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US. Tax Court: Passthrough net
operating loss carryovers disallowed
due to insuftficient basis

The U.S. Tax Court yesterday released a memorandum opinion holding that the taxpayer was not
entitled to deduct net operating loss (NOL) carryovers in 2010, 2011, and 2012, attributable to
passthrough losses claimed in 2007, 2008, and 2009, because the taxpayer failed to substantiate that
he had sufficient basis in his interest and was at risk so as to be allowed to deduct the losses.

The case is: Bryan v. Commissioner, T.C. Memo 2023-74 (June 20, 2023). Read the Tax
Court’s opinion [PDF 203 KB]

Summary

The taxpayer owned a 99% membership interest in a limited liability company (LLC 1), and his wife
owned the remaining 1% interest in LLC 1. LLC 1’s operating agreement did not require its members to
contribute capital in excess of the “maximum capital contribution” listed in the operating agreement,
which for the taxpayer was $166,667. Under the operating agreement, the LLC 1 members must make
their maximum capital contribution upon receipt of a notice of request from a “majority in interest” of
LLC 1’s members. There was no evidence the taxpayer ever made that contribution.

The taxpayer gave LLC 1 a purported promissory note dated September 30, 2007, stating that he would
pay $2.7 million to LLC 1 on or before December 31, 2030, with interest accruing at an annual rate of
4.75%. The note was neither secured nor collateralized and did not include a repayment schedule but
did allow repayment to be extended without notice. No payments were ever made on the note. LLC 1’s
operating agreement did not state that its members were liable for LLC 1’s debts, and it did not provide
for mandatory cash calls by or to its managers or members. LLC 1’s operating agreement also did not
provide for a capital deficit restoration obligation.

LLC 1 acquired a 20% interest in a lower-tier LLC (LLC 2) in exchange for a purported $2.7 promissory
note with precisely the same terms as the note the taxpayer gave LLC 1. LLC 1 never made any
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payments to LLC 2 under the note. The operating agreement of LLC 2 stated that its members were not
personally liable for any judgment, decree, or court order against LLC 2 or for the debts, obligations,
liabilities, or contracts of LLC 2. In addition, the operating agreement did not provide for mandatory
cash calls to its members (other than the managing member which LLC 1 was not) and provided that its
members had no capital deficit restoration obligation.

LLC 2 secured third-party financing, but neither LLC 1 nor the taxpayer or his wife were personally
liable for the debt, were a guarantor of the debt, or pledged any of their assets as collateral or security
for the debt. In addition, neither the taxpayer’s note to LLC 1 nor LLC 1’s note to LLC 2 were pledged
as collateral or security for the third-party debt.

The taxpayer also owned an interest in another LLC (LLC 3) which he acquired in exchange for a $1
million purported promissory note, payable with interest at 2.75%. Neither the taxpayer nor his wife ever
made any payments to LLC 3 under the note. LLC 3’s operating agreement stated that its members
were not personally liable for any judgment, decree, or court order against LLC 3 or for the debts,
obligations, liabilities, or contracts of LLC 3. In addition, the operating agreement did not provide for
mandatory cash calls to its members (other than the managing member which the taxpayer was not)
and provided that its members had no capital deficit restoration obligation (with certain limited irrelevant
exceptions).

LLC 3 also secured third-party financing, but neither the taxpayer nor his wife were personally liable for
the debt, were a guarantor of the debt, or pledged any of their assets as collateral or security for the
debt. In addition, the taxpayer’s note to LLC 3 was not pledged as collateral or security for the third-
party debt.

