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SECTION: 167 
IRS ANNOUNCES IT WILL NOT FOLLOW COURT DECISION TREATING RETAIL BUILDING 
AS PLACED IN SERVICE BEFORE IT HAD BEEN READY TO OPEN 

Citation: Stine, LLC v. United States, 115 AFTR 2d ¶ 2015 -381, DC LA, 1/27/15, Action on 
Decision 2017-02, 4/10/17 

The concept of “placed in service” for purposes of beginning to deduct depreciation is often a tricky one to deal 
with in real life, and the date of placing an item in service may not be as simple to discern as some might believe.  
Certainly, in the case of Stine, LLC v. United States, 115 AFTR 2d ¶ 2015-381, DC LA, the IRS’s view of a “bright 
line” test based on a when a building was open for business was rejected by the Court.  And, in 2017, the IRS 
returned the favor by rejecting the Court’s holding, announcing in Action on Decision 2017-02 that the agency 
does not acquiesce in the decision and will continue to take the position in a similar case that a retail building 
had not been placed in service when it reaches the state it did in this case. 

The case involved a building which had been substantially completed and had a certificate of occupancy prior 
to December 31, 2008.  That date was important because the property was located in the “Go Zone” where 
qualified real property placed in service prior to that date would qualify for 50% bonus depreciation.   

The IRS argued that the buildings had to be open for business in order to be placed in service.  In fact, at 
December 31, 2008 the buildings were not open for business and the certificates of occupancy did not allow 
customers to enter the building. 

However, the taxpayer argued (successfully in the end) that the real question was whether the buildings were 
substantially complete and available for their intended use by December 31, 2008.  That intended use was to 
store and house equipment, racks, shelving and merchandise.  The taxpayer presented testimony of the 
building’s architect that the buildings were substantially complete as of that date and that limited occupancy was 
granted. 

The IRS argued that to allow the taxpayer a deduction at this point would violate the principal of matching 
expenses with revenue, since clearly no revenue could be derived from the property until it was open for 
business.  The Court found that no case law existed suggesting that such a bright line existed and, in fact, the 
very allowance of a 50% write off in the first year would, by itself, violate any such principal. 

The Court cited Reg. §1.167(a)-10(b) which provides, in part: 

In the case of a building which is intended to house machinery and equipment and which is constructed, 
reconstructed, or erected by or for the taxpayer and for the taxpayer's use, the building will ordinarily be 
placed in service on the date such construction, reconstruction or erection is substantially complete· and 
the building is in a condition or state of readiness and availability. Thus, for example, in the case of a 
factory building, such readiness and availability shall be determined without regard to whether the 
machinery or equipment which the building houses, or is intended to house, has been placed in service. 

The Court distinguished the cases the IRS attempted to rely upon from the current case, noting that the case in 
question generally involved equipment (not buildings). 

The taxpayer, conversely, pointed out the loss by the taxpayer in the case of Williams v. Commissioner, TC 
Memo 1987-308.  In that case a taxpayer attempted to claim a placed in service date for a building that required 
substantial refurbishing before it could be fully utilized in the business by pointing out the building was used to 
some extent in the business prior to when the refurbishing was complete—that is, it was “open” at that point.  In 
that case the Tax Court rejected that view of “placed in service” and instead held the building was not in service 
until the refurbishing was complete. 

The Court agreed with the taxpayer’s view.  The Court concluded: 

… the building is placed in service when it is substantially complete meaning in a condition of readiness 
and availability to perform the function for which it was built-in this instance to house and secure racks, 

https://cases.justia.com/federal/district-courts/louisiana/lawdce/2:2013cv03224/134839/43/0.pdf?ts=1422544185
https://www.irs.gov/pub/irs-aod/aod-2017-02.pdf
https://scholar.google.com/scholar_case?q=TC+Memo+1987-308&hl=en&as_sdt=806&case=11467366287268077353&scilh=0
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shelving and merchandise. The court finds that the Walker and Broussard buildings were placed in 
service prior to December 31, 2008 fully qualifying the taxpayer to take advantage of the "Go Zone" 
bonus depreciation allowance. 

