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Self-Employment Tax Purposes
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AGENCY: Internd Revene Servie
(IRS), Treasuy.

ACTION: Notice of propose rulemak-
ing and notice of public hearing.

SUMMARY: This documenh contains
proposé amendmers to the regulations
relating to the self-employmet income
tax imposeal unde sectiom 14 of the
Internd Revene Code of 1986 These
regulatiors permt individuals to dete-
mine whethe they are limited partners
for purposs of sectim 1402(a)(13),
eliminating the uncertainy in calculating
an individual's ne earning from self-
employmenh unde existing law. This
documet also contairs anotice of pub-
lic hearirg on the proposé regulations.

DATES Written commens mud be re-
ceivad by April 14, 1997. Requedt to
spe& ard outlines of ord commens to
be discussd at the public hearirg
scheduld for May 21, 1997, at 10 a.m.
mud be receivel by April 30, 1997.

ADDRESSES Serd submissios to:
CC:DOM:CORPR (REG-209824-96),
room 5226 Internd Revene Service,
POB 7604 Ben Franklin Station Wash-
ington, DC 20044 Submissios may be
hard deliverel betwea the hours of 8
a.m and 5 p.m to: CC:DOM:CORP:R
(REG-209824-96)Couria’s Desk In-
ternd Revene Service 1111 Constitu-
tion Avenue NW, Washington DC. Al-
ternativey, taxpayes may submi
commens electronicaly via the Internet
by selectig the “Tax Regs$ option on
the IRS Home Page or by submitting
commens directy to the IRS Internet

FOR FURTHER INFORMATION CON-
TACT: Concernig the regulation Rob-
ert Honigman (202 622-3050 concern-
ing submissios and the hearing
Christina Vasquez (202) 622-68@ (not
toll-free numbers).

SUPPLEMENARY
INFORMATION:

Backg round

This documen contairs proposel
amendmers to the Income Tax Regula-
tions (26 CFR pat 1) unde section
14@ of the Internd Revene Code and
replace the notice of propose rulemak-
ing publishel in the Federd Register
on Decembe 29, 1994 at 59 FR 67253
(EE-45-94 19951 C.B. 853), that
treatel certan membes of a limited
liability compary (LLC) as limited part-
ners for self-employmeh tax purposes.
Written commen$ respondig to the
propose regulatiors were received and
a public hearirg was held on Jure 23,
1995.

Unde the 199 propose regulations,
an individud owning an intere$ in an
LLC was treatal as alimited partne if
(2) the individud lacked the authoriy to
make managemen decisiors necessary
to condut¢ the LLC’s busines (the
managemen test) and (2) the LLC
could haw bee formed as a limited
partnershp rathe than an LLC in the
sane jurisdiction, and the membe could
hawe qualified as alimited partne in the
limited partnerstp unde applicabé law
(the limited partne equivalene test).
The intert of the 19 proposé regula-
tions was to trea ownes of an LLC
intere¢ in the sane manne as similarly
situatel partnes in a stake law partne-
ship.

Publc commens on the 199 pro-
poseal regulatiors were mixed While
sonme commentats were pleasé with
the proposd regulatiors for attempting
to conform the treatmem of LLCs with
stae law partnerships others criticized
the 1994 propose regulatiors base on
a variety of arguments.

A numbe of commentata® discussed
administratie and compliane problems
with the 199 propose regulations For
example it was noted tha both the
managemented and the limited partner
equivalene ted depem upon legd or

site at http://wwww.irs.ustreas.gov/prod/ factud determinatios tha may be diffi-

tax_regs/comments.htmlThe public
hearirg will be held in the Auditorium,
Internd Revene Servie building, 1111
Constitution Avenue NW, Washington,
DC.

cult for taxpayes or the IRS to make
with certainy.

