receipt of money by a partner from the partnership under an obligation to repay the money is a loan rather than a distribution. For purposes of Code Sec. 707(a) and its regs, however, a loan by a partnership to a partner is considered to have been made only where the partner is under an unconditional and legally enforceable obligation to repay a sum certain at a determinable date. ( Rev Rul 73-301, 1973-2 CB 215 ) 

Analysis. Given that the XYZ, Inc. loan to Partnership is a recourse loan, immediately before the distribution, only GP bore the economic risk of loss for the loan. Thus, immediately before the distribution, the extension of the loan to Partnership increased GP's share of partnership liabilities in an amount equal to the entire amount of the loan. For purposes of determining GP's basis in its partnership interest in Partnership, the increase in GP's share of partnership liabilities was treated as a contribution of money by GP to Partnership equal to the entire amount of the loan. As a result, GP's basis in its partnership interest in Partnership was increased by an amount equal to the amount of the loan. Correspondingly, LP1 and LP2 received no increase in the basis of their partnership interests. Upon the distribution of the loan proceeds, LP1 and LP2 each recognized gain to the extent that the amount of the distribution received by each of them exceeded the basis of their partnership interest immediately before the distribution. 

The memo noted that LP1 and LP2 could argue that, even if the distributions otherwise exceeded their basis, they do not recognize gain on the distributions because under state law they may, at some time, be obligated to return the distributions. However, the memo disagreed stating that, although under some circumstances a distribution by a partnership to a partner will be treated as a loan rather than a distribution under Reg. § 1.731-1(c)(2) , those circumstances are not present in the instant case. 

The memo also noted that LP1 and LP2 argue that they can use the anti-abuse rules of Reg. § 1.752-2(j)(1) and Reg. § 1.752-2(j)(3) , as well as Reg. § 1.752-2(b)(6) , to recharacterize the transaction to increase their basis in their partnership interests before the distribution by the amount of the distribution. The memo did not agree. In its view, before the distribution, LP1 and LP2 did not bear any economic risk of loss with respect to the loan. Further, GP, LP1, and LP2 could not utilize Reg. § 1.752-2(j) or Reg. § 1.752-2(b)(6) to undo the form of the transaction chosen by the parties. Although IRS and the courts may pierce the form of a transaction and tax it according to its substance, the Supreme Court has long recognized the principle that a taxpayer may not disavow the form chosen for its transaction. 

References: For partnership distributions, see FTC 2d/FIN ¶  B-3600 et seq.; United States Tax Reporter ¶  7314 et seq.; TaxDesk ¶  589,500 et seq.; TG ¶  2300 et seq. 

12. Shop Talk - Keep Those Old Returns if Losses Are Suspended!

This column provides an informal exchange of ideas, questions, and comments arising in everyday tax practice. Readers are invited to write to the editors: Sheldon I. Banoff, Suite 1900, 525 West Monroe Street, Chicago, Illinois 60661-3693, Sheldon.Banoff@kattenlaw.com, and Richard M. Lipton, 130 East Randolph Drive, Chicago, Illinois 60601, Richard.M.Lipton@BakerNet.com.
A recent Tax Court memorandum decision under the passive loss rules demonstrated that a taxpayer can be at a significant disadvantage if he doesn't maintain old returns that show suspended passive activity losses. In Lowe, TC Memo 2008-298 , the taxpayer had to pay tax and the accuracy-related penalty on income that might have been offset by suspended losses if the taxpayer could have proved that he did not claim any tax benefit from those losses in prior years. 

What makes Lowe even more interesting is that it appears the Tax Court required the taxpayer to reduce his loss carryovers by the amount of his passive activity income in a prior tax year. There may be some "justice" in this result, but it certainly does not appear to have any legal basis. 

William Lowe was a senior executive at IBM in 1985 when he invested $200,000 to become a limited partner in Douglas Associates (DA), a partnership engaged in renting real estate. Although not stated in the opinion, it appears that DA was a pre-TRA ’86 "tax shelter" that was anticipated to generate substantial tax losses. 

