7915. What are the self-charged interest rules under the passive loss rules?

Interest income and deductions in connection with loans between a taxpayer and a “passthrough entity” (a partnership or S corporation) in which the taxpayer owns a direct or indirect interest may be allocated under the following “self-charged interest rules” rather than the rules discussed in Q 7911 to Q7814. An indirect interest means an interest held through one or more passthrough entities.

Taxpayer loans to the entity. The self-charged interest rules apply for a taxable year if: (1) the borrowing entity has deductions for its taxable year for interest charged by persons who own direct or indirect interests in the borrowing entity at any time during the entity’s taxable year; (2) the taxpayer owns a direct or indirect interest in the borrowing entity at any time during the entity’s taxable year and the taxpayer has gross income for the taxable year from interest charged to the borrowing entity by either the taxpayer or a passthrough entity through which the taxpayer holds an interest in the borrowing entity; and (3) the taxpayer’s share of the borrowing entity’s self-charged interest deductions includes passive activity deductions.

If these rules apply, the passive activity gross income and passive activity deductions from that activity are determined under the following rules: (1) the applicable percentage of each item of the taxpayer’s income for the taxable year from interest charged to the borrowing entity is treated as passive activity gross income from the activity; and (2) the applicable percentage of each deduction for the taxable year for interest expense that is properly allocable to the taxpayer’s income from the interest charged to the borrowing entity is treated as a passive activity deduction from the activity.

Interest expense is properly allocable to the taxpayer’s income if it is allocated under Temporary Treasury Regulation Section 1.163-8T to an expenditure that: (1) is properly chargeable to a capital account with respect to the investment producing the interest income; or (2) may reasonably be taken into account as a cost of producing the item of interest income.

The applicable percentage is determined by dividing (1) the taxpayer’s share for the taxable year of the borrowing entity’s self-charged interest deductions that are treated as passive activity deductions from the activity by (2) the greater of: (a) the taxpayer’s share for the taxable year of the borrowing entity’s aggregate self-charged interest deductions for all activities (regardless of whether the deductions are treated as passive activity deductions); or (b) the taxpayer’s aggregate income for the taxable year from interest charged to the borrowing entity for all activities of the borrowing entity. The applicable percentage is determined separately for each activity.

Entity loans to the taxpayer. Similarly, the self-charged interest rules apply for a taxable year if (1) the lending entity has gross income for the entity taxable year from interest charged by the lending entity to persons who own direct or indirect interests in the lending entity at any time during the entity taxable year; (2) the taxpayer owns a direct or indirect interest in the lending entity at any time during the entity’s taxable year and has deductions for the taxable year for interest charged by the lending entity to the taxpayer or a passthrough entity through which the taxpayer holds an interest in the lending entity; and (3) the taxpayer’s deductions for interest charged by the lending entity include passive activity deductions.

If the rules apply, the passive activity gross income and passive activity deductions from the activity are determined under the following rules: (1) the applicable percentage of the taxpayer’s share for the taxable year of each item of the lending entity’s self-charged interest income is treated as passive activity gross income from the activity; (2) the “applicable percentage” of the taxpayer’s share for the taxable year of each deduction for interest expense that is properly allocable to the lending entity’s self-charged interest income is treated as a passive activity deduction from the activity.

Interest expense is properly allocable to the taxpayer’s income if it is allocated under Temporary Treasury Regulation Section 1.163-8T to an expenditure that: (1) is properly chargeable to a capital account with respect to the investment producing the interest income; or (2) may reasonably be taken into account as a cost of producing the item of interest income.

The applicable percentage is determined by dividing (1) the taxpayer’s deductions for the taxable year for interest charged by the lending entity, to the extent treated as passive activity deductions from the activity, by (2) the greater of: (a) the taxpayer’s aggregate deductions for all activities for the taxable year for interest charged by the lending entity (regardless of whether these deductions are treated as passive activity deductions); or (b) the taxpayer’s aggregate share for the taxable year of the lending entity’s self-charged interest income for all activities of the lending entity. The applicable percentage is determined separately for each activity.

Special rules apply to situations where a loan occurs between identically-owned passthrough entities.

If the taxpayer and the passthrough entity have different taxable years or accounting methods, related interest income and interest deductions may be recognized in different years, possibly with adverse results.

The self-charged interest rules apply to taxable years ending after 1986, unless the passthrough entity makes an election to have the rules not apply. Such an election applies to the taxable year for which the election is made and all subsequent years until the election is revoked. An election can be revoked only with the consent of the IRS.
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