Two year later, on April 10, 2017, the IRS decided to formally announce that they will not follow this case and 
will continue to litigate the issue. 

The IRS argues first that the Court erred in deciding the taxpayer’s intended use for the building was to “house 
and secure racks, shelving and merchandise,” arguing the taxpayer intended to use the buildings as retail stores, 
not just to house items. 

The IRS also argued that the facts did not comply with the requirement in the regulations that property be “in a 
condition or state of readiness and availability for its specifically assigned function” which the IRS argues is being 
“ready and available for regular operation and income producing use.” 

The IRS goes on to note: 

The meaning of regular operational use for income production has been developed by the Tax Court 
and the Service in the context of electric power plants. Oglethorpe Power Corp. v. Commissioner, T.C. 
Memo. 1990-505 (facility placed in service upon sustained power generation near rated capacity); 
Consumers Power Co. v. Commissioner, 89 T.C. 710 (1987) (same). In Sealy Power, supra, the Fifth 
Circuit Court of Appeals held that an electric power plant that operated on a regular basis, but did not 
produce the projected quantity of electricity, may be considered placed in service. In recommending 
nonacquiescence to Sealy, the Service stated that at a minimum, the property must be in a state of 
readiness sufficient to produce electricity on a sustained and reliable basis in commercial quantities. 
Sealy Power, AOD 1995-10 (Aug. 7, 1995). In Rev. Rul. 76-428, 1976-2 C.B. 47, and Rev. Rul. 76-256, 
1976-2 C.B. 46, the Service outlines five factors to determine whether electric power facilities are ready 
and available for regular operation: (1) approval of all required licenses and permits; (2) passage of 
control of the facility to the taxpayer; (3) completion of critical tests; (4) commencement of daily or regular 
operations; and (5) with respect to electric power plants, synchronization of the plant facility into a power 
grid. 

The IRS ends the AOD with a summary of its current position: 

The Commissioner will continue to litigate this issue, taking the position that (1) under § 1.46-3(d)(1)(ii), 
a retail store is placed in service for depreciation purposes when the building is ready and available to 
operate as a retail store, the function for which it was built, and (2) the store’s ability to begin operations 
is determined by considering the applicable factors set forth in Rev. Rul. 76-256 and Rev. Rul. 76-428. 

SECTION: 460 
IRS ANNOUNCES ITS DISAGREEEMENT WITH ALLOWING COSTS OF ENTIRE 
DEVELOPMENT FOR PURPOSES OF THE COMPLETED CONTRACT 95% TEST 

Citation: Shea Homes, Inc. v. Commissioner, 142 TC No.3, 2/12/14, affd, CA9 Case Nos. Nos. 
14-72161, 14-72162, 14-72163, 8/24/16, Action on Decision 2017-03, 4/10/17 

In the case of Shea Homes, Inc. v. Commissioner, 142 TC No.3, the question of the scope of contracts of a 
homebuilder when making use of the completed contract method was the key issue.  And the IRS did not like 
the answer that either the Tax Court or the Ninth Circuit Court of Appeals gave, eventually releasing Action on 
Decision 2017-03 announcing the agency will not acquiesce in the decision, following it only on cases appealable 
to the Ninth Circuit that cannot be distinguished. 

The taxpayer developed large planned residential communities which had substantial common area 
developments and improvements required by the localities in which the developments were located.   

While most long-term contracts must be accounted for using the percentage of completion method [IRC §460(a)].  
However, a special exception exists for home construction contracts [IRC§460(e)(1)(A), (6)(A)].  A home 

http://www.ustaxcourt.gov/InOpHistoric/SheaHomesDiv.Wherry.TC.WPD.pdf,
https://www.irs.gov/pub/irs-aod/aod-2017-03.pdf
https://www.irs.gov/pub/irs-aod/aod-2017-03.pdf
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construction contract is one in which 80% or more of the estimated total contract costs are expected to be 
attributable to dwelling units and improvements to real property directly related to such units. 