Anothe commentato pointed out that
basirg the self-employmeh tax treat-
mernt of LLC membes on stae law



limited partnership rules would lead toshare attributable to a general partneaccounting, actuarial science, or consult-
disparate treatment between members d@fterest. Under this argument, a partneing, any individual who provides ser-
different LLCs with identical rights that holds both a general partner interestices as part of that trade or business
based solely on differences in the lim-and a limited partner interest is onlywill not be considered a limited partner.
ited partnership statutes of the states isubject to self-employment tax on the ; ;
which the members form their LLC. For distributive share attributable to the part- By adopting these functional tests, the
example, State As _Iimited partnershipner’s general partner interest. This inten fly situated individuals owning inter-
act may allow a limited partner toalso may be inferred from the statutory sts in entities formed under different
participate in a partnership’s businessanguage of section 1402(a)(13) that the in diff urisdicti o
while State B’s limited partnership actself-employment tax does not apply toztatutes or-in different jurisdictions wi
may not. Thus, an LLC member, who is“. . . the distributive share of any item € tfeated similarly. The need for a
not a manager, that participates in thef income or loss of a limited partner,functional approach results not only
LLC's business would be a limitedas such . . ..” Based on this evidenceffom the proliferation of new business
partner under the proposed regulations these commentators requested that ttRhfities such as LLCs, but also from the
the LLC is formed in State A, but not if proposed regulations be revised to allov@volution of state limited partnership
the LLC is formed in State B. Commen-the bifurcation of interests for self-statutes. When Congress enacted the
tators asserted that this disparate treaémployment tax purposes. limited partner exclusion found in sec-
ment is inherently unfair for federal tax After considering the comments re-tion 1402(a)(13), state laws generally
purposes. ceived, the IRS and Treasury have dedid not allow limited partners to partici-
Some commentators argued for aided to withdraw the 1994 notice ofpate in the partnership’s trade or busi-
“material participation” test to deter- proposed rulemaking and to re-proposeess to the extent that state laws allow
mine whether an LLC member’s dis-amendments to the Income Tax Regulaimited partners to participate today.
tributive share is included in the indi-tions (26 CFR part 1) under sectionThus, even in the case of a state law
vidual’s net earnings from self- 1402 of the Code. Explanation of Provi-limited partnership, a functional ap-
employment. The proposed regulationsions proach is necessary to ensure that the
did not contain a participation test. The proposed regulations contained igelf-employment tax consequences to
Commentators advocating a participatiorthis document define which partners ofkimilarly situated taxpayers do not differ
test stressed that such a test would federal tax partnership are consideredepending upon where the partnership
eliminate uncertainty concerning manylimited partners for section 1402(a)(13)organized.
LLC members’ limited partner statuspurposes. These proposed regulations The proposed regulations allow an
and would better implement the self-apply to all entities classified as ajngjvidual who is not a limited partner
employment tax goal of taxing compen-partnership for federal tax purposes, refor section 1402(a)(13) purposes to
sation for services. gardless of the state law characterizatiofonetheless exclude from net earnings
Other commentators argued for eof the entity. Thus, the same standardgom self-employment a portion of that
more uniform approach, stating that aapply when determining the status of anngividual’s distributive share if the indi-
single test should govern all businessndividual owning an interest in a stateyjgual holds more than one class of
entities (i.e., partnerships, LLCs, LLPslaw limited partnership or the status ofinterest in the partnership. Similarly, the
sole proprietorships, et al.) whose meman individual owning an interest in anproposed regulations permit an  indi-
bers may be subject to self-employmentLC. In order to achieve this confor-yiqual that participates in the trade or
tax. These commentators generally reamity, the proposed regulations adopt apysiness of the partnership to bifurcate
ognized, however, that a change in thepproach which depends on the relatiomis or her distributive share by disre-
treatment of a sole proprietorship or arship between the partner, the partnefyarding guaranteed payments for ser-
entity that is not characterized as aship, and the partnership’s businessjices. In each case, however, such bifur-
partnership for federal tax purposesState law characterizations of an indi¢ation of interests is permitted only to
would be beyond the scope of regulavidual as a “limited partner” or other- (he extent the individual’'s distributive
tions to be issued under sectiorwise are not determinative. share is identical to the distributive
1402(a)(13). Generally, an individual will be ghare of partners who qualify as limited
Finally, some commentators focusedreated as a limited partner under th§gartners under the proposed regulation
on whether the Service would respecproposed regulations unless the inditwithout regard to the bifurcation rules)
the ownership of more than one class ofidual (1) has personal liability (asgng who own a substantial interest in
partnership interest for self-employmentlefined in § 301.7701-3(b)(2)(ii) of the{he partnership. Together, these rules
tax purposes (bifurcation of interests)Procedure and Administration Regulasyciude from an individual's net earn-
The proposed regulations treated afions) for the debts of or claims againsfngs from self-employment amounts that
LLC member as a limited partner withthe partnership by reason of being &re demonstrably returns on capital in-
respect to his or her entire interest (ifpartner; (2) has authority to contract onested in the partnership.
the member was not a manager anbehalf of the partnership under the stat-
satisfied the limited partner equivalenceite or law pursuant to which the part-proposed Effective Date
test), or not at all (if either the manage-nership is organized; or, (3) participates
ment test or limited partner equivalencen the partnership’s trade or business for These regulations are proposed to be
test was not satisfied). Commentatorsnore than 500 hours during the taxableffective beginning with the individual's
however, pointed to the legislative his-year. If, however, substantially all of thefirst taxable year beginning on or after
tory of section 1402(a)(13) to supportactivities of a partnership involve thethe date these regulations are published
their argument that Congress only inperformance of services in the fields ofas final regulations in th&ederal Reg-
tended to tax a partner’s distributivehealth, law, engineering, architecturejster.