Except for 1995, Lowe was allocated losses from DA for every year from 1985 through and including 2002, which totaled $484,065. Lowe was allocated income from DA of $107,580 in 1995, and $292,853 in 2003 when DA terminated. 

Lowe had used the same accountant to prepare his returns for 1985 through 1992, but then used a series of different accountants for subsequent years. Lowe had changed jobs, and consequently his address, several times after 1993. He never informed DA of these changes, so he never received his K-1s for those years. As a result, Lowe's tax returns did not report the losses from 1994 and 1996 through 2002 (the "post-’93 losses"), nor did he report the income from 1995 and 2003. As a result, he did not claim any tax benefit for the post-’93 losses from DA, totaling $140,228, for which the court now had records; these losses exceeded the unreported $107,580 of income from 1995 by $32,648. Notwithstanding the passive loss rules, however, Lowe used the losses from 1991 and 1993 as a current offset to other income on his returns; no explanation was provided as to why those losses were not treated as passive activity losses. 

The IRS took the position that Lowe was not entitled to use any of the pre-2003 losses to offset his gain from 2003. The Tax Court rejected the Service's position with respect to the post-’93 losses. Lowe provided copies of his returns for those years, which showed that he had not used those losses to offset income, and he clearly had been allocated those losses by DA. The Tax Court therefore allowed Lowe to use the net amount of post-’93 losses to offset his income for 2003, i.e., the amount by which the post-’93 losses exceeded the 1995 income, or $32,648. 

Although offsetting the 1995 income with the post-’93 losses sounds right at first blush, on further thought the legal basis for this conclusion is questionable. Passive losses are only carried forward, not back. The passive loss from 1994, which amounted to $43,615, could be used to offset the income from 1995 of $107,580, but the balance of the post-’93 losses should not have been carried back from 1996 and subsequent years to offset the income from DA in 1995. Therefore, instead of allowing Lowe to use only $32,648 of losses to offset the $292,853 of income realized in 2003 from his complete disposition of his interest in DA, it appears that the Tax Court should have allowed him to use $96,613 of losses ($140,228 − $43,615) from 1996 through 2002. 

Lowe's 1985-90 and 1992 returns, however, were not in evidence; the taxpayer claimed he was unable to obtain copies. The losses for 1985-90 and 1992 (the "pre-’93 losses") were much more substantial, and Lowe sought to use those losses as well to offset his income from DA in 2003. He could not show, however, that he had not used those losses to offset other income. 

Perhaps more important, Lowe had used the losses from 1991 and 1993 to offset other, nonpassive income (which was clearly not permissible under the law), and the Tax Court had no way to determine whether the other pre-’93 losses also had been used to offset other, nonpassive income. Lowe testified that they had not, but the Tax Court said his unsubstantiated testimony was implausible in several respects. It held that Lowe had not provided credible evidence that the pre-’93 losses were passive activity loss carryovers that could be used to offset the income from DA in 2003. 

The court also upheld the Service's imposition of the accuracy-related penalty under Section 6662(a) . It found there was a substantial understatement and alternatively concluded that Lowe was negligent. The court emphasized that it was not reasonable for an individual with Lowe's background and professional experience who had made an investment of $200,000 in 1985 to not expect that losses from that investment would eventually be recaptured. It also was not reasonable for Lowe not to inform DA of his address changes. 

We'll never know whether Lowe deducted the pre-’93 losses on his returns, although there might be an inference from his deduction of losses in 1991 and 1993 that the pre-’93 losses were used to offset other income (the passive loss rules notwithstanding). It is hard to fault the Tax Court's skepticism in light of Lowe's treatment of the passive losses for 1991 and 1993; a different result might have occurred in this case if Lowe had not deducted passive losses in those years. 