Under the completed contract method, revenue from the contract is recognized when either of two “completion” 
tests are met [Reg. §1.460-1(f)]: 

• Use and 95% Completion Test – completion takes place upon use of the property by the customer for 
its intended purpose and at least 95% of the total allocable costs attributable to the subject matter 
have been incurred by the taxpayer; or 

• Final Completion and Acceptance Test – completion takes place upon final completion and 
acceptance by the customer, determined by taking into account all facts and circumstances. 

The dispute arose over what consideration, if any, should be given to costs related to development wide 
expenses (common areas, road improvements, etc.) and their state of completion when making the 
determination under either of the above tests. 

The IRS argued that when a customer closes on the home after the construction of their structure is completed 
that both tests are met, and the entire contract price for that home should be recognized by the taxpayer.  In the 
IRS view, both tests would be met at this point—100% of the costs would be incurred and there would be both 
final completion and acceptance.  The common area items are “secondary items” which, under 
Reg. §1.460-1(c)(3)(ii), are not to be considered in determining the completed status of the contract. 

The taxpayer (and, it turns out, the Tax Court) disagreed with that view.  The taxpayer pointed out that substantial 
costs were being incurred with regard to the common areas, their marketing emphasized the value of such 
amenities, and buyers were clearly willing to pay extra to have a home in a community with such items. 

The IRS argued first that, regardless of this fact, the contracts did not cover the common area.  The IRS points 
to the fact that the individual purchase and sale agreements for each home stated that it constituted the sole 
and entire agreement between the buyer and seller.  Thus, since these contracts did not contain the details of 
the common areas, they simply weren’t part of the contract. 

However, the Tax Court noted that the contracts made reference to documents that did contain that information.  
The court analyzed the laws of the states involved (Arizona, California, and Colorado) and, based on the specific 
laws of each state (including requirements in Arizona and California regarding receipt of a developer’s public 
report containing such details) and determined that, despite the specific clause, courts in all of the states would 
have found the documents detailing the developer’s responsibilities for the common areas to be incorporated 
into the contract.  As well, in each case the contracts contained a checklist indicating the documents were to be 
given to the customers and each customer actual received the documents. 

The IRS next contended that the house alone was the “subject matter” referred to in the regulations.  The IRS 
did have one issue to deal with here—because qualification under the 80% rule would be very difficult for a 
builder such as this taxpayer with significant costs that are not direct costs of the dwelling unit and improvements 
to it, Reg. §1.460-3(b)(2)(iii) allows a taxpayer to consider the “allocable share of the cost the taxpayer expects 
to incur for any common improvements.” 

The IRS position was that the inclusion of these items was solely for meeting the 80% test and did not mean the 
items became part of the subject matter of the contract. The IRS argued this was in line with the “plain meaning” 
of the regulation.  The Tax Court found that view wanting, holding specifically that if they were to decide upon a 
“plain meaning” of the subject matter, the Court would determine the subject matter would include the common 
improvements. 

As well, the Court points to the “all facts and circumstances” clause in the second test, which it finds suggest a 
broad, rather than narrow, view of what constitutes the subject matter. 
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The IRS’s final objection is that, even if the improvements are part of the subject matter of the contract, they are 
nevertheless the “to be ignored” secondary items discussed in the regulations.  All parties agreed that an item 
should be considered a “secondary item” if the contracting parties intended the item to be secondary. 

The Court here finds that, in the facts in this case, the amenities were of “great importance to and a crucial 
aspect of SHI's, SHLP's, and Vistancia's sales effort, obtaining of governmental approval of the development, 
and the buyers' purchase decision, and thus the amenities are an essential element of the home purchase and 
sale contract.”  Earlier the Court had noted that, given the expense involved with the common areas and 
amenities, buyers would reasonably be aware that if they were not interested in such items, they could likely 
obtain a comparable home for far less money in a development without such “extras” and thus they were willing 
to pay more. 

