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PORTFOLIO DESCRIPTION

Tax Management Portfolio, Passive Loss Rules, No. 549-3rd, describes the passive
loss rules, which typically apply to all noncorporate taxpayers, as well as closely held
C corporations and personal service corporations. The passive loss rules generally lim-
it the use of net losses and credits from certain “passive activities” against income and
tax from nonpassive activities, such as wages, investment income, and active business
income.

Passive activities are generally trade or business activities in which the taxpayer does
not materially participate. In addition, all rental activities are treated as per se passive ac-
tivities, except generally for some rental real estate owned by certain real estate profes-
sionals. Material participation requires regular, continuous, and substantial involvement
by the taxpayer, such as by spending more than 500 hours in the activity during the year.
Different material participation tests apply to limited partners of partnerships and certain
LLC members.

Unused deductions and credits from passive activities are suspended and carried
forward indefinitely, to be used against passive income in a later year. Passive loss car-
ryovers are generally allowed against nonpassive income upon the taxable disposition of
the taxpayer’s entire interest in the activity.

This Portfolio may be cited as Zhang, 549-3rd T.M., Passive Loss Rules.

is Tax Management Portfolio is not intended to provide legal, accounting, or tax advice for any purpose
ﬁdoes not apply to any particular person or factual situation. Neither the author nor the publisher as-
sumes responsibility for the reader’s reliance on information or opinions expressed in it, and the reader is
encouraged to verify all items by reviewing the original sources.
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DETAILED ANALYSIS

I. Overview

A. Evolution of Passive Loss Rules

In the 1970s and early 1980s, many taxpayers invested in
tax shelters, which usually involved a small out-of-pocket equi-
ty investment combined with substantial leverage. The tax shel-
ter acquired assets that generated a significant amount of ac-
celerated depreciation and other tax deductions. The investor
could use the deductions against its taxable income from other
sources in the early years, such as wages and investment in-
come. The investor may have eventually recognized income
from the tax shelter in the later years, but that income may have
been taxed at preferential capital gain rates or may be eliminat-
ed by the §1014 basis step-up at death; in any case the investor
benefited from deferral of its tax liabilities until the later years.
Whether the tax shelter’s assets produced an economic profit
or loss, most of the taxpayer’s return was derived from the tax
benefits.'

Congress became concerned about the efficiency and eco-
nomic merits of the tax shelter investments, as well as the real
and perceived fairness of the income tax system. The 1986 Sen-
ate Report noted that “it has become increasingly clear that tax-
payers are losing faith in the Federal income tax system. This
loss of confidence has resulted in large part from the interaction
of two of the system’s principal features: its high marginal rates
(for example, in 1986, 50% for a single individual with taxable
income in excess of $88,270), and the opportunities it provides
for taxpayers to offset income from one source with tax shel-
ter deductions and credits from another.”” Even after the indi-
vidual highest marginal rate was reduced from 70% to 50% in
1981, tax shelters continued to be prevalent, with studies show-
ing that around 11% of high-income taxpayers were subject to
tax rates of 5% or less.’

The Tax Reform Act of 1986 addressed these concerns in
various ways, including the extension of the §465 at-risk rules
to real estate, a general increase in depreciation recovery peri-
ods (especially for real estate), the expansion of the §55 alter-
native minimum tax, the repeal of the 10% investment tax cred-
it, and setting the same tax rates for individuals’ ordinary in-
come and capital gains. But the most direct response to the typ-
ical tax shelter was the addition of §469, which defined a cate-
gory of “passive activities,” from which losses and credits gen-
erally cannot be used against income from other sources.” As

'J. Comm. on Tax’n, Tax Reform Proposals: Tax Shelters and Minimum
Tax, JCS-34-85, at 2 (Aug. 7, 1985).

’S. Rep. No. 99-313, at 713 (1986) (hereinafter “1986 Senate Report”).
See also J. Comm. on Tax’n, General Explanation of the Tax Reform Act of
1986, JCS 10-87 at 209—-10 (1986) (hereinafter “1986 Blue Book™).

1986 Senate Report, at 714 (citing Susan Nelson, Treas. Dep’t., Taxes
Paid by High-Income Taxpayers and the Growth of Partnerships, at 55 (1983)).

*Pub. L. No. 99-514.

*The Senate rejected the alternative remedy of eliminating substantially all
tax preferences in the Internal Revenue Code, because many of the preferences
are “socially or economically beneficial” and “are used primarily to advance
the purposes upon which Congress relied in enacting them, rather than to avoid

549-3rd
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one Senator noted, “[t]here will be no more investments made,
if this bill passes, for the sake of generating paper losses; no
more cattle feeding operations where you can buy a $10,000
share which is designed to lose money. No more investing in
llamas, kangaroos, or syndicated shares of a greyhound.”

The final legislation casts a wide net and may apply to a
large range of activities beyond animal husbandry. Commenta-
tors have noted that the “tax shelter wars — involving the mass
marketing of debt-financed tax shelters to upper-middle (and
even middle-middle) income taxpayers in the 1970s and 1980s
— ended abruptly in a sweeping government victory, as a result
of the enactment of the passive loss rules.””

B. General Application of Passive Loss Rules

The passive loss rules apply to individuals (including part-
ners and S corporation shareholders), trusts, and estates. They
also apply to personal service corporations, and to a lesser ex-
tent to closely held C corporations. Other C corporations are
not subject to the rules and may engage in tax shelter transac-
tions that are unimpeded by the passive loss rules, though the C
corporations may be subject to other tax limitations such as un-
der §470 for certain transactions involving tax-exempt entities.

A passive activity generally involves a trade or business in
which the taxpayer does not materially participate, or a rental
activity without regard to the taxpayer’s level of participation.
Several different tests can meet material participation, such as
spending more than 500 hours in the activity during the tax
year. Fewer material participation tests are allowed for limited
partners of partnerships and certain LLC members. Rental ac-
tivities are almost always passive, except for some rental real
estate owned by certain real estate professionals. Various rules
apply to identifying separate activities, which generally allow a
taxpayer some discretion to “group” activities together as one
activity.

“Portfolio” income, such as interest, dividends, annuities,
and royalties not derived in the ordinary course of a trade or
business, are treated as nonpassive income. Losses and cred-

taxation of income from sources unrelated to the preferred activity.” In addi-
tion, the 1986 Senate Report noted that “it would be extremely difficult, per-
haps impossible, to design a tax system that measures income perfectly,” and
such rules “would create serious difficulties in both compliance and adminis-
tration.” 1986 Senate Report at 714-15. See also 1986 Blue Book, at 211. The
passive loss rules are applicable for tax years beginning on or after January 1,
1987. For an overview of applicable transition rules, see Worksheet 6.

©132 Cong. Rec. S26481 (Sept. 26, 1986) (statement of Senator Pack-
wood). See also 132 Cong. Rec. S12458 (June 4, 1986) (statement of Senator
Moynihan) (“It is precisely the fact that our Tax Code has led to a near industry
of passive investment enterprises designed to lose money that illustrates the
near perversity of the arrangements that we come to. The object becomes to
lose money — that is, to show a loss from a passive investment... The legis-
lation we begin to consider today introduces the distinction between positive
income and passive losses into the Internal Revenue Code and with this one
principle drives a stake into the heart of tax sheltering activities in this coun-
try.”)