In any event, the one lesson that can certainly be drawn from this decision is that the old mantra that a taxpayer only needs to save tax returns for seven years is inapplicable if those returns have losses that are suspended. If so, a taxpayer needs to be able to produce the tax returns for every year in which losses are carried forward to the future
. 
13. IRS FAQs provide valuable information on the unified partnership audit rules

Chief Counsel Notice 2009-027 
A new Chief Counsel Notice examines a number of frequently asked questions (FAQs) regarding the unified audit and partnership litigation procedures of Code Sec. 6221 through Code Sec. 6234 . FAQs are provided in each of the following areas: partnership items, notices, petitions, assessment, stature of limitations, and settlement. Key items under each category are covered below. 


Background. Although partnerships do not pay Federal income taxes they must file annual information returns reporting the partners' distributive shares of tax items. ( Code Sec. 701 , Code Sec. 6031 ) The partners report their distributive shares of the tax items on their respective Federal income tax returns. ( Code Sec. 701 through Code Sec. 704 ) To remove the substantial administrative burden occasioned by duplicative audits and litigation, and to provide consistent treatment of partnership tax items among partners in the same partnership, Congress enacted the unified partnership audit and litigation procedures as part of the Tax Equity and Fiscal Responsibility Act of 1982, (TEFRA, P.L. 97-248 ). 

Under the TEFRA partnership procedures, before assessing the tax liability of the partners, IRS determines the tax treatment of partnership items in a partnership-level proceeding. ( Code Sec. 6221 , Code Sec. 6225 ) Determinations at the partnership level are binding upon all direct and indirect partners of the partnership. 

IRS must notify partners of when the audit of the partnership has begun (a notice of beginning of administrative proceeding or the “NBAP”), and of proposed adjustments to the partnership's information return, if any (a notice of final partnership administrative adjustment or the “FPAA”). ( Code Sec. 6223 ) During the ninety-day period after the mailing of the notice of FPAA, the tax matters partner (the “TMP”) may file a petition for judicial review. ( Code Sec. 6226(a) ) If the TMP does not file a petition within that ninety-day period, any notice partner or any five percent group ( Code Sec. 6231(a)(11) ) may, within sixty days after the close of the TMP's ninety-day period, file a petition for judicial review. ( Code Sec. 6226(b) ) 

Partnership items flow through, appearing in the computation of the taxable income of the partners and affecting nonpartnership items on a partner's tax return. ( Code Sec. 6230(a)(1) , Code Sec. 6231(a)(4) through Code Sec. 6231(a)(6) ; Reg. § 301.6231(a)(5)-1 ) There are two types of affected items: those that require only a computation of the tax immediately assessable; and those that require partner-level determinations made through a notice of deficiency. ( Code Sec. 6230(a) ; Reg. § 301.6231(a)(6)-1 ) 

Partnership Items

Partnership items. A partnership item is any item required to be taken into account for the partnership's tax year under any provision of Subtitle A of the Code (income tax title), to the extent that regs provide that it is more appropriately determined at the partnership level rather than at the partner level. ( Code Sec. 6231(a)(3) ) 

Outside basis. Outside basis is relevant when: a partnership distributes to a partner that partner's share of the partnership's loss; the partnership distributes cash or property to a partner; or a partner sells that partner's partnership interest. Most, but not all, of the component items of outside basis are partnership items. 

At-risk determinations under Code Sec. 465 . Regarding Code Sec. 465 , IRS must make determinations at both the partnership level and at the partner level. Partnership-level items include the partners' shares of partnership liabilities and the character of the liabilities as recourse or nonrecourse. Partner-level items include any arrangements with third parties insulating the partner from loss, and whether a partner is a related party under Code Sec. 465(b)(3) . 

Code Sec. 1446 withholding tax. Code Sec. 1446 is a provision of Subtitle A more appropriately determined at the partnership level than at the partner level. 

Profit motive determinations for Code Sec. 165(c) loss purposes. For purposes of Code Sec. 165(c) , IRS determines the profit motive of the partnership by reference to the state of mind of the general partner(s) acting on the partnership's behalf. 