The IRS also looked to try to use a technicality, arguing that the taxpayer had impermissibly aggregated the 
contracts and, regardless of whether permissible, had failed to attach the required statement with the return 
when contracts were aggregated.  [Reg. §1.460-1(e)(4)]    

The Court noted that the method used did not actually aggregate the contracts into a single mass—rather, each 
contract was tested with its costs and its share of the common costs for purposes of 95% test.  Similarly, the 
mere fact that all of the contracts looked to the promised completion of work on the amenities and development 
as one of their conditions for final completion and acceptance would also not be combining them all—as should 
be clear, each buyer’s contract contained portions only of interest to that buyer.  So, if the taxpayer had 
completed the amenities but, say, neglected to complete work on the one buyer’s garage all other contracts may 
be complete, but the one would not. 

While this case is generally very good news for developers of residential projects, it is important to note that the 
Court spent significant time on developing both the specific facts related to each project (including how each 
project was marketed to customers) and details of applicable state law.   

Thus, any taxpayer seeking to stake out a similar position would be well advised to study the details of the facts 
in this case and assure that their facts are similar enough to justify reliance on this case.  For instance, if there 
was not a homeowner’s association to be involved due to no common amenities and the only common costs 
were items required by a locality, it might be far more difficult to show that the buyers truly considered those 
items as anything but “secondary” items. 

On appeal to the Ninth Circuit (Shea Homes Inc. et al. v. Commissioner, CA9, Nos. 14-72161, 14-72162, 14-
72163) the IRS decided to change its argument somewhat—the agency agreed that the amenities were part of 
the contract, but that the Tax Court had impermissibly allowed Shea Homes to perform the 95% test against the 
entire cost of the development rather than simply the costs of that home and its allocable share of common area 
costs only. 

The Ninth Circuit rejected the IRS appeal.  All the judges noted that this was an argument the IRS had not raised 
at Tax Court, instead basing its position entirely on the full exclusion of common area elements, the position the 
agency now accepts as erroneous. 

The majority opinion points out that, to the extent there was error at the trial court level, that error was the IRS’s 
(a position it seems likely the concurring judge would also accept): 

The Commissioner complains that the Tax Court focused on the house, lot and common amenities in 
its opinion. The Commissioner then suggests that when the Tax Court mentioned the development as 
a whole, it was, somehow, being inconsistent. The Commissioner overlooks the fact that his focus was 
on those specific aspects, and those are what he specifically pointed to when he was stating his position 
for purposes of the trial of this case at the Tax Court. We suspect that the Commissioner was satisfied 
that his position on those points would win the day and, therefore, that he need not concentrate his 
firepower on the overall planned community development aspect of the contracts. The resulting outcome 
was due to his misperception rather than a Tax Court mistake. 

https://cdn.ca9.uscourts.gov/datastore/opinions/2016/08/24/14-72161.pdf


 6 
 

Two of the three judges took up the IRS’s new position and rejected it out of hand, holding that the buyers had 
an interest on the completion of the development and not just the amenities.  As the majority stated: 

The Commissioner also argues that a buyer of a house cannot himself use other homes and, therefore, 
the development as a whole could not be part of the subject matter of the buyer's contract. That not only 
begs the question but also is a non sequitur. Each person in the planned community would, indeed, 
have an interest in the use of other property in the development, and that would include not only the 
common amenities but also the use that others in the development made of their own properties. That 
is at least one reason for the CC&R's and the mandated homeowners’ associations. It is not a question 
of living in another's home; it is a question of assuring that the planned lifestyle is followed to some 
degree. And until the Taxpayers’ work was complete, they had an obligation to fulfill their promises 
regarding the development that they had induced the buyers to become a part of. 