The taxpayer claimed deductions for NOL carryovers of $3,501,337, $3,389,314, and $3,240,711 in
2010, 2011, and 2012, respectively. The NOLs result from passthrough losses that the taxpayer
deducted on his 2007, 2008, and 2009 returns, the excesses of which were carried forward as NOLs.
The IRS disallowed those deductions, determining in notices of deficiency that the taxpayer (1) failed to
substantiate the existence or amounts of the claimed NOLs; (2) failed to substantiate he had a sufficient
basis to deduct the claimed NOLs; (3) did not substantiate he was at risk so as to be allowed to deduct
the claimed NOLs; and (4) did not substantiate that he materially participated in the activity or activities
generating the losses so as to be allowed to deduct the claimed NOLs (although the IRS subsequently
conceded that issue).

Tax Court decision

The Tax Court agreed with the IRS, finding that neither the taxpayer nor his wife acquired any basis
during the subject years in LLC 1, LLC 2, or LLC 3, on account of the purported promissory notes, the
third-party debt of LLC 2 or LLC 3, or otherwise. The court also found that the taxpayer failed to
establish that he was at risk with respect to the business activities of LLC 2.

In that regard, the court found that the taxpayer’s purported $2.7 million note to LLC 1 was not bona
fide indebtedness because the taxpayer never intended to repay the note. The court referenced the
various factors relevant to the determination of whether a loan is true indebtedness and then concluded
there was no intention to repay the debt based on the facts that (1) there was no payment schedule
other than an obligation to pay the note in full in almost 25 years, (2) the debt was unsecured and
uncollateralized, (3) there were no payments made under the note, (4) there was no evidence the
taxpayer had the wherewithal to pay any significant portion of the note, and (5) the partnership tax
return did not list the note as an asset.

The court also found that while LLC 1’s operating agreement provided for “maximum capital
contributions” from its members, which could be required upon demand by a majority in interest of
members, it was unlikely the taxpayer would make a demand upon himself (or his wife) to contribute the
funds.
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In addition, the court found that LLC1 did not acquire any basis in its interest in LLC 2 during the years
at issue on account of the purported promissory note, LLC 2’s third-party debt, or otherwise. The court
also specifically rejected the taxpayer’'s argument that the purported promissory notes were a direct or
indirect pledge of property as security for a partnership liability within the context of Treas. Reg. §
1.752-2.

kpmg.com/socialmedia

wliin| {[Go

The information contained in TaxNewsFlash is not intended to be “written advice concerning one or more Federal tax matters” subject to the requirements of section
10 37(a)(2) of Treasury Department Circular 230, as the content of this document is issued for general informational purposes only, is intended to enhance the reader’s
knowledge on the matters addressed therein, and is not intended to address the circumstances of any particular individual or entity. Although we endeavor to provide
accurate and timely information, there can be no guarantee that such information is accurate as of the date it is received or that it will continue to be accurate in the future.
No one should act on such information without appropriate professional advice after a thorough examination of the particular situation.

The KPMG name and logo are trademarks used under license by the independent member firms of the KPMG global organization.
KPMG International Limited is a private English company limited by guarantee and does not provide services to clients. No member firm has any authority to obligate or bind
KPMG International or any other member firm vis-a-vis third parties, nor does KPMG Intemational have any such authority to obligate or bind any member firm.

Direct comments, including requests for subscriptions, to Washington National Tax. For more information, contact KPMG’s Federal Tax Legislative and Regulatory Services
Group at + 1 202.533.3712, 1801 K Street NW, Washington, DC 20006-1301.

To unsubscribe from TaxNewsFlash-United States, reply to Washington National Tax.
Privacy | Legal

® 2023 KPMG LLP, a Delaware limited liability partnership and a member firm of the KPMG global organization of independent member firms affiliated with KPMG
International Limited, a private English company limited by guarantee. All rights reserved.

The KPMG name and logo are trademarks used under license by the independent member firms of the KPMG global organization.


mailto:US-KPMGWNT%40kpmg.com?subject=Comments%20and%20requests
mailto:US-KPMGWNT%40kpmg.com?subject=Comments%20and%20requests
https://home.kpmg.com/us/en/home/misc/privacy.html
https://home.kpmg.com/us/en/home/misc/legal.html