Notices

Entitlement to notice of partnership-level audit proceedings. IRS must mail the NBAP and the notice of FPAA to: the TMP; all notice partners; and the designated representative of any Code Sec. 6223(b)(2) notice group. ( Code Sec. 6223 ) 

Party to partnership-level audit and litigation proceedings. The partnership entity is not a party to the partnership-level audit or litigation proceeding. The partners whose tax liabilities will be affected by the outcome of a partnership-level proceeding are the parties in interest in any partnership-level audit or litigation proceeding. 

Designation of TMP. The designation of a TMP for a specific tax year is made or terminated only as provided in Reg. § 301.6231(a)(7)-1 . ( Code Sec. 6231(a)(7) ) 

Adjustments in FPAA. The FPAA must include a sufficient explanation of the grounds for adjustment to avoid the burden of proof shifting to IRS. ( Code Sec. 7522 ) 

Limitations period for issuing an FPAA. There is no statute of limitations for issuing an FPAA. IRS may adjust partnership items arising in a year for which all periods of assessment have expired as long as the adjustments affect a partner year (e.g., an NOL carryforward) for which the assessment period has not expired. 

Petitions

Party to a Code Sec. 6226 action. A partner, not the partnership entity, files a petition for readjustment of partnership items. ( Code Sec. 6226 ) Thus, the petitioner is the partner, not the partnership. 

Participating partner. Participating partners include the partner that filed the petition and partners that have filed, in accordance with Tax Court Rule 245, a notice of election to intervene or a notice of election to participate. 

IRS identification of partners. IRS should identify partners at the partnership level because the identification of the partners is a partnership item. 

Impact of documents on court's jurisdiction in a Code Sec. 6226 action. The FPAA and the Answer do not limit the court's jurisdiction in a Code Sec. 6226 action. Code Sec. 6226(f) provides that, regardless of whether IRS raised adjustments in the FPAA, the Answer or in any other manner, the court has jurisdiction to determine: all partnership items of the partnership for the partnership tax year to which the notice of FPAA relates; the proper allocation of the partnership items among the partners; and the applicability of any penalty, addition to tax or additional amount that relates to an adjustment to a partnership item. 

Interest abatement. The court, in a partnership-level proceeding, does not have jurisdiction to abate interest under Code Sec. 6404 . 

Assessment

Penalties. For partnership tax years ending after Aug. 5, '97, IRS determines at the partnership level the applicability of any penalty, addition to tax or additional amount that relates to an adjustment to a partnership item. ( Code Sec. 6221 ) IRS and the court consider partnership-level defenses by reference to the actions and state of mind of the managing partner. 

Partner challenge to assessment. If IRS has assessed a computational adjustment without a notice of deficiency, then a partner may challenge the assessment only after making payment. If IRS has issued a statutory notice of deficiency, the partner has ninety days to petition the deficiency in Tax Court. Otherwise, the partner can pay the deficiency and seek a refund under Code Sec. 7422 . 

Notice of computational adjustment. IRS is deemed to have sent to the partner a “notice of computational adjustment” when it sends to the partner Form 4549, Income Tax Examination Changes, showing the adjustments making the partner's tax return consistent with partnership-level determinations and the subsequent change to tax liability. 

Affected item notice of deficiency. IRS should not issue an affected item notice of deficiency before the conclusion of a partnership-level proceeding regarding partnership items that affect the items in the notice of deficiency. 

Lack of FPAA. If a partner fails to report the partner's share of partnership items in the same manner as reported on the partnership return, and if that partner fails to notify IRS of the inconsistency, then IRS may assess the difference without issuing an FPAA. ( Code Sec. 6222(c) ) 

Statute of Limitations

Relationship between Code Sec. 6501 and Code Sec. 6229 . Code Sec. 6501 provides the period of limitations within which IRS may assess any tax imposed by the Code, including tax attributable to partnership and affected items. Code Sec. 6229 provides that each partner's Code Sec. 6501 assessment period for tax attributable to partnership and affected items will not expire before the date that is three years after the later of: the date on which the partnership return for the tax year was filed or the last day for filing the return for that year (determined without regard to extensions). Thus, Code Sec. 6501 may provide a longer period of limitations than the minimum period for assessment under Code Sec. 6229 . 