roposed regulations ensure that simi-



Special Analyses ever, other personnel from the IRS and (h) Definition of limited partner—(1)
Treasury Department participated inin general. Solely for purposes of sec-

It has been determined that this notiCgnejr development. tion 1402(a)(13) and paragraph (g) of
of proposed rulemaking is not a signifi- e . e e this section, an individual is considered
cant regulatory action as defined in EO to be a limited partner to the extent
12866. Therefore, a regulatory asS€S¥510posed Amendments to the provided in paragraphs (h)(2), (h)(3),
ment is not required. It also has beerhegulations (h)(4), and (h)(5) of this section.

determined that section 553(b) of the (2) Limited partner. An individual is
Administrative Procedure Act (5 U.S.C. Accordingly, 26 CFR part 1 is pro- yyeated as a limited partner under this
chapter 5) does not apply to thesgosed to be amended as follows: paragraph (h)(2) unless the individual—

regulations, and, because the regulation () Has personal liability (as defined

do not impose a collection of informa-PART 1—INCOME TAXES in § 301.7701-3(b)(2)(ii) of this chapter

tion on small entities, the Regulatory paragraph 1. The authority citation forfor the debts of or claims against the
Flexibility Act (5 U.S.C. chapter 6) doespart 1 continues to read in part agartnership by reason of being a partner;
not apply. Pursuant to section 7805(f) ofo|lows: (i) Has authority (under the law of

the Internal Revenue Code, this notice aythority: 26 U.S.C. 7805 * * * the jurisdiction in which the partnership

of proposed rulemaking will be submit-  par 2 gSection 1.1402(a)-2 isis formed) to contract on behalf of the

ted to the Chief Counsel for Advocacyymended by: partnership; or

of the Small Business Administration for - 1 * peyising the first sentence of para- (iii) Participates in the partnership’s

comment on its impact on small busi-ga0p (g). trade or business for more than 500
ness. 2. Removing the reference “sectionhours during the partnership’s taxable
702(a)(9)" in the first sentence of para-year.

Comments and Public Hearing graph (e) and adding “section (3) Exception for holders of more

Before these proposed regulations aré02(2)(8)" in its place. than one class of interesén individual
adopted as final regulations, consider- 3. Revising the last sentence of paraholding more than one class of interest
ation will be given to any written com- graph (f). in the partnership who is not treated as

ments (a signed original and eight (8) 4. Revising paragraphs (g) and (h) limited partner under paragraph (h)(2)
copies) that are submitted timely to the 5. Adding new paragraphs (i) and (j).0f this section is treated as a limited
IRS. All comments will be available for The revisions and additions read adartner under this paragraph (h)(3) with
public inspection and copying. follows: respect to a specific class of partnership

A public hearing has been schedule intergast held by such ir)d_ividual if, i.m—
for Wednesday, May 21, 1997, at 10 1.1402(a)-2Computation of net earn- mediately after the individual acquires

a.m. in the Auditorium, Internal Rev- 'M9S from self-employment. that class of interest—