"Marvin A. Chirelstein and Lawrence A. Zelenak, Tax Shelters and the
Search for a Silver Bullet, 105 Colum. L. Rev. 1939 (2005).
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I.B.

Detailed Analysis

its from one passive activity can be used against income from
another passive activity, but they generally cannot be used
against portfolio income and other nonpassive income. Disal-
lowed passive activity deductions and credits are carried for-
ward indefinitely.

When a taxpayer disposes of its entire interest in a passive
activity in a fully taxable transaction with an unrelated party,
the passive loss carryovers are generally allowed in the year
of the disposition. The full unrelated taxable disposition rule is
based on the theory that a taxpayer’s tax losses should be fully
allowed once the taxpayer has fully realized its economic loss-
es in a taxable transaction. In contrast, passive credits are not
fully allowed upon the disposition.

A special allowance in §469(i) allows some individuals
to deduct up to $25,000 of passive losses from certain rental
real estate activities against nonpassive income. The taxpayer
must actively participate in the rental real estate activity. The
$25,000 amount is phased out as the taxpayer’s adjusted gross
income (with some modifications) increases from $100,000 to
$150,000. Different versions of the $25,000 special allowance
apply to passive credits.

The passive loss rules generally apply to all passive activ-
ities in the aggregate, so that income from one passive activity
may be reduced by a loss from another passive activity. How-

A-2 07/01/2026
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ever, the passive loss rules apply separately to the taxpayer’s
interests in each publicly traded partnership. A net loss or credit
allocated from a publicly traded partnership is generally usable
only against income from the same publicly traded partnership.

The determination that an activity is a passive activity may
have collateral tax consequences. For example, the Health Care
and Education Reconciliation Act of 2010° enacted the 3.8%
§1411 net investment income tax, which generally applies only
to investments and to trades or businesses that are passive ac-
tivities,” as determined by reference to the passive loss rules and
their material participation standards.

The Inflation Reduction Act of 2022 enacted §6418,
which allows various federal tax credits to be transferred to
third parties. The passive loss rules may limit the ability of the
transferee to use the transferred credits, if the transferee is an
individual or other person who is subject to the passive loss
rules."

#Pub. L. No. 111-152, §1402(a)(1).

?§1411(c)(2)(A); Reg. §1.1411-5(b). For discussion, see 511 T.M., Section
1411 — Net Investment Income Tax.

'“Pub. L. No. 117-169, §13801(b).

"For further discussion, see IV.F., below.

549-3rd



Il. Taxpayers Subject to the Passive Loss Rules

A. General Applicability Rules

The passive loss rules apply at the taxpayer level, such
as an individual or estate.” For a pass-through entity like an S
corporation or partnership, the passive loss rules apply to the
S corporation shareholder or partner, respectively, unless the
partner is another pass-through entity.”

For a C corporation, the passive loss rules apply at the
entity level. As described below, the passive loss rules apply
only to a C corporation that is a personal service corporation,
a closely held corporation, or both, as specifically defined in
§469."

Limited liability companies (LLCs) and certain other busi-
ness entities are classified for federal tax purposes as disre-
garded entities, partnerships, or corporations.” The passive loss
rules apply to any such entity based on its federal tax status. For
a single member LLC, treated as disregarded as separate from
its member for income tax purposes, the passive loss rules ap-
ply at the member level."” If an LLC elects to be a corporation
for federal income tax purposes, and further elects to be an S
corporation, the passive loss rules apply at the shareholder lev-
el. Certain qualified joint ventures, in which two spouses both
materially participate in a trade or business, may elect not to be
treated as partnerships for tax purposes.'’

For a flowchart to determine applicability of the passive
loss rules, see Worksheet 1: Taxpayers Subject to Passive Loss
Rules.

2§469(2)(2)(A).

§1366, §702. See, e.g., Williams v. Commissioner, T.C. Memo 2015-76,
aff’d, 637 Fed. App’x 799 (5th Cir. 2016) (S corporation). For the treatment of
passive loss items under the TEFRA partnership audit rules (enacted by the Tax
Equity and Fiscal Responsibility Act (TEFRA) of 1982, Pub. L. No. 97-248,
§1101 and repealed by the Bipartisan Budget Act of 2015, Pub. L. No. 114-74,
§1101 generally effective for partnership tax years beginning in 2018 and lat-
er), see Estate of Quick v. Commissioner, 110 T.C. 172 (1998); IRS Litigation
Guideline Memo. TL-95 (Aug. 20, 1991) obsoleted by CC-2017-001.

For further discussion, see 624 T.M., Audit Procedures for Pass-Through
Entities, at II1.B.

For the treatment of passive loss items under the centralized partnership au-
dit rules as enacted by the Bipartisan Budget Act (BBA) of 2015, see §6225(b)
(4) (imputed underpayments are not adjusted by items that could be subject to
any additional limitation if such adjustment were taken into account by any per-
son); Reg. §301.6225-1 (same); Reg. §301.6225-2(d)(5) (imputed underpay-
ment modification for publicly traded partnerships’ passive losses). For further
information on BBA audits, see 629 T.M., The Partnership Audit Rules Under
the Bipartisan Budget Act.

*§469(2)(2)(B), §469(2)(2)(C).

" See Reg. §301.7701-2.

' See also Rev. Rul. 2004-77 (state law partnership may be a disregarded
entity for federal tax purposes if its owners are regarded as the same taxpayer).

'7§761(f). Material participation is determined under the passive loss rules,
but without counting the participation of the other spouse under §469(h)(5).
See generally CCA 200816030 (election of qualified joint venture status does
not convert income that is otherwise excluded from §1402(a) net earnings from
self-employment, such as rental real estate income excluded under §1402(a)(1),
into self-employment income subject to the §1401 self-employment tax, de-
spite §1402(a)(17) providing that notwithstanding the preceding provisions of
§1402(a), each spouse’s share of income or loss from a qualified joint venture
shall be taken into account in determining net earnings from self-employment
of each spouse); see also Rev. Proc. 2002-69 (an LLC or other business enti-
ty may optionally be a disregarded entity if it is wholly owned by two spouses
as community property under the laws of a state, U.S. possession, or foreign
country, and it is not classified as a corporation for income tax purposes).
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B. Trusts

For a grantor trust, as defined in §671, the grantor is treat-
ed as the owner of the trust’s assets for federal tax purposes.'
The Chief Counsel’s Office advised in FSA 200035006 that the
passive loss rules apply at the individual grantor level, not at
the grantor trust level. It noted that Reg. §1.469-1T(b)(2) ex-
empts a grantor trust from being subject to the passive loss
rules, which is consistent with §469 applying to the grantor in-
stead. Similarly, the 1986 Blue Book stated that:

In the case of a grantor trust, to the extent the grantor

or beneficiary is treated as the owner for tax purposes

(sec. 671), the material participation of the person

treated as the owner is relevant to the determination

of whether income or loss from an activity owned

through the grantor trust is treated as passive in the

hands of the owner. Similarly, in the case of a quali-

fied electing Subchapter S trust (sec. 1361(d)(1)(B))

that is treated as a grantor trust (i.e., the beneficiary

is treated as the owner for tax purposes), the material

participation of the beneficiary is relevant to the de-

termination of whether the S corporation’s activity is

a passive activity with respect to the beneficiary.”

