Kansas State University Department Of Agricultural Economics Extension Publication 08/22/2022

LLCs and Self-Employment Tax — Part Two

Roger McEowen (roger.mceowen@washburn.edu) — Washburn University School of Law
August 2022
Agricultural Law and Taxation Blog, by Roger MicEowen: https.//lawprofessors.typepad.com/agriculturallaw/
Used with permission from the Law Professor Blog Network

Overview

In Part One of this two-part series, the discussion focused on how the determination is made of whether an
LLC member is a limited partner. There it was noted that the IRS/Treasury hadn't yet finalized a regulation
that was initially proposed in 1997 to address the issue. The characterization of an LLC member’s interest is
determinative of whether the member has self-employment tax liability on amounts distributed to the
member (other than guaranteed payments).

In today’s Part Two of this series, | dig into the self-employment tax issue further. Proper structuring of the
entity matters as does the drafting of the LLC operating agreement and the conduct of the members.

Self-employment tax implications of LLCs — when is a member really a limited partner? That's the topic of
today’s post.

LLCs and Self-Employment Tax

Net earnings from self-employment includes the distributive share of income or loss from a trade or business
carried on by a partnership. I.R.C. 81402(a). Thus, the default rule is that all partnership income is
included, unless it is specifically excepted. Whether LLC members can avoid self-employment tax on their
income from the entity depends on their member characterization. Are they general partners or limited
partners? Under I.R.C. 81402(a)(13), a limited partner does not have self-employment income except for
any guaranteed payments paid for services rendered to the LLC. So, what is a limited partner? The test of
whether an interest in an entity treated as a partnership for tax purposes is treated as a limited interest or a
general interest, for the purpose of applying the self-employment tax is stated at Prop. Reg. 81.1402(a)-2(h),
issued in 1997.

Note: Immediately after the Proposed Regulation was issued, the Congress passed a statute prohibiting the
IRS from finalizing the Regulation within one year. Nothing further has been forthcoming. Although still in
Proposed Regulation form, this regulation remains the best available authority.

The Proposed Regulation establishes a three-part general rule, with two exceptions, that may permit limited
partner treatment under certain conditions. A third exception to limited partner treatment applies in the
context of professional service businesses (e.g., law, accounting, health, engineering, etc.). Under the
general rule, a member is not treated as a limited partner if: (1) the member has personal liability for the
debts or claims against the LLC by reason of being a member; (2) the member has authority under the
state’s LLC statute to enter into contracts on behalf of the LLC; or (3) the member participated in the LLC’s
trade or business for more than 500 hours during the LLC’s tax year. Prop. Treas. Reg. §1.1402(a)-2(h)(2).

An exception applies only if the interest-holder owns a single class of interest (regardless of whether there
are multiple classes outstanding) and failure of the 500-hour test is the sole reason for treatment of the
interest as a general interest. In addition, the interest held must meet certain threshold requirements:
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e There must be at least one member holding the same class of interest who meets all three of the
requirements under the general rule, without application of any exceptions;

e The share of that class of interest held by those members must be “substantial” (with respect to the
class of interest at issue and not with respect to the entity as a whole), based on the facts and
circumstances (a safe harbor of 20 percent, in aggregate, is provided at Treas. Reg. 1.1402(a)-
2(h)(6)(v)); and

e The interests held by those members must be “continuing” (an undefined term).

Another exception to the general rule applies only if the member owns at least two classes of interests and
the same threshold requirements are satisfied. This exception may permit a member to treat the distributive
share attributable to at least one class as a limited interest if the three requirements of the general rule are
met with respect to any class that the member holds. In that case the distributive share attributable to that
interest is not subject to self-employment tax. But, the distributive share attributable to any interest held by a
member that does not meet the three requirements of the general rule is subject to self-employment

tax. This all means that a portion of a member’s total distributive share may be subject to self-employment
tax, and some may not be.

Note: Under the general rule, it is likely that the entire distributive share of all members of a member-
managed LLC will be subject to self-employment tax because state law likely gives all members the
authority to contract. Likewise, LLP statutes likely give management rights which means that the second
requirement of the general rule cannot be satisfied. As a result, neither exception to the general rule can be
met because both exceptions require at least one member to satisfy all three requirements of the general
rule.

The Castigliola case. In Castigliola, et al. v. Comr, T.C. Memo. 2017-62, a group of lawyers structured
their law practice as member-managed Professional LLC (PLLC). On the advice of a CPA, they tied each of
their guaranteed payments to what reasonable compensation would be for a comparable attorney in the
locale with similar experience. They paid self-employment tax on those amounts. However, the Schedule
K-1 showed allocable income exceeding the member’'s guaranteed payment. Self-employment tax was not
paid on the excess amounts. The IRS disagreed with that characterization, asserting self-employment tax
on all amounts allocated.

The Tax Court agreed with the IRS. Based on the Uniform Limited Partnership Act of 1916, the Revised
Limited Partnership Act of 1976 and Mississippi law (the state in which the PLLC operated), the court
determined that a limited partner is defined by limited liability and the inability to control the business. The
members couldn’t satisfy the second test. Because of the member-managed structure, each member had
management power of the PLLC business. In addition, because there was no written operating agreement,
the court had no other evidence of a limitation on a member's management authority. In addition, the
evidence showed that the members actually did participate in management by determining their respective
distributive shares, borrowing money, making employment-related decisions, supervising non-partner
attorneys of the firm and signing checks. The court also noted that to be a limited partnership, there must be
at least one general partner and a limited partner, but the facts revealed that all members conducted
themselves as general partners with identical rights and responsibilities. In addition, before becoming a
PLLC, the law firm was a general partnership. After the change to the PLLC status, their management
structure didn’t change.