Entity TMPs and consent to extend limitations period. A TMP may extend the period for assessing tax attributable to partnership and affected items with respect to all partners. ( Code Sec. 6229(b)(1)(B) ) If a TMP is a partnership or a limited liability company, IRS must determine who has authority under State law to sign for the TMP entity. 

Other persons extending limitations period. If the partnership has authorized, in writing, a person other than the TMP to enter into an agreement, such as a consent to extend the limitations period, that person also may extend the partnership or affected item assessment period with respect to all partners. ( Code Sec. 6229(b)(1)(B) ) 

Fraud. If any partner has, with intent to evade tax, signed or participated in the preparation of a partnership return that includes a false or fraudulent item, then: regarding the signing or participating partners, IRS may assess at any time any tax imposed by Subtitle A of the Code that is attributable to any partnership or affected item for the partnership tax year to which the return relates; and regarding all other partners, the Code Sec. 6229(a) assessment period is extended from three years to six years. ( Code Sec. 6229(c) ) 

Omission of income. If any partnership omits from gross income more than 25% of the amount of gross income stated on its return, then the Code Sec. 6229(a) assessment period is extended from three years to six years for all partners. 

Settlement

Settlements. Code Sec. 6224(c)(1) allows a partner to enter into a settlement agreement determining with finality the correct treatment of partnership items for a partnership tax year. Code Sec. 6224(c)(2) provides other partners the right to request settlement terms for the partnership tax year that are consistent with the previously executed settlement agreement. 

Effect of settlement with pass-thru partner on indirect partners. A settlement agreement entered into by a pass-thru partner binds an indirect partner regarding the indirect partner's interest in the partnership held through the pass-thru partner, unless the indirect partner has been identified as provided in Code Sec. 6223(c)(3) . ( Code Sec. 6224(c)(1) ; Reg. § 301.6224(c)-2(a) ) 

References: For the unified audit rules for partnerships, see FTC 2d/FIN ¶  T-2100 ; United States Tax Reporter ¶  62,214 ; TaxDesk ¶  825,000 ; TG ¶  70400 . 

14. Charter boat losses OK'd; LLC interest not limited partnership interest for PAL rules

Hegarty, TC Summary Opinion 2009-153 
In a Summary Opinion, the Tax Court has once again rejected IRS's position that under the passive activity rules, a taxpayer who holds an interest in a limited liability company (LLC) is a “limited partner” for purposes of the Code Sec. 469(h)(2) material participation standard. That standard, as interpreted by IRS regs, treats losses from an interest in a limited partnership as a limited partner as presumptively passive, unless one of three difficult participation tests are met. The taxpayers in the case were able to establish material participation under a more lenient test, and as a result, were entitled to claim a large loss from their fishing boat charter activity. 
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RIA observation: This is the third time IRS has lost on this issue. A full Tax Court decision earlier this year decisively rejected IRS's approach (see Weekly Alert ¶  26 07/02/2009 ), as did the Court of Federal Claims (see Weekly Alert ¶  1 07/30/2009 ). As a result of these losses, IRS may consider revising temp regs that were issued in '98 to address how the PAL rules apply to LLCs. 

Background. Under Code Sec. 469 , passive activity losses cannot offset nonpassive activity income, such as wages, dividends, or profits from nonpassive activities. Passive activities include the conduct of trade or business activities in which the taxpayer doesn't materially participate and, generally, rental activities without regard to whether the taxpayer materially participates in them. ( Code Sec. 469(c) , Reg. § 1.469-1T(e)(1) ) 

Under Code Sec. 469(h)(1) , a taxpayer materially participates in an activity only if he is involved in the activity's operations on a regular, continuous, and substantial basis, which generally requires him to meet one of seven tests carried in Reg. § 1.469-5T(a) . The first of these tests is that the individual must participate in the activity for more than 500 hours during the year. The third test is that the individual must participate in the activity for more than 100 hours during the tax year, and his participation in the activity for the tax year can't be less than the participation in the activity of any other individual (including individuals who are not owners of interests in the activity) for that year. 