However, Judge Rawlinson, in a concurring opinion, sustains the original decision solely because the IRS had 
not raised the matter at trial.  He notes: 

Our precedent is replete with cases precluding a party from endeavoring to assert a theory on appeal 
that was not presented to the trial court. See, e.g., Stewart v. Comm’r of Internal Revenue, 714 F.2d 
977, 986 (9th Cir. 1983) (“Without question, the most appropriate times for the Commissioner to inform 
a taxpayer of the legal theories on which he intends to rely are first in the notice of deficiency and then 
in the Commissioner's answer in the Tax Court. . . .”) ( citation omitted); Ecological Rights Found. v. 
Pac. Gas & Elec. Co., 713 F.3d 502, 511 (9th Cir. 2013) (“The Court will not allow a party to raise an 
issue for the first time on appeal merely because a party believes that he might prevail if given the 
opportunity to try a case again on a different theory.”) (citation and alteration omitted); Tibble v. Edison 
Int'l., 820 F.3d 1041, 1046 (9th Cir. 2016) (“We recognize a general rule against entertaining arguments 
on appeal that were not presented or developed before the district court. . . . [A]n issue will generally be 
deemed waived on appeal if the argument was not raised sufficiently for the trial court to rule on it.”) 
(citations and internal quotation marks omitted). 

We need go no further than consulting this precedent to resolve the instant appeal. 

He then goes on to state that the majority erred both in deciding to look at the IRS’s argument and to rule on it.  
As well, he clearly indicates that their acceptance of the entire development as the item to be tested for 95% of 
the costs appears to be at odds with the regulation: 

…[T]he fact remains that a Taxpayer could readily manipulate the 95 percent completion test by 
deliberately incurring development costs of less than 95 percent and deferring the balance of the costs 
indefinitely, correspondingly deferring taxes indefinitely. I am not persuaded that this interpretation of 
the regulation is consistent with its plain language. For that reason, I would affirm the Tax Court's 
decision solely on the basis that the Commissioner failed to raise this issue sufficiently for the Tax Court 
to rule on it. I would reserve resolution of this important issue for a case where it was fairly joined. 

At this point advisers likely should take care with the status of this issue.  While the Ninth Circuit majority 
accepted the view that the entire development is the item to be tested, it seems very possible that view might 
not hold in other circuits.   

As well, outside the Ninth Circuit, arguably the Tax Court could view their holding as limited to the question of 
the inclusion of more than just the particular costs of one house without necessarily holding that the entire 
development is the proper item to test for 95%.   

That is, the Tax Court could take the position, stated in the Ninth Circuit opinion, that as the item was never 
contested there was no real decision on what would be the proper measurement level.  But the one thing we 
know for sure is that all parties agree that in a development such as this the costs for the contract are not solely 
limited to costs incurred on the particular lot. 
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The IRS itself, not unexpectedly, views the Ninth Circuit panel’s majority finding as an erroneous one and has 
announced, in AOD 2017-03, that the agency will not follow it except in the Ninth Circuit. 

The AOD reasons: 

The Service disagrees with the court’s conclusion that the 95-percent completion test can properly be 
applied with reference to the costs of an entire development or phase. Contract completion and the 95-
percent completion test apply on a contract-by-contract basis. The latter considers “the total allocable 
contract costs attributable to the subject matter [of the contract].” Treas. Reg. § 1.460-1(c)(3)(i)(A). The 
total costs of an entire development or phase cannot be the “allocable contract costs” of each individual 
home construction contract. Section 1.460-4(d)(1) of the regulations provides that “a taxpayer using the 
CCM . . . must take into account in the contract’s completion year, . . . the gross contract price and all 
allocable contract costs incurred by the completion year.” If the “allocable contract costs” of a contract 
are the entire cost of a development or phase, this same set of costs becomes deductible multiple times 
as each and every individual home construction contract is completed. 

Further, the definition of contract completion in the regulations assumes that the subject matter of a 
contract can be used by a customer and that the customer can accept the subject matter. Treas. Reg. 
§ 1.460-1(c)(3)(i)(B). The buyer of a house, the counterparty to each of Taxpayers’ home construction 
contracts, has no right to use other houses in a development and has no authority to accept them. 