The passive loss rules apply to a nongrantor trust.” If the
trust produces income from a rental activity that is included
in the trust’s distributable net income, the IRS ruled in PLR
9114025 that the beneficiaries’ distributions are similarly in-
come from a rental activity under the passive loss rules.”' The
IRS has not ruled on the tax treatment of a trust’s losses, but
the 2005 Audit Guide has indicated that “[s]ince neither IRC
§469 (passive activities) nor §641-692 (trusts and estates) con-
tain any provision for a pass through of passive activity losses,
disallowed passive losses generally remain suspended at the es-
tate or trust level and do not flow out to beneficiaries.” Any
passive losses suspended at the trust level may offset the trust’s
passive income in a subsequent year.”

Certain trusts may be classified as business entities, in
which case the trust may be a disregarded entity, partnership,
or corporation for federal tax purposes.” The passive loss rules
apply to such a trust based on its federal income tax classifica-
tion.

Although tax-exempt organizations are typically not sub-
ject to the passive loss rules because they are neither closely
held corporations nor personal service corporations by defini-
tion, tax-exempt trusts may be subject to the passive loss rules

"®Rev. Rul. 85-13, Rev. Rul. 2004-86. But see Rothstein v. United States,
735 F.2d 704 (2d Cir. 1984), rev’g 574 F. Supp. 19 (D. Conn. 1983) (holding
that when the grantor is regarded as the “owner” of the trust’s assets, the
trust’s relevant items of income, deductions, and credits will be attributed to
the grantor).

191986 Blue Book at 242 n.33.

20Reg. §1.469-1T(b)(2). See also TAM 201317010 (passive loss rules ap-
ply to a nongrantor trust when a trustee materially participates in the activity of
the nongrantor trust). PLR 8806065; §642(c)(5) (pooled income fund taxed as
a nongrantor trust under Reg. §1.642-5 and subject to passive loss rules at the
fund level).

! See also PLR 200608002, PLR 200608003.

2005 IRS Audit Guide at 6-7.

2 See Instructions for Form 8582, Passive Acti vity Loss Limitations.

*Reg. §301.7701-4.
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for their unrelated business taxable income (UBTI) subject to
the §511(b) unrelated business income tax (UBIT). Special
considerations apply to the interplay between the passive loss
rules and the §512(a)(6) “silo-ing” or “segmentation” rules,
which generally prevent a tax-exempt trust from using its net
operating losses from one unrelated trade or business against its
incorgle from another unrelated trade or business in 2018 and
later.”

C. Personal Service Corporations

The passive loss rules are fully applicable to personal ser-
vice corporations (PSCs),” to discourage individuals from in-
corporating their personal service businesses and then acquir-
ing tax shelter investments at the corporate level.

The passive loss rules also apply to closely held corpora-
tions (CHCs), though to a more limited extent as discussed at
V.A.1., below.” If a C corporation is both a PSC and CHC in
the same tax year, it is a PSC for the tax year for passive loss
purposes.”

Comment: The §465 at risk rules apply to CHCs but not to
PSCs.” A CHC is defined the same for §465 at risk purposes
and passive loss purposes.” If a corporation is both a CHC and
a PSC, it is a PSC for passive loss purposes and a CHC for §465
at risk purposes.

Practice Point: The TCJA reduced the §11 corporate fed-
eral income tax rates from a top 35% marginal tax rate to a
single 21% tax rate in 2018 and later”' Under the new rates,
PSCs may be more attractive for many taxpayers in personal
service businesses, particularly since many noncorporate per-
sonal service businesses are not eligible for the 20% §199A
pass-through business income deduction.

Practice Point: When a PSC or CHC has disallowed pas-
sive losses that result in passive loss carryovers, the disallowed
passive losses may nevertheless reduce the corporation’s cur-
rent earnings and profits (E&P) in the year that the loss is gen-
erated, instead of the year that the passive loss carryover is
used.” Accordingly, the disallowed passive loss may reduce the
PSC’s or CHC’s distributions that are taxed at the shareholder
level as dividends under §301(c)(1) instead of as return of cap-
ital under §301(c)(2) or as capital gain under §301(c)(3)”

1. Definition of Personal Service Corporation

PSCs are defined by reference to the §269A PSC rules,
with modifications.” The regulations defining a PSC for pur-

»§512(a)(6), added by the TCJA, Pub. L. No. 115-97, §13702(a); Reg.
§1.512(a)-6.

08469(a)(2)(C).

*78469(2)(2)(B), §469(e)(2).

®Reg. §1.469-1T(g)(2)(ii).

*§465(a)(1)(B).

05469()(1).

*'Pub. L. No. 115-97, §13001(a).

2 See, e.g., Reg. §1.312-7(b)(1).

¥ See generally 764 T.M., Current Distributions — Cash and Property.

*8469(j)(2). Section 269A generally provides that if substantially all of
the services of a §269A personal service corporation are performed for (or on
behalf of) another entity, and the principal purpose of forming or using the per-
sonal service corporation is avoiding or evading certain tax matters, the Secre-
tary of the Treasury may reallocate tax items between the §269A personal ser-
vice corporation and its employee owners.
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poses of §441(i) should also apply for passive loss purposes,
because §441(i) provides rules for the tax year of a PSC, which
is also defined by reference to the §269A PSC rules with mod-

ifications identical to those in §469(j)(2).”

PSC (Under
§469()(2)
§441(31))

and

PSC (Under §269A)

Corporate
activities

Principal activity of
the corporation is the
performance of per-

sonal services, and
such services are
substantially per-

formed by employ-
ee-owners

Principal activity of
the corporation is
the performance of
personal  services,
and such services
are substantially
performed by em-
ployee-owners

Definition of
employee-owner

Any employee who
owns, on any day
during the tax year,
any of the corpora-
tion’s  outstanding
stock. Constructive
ownership rules ap-
ply under §318(a),
except that §318(a)
(2)(C)  corporation-
to-shareholder attri-
bution applies to any
shareholder.

Any employee who
owns, on any day
during the tax year,
more than 10% of
the  corporation’s
outstanding  stock.
Constructive owner-
ship rules apply un-
der §318(a), except
that  §318(a)(2)(C)
corporation-to-
shareholder attribu-
tion applies to 5% or
more (by value)
shareholders.

Stock
ownership

More than 10% (by
value) of the stock of
the corporation is
held by employee-
owners

No requirement.

2. Employee-Owner Definition and 10% Requirement

The ownership of any stock in a corporation is sufficient

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
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for an employee of that corporation to be an employee-owner
of that corporation.” Although the §269A statutory language
refers to ownership on “any day during the taxable year,” the
regulations provide that a person is an employee-owner if he is
an employee on any day and owns any stock on any day during
the “testing period,”’ which is generally the immediately pre-
ceding tax year.”

Practice Point: The employee may be an employee on a
day during a testing period that is different from the day that

¥ See Reg. §1.469-1T(g)(2)(i), §1.441-3(c).

*8469()(2)(A).

TReg. §1.441-3(g)(1).

*¥Reg. §1.441-3(c)(2). For a new corporation that does not have a preced-
ing tax year, the testing period begins on the first day of its first tax year and
ends on the last day of the same calendar year (or, if earlier, the last day of the
first tax year). See Reg. §1.441-3(c)(3) Exs. 1, 2.
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the employee owns stock of the corporation during the testing
period.