The court did not mention the proposed regulations, but even if they had been taken into account the
outcome of the case would have been the same. Member-managed LLCs are subject to self-employment
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tax because all members have management authority. It's that simple. In addition, as noted below, there is
an exception in the proposed regulations that would have come into play.

Note: As a side-note, the IRS had claimed that the attorney trust funds were taxable to the PLLC. The
court, however, disagreed because the lawyers were not entitled to the funds.

Structuring to Minimize Self-Employment Tax — The Manager-Managed LLC

There is an entity structure that can minimize self-employment tax. An LLC can be structured as a
manager-managed LLC with two membership classes. With that approach, the income of a member holding
a manager’s interest is subject to self-employment tax, but if non-managers that participate less than 500
hours in the LLC’s business hold at least 20 percent of the LLC interests, then any non-manager interests
held by members that participate more than 500 hours in the LLC’s business are not subject to self-
employment tax on the pass-through income attributable to their LLC interest. Prop. Treas. Reg. 81.1402(a)-
2(h)(4). They do, however, have self-employment tax on any guaranteed payments.

Service businesses. The manager-managed structure does not achieve self-employment tax savings for
personal service businesses, such as the one involved in Castigliola. Prop. Treas. Reg. §1.1402(a)-2(h)(5)
provides an exception for service partners in a service partnership. Such partners cannot be a limited
partner under Prop Treas. Reg. §1.1402(a)-2(h)(4) (or (2) or (3), for that matter). Thus, for a professional
services partnership (such as the law firm at issue in the case), structuring as a manager-managed LLC
would have no beneficial impact on self-employment tax liability.

Note: If a member of a services partnership (e.g. LLC) is merely an investor that is not involved in the
operations of the LLC as a business and is separately paid for services rendered, any distributive share is
not subject to self-employment tax. See, e.g., Hardy v. Comr., T.C. Memo. 2017-16. But, if the distributive
share is received from fees from the LLC’s business, the distributive share is subject to self-employment
tax. See, e.g., Renkemeyer, Campbell & Weaver, LLP, 136 T.C 137 (2011).

Farming and ranching operations. For LLCs that are not a “service partnership,” such as a farming
operation, it is possible to structure the business as a manager-managed LLC with a member holding both
manager and non-manager interests that can be bifurcated. The result is that a member holding both
manager and non-manager interests is not subject to self-employment tax on the non-manager interest but
is subject to self-employment tax on the pass-through income and a guaranteed payment attributable to the
manager interest.

Example. Here's what it might look like for a farming operation:

A married couple operates a farming business as an LLC. The wife works full-time off the farm and does not
participate in the farming operation. But she holds a 49 percent non-manager ownership interest in the

LLC. The husband conducts the farming operation full-time and also holds a 49 percent non-manager
interest. But, the husband, as the farmer, also holds a 2 percent manager interest. The husband receives a
guaranteed payment for his manager interest that equates to reasonable compensation for his services
(labor and management) provided to the LLC. The result is that the LLC’s income will be shared pro-rata
according to the ownership percentages with the income attributable to the non-manager interests (98
percent) not subject to self-employment tax. The two percent manager interest is subject to self-
employment tax along with the guaranteed payment that the husband receives. This produces a much
better self-employment tax result than if the farming operation were structured as a member-managed LLC.

Additional benefit. There is another potential benefit of utilizing the manager-managed LLC

structure. Until the net investment income tax of I.R.C. 81411 is repealed, it applies to a taxpayer’'s passive
sources of income when adjusted gross income exceeds $250,000 on a joint return ($200,000 for a single
return). While a non-manager’s interest in a manager-managed LLC is typically considered passive with the
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income from the interest potentially subject to the 3.8 percent surtax, a spouse can take into account the
material participation of a spouse who is the manager. I.R.C. 8469(h)(5). Thus, the material participation of
the manager-spouse converts the income attributable to the non-manager interest of the other spouse from
passive to active income that will not be subject to the 3.8 percent surtax.

Note: Returning to the example above, the result would be that self-employment tax is significantly reduced
(it's limited to 15.3 percent of the husband’s reasonable compensation (in the form of a guaranteed
payment) and his two percent manager interest) and the net investment income surtax is avoided on the
wife’s income.

Conclusion

The manager-managed LLC provides a better result than the result produced by the member-managed LLC
for LLCs that are not service partnerships. For those that are, such as the PLLC in Castigliola, the S
corporation is the business form to use to achieve a better tax result. For an S corporation, “reasonable”
compensation will need to be paid subject to S.E. tax, but the balance drawn from the entity can be received
self-employment tax free. But, for farming operations with land rental income, the manager-managed LLC
can provide a better overall tax result than the use of an S corporation because of the ability to eliminate the
net investment income tax.

Of course, the self-employment tax and the net investment income tax are only two pieces of the puzzle to
an overall business plan. Other non-tax considerations may carry more weight in a particular situation. But
for some, this strategy can be quite beneficial.

The decision in Castigliola would appear to further bolster the manager-managed approach — an individual
that is a “mere member” appears to now have an even stronger argument for limited partner treatment. In
addition, the court didn’t impose penalties on the PLLC because of reliance on an experienced professional
for their filing position.

Proper structuring of the LLC and careful drafting of the operating agreement is important.

For more information about this publication and others, visit AgManager.info.
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