The IRS concludes the AOD by stating: 

Accordingly, the Service will not follow the Ninth Circuit Court of Appeal’s opinion in Shea Homes. 
Although we disagree with the decision of the court, we recognize the precedential effect of the decision 
to cases appealable in the Ninth Circuit, and therefore will follow it with respect to cases within that 
circuit, if the opinion cannot be meaningfully distinguished. We do not, however, acquiesce to the opinion 
and will continue to litigate our position in cases in other circuits. 

SECTION: 1366 
DESPITE ENTRY OF JUDGMENT TO ENFORCE GUARANTY, TAXPAYER DENIED BASIS IN 
S CORPORATION DEBT 

Citation: Phill ips v. Commissioner, T.C. Memo 2017-61, 4/10/17 

The Courts generally look to an “actual economic outlay” that makes the taxpayer poorer in some objective 
fashion to allow the taxpayer to claim basis in debt for an S corporation.  In the case of Phillips v. Commissioner, 
T.C. Memo 2017-61, the taxpayer argued that the fact that judgments had been entered against her should give 
her the right to treat a portion of the debt as basis for claiming losses. 

The taxpayer owned 50% of an S corporation that fell on hard times during the real estate crisis, defaulting on 
several loans which had been guaranteed by Sandra.  The banks sued to collect on the guarantees and obtain 
judgments against Sandra.  However, Sandra had not actually made any payments on the debts. 

Sandra argued that she should be allowed to claim her portion of the debt as basis for claiming losses on her 
return.  She agreed that a guarantee, without more, does not provide for basis in S corporation stock, but that 
these judgments should meet the requirements for something more. 

The case would be appealable to the 11th Circuit, a Circuit that had previously found that “something more” short 
of actual payment on the guarantee that would create basis.  Sandra argued that her case offered similar facts 
as that case, Selfe v. United States, 778 F.2d 769, 772 (11th Cir. 1985). 

The Tax Court described the facts in Selfe as follows: 

In Selfe, the taxpayer started a retail clothing business as a sole proprietorship and secured bank 
financing. She pledged assets owned by her and her family as collateral for the loans. The business 
was later incorporated and elected S corporation status, whereupon the corporation (at the bank’s 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11164
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request) was substituted as the obligor on the loans. However, the taxpayer’s personal assets remained 
pledged as collateral and, as the company’s sole shareholder, she personally guaranteed the loans. 
Selfe, 778 F.2d at 770-771. 

While the taxpayer in Selfe never actually made a payment on the guarantees, the 11th Circuit allowed her to 
treat the debt as basis for claiming losses.  The 11th Circuit found: 

Rather, it concluded that a basis increase may be justified “where the facts demonstrate that, in 
substance, the shareholder has borrowed funds and subsequently advanced them to her corporation.” 
Id. at 772-773. Establishment of this factual predicate would require proof that “the lender looks to the 
shareholder as the primary obligor.” Id. at 774. 

In this particular case, the Court found such facts could exist in this case.  The Court noted: 

These included the facts that: (1) the bank originally extended credit to the taxpayer individually, with 
the corporation substituted later as the obligor; (2) the taxpayer pledged her own assets as collateral for 
the loan, and her assets remained pledged after the loan was reissued in the company’s name; (3) the 
S corporation was “a fledgling enterprise,” was “operated by a novice in a highly competitive field,” and 
was “thinly capitalized,” thus making it a poor credit risk; and (4) the taxpayer “presented the deposition 
testimony of her loan officer stating that the bank primarily looked to the taxpayer and not the corporation 
for repayment of the loan.” Selfe, 778 F.2d at 774. 

While the appeals panel did not absolutely conclude this meant the bank looked to the shareholder for 
repayment, the panel believed that it was a reasonable question of fact that needed to be resolved and sent it 
back to the trial court. 

But the 11th Circuit has noted subsequently that the Selfe case was unique and the Tax Court concluded that 
this case was materially different and that there were not the factors present in Selfe that enabled the use of the 
debt as basis. 