Any person who owns stock of the corporation and who
performs personal services for, or on behalf of, the corporation
is treated as an employee for this purpose, even if the legal form
of the person’s relationship to the corporation is that of an in-
dependent contractor.”

Modified §318 constructive ownership rules apply in de-
termining stock ownership for PSC purposes,” including:

(1) Family attribution — an individual is considered to
own stock owned, directly or indirectly, by his or her
spouse (other than a legally separated spouse), children,
grandchildren, and parents."

(2) Entity-to-owner “upward” attribution (as modified by
§469(j)(2)) — stock owned, directly or indirectly, by or
for a partnership, estate or nongrantor trust, or corporation
is considered as owned proportionately by its partners,”
beneficiaries,” or shareholders," respectively.

(3) Owner-to-entity “downward” attribution — stock
owned, directly or indirectly, by a partner, beneficiary (ex-
cept for a trust’s remote contingent beneficiary), or 50%-
or-more (by value) shareholder is considered as owned by
the partnership,” estate or nongrantor trust,” or corpora-
tion,"” respectively.

(4) Option attribution — if any person has an option to
acquire stock, such stock is considered as owned by such
person. The same rule applies to an option to acquire such
an option, and each one of a series of such options.*

YReg. §1.441-3(2)(2).

“§269A(b)(2).

“18318(a)(1)(A). A legally adopted child of an individual is treated as a
child of the individual by blood under §318(a)(1)(B).

2§318(a)(2)(A).

#§318(a)(2)(B). There is no trust-to-beneficiary attribution for an employ-
ees trust described in §401(a) that is exempt from tax under §501(a). For how
attribution applies to a §4795(f)(7) employee stock ownership plan (ESOP), cf.
Boise Cascade Corp. v. United States, 329 F.3d 751 (9th Cir. 2003), aff’g 1998
BL 586 (D. Idaho Nov. 24, 1998) with TAM 9612001.

*§318(a)(2)(C), as modified by §469(j)(2)(B).

#8318(a)(3)(A). There is no minimum ownership required for partner-
to-partnership attribution. Cf. Reg. §1.965-1(f)(45)(ii)(A)(1) (for certain §965
purposes, partner-to-partnership attribution applies only to 10%-or-more part-
ners).

*§318(a)(3)(B). Beneficiary-to-trust attribution does not apply to an em-
ployees’ trust described in §401(a) that is exempt from tax under §501(a).
For any other noncontingent beneficiary, there is no minimum ownership
required for beneficiary-to-trust or beneficiary-to-estate attribution. Cf. Reg.
§1.965-1()(45)(ii)(A)(2) (for certain §965 purposes, beneficiary-to-trust attri-
bution applies only to 10%-or-more beneficiaries).

7§318(2)(3)(C).
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Stock constructively owned by a person by reason of fam-
ily attribution is not treated as owned by him for purposes of
applying family attribution again to another person.” Similar-
ly, there is no “sideways” attribution:™ that is, stock owned by
an entity due to downward entity attribution is not considered
to be owned by it for purposes of applying upward entity attri-
bution to make another the constructive owner of such stock.
However, if the person may constructively own stock also un-
der option attribution, there is no prohibition on option attribu-
tion being followed by family attribution or upward entity at-
tribution.”’ Other than the above two rules, stock constructively
owned by a person is treated as actually owned by such person
for purposes of applying further attribution.™

For §318 purposes, an S corporation is treated as a part-
nership, and its shareholders are treated as partners in the part-
nership.”

Practice Point: The definition of “employee-owner” is ex-
tremely broad, and can encompass employees with any amount
of stock or stock options owned by themselves or their families.

Example: A corporation has 100 outstanding common
shares. The corporation issues one stock option each to 15
individual employees. With option attribution, the 15 em-
ployees own 13% (equal to 15 divided by 115) of the cor-
poration, which is a PSC if the corporation’s principal ac-
tivity is the performance of certain personal services, and
such services are substantially performed by the 15 indi-
viduals or their families.

Practice Point: Although a corporation’s employee-own-
ers are defined by reference to employees who own any amount
of stock in the corporation during the testing period, a corpo-
ration is a PSC only if such employee-owners own more than
10% of the fair market value of the stock of the corporation on
the last day of the testing period.” The 10% stock ownership is
determined under the same modified §318 constructive owner-
ship rules described above.”

*8318(a)(4). See Rev. Rul. 69-562 (a corporation’s option to purchase its
own stock from a shareholder does not make the corporation the owner of the
stock, for purposes of making another shareholder a constructive owner of that
stock).

“§318(a)(5)(B).

*§318(2)(5)(C).

*! See Reg. §1.318-4(c)(2).

28318(a)(5)(A). See generally 554 T.M., The Attribution Rules.

*§318()(5)(E).

*Reg. §1.441-3(c)(1)(iv).

»Reg. §1.441-3(c)(1)(iv).
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3. Meaning of “Personal Services” and “Substantially
Performed”

A corporation is not a PSC unless the performance of per-
sonal services was its principal activity, as determined under
§269A. This condition is met if more than 50% of the corpora-
tion’s compensation costs during the testing period are attribut-
able to personal service activities.” Compensation costs include
wages, salaries, and other payments for services (whether de-
ducted, allocated to a long-term contract, or capitalized), such
as deferred compensation and §83 income from stock options,
but they do not include compensation attributable to a §401(a)
or §403(a) qualified plan, or a §408(k) simplified employee
pension plan.” The compensation costs must be allocated to
personal service activities, generally using any reasonable and
consistent manner, to determine whether the 50% threshold is
met.”

Furthermore, the personal services must be “substantially”
performed by employee-owners, in order for the corporation
that principally provides personal services and is more than
10%-owned by employee-owners to be a PSC. This require-
ment is met if, during the testing period, the employee-owners
are attributed more than 20% of the corporation’s compen-
sation costs attributable to personal service activities.” The
amount attributed to employee-owners can be determined by
the corporation in any reasonable and consistent manner.”

Example: A corporation has $1,500,000 of total compen-
sation costs, of which $1,000,000 is attributable to the cor-
poration’s personal service activity and $500,000 is attrib-
utable to another activity. The total compensation costs
attributable to the corporation’s employee-owners for the
testing period was $250,000 ($210,000 attributable to the
corporation’s personal service activity and $40,000 attrib-
utable to another activity). The corporation’s employee-
owners substantially performed the corporation’s personal
services during the testing period.”

The regulations limit “personal services” to only the per-
formance of services in the fields of health, law, engineering,
architecture, accounting, actuarial science, performing arts, or
consulting.” Regulations issued under §448 that define some of
these fields are also controlling for passive loss purposes.”

Practice Point: Some of the fields are further defined in
regulations issued under §199A, which incorporate the §448
regulations by analogy.” However, the preamble to the §199A
regulations states that the §199A guidance applies only to
§199A, not to §448, due to the different scope and purpose of
the two provisions.”

*Reg. §1.441-3(e)(1).

Reg. §1.441-3(e)(2).

8 See Reg. §1.441-3(e)(3). Time logs are not required. Reg. §1.441-3(e)(3)
(ii)(A).

YReg. §1.441-3(f)(1).

“Reg. §1.441-3(H)(2)(ii).

o' See Reg. §1.441-3(f)(3) Ex. 2.

“Reg. §1.441-3(d).