Under Code Sec. 469(h)(2) , a limited partner's interest in a limited partnership isn't treated as an interest in an activity in which the taxpayer materially participates, except to the extent provided in the regs. Code Sec. 469(h)(2) treats losses from an “interest in a limited partnership as a limited partner” as presumptively passive, but Reg. § 1.469-5T(e)(2) provides that a limited partner clears the material participation hurdle if he meets one of three tests (instead of the generally applicable one of seven tests) in Reg. § 1.469-5T(a) . One of these three tests is the more than 500 hour test. 

Facts. In 2003, Mr. and Mrs. Fogarty formed Blue Marlin, LLC, a Maryland limited liability company, with each owning a 50% interest. Blue Marlin was organized to conduct a charter fishing business using a 46-foot luxury cruiser that they had bought earlier that year. Both of the Fogartys also held regular, full time jobs. The amount of time they participated in the business was recorded in a written log, but that log was lost during their move from the Washington, D.C. area to Florida. Using numerous receipts for expenses made in connection with the business, they reconstructed the amount of time they participated in the business during 2003, and were able to show that their participation in the business exceeded 100 hours during 2003. They were the only individuals who participated in the business. 

For 2003, the income and expenses attributable to the business was reported on a Form 1065, U.S. Return of Partnership Income, that showed a net loss of $64,578. That net loss was deducted on a Schedule E, Supplemental Income and Loss, that the Fogartys included with their timely filed joint 2003 Federal income tax return. 

IRS denied the loss from Blue Marlin. According to IRS, because the business was conducted through a limited liability company, the Fogartys had to be treated as limited partners in considering whether they materially participated in the business. Relying on Code Sec. 469(h)(2) , Reg. § 1.469-5T(e)(1) , and Reg. § 1.469-5T(e)(2) , IRS said they did not materially participate in the business because they couldn't establish that their participation in the business during 2003 exceeded 500 hours. 

Another taxpayer victory. The Tax Court pointed out that, under its holding in Garnett (2009), 132 TC No. 19 , IRS's reliance on Code Sec. 469(h)(2) was misplaced; the material participation of a taxpayer who participates in a business conducted through a limited liability company is determined with reference to any of the seven tests listed in Reg. § 1.469-5T(a) , including the more than 100 hour test (see discussion above). The Tax Court said it was satisfied that the Fogartys participated in the business for more than 100 hours during 2003, and that their participation was not less than the participation of any other individual during that year. As a result, they materially participated in the business during 2003, and the deduction attributable to the business was not subject to the Code Sec. 469 passive activity loss limitation. 
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RIA observation: IRS has another tool in its arsenal for blocking losses from activities involving leisure pursuits. Under the hobby loss rules of Code Sec. 183 , deductions attributable to a “not for profit” activity are allowed only to the extent of income from it, or to the extent deductions are allowable regardless of any profit-seeking motive, whichever is larger. 

References: For material participation by limited partners under the passive activity loss rules, see FTC 2d/FIN ¶  M-5002 ; United States Tax Reporter ¶  4694.06 ; TaxDesk ¶  413,021 ; TG ¶  17444 . 

15. Partnerships—partner status—capital as material income-producing factor—equity vs. debt—sham transactions—economic substance—business purpose—allocations—overall tax effect—refunds—jurisdictional deposit.