. .~ o (i) Limited partners within the mean-
enue Service building, 1111 Constitution L A A ing of paragraph (h)(2) of this section
Avenue, NW, Washington, DC. Because (d) * * * Except as otherwise pro- wn a substantial, continuing interest in
of access restrictions, visitors will not bevided in section 1402(a) and paragrapl&at specific class of partnership interest:
admitted beyond the Internal Revenudg) of this section, an individual's net&md P P P '
Service building lobby more than 15earnings from self-employment include™ .\ Lo N .
minutes before the hearing starts. the individual's distributive share ga(tlilc))n-ls—h?/viltrr]ld“zgjsupaelgt r't%httsh;ndspoebé:ﬁc

The rules of 26 CFR 601.601(a)(3)(Whether or not distributed) of income ;. "o “inierest are identical to the
apply to the hearing. or loss described in section 702(::1)(85;i

: . hts and obligations of that specific
Persons that wish to present oral/©M any trade or business carried on b%%ss of partnergship interest heldpby the
comments at the hearing must submifach partnerfrlle of which the InOIIVKju""'Iimited partners described in paragraph
written comments by April 14, 1997,'S @ partner. (h)(3)(i) of this section.
and submit an outline of the topics to be L A S (4) Exception for holders of only one
discussed and the time to be devoted to (f) * * * For rules governing the class of interestAn individual who is

each topic (signed original and eight (8)classification of an organization as anot treated as a limited partner under

copies) by April 30, 1997. partnership  or  otherwise, seeparagraph (h)(2) of this section solely

A period of 10 minutes will be allot- 8 8 301.7701-1, 301.7701-2, anchecause that individual participates in
ted to each person for making com-301.7701-3 of this chapter. the partnership’s trade or business for
ments. (9) Distributive share of limited part- more than 500 hours during the partner-

An agenda showing the scheduling of’€". An individual's net earnings from ship’s taxable year is treated as a limited
the speakers will be prepared after th&elf-employment do not include the indi-partner under this paragraph (h)(4) with
deadline for receiving outlines hasVidual’s distributive share of income orrespect to the individual's partnership
passed. Copies of the agenda will b&?SS as a limited partner described innterest if, immediately after the indi-
available free of charge at the hearingP@ragraph (h) of this section. Howeveryidual acquires that interest—

guaranteed payments described in sec- (i) Limited partners within the mean-
Drafting Information tion 707(c) made to the individual foring of paragraph (h)(2) of this section
services actually rendered to or on beewn a substantial, continuing interest in

The principal author of these regula-half of the partnership engaged in ahat specific class of partnership interest;
tions is Robert Honigman of the Officetrade or business are included in thend
of Assistant Chief Counsel (Passdndividual's net earnings from self- (i) The individual's rights and obli-
throughs & Special Industries). How-employment. gations with respect to the specific class



of interes are identicd to the rights and
obligatiors of the specific clas of part-
nershp interes held by the limited
partnes describé in paragrap (h)(4)(i)
of this section.

(5) Exception for service partner s
service partnershipAn individud who
is aservie partne in a servie partne-
ship may not be alimited partne under
paragrapk (h)(2), (h)(3), or (h)(4) of
this section.

(6) Additional definitions Solely for
purposs of this paragrap (h)—

(i) A class of interesis an interest
tha grans the holde specift rights and
obligations If a holde’s rights and
obligatiors from an intereg are different
from anothe holde’s rights ard obliga-
tions ead holde’s interes belongs to a
separat clas of interest An individual
may hold more than one class of interest
in the same partnerstp provided that
ead class grans the individud different
rights or obligations The existene of a
guaranteé@ paymet describé in section
707(9 mace to an individud for se-
vices render@ to or on behaf of a
partnership howeve, is naot a facta in
determinirg the rights and obligatiors of
a clas of interest.

(i) A service partnelis a partner
who provides services to or on behaf of
the servie partnershifs trade or busi-
ness A partne is not considerd to be a
servie partne if that partne only pro-
vides a de minimis amoun of services
to or on behaf of the partnership.