 See Reg. §1.448-1T(e)(4).

*Reg. §1.199A-5.

ST.D. 9847, 84 Fed. Reg. 2959, 2969 (Feb. 8, 2019).
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Included Under §448
regulations

Excluded Under
§448 Regulations

Health

Provision of medical
services by physi-
cians, nurses, den-
tists, and other simi-
lar healthcare profes-
sionals.”

Services not directly
related to a medical
field, such as opera-
tion of health clubs
or health spas that
provide physical ex-
ercise or condition-
ing to their cus-
tomers.”

Law,
Engineering,
Architecture,
Accounting,
Actuarial
Science

N/A

N/A

Performing Arts

Services by actors,
actresses, singers,
musicians, entertain-
ers, and similar
artists in their capac-
ity as such.”

Services by persons
who themselves are
not performing
artists (e.g., persons
who may manage or
promote such artists,
and other persons in
a trade or business
that relates to the
performing arts),
services by persons
who broadcast or
otherwise dissemi-
nate the perfor-
mances of such
artists to members
of the public (e.g.,
employees of a radio
station that broad-
casts the perfor-
mances of musicians
and singers), and
services by ath-
letes.”

Consulting

Provision of advice
and counsel.”

Services other than
advice and counsel,
such as sales or bro-
kerage services, or
economically simi-
lar services.”

Practice Point: The list of personal services for §448 and
§469 purposes does not include certain services listed in

% Reg. §1.448-1T(e)(4)(ii). See Rev. Rul. 91-30 (field of health includes

veterinarians).

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-348-0

7 Reg. §1.448-1T(e)(4)(ii).
% Reg. §1.448-1T(e)(4)(iii).
% Reg. §1.448-1T(e)(4)(iii).
™ Reg. §1.448-1T(e)(4)(iv).
"' Reg. §1.448-1T(e)(4)(iv).
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§199A(d)(2)(A), such as athletics, financial services, and bro-
kerage services. The incorporation of such a service business
into a C corporation would not create a PSC subject to the pas-
sive loss rules.

D. Closely Held C Corporations

The passive loss rules apply to closely held C corporations
(CHCs), though to a more limited extent as discussed at V.A.1.,
below.” If a C corporation is both a personal service corpora-
tion (PSC) and CHC in the same tax year and thereby subject
to the broader passive loss rules applicable to individuals and
PSCs.”

1. Definition of “Closely Held”

The passive loss rules define a CHC as any C corporation
described in §465(a)(1)(B) for at-risk purposes, which in turn
apply the §542(a)(2) stock ownership requirements under the
personal holding company rules, with some modifications.™
For a more detailed discussion of the personal holding compa-
ny rules, see generally 797 T.M., Personal Holding Companies.

Note: The determination of whether a corporation is a per-
sonal holding company under §542(a) is based on both a stock
ownership test and an income test, whereas characterization as
a CHC is based on only a stock ownership test (with modifica-
tions), so a CHC might not be a personal holding company (or
vice versa).

A corporation is closely held if, at any time during the last
half of its tax year, more than 50% (by value) of its outstand-
ing stock is owned, directly or indirectly, by five or fewer indi-
viduals.” For this purpose, “individuals” include §401(a) trusts
for employee benefit plans;” certain trusts forming part of a
plan providing for the payment of supplemental unemployment
compensation benefits under §501(c)(17); private foundations
under §509(a); and a portion of a trust permanently set aside
or to be used exclusively for the charitable purposes described
in §642(c) (or a corresponding provision of earlier income tax
law).” In contrast, an individual for this purpose does not in-
clude a §501(c)(3) tax-exempt organization that is not a private
foundation.”

The §544(a) constructive ownership rules, with modifica-
tions in §465(a)(3) for both the at risk and passive loss rules,
apply in determining whether a corporation is a CHC. In iden-
tifying the five largest individual shareholders, the individual
shareholder with the largest number of shares (directly and
by attribution) is first identified, and such person’s stock is
not taken into account in identifying the next largest individ-
ual shareholder (directly and by attribution).” The constructive
ownership rules generally provide for:

2 §469(a)(2)(B), §469(e)(2).

PReg. §1.469-1T(2)(2)(ii).

78469()(1).

§542(a)(2).

In PLR 9148019, the IRS ruled that the qualified trust (or trusts) of a
qualified retirement plan, and not the plan itself, is the organization for §542(a)
(2) purposes. Accordingly, when there are several trusts under a single plan,
each trust is treated as a separate individual.

77 §542(a)(2).

PLR 200507004, PLR 200403027.

™ See Reg. §1.544-3; Rev. Rul. 89-20.
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(1) Entity attribution — stock owned, directly or indirect-
ly, by or for a corporation, partnership, estate, or trust shall
be considered as being owned proportionately by its share-
holders, partners, or beneficiaries.*

(2) Family attribution — an individual shall be considered
as owning the stock owned, directly or indirectly, by or for
his or her family, which includes only brothers and sisters
(whether by the whole or half blood), spouse, ancestors,
and lineal descendants.”

(3) Option attribution — if any person has an option to ac-
quire stock, such stock shall be considered as owned by
such person. The same rule applies to an option to acquire
such an option, and each one of a series of such options.*

Stock constructively owned by a person by reason of enti-
ty attribution or option attribution is treated as actually owned
by such person, for purposes of applying family attribution or
(further) entity attribution.” Stock constructively owned by a
person by reason of family attribution is not treated as owned
by him for purposes of applying family attribution again to an-
other person.* However, if a person constructively owns stock
under either the family attribution or option attribution rule, the
stock is considered owned by such person due to option attribu-
tion, which may be followed by further family attribution from
such person to family members.”

Practice Point: The most notable difference between a
CHC for passive loss purposes and a closely held corporation
under the personal holding company rules is that the personal
holding company rules provide for partner attribution, i.e., if
two persons are partners in a partnership, the two persons own
each other’s stock in a corporation. The elimination of partner
attribution greatly reduces the number of CHCs.

It is not necessary for a family member to actually own
stock in a corporation in order for it to be attributed stock under
family attribution.”

Example: Two first cousins each own 10 shares of stock
in a corporation. Their stock cannot be attributed to each
other under the family attribution rule, which does not ap-
ply to cousins. However, all of their stock may be attrib-
uted to a grandparent, so that a single grandparent individ-

808544(a)(1). For trust-to-beneficiary attribution, compare Steuben Securi-
ties Corp. v. Commissioner, 1 T.C. 395 (1943) (stock owned by a trust is con-
sidered owned by the beneficiaries with a direct present interest, not future in-
terests) with Phinney v. Tuboscope Co., 268 F.2d 233 (5th Cir. 1959) (actuarial
value of nonpresent interests in a trust are taken into account) and Rev. Rul.
62-155 (same). For estate-to-beneficiary attribution, see Commercial Fin. Co.
v. Commissioner, T.C. Memo 1968-229 (stock owned by an estate is owned by
the residuary beneficiaries).

#1§544(a)(2). In contrast to §318(a), the §544(a) constructive ownership
rules do not have an exception for legally separated spouses and do not have a
specific provision for adopted children.

828544(a)(3). In PLR 9205030, the IRS ruled that a corporation’s option to
purchase its own stock from a shareholder does not make the corporation the
owner of the stock, and therefore the stock is still considered outstanding for
determining whether the corporation is closely held.