On remand, district court upheld taxpayers' $62 million jurisdictional deposit refund claim and underlying allocations of significant percentage of self-liquidating aircraft leasing partnership's taxable income to foreign partners/Dutch banks/tax neutral entities, rather than to U.S. partners. Rejecting govt.'s arguments for disregarding Dutch banks as partners, and notwithstanding 2d Cir.'s ruling that banks weren't bona fide equity partners under longstanding case law's “totality of circumstances” test, court determined that banks still qualified as partners under Code Sec. 704(e) 's partner recognition provisions for putative partners owning capital interest in partnerships in which capital is material income-producing factor. Noting that Code Sec. 704(e) 's “family partnerships” caption didn't necessarily prevent its application to partnerships lacking in familial relationships, court found that Dutch banks, as participants in partnership's management and recipients of regular distributions, were “real owners” of their interests for Code Sec. 704(e) purposes and that interests were true capital interests and not mere profits interests. And, since partnership generated revenue by employing its capital rather than through sales commissions or other non-capital intensive methods, capital was clearly material income-producing factor within meaning of Code Sec. 704(e) and Reg. § 1.704-1(e)(1)(iv) . (TIFD III-E Inc. v. U.S., DC CT, 104 AFTR 2d ¶2009-5466 ) 


16. Temp reg clarifies treatment of disregarded entities for excise tax administration purposes

T.D. 9462, 09/11/2009 , Reg. § 301.7701-2T , Reg. § 301.7701-2 , Preamble to Prop Reg 09/11/2009 , Prop Reg § 301.7701-2 
IRS has issued a temporary reg clarifying that a single-owner eligible entity that is disregarded as an entity separate from its owner for any purpose—but regarded as a separate entity for certain excise tax purposes—is treated as a corporation for tax administration purposes related to those excise taxes. The reg also make conforming changes to the tax liability and employment tax rules for disregarded entities. The text of the temporary reg serves as the text of a proposed reg. The temp reg applies on and after Sept. 14, 2009. 

Background. Under existing Reg. § 301.7701-2(c)(2)(iv) , a single-owner eligible entity that is disregarded as an entity separate from its owner for Federal tax purposes is treated as a separate entity for purposes of employment taxes imposed under Subtitle C of the Code and related reporting requirements. These disregarded eligible entities are treated as corporations for purposes of employment taxes imposed under Subtitle C of the Code and related reporting requirements. 

Under existing Reg. § 301.7701-2(c)(2)(v) , a single-owner eligible entity that is disregarded as an entity separate from its owner for Federal tax purposes is treated as a separate entity for purposes of: 

... certain excise taxes reported on Form 720, (Quarterly Federal Excise Tax Return), Form 730 (Monthly Tax Return for Wagers), Form 2290 (Heavy Highway Vehicle Use Tax Return) and Form 11-C (Occupation Tax and Registration Return for Wagering); 

... excise tax refunds or payments claimed on Form 8849 (Claim for Refund of Excise Taxes); and 

... excise tax registrations on Form 637 (Application for Registration (For Certain Excise Tax Activities)). 

Although liability for excise taxes isn't dependent on an entity's classification, an entity's classification is relevant for certain tax administration purposes, such as determining the proper location for filing a notice of federal tax lien and the place for hand-carrying a return under Code Sec. 6091 . 

Temporary reg. The temporary reg clarifies that disregarded eligible entities are treated as corporations for tax administration purposes. It also makes conforming changes to the tax liability rule for disregarded entities in Reg. § 301.7701-2(c)(2)(iii) and the treatment of entity rule for disregarded entities with respect to employment taxes in Reg. § 301.7701-2(c)(2)(iv)(B) . ( Reg. § 301.7701-2T ) The existing final reg is amended to cross refer to the new temporary reg. ( Reg. § 301.7701-2 ) 

References: For the “check-the-box” regs, see FTC 2d/FIN ¶  D-1150 et seq.; United States Tax Reporter ¶  77,014.15 et seq.; TaxDesk ¶  580,500 et seq.; TG ¶  4050 et seq. For disregarded entities and employment tax, see FTC 2d/FIN ¶  H-4223 ; TaxDesk ¶  534,002 . 
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