7917. How do the passive loss rules and other limitations on the use of credits interact with each other?

The IRC seems to provide that credits must be allowable under the limitations that apply to a particular credit (e.g., the general business credit limitation) before the credit enters into the calculation of the amount of credits attributable to passive activities.
 Then, if the credit is allowable under the passive credit limitation (i.e., passive credits may offset only tax liability attributable to passive activities) or the $25,000 rental real estate exemption (see Q 7921), the credit would become subject to overall limitations that apply to all credits (e.g., credits may not reduce regular tax liability to less than tentative minimum tax liability). This appears to be consistent with explanations contained in committee reports for TRA ’86.
 

Planning Point: However, temporary regulations seem to provide that a credit must be allowable under the passive loss rules before the credit is taken into consideration under the limitations that apply to a group of credits (e.g., the general business credit limitation).
 

The reports go on to say that if the credit is otherwise allowable under the passive loss rules (including the $25,000 rental real estate exemption), but is disallowed when aggregated with nonpassive credits because of other limitations (e.g., credits may not reduce regular tax liability to less than tentative minimum tax liability), the passive loss so disallowed becomes a nonpassive credit arising in that year. The treatment of the credit is then determined by the general rules that apply to the credits, including carryover rules, and not under the passive loss rules. While less than clear, the temporary regulations seem to be in accord.

See Q 7918 concerning the interaction of the limitations on the “at risk” rules, the passive loss rules, and the deductibility of losses in excess of basis with respect to investment in a partnership or S corporation.
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