1 §544(a)(5).

$§544(a)(5).

% See Reg. §1.544-7.

% Steuben Sec. Corp. v. Commissioner, 1 T.C. 395 (1943).
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ual owns all 20 shares. The result may be different if the
grandparents are all deceased.

Outstanding securities convertible into stock shall be con-
sidered as outstanding stock, if the effect is to make the corpo-
ration a CHC, whether or not the securities are convertible dur-
ing the tax year.”

Example: A corporation is owned by 11 individuals, each
of whom owns 10 shares of stock. An individual makes a
convertible loan to the corporation that can be converted
into 100 shares of stock in five years. The corporation is a
CHC because five individuals (the individual making the
convertible loan and four other individuals) own 67% of
the corporation’s stock (140 out of 210), after taking the
potential loan conversion into account.

Practice Point: The option attribution rule and the convert-
ible securities rule cannot be used to cause a corporation to not
be a CHC.

Example: A corporation is owned by nine individuals who
each own 10 shares of stock. A foreign sovereign wealth
fund makes a convertible loan to the corporation that can
be converted into 100 shares of stock. The corporation is
a CHC because five individuals own 56% of the corpora-
tion’s stock (50 out of 90). The convertible securities rule
cannot be used to make the corporation not a CHC.

Practice Point: CHCs often arise in “U.S. blocker” or
“leveraged blocker” structures, where foreign individuals in-
vest in U.S. real property or other U.S. trades or businesses
through a domestic C corporation or a U.S. limited liability
company that is classified as a C corporation. A small number
of foreign individuals may directly or constructively own all
of the stock of a foreign corporation, which owns substantially
all of the value of the domestic C corporation, which owns the
U.S. activity.

Example: Foreign individual F owns 100% of the stock of
a foreign corporation, which owns 5% of the voting stock
and 90% of the value of a domestic C corporation, which
owns a U.S. rental real property. An unrelated U.S. person
owns 95% of the voting stock and 10% of the value of the
domestic C corporation. F makes a loan in registered form
at a fixed interest rate to the domestic C corporation, for
which the interest payments are deductible by the corpora-
tion and are not subject to U.S. interest withholding tax un-
der the portfolio interest exemption.” Although F does not
own more than 10% or more of the voting stock of the do-
mestic C corporation and therefore is not related to the do-
mestic C corporation for purposes of the portfolio interest
exemption,” CHC status is determined according to stock
ownership by value. As the domestic C corporation’s stock
is more than 50% owned (by value) by one individual, the
corporation is a CHC and its rental activity’s losses cannot

878544(b)(1).
8 See §871(h)(1).
¥ See §871(h)(3)(B)(i).
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offset its interest income and other portfolio income, such
as REIT dividends.

2. Real Estate Investment Trusts

A real estate investment trust (REIT) is generally a domes-
tic C corporation that has elected to be taxed as a REIT for
income tax purposes. In exchange for meeting various income
tests, asset tests, and other requirements in §856 et seq., the RE-
IT is generally allowed a dividends paid deduction for its dis-
tributions, which can reduce or eliminate the REIT’s corporate-
level taxable income. For a more detailed discussion of REITsS,
see generally 742 T.M., Real Estate Investment Trusts.

One of the REIT requirements requires that the REIT not
be closely held as determined under §856(h),” which in turn
applies the §542(a)(2) stock ownership requirements under the
personal holding company rules, with some modifications.
Most REITs that meet the closely held REIT requirement are
also not CHCs, but there are some exceptions.

The REIT closely held requirement does not apply for the
REIT’s first tax year.” Accordingly, a REIT may be a CHC in
its first tax year while still meeting the REIT requirements.

The REIT closely held requirement is deemed to be met if
the REIT issues certain demand letters to determine the owner-
ship of its shares, and the REIT does not know, or by exercising
reasonable diligence would not have known, whether it failed
to meet the REIT closely held requirement during a tax year.”
Such a REIT may in fact have failed the closely held require-
ment and may be a CHC during the tax year.

Although §542(a)(2) generally provides that a §401(a)
trust for employee benefit plans is a single individual, any
REIT stock held by a §401(a) trust (that is tax-exempt under
§501(a)) is treated as held directly by the trust’s beneficiaries
in proportion to their actuarial interests in the trust, instead of
being treated as held by the trust.”” A coordination rule provides
that if any entity qualifies as a REIT by reason of the look-
through rule, the entity is not a personal holding company for
such tax year.94 However, there is no coordination rule with the
passive loss rules that prevents the REIT from being a CHC; a
qualifying REIT may have a large shareholder that is a §401(a)
trust and be a CHC. Furthermore, the coordination rule does not
apply to the REIT’s subsidiaries, which may cause a taxable
REIT subsidiary (TRS) to be a personal holding company and
a CHC.

E. Consolidated Groups

An affiliated group of corporations that files a consolidat-
ed return generally is treated as one taxpayer for passive loss
purposes.” As a result, the determination of whether the mem-
bers of the consolidated group are either PSCs or CHCs is made

*§856(a)(6).

°1§856(h)(2).

2§856(k)(1), §857(f)(1); Reg. §1.857-8.

3§856(h)(3)(A)(i). The look-through rule does not apply if the REIT has
non-REIT accumulated earnings and profits and certain disqualified persons
with respect to the trust own 5% or more of the REIT’s stock. §856(h)(3)(A)
(ii).

*§856(h)(3)(B).

% §469G)(11).
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at the group level. This determination applies on an all-or-noth-
ing basis to the group members, even if any one (or all) of
them would not be a PSC or CHC if considered alone.” For a
detailed discussion of consolidated groups, see generally 754
T.M., Consolidated Returns — Elections and Filing.

The principal activity standard for PSC purposes, and the
material and significant participation standards, are determined
at the consolidated group level.” An activity is treated as the
principal activity if and only if it is the principal activity of the
consolidated group.”

Moreover, an employee of any member is treated as an
employee of the group, and only the outstanding stock of the
common parent is treated as outstanding stock of the group.”

Example: Corporation A and its wholly owned subsidiary
B are an affiliated group that files a consolidated income
tax return. During the testing period, i.e., the prior tax
year, A did not perform any personal services, whereas B
only performed personal services. On the last day of the
testing period, employees of A did not own any stock of
A, but employees of B owned 11% of the stock of A. The
affiliated group may be a PSC under §469, if the affiliat-
ed group’s principal activity is the performance of person-
al services and the personal services are substantially per-
formed by employee owners.'”

Example: Same as above, except that the affiliated group
does not file a consolidated return. A is not a PSC, whereas
B may be a PSC under §469 depending on whether its
personal services are substantially performed by employee
owners.

The passive loss rules apply on a consolidated group basis,
so that losses from any passive activity within the consolidated
group can offset passive income of any member of the group
(or the member’s net active income if the group is a CHC)."”
Once the group’s disallowed passive losses and passive credits
are identified, it is necessary to apportion them among the
members of the group. Apportionment is done on a pro rata ba-
sis among group members that, considered in isolation, have
passive losses or credits from passive activities.'” Apportion-
ment may be necessary, for instance, to make various tax deter-
minations after a member of the group is sold.

Example: A consolidated group consists of three corpora-
tions: A (which has a passive loss of $5), B (which has a
passive loss of $10), and C (which has net passive income
of $3). The group as a whole has a passive loss of $12, of
which $4 is allocated to A and $8 is allocated to B.