The Tax Court noted: 

The facts in the instant case differ from those in Selfe on each of the important points identified by the 
Court of Appeals. There is no evidence that Olson’s lenders had a prior relationship with petitioners or 
that petitioners previously had been obligors on these loans. Petitioners did not pledge any of their 
personal assets as collateral for the loans; all the collateral (consisting primarily of real estate) was 
supplied by the SPEs or their subsidiaries. Olson was a well-established company with a good 
reputation, and petitioners conceded that the loans when made were “clearly supported by the collateral 
that was pledged.” Most importantly perhaps, petitioners produced no testimony or other evidence from 
any of the lending banks that any bank “look[ed] to the shareholder as the primary obligor” on any loan. 
Id. at 774. It is hard to see how a taxpayer could establish a bank’s intentions or expectations on this 
point without producing testimony from someone at the bank. 

The Tax Court also did not agree that the judgment indicated that the bank was looking to her for repayment 
when the loan was made.  The Court held, rather: 

In order to identify the “true obligor” in such circumstances, it is necessary to examine the lender’s 
intentions and other economic facts existing when the lender makes the loan. A court’s entry of a 
deficiency judgment against a guarantor many years later, after the corporation has defaulted and the 
corporation’s collateral has proven insufficient, is simply not relevant in determining whether the lender, 
when initially extending credit, looked to the shareholder as the primary source of repayment. 
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SECTION: 1402 
LAW FIRM MEMBERS NOT ALLOWED TO TREAT INCOME IN EXCESS OF REASONABLE 
COMPENSATION GUARANTEED PAYMENTS AS NOT SELF-EMPLOYMENT INCOME 

Citation: Castigliola, et al v. Commissioner, TC Memo 2017 62, 4/12/17  

Some additional guidance has emerged on the self-employment tax status of member-managers of an PLLC in 
the case of Castigliola, et al v. Commissioner, TC Memo 2017-62.   

Like the members in the case of Renkemeyer, Campbell, & Weaver, LLP v. Commissioner, 136 TC 137 (2011) 
the individual members in this case were attorneys who practiced in a law firm.  However, unlike the attorneys 
in Renkemeyer, these attorneys did not claim that all income from the law firm was not subject to self-
employment tax. 

Rather, the attorneys had consulted with an experienced CPA well versed in tax matters and agreed to pay out 
guaranteed payments to each member that was equivalent to a reasonable salary for an attorney of that 
individual’s experience level in their locality.  The guaranteed payments were reported as self-employment 
income and self-employment tax was paid on those amounts.  To the extent the law firm had income in excess 
of the guaranteed payments, those amounts flowing out on the K-1s were treated as income not subject to self-
employment tax. 

The question of whether the members can escape self-employment tax depends on whether they should be 
treated as limited partners under IRC §1402(a)(13).  IRC §1402(a) begins with a broad statement that partners 
are subject to self-employment tax on income flowing to them from a business carried on by the partnership.  
However, that is subject several exclusions, the key one being at IRC §1402(a)(13) which exempts from 
treatment as self-employment income tax most income allocated to a limited partner, excluding only guaranteed 
payments received by the limited partner for services actually rendered. 

As the Tax Court noted in its opinion, during the years in question (all of which are before 2011, the year the 
Renkemeyer decision was released) there was little guidance on how to handle the self-employment tax status 
of LLC members, especially if or to what extent and in what cases such members would qualify to be treated as 
“limited partners” under IRC §1402(a)(130.  The Tax Court in Renekemeyer, while concluding the attorneys in 
that case did not qualify as limited partners, also made clear that federal tax limited partners would not just be 
limited to “state law” limited partners—and, presumably, that an LLC member could be a limited partner in 
circumstances other than those before the Tax Court in the Renkemeyer case. 

So now the issue becomes—is this fact pattern, which is clearly different from that of Renkemeyer, one where 
the members would be treated as limited partners with respect to the income other than the “reasonable 
compensation” guaranteed payments. 