(i) A service partnershiiz a part-
nershp substantiayf all the activities of
which involve the performane of sa-
vices in the fields of health law, engi-
neering architecture accounting actu-
arid science or consulting.

guaranted paymen of $6x for 600 hours of
services rendered to LLC amd C receives a
guaranted paymen of $10x for 1000 hours of
services renderé to LLC. C als is electal LLC's i X
manage Unde Statés law, C has the authoriy to Margare Milner Richardson,

contrat¢ on behaf of LLC. Commissioner of Internal Revenue.

i (ii) Application of general rule of paragraphgiieq by the Office of the Federh Registe on
(h)(2) of this sectionA is treatel as a limited Januay 10, 1997, 8:45 a.m, ard publishel in the

partne in LLC unde paragrap (h)(2) of this jsgie of the Federh Registe for Januay 13, 1997,
sectio becaus Aiis nat liable personaly for debts g2 FR. 1702)

of or claims againg LLC, A does not have
authoriy to contra¢ for LLC unde Statés law,
ard A does not participag in LLC’s trade or
busines for more than 500 hours during the
taxabk yea. Therefore A’'s distributive share
attributabé to A's LLC unit is excludel from A's
ne earning from self-employmeh unde section
1402(a)(13).

(iii) Distributiv e share not included in net earn-
ings from self-employmen t under paragrap h (h)(4)
of this sectionB’s guaranted paymem of $6x is
included in B’s net earning from self-employment
unde section 1402(a)(13) B is not treate as a
limited partne unde paragrap (h)(2) of this
secti;m becausealthoudh B is not liable for debts
of or claims agains LLC and B does nat have
authoriy to contra¢ for LLC unde Stateés law, B
does participats in LLC's trade or busines for
more than 500 hours during the taxabk yea.
Furthe, B is nat treatel as alimited partne under
paragrap (h)(3) of this sectim becaus B does
not hold more than one class of interes in LLC.
Howeve, B is treatel as a limited partne under
paragrap (h)(4) of this sectim becaus B is not
treatel as alimited partne unde paragrap (h)(2)
of this section solely becaus B participatel in
LLC’s busines for more than 500 hours and
becaus A is a limited partneé unde paragraph
(h)(2) of this sectim who owns a substantial
interes with rights and obligatiors tha are identi-
cd to B’s rights ard obligations In this example,
B’s distributive shae is deeme to be aretum on
B’s investmen in LLC ard not remuneratia for
B’'s servie to LLC. Thus B’s distributive share
attributabé to B’s two LLC units is nat net
earning from self-employmeh unde sectim
1402(a)(13).

(iv) Distributiv e share included in net earnings
from self-employmen€'s guaranted paymen of
$1 is included in C's net earning from self-
employmen unde section 1402(a) In addition,

sectio is publishel as afinal regulation
in the Federd Register.

(iv) A substantial interest in a clasg’s distributive shae attributabé to C's LLC unit

of interesis determin@ basel on all of
the relevan facts ard circumstancesin
all cases howeve, ownershp of 20
percem or more of a specifc clas of
interes is considerd substantial.

(i) Example.The following example
illustrates the principles of paragraphs
(g) ard (h) of this section:

Example (i) A, B, ard C form LLC, a limited
liability company, unde the laws of Stake to
enga@ in a busines tha is not a servie partne-
ship describel in paragrap (h)(6)(iii) of this
section LLC, classifid as a partnershp for fed-
erd tax purposes allocates all items of income,
deduction ard credi of LLC to A, B, ard C in
proportim to their ownershp of LLC. A and C
eat contribue $1x for one LLC unit. B contrib-
utes $2x for two LLC units Ead LLC unit
entitles its holde to receive 25 percen of LLC's
tax items including profits. A does nat perform
services for LLC; howeve, eah yea B receives a

aloo is ne earning from self-employmeh under
section 1402(3 becaue Cis not a limited partner
unde paragraph (h)(2), (h)(3), or (h)(4) of this

section C is not treatel as alimited partne under
paragrap (h)(2) of this sectim becaus C has the
authoriy unde States law to ente into a binding
contra¢ on behaf of LLC ard becaus C partici-

pates in LLC’s trade or busines for more than
500 hours during the taxabk yea. Furthe, C is

not treatel as a limited partne unde paragraph
(h)(3) of this section becaus C does not hold

more than one class of interes in LLC. Finally, C

is not treatel as alimited partne unde paragraph
(h)(4) of this sectim becaus C has the powe to

bind LLC. Thus C's guaranteé paymemn and
distributive shae both are included in C's net
earning from self-employmeh unde sectim

1402(a).

(j) Effective dateParagraph (d), (e),
), (9), (h), ard (i) are applicabé begin-
ning with the individual's first taxable
yea beginnirg on or after the datk this