Reg. §1.1502-13 generally applies to determine the treat-
ment under §469 of intercompany items and correspond-
ing items from intercompany transactions between mem-

“Reg. §1.469-1(h)(4)(ii).

“TReg. §1.469-1(h)(4)(ii).

%Reg. §1.469-1(h)(4)(ii)(D).

P“Reg. §1.469-1(h)(4)(i)(B), §1.469-1(h)(4)(ii)(C).

'“Reg. §1.441-3(h)(2).

111986 Conference Report at II-140. See also 1986 Blue Book at 221.
'”Reg. §1.469-1T(h)(5)(i).
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bers of a consolidated group.'” For example, the selling
member (S) and the buying member (B) are treated as di-
visions of a single corporation for purposes of determin-
ing whether S’s intercompany items and B’s correspond-
ing items are from a passive activity.'®

Example: P, the parent corporation of a closely held con-
solidated group, owns all the stock of subsidiary corpora-
tions S and B. S owns and operates equipment that is used
in a nonpassive activity. On January 1, Year One, S sells
the equipment to B at a gain. B uses the equipment in a
passive activity and does not dispose of the equipment be-
fore it has been fully depreciated. S’s gain taken into ac-
count as a result of B’s depreciation is treated as gain from
a passive activity, even though S used the equipment in a
nonpassive activity.'”

Example: Assume the same facts as above except that on
December 31, Year Two, B sells the equipment to unrelat-
ed party X at a gain. If S and B were divisions of a single
corporation, gain from the sale to X would be passive in-
come attributable to a passive activity. To the extent of B’s
depreciation before the sale, the results are the same as in
the example above. B’s gain and S’s remaining gain taken
into account as a result of B’s sale, are treated as attrib-
utable to a passive activity.'” If B sold the equipment at a
loss, B’s loss and S’s gain taken into account as a result of
B’s sale are treated as attributable to a passive activity."”

Any gain recognized by a member on the disposition of
stock of another member, including income resulting from the
recognition of an excess loss account (e.g., negative tax basis
in the stock due to prior allocated losses), is treated as portfolio
income.'” In contrast, a sale of the subsidiary’s assets may give
rise to passive income or active income, which may include the
sale of the subsidiary after it has converted into a disregarded
entity for federal tax purposes and underwent a tax-free liqui-
dation under §332.'”

F. Publicly Traded Partnerships

In the aftermath of the Tax Reform Act of 1986, the pas-
sive loss rules incentivized the conversion of portfolio income
into income from publicly traded master limited partnerships
(MLPs). MLP income, such as from rental activities, would
generally qualify as passive and could be sheltered by passive
losses.

The Omnibus Budget Reconciliation Act of 1987"’ made
two major changes to the taxation of MLPs, which are called
publicly traded partnerships (PTPs) under the statute. Certain

% Reg. §1.469-1(h)(6)().

'%Reg. §1.1502-13(c).

' Reg. §1.469-1(h)(6)(ii) Ex. (i) and (ii).

"% Reg. §1.469-1(h)(6)(ii) Ex. (iii).

'"Reg. §1.469-1(h)(6)(ii) Ex. (iv).

'%Reg. §1.469-1T(h)(7).

1 See Dover Corp. v. Commissioner, 122 TC 19 (2004) (similar transac-
tion in the international tax context).

""Pyb. L. No. 100-203, §10211, §10212.
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PTPs were classified as corporations for tax purposes begin-
ning in 1988."" The act also changed the passive loss rules for
PTPs not classified as corporations, in order to prevent them
from generating passive income in tax years beginning in 1987
or later (i.e., the same effective date as the passive loss rules of
the Tax Reform Act of 1986).'”

The House Report for the Omnibus Budget Reconciliation
Act of 1987 noted:

publicly traded partnerships resemble corporations in
significant respects. For example, such partnerships,
like publicly traded corporations, give rise to the ex-
pectation that the entity will continue in existence
for the duration of its business activities, and hold-
ers of limited partnership interests can freely trans-
fer their interests, have limited liability, and generally
do not participate in management. Further, such part-
nerships are marketed and access capital markets in a
manner similar to that traditionally performed by cor-
porations, and market interests in the partnership on
the basis of the positive current yield that an investor
can expect on his investment in the partnership.

In this regard, the committee believes that the return
on investment in a publicly traded partnership is es-
sentially comparable to the return on an investment
in corporate stock. Under the passive loss rule, pas-
sive losses cannot be applied to offset dividend in-
come. Similarly, the passive loss rule treats as port-
folio income from other investments such as interest-
bearing obligations. The committee believes that in-
come from all publicly traded partnerships should be
treated similarly to income from investments in cor-
porations for purposes of the passive loss rule.

Thus, the bill provides that net income from an inter-

est in any publicly traded partnership is not treated as

passive income that can be offset by passive losses,

but rather, like dividend income (and like other in-

vestments generating a steady stream of positive in-

come such as interest), cannot be offset by passive
losses.'"”

PTPs are generally defined as any partnership (including
an LLC that is treated as a partnership for federal income tax
purposes) that has interests that are traded on an established se-
curities market, or are readily tradable on a secondary market
(or the substantial equivalent thereof)."* Partnership interests
are readily tradable on a secondary market, or its substantial

1'1§7704(a).

"2 §469(k).

" H. Rep. No. 100-391, Part 2 at 1073 (1987).

!14§7704(b). An established securities market includes (1) a national secu-
rities exchange registered under section 6 of the Securities Exchange Act of
1934 (15 U.S.C. 78f), (2) a national securities exchange exempt from registra-
tion under section 6 of the Securities Exchange Act of 1934 (15 U.S.C. 78f)
because of the limited volume of transactions, (3) a foreign securities exchange
that, under the law of the jurisdiction where it is organized, satisfies regula-
tory requirements that are analogous to the regulatory requirements under the
Securities Exchange Act of 1934 described in (1) or (2) (such as the London
International Financial Futures Exchange; the Marche a Terme International de
France; the International Stock Exchange of the United Kingdom and the Re-
public of Ireland, Limited; the Frankfurt Stock Exchange; and the Tokyo Stock
Exchange), (4) a regional or local exchange; and (5) an interdealer quotation
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equivalent, if the partners are readily able to buy, sell, or ex-
change their partnership interests in a manner that is econom-
ically comparable to trading on an established securities mar-
ket.'” Specifically, partnership interests are readily tradable on
a secondary market or the substantial equivalent thereof if: (i)
such interests are regularly quoted by persons such as brokers
or dealers making a market in the interest; (ii) any person reg-
ularly makes available to the public (including customers or
subscribers) bid or offer quotes with about such interests and
stands ready to effect buy or sell transactions at the quoted
prices for itself or on behalf of others; (iii) the holder of an in-
terest has a readily available, regular, and ongoing opportuni-
ty to sell or exchange such interest through a public means of
obtaining or providing information of offers to buy, sell or ex-
change interests; or (iv) prospective buyers and sellers have the
opportunity to buy, sell, or exchange interests in a time frame
and with the regularity and continuity that the existence of a
secondary market would provide.'"

The regulations provide various safe harbors for transfers
that are not considered in determining PTP status."”