The Court looked to the rationale in Renkemeyer, noting: 

Therefore, following the approach taken in Renkemeyer, our first inquiry is whether the person claiming 
the section 1402(a)(13) exemption held a position in an entity treated as a partnership for Federal tax 
purposes that is functionally equivalent to that of a limited partner in a limited partnership. Mr. Castigliola, 
Mr. Banahan, and Mr. Mullen were all members of a member- managed PLLC. Consequently, the issue 
is whether a member of such a PLLC is functionally equivalent to a limited partner in a limited 
partnership. 

The Court then looked at the Uniform Limited Partnership Act drafted in 1916 and the Revised Uniform Limited 
Partnership Act issued in 1976, as well as the law adopted by the state of Mississippi, the state in which the 
PLLC operated.  The Court found that all the sources defined a limited partner as having two key characteristics: 

• Limited liability and 

• Lack of control of the business. 

http://www.ustaxcourt.gov/UstcInOp/OpinionViewer.aspx?ID=11178
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As you might guess, the second test would prove problematical for the attorneys in the PLLC in question.  As 
the opinion notes: 

In this case, the respective interests in the PLLC held by Mr. Castigliola, Mr. Banahan, and Mr. Mullen 
made each a member of the PLLC, which was member- managed.   Therefore management power over 
the business of the PLLC was vested in each of them through the interest each held. See id. sec. 79-
29-302 (effective after July 1, 1994). The PLLC had no written operating agreement, nor is there any 
evidence to show that any member’s management power was limited in any way. Furthermore, all 
members participated in control of the PLLC:  For example, they all participated in collectively making 
decisions regarding their distributive shares, borrowing money, hiring, firing, and rate of pay for 
employees. They each supervised associate attorneys and signed checks for the PLLC. On the basis 
of the foregoing facts, the respective interests held by Mr. Castigliola, Mr. Banahan, and Mr. Mullen 
could not have been limited partnership interests under any of the limited partnership acts. Therefore, 
they were not limited partners under section 1402(a)(13). 

As well, the Court concluded that a limited partnership demands at least one general partner—but in this case 
all the attorneys had the same responsibilities and rights.   

The Court noted: 

Because there must be at least one partner who is in control of the business, there must be at least one 
general partner. The members testified that all members participated equally in all decisions and had 
substantially identical relationships with the PLLC. There was no PLLC operating agreement or other 
evidence to suggest otherwise. But since by necessity at least one of the members must have occupied 
a role analogous to that of a general partner in a limited partnership, and because all of the members 
had the same rights and responsibilities, they must all have had positions analogous to those of general 
partners in a limited partnership. 

The Court also cited the history of the firm—prior to becoming a PLLC, they had operated as a general 
partnership and the Court noted that they had not changed the way they managed the business when they 
formed the PLLC. 

So, what does this case mean?  Certainly, by the logic of the case it appears that while it might not be impossible 
for a member-manager to be treated as a limited partner for some of his/her income, it certainly will be easier 
for someone who is not a manager.  In fact, given the Court’s specific focus on the two-pronged definition it 
seems that, in fact, a “mere member” may have a very strong argument that he/she must be treated as a limited 
partner.  This view of limited management activity is consistent with Court’s ruling in the Hardy v. Commissioner 
case (TC Memo 2017-16). 

The Court applied a “could this person have been a state law limited partner” test to the situation.  Thus, it would 
be useful to consult with legal counsel regarding how provisions could be drafted to meet that test under the 
applicable state statute—what powers have been deemed under the state’s law as “permissible” for a limited 
partner to have without losing his/her limited partner status. 

Finally, it’s important to note the Court spent no time dealing with the fact that the guaranteed payments were 
truly a reasonable amount of compensation for the services provided by the member.  While it’s possible that 
this could be an issue with somewhat different facts, the Court in this case admitted that the position taken was 
not an abusive position, refusing to impose penalties for these pre-Renkemeyer years.  So one key takeaway is 
that a member needs more than just a “reasonable compensation guaranteed payment” argument to sustain the 
position some income is not subject to self-employment tax under this case’s reasoning. 
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