PTPs are treated under §7704 as corporations unless 90%
or more of their gross income is qualifying income, also known
as “passive-type income,”""*

The definition of a PTP, the regulatory safe harbors for
transfers and the classification of income as “qualifying in-
come” are discussed in detail in 723 T.M., Publicly Traded
Partnerships.

A PTP that fails the 90% gross income test and is treated
as a corporation may qualify as a PSC or CHC. The PTP is
treated as transferring all of its assets (subject to their liabili-
ties) to a newly formed corporation in exchange for the stock of
the corporation, and distributing the stock to the partners in liq-
uidation of their partnership interests."" The tax consequences
are governed generally by §351, §731, and §732. Once a PTP
is taxed as a corporation due to failing the 90% gross income
test, it continues to be taxed as a corporation for all subsequent
tax years as long as it is publicly traded. The statute and regula-
tions do not explicitly address the result if a PTP that is taxed as
a corporation ceases to be publicly traded, but presumably the
corporation becomes a partnership for federal income tax pur-
poses and liquidates under §331 or §332 (as applicable).

For PTPs that qualify under the 90% gross income test and
continue to be treated as partnerships, a separate passive loss
limitation applies at the partner level."” The passive loss rules
apply separately to each PTP in which the taxpayer owns an
interest.”” Thus, a taxpayer’s net income from a PTP’s passive

system that regularly disseminates firm buy or sell quotations by identified bro-
kers or dealers by electronic means or otherwise. Reg. §1.7704-1(b).

P Reg. §1.7704-1(c)(1).

""“Reg. §1.7704-1(c)(2).

'"Reg. §1.7704-1(e)(1).

'"#§7704(c). The term “passive-type” income, as used in §7704(d), has no
relationship to any definitions under the passive loss rules.

" §7704(f).

1208469(k)(1).

"2'§469(k)(1). This special rule requiring separate treatment for each PTP
also applies to a regulated investment company (as defined by §851) holding
an interest in a qualified PTP (as defined by §851(h) to cover certain PTPs that
would not have met the regulated investment company gross income tests if the
PTP were a regulated investment company and qualifying income included on-
ly dividends, interest, gains from the sale or disposition of stocks and securities,
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activities cannot be sheltered by the taxpayer’s losses from oth-
er passive activities, including passive losses from other PTPs.
The nonpassive income from the PTP is portfolio income and
investment income under §163(d)."”

Similarly, a taxpayer’s net loss from a PTP cannot be used
to shelter net income from other passive activities, including
from other PTPs, but must be suspended and carried forward
until: (1) there is net income from that PTP in a future year; or
(2) an appropriate disposition occurs.'”

The definition of an appropriate disposition is different
from the unrelated taxable disposition rule under the general
passive loss rules,” as no disposition losses are allowed merely
because the PTP has disposed of its entire interest in a passive
activity. Instead, the taxpayer must dispose of his entire interest
in the PTP to be allowed disposition losses with regard to any
of the PTP’s passive activities.”” As under the full unrelated
taxable disposition rule, the disposition must be a fully taxable
transaction with an unrelated party.

Example: Taxpayer T purchases 100 common units of
PTP. T’s spouse purchases 10 preferred units of PTP. PTP
generates $10 of net income per preferred unit and $5 of
net loss per common unit. Spouses who file a joint return
are treated as a single taxpayer for most passive loss pur-
poses, including PTP purposes.”*® Accordingly, the $500 of
losses for the common units can offset the $100 of income
for the preferred units from the same PTP. Furthermore, T
and T’s spouse recognize the $400 PTP passive loss carry-
over only upon the disposition of both their common and
preferred units of the PTP.

Practice Point: A taxpayer’s passive activity income and
deductions from the same PTP can be used to offset each other.
Moreover, the passive activity deductions from a PTP include
deductions for expenses incurred by the taxpayer outside the
PTP if such expenses are reasonably allocable to the taxpayer’s
interest in passive activities held through the PTP. For exam-
ple, these deductions include those incurred by the taxpayer for
interest expense (€.g., to acquire the PTP partnership interest),
provided that such deductions are reasonably allocable to the
PTP’s passive activities under the rules generally applicable to
allocating interest expense.'”’

Practice Point: Within a single PTP, passive losses cannot
offset portfolio income or nonpassive income, and nonpassive
losses are not limited by the passive loss rules." Although the
main example of such income (or loss) is likely to be portfolio
income (or loss) of the PTP, income (or loss) from a trade or

and other income described in §851(b)(2)(A)) with respect to items attributable
to such interest in the qualified PTP. §469(k)(4). See 740 T.M., Taxation of
Regulated Investment Companies and Their Shareholders.

2 Notice 88-75. For a discussion of portfolio income, see II1.C., below.

12 See Hasan v. Commissioner, T.C. Memo 1997-439.

1 See §469(g) (discussed at V.H., below).

'28469(k)(3). In PLR 9148041, the IRS ruled that the holders of a PTP
disposed of their entire interests in the PTP when they exchanged all of their
PTP units for a corporation’s common stock in a taxable transaction, and the
holders are allowed their PTP passive loss carryovers if they are not related to
the corporation.

" Reg. §1.469-1TG)(1).

127 See Notice 88-75.

% See H. Rep. No. 100-495, at 951-52 (1987); Notice 88-75.
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business activity conducted by a PTP also can be nonpassive
if the taxpayer materially participates in the activity. General
partners of a PTP may be materially participating in the PTP’s
activities.”” While limited partners generally are not treated as
materially participating in any activity of a limited partnership,
the regulations create limited exceptions to this general rule."
The $25,000 special allowance' for certain rental real es-
tate activities of a lower-income taxpayer generally does not
apply to PTP items.”” However, a partner in a PTP is entitled
to the $25,000 (deduction equivalent) allowance with respect to
his share of the PTP’s low-income housing tax credits (LIHTC)
or the PTP’s historic rehabilitation tax credits, to the extent that
he has not fully utilized the $25,000 special allowance for pas-
sive losses and other passive credits from non-PTP sources."”’

G. Foreign Activities and Foreign Persons

The passive loss rules apply to all taxpayers, U.S. and for-
eign. A U.S. taxpayer may be subject to the passive loss rules
for both U.S. and foreign activities.

Example: Taxpayer T is a U.S. citizen who has a $1,000
of operating income from a U.S. restaurant business and a
$1,000 net rental loss from a foreign rental real property.
Due to differences in U.S. and foreign tax law, T pays
$100 of foreign income tax with respect to the foreign
rental real property. If T does not materially participate in
the restaurant business, T’s $1,000 net rental loss may off-
set the $1,000 of restaurant operating income. If T materi-
ally participates in the restaurant business, the $1,000 net
rental loss is a passive loss that cannot offset the $1,000
of nonpassive income from the restaurant and becomes a
$1,000 passive loss carryover to the next tax year. In either
case, T may claim a $100 foreign tax credit for the $100
of foreign income tax paid, generally to the extent that T
has sufficient U.S. income tax liability on foreign-source
income in the same §904(d) category."

A foreign taxpayer may be subject to the passive loss rules
on its income that is effectively connected with the conduct of a
U.S. trade or business and subject to U.S. income tax,"’ which
may include rental income from U.S. real property that the tax-
payer elects to treat as effectively connected with a U.S. trade
or business,"” and gains from the disposition of U.S. real prop-

"1f a PTP holds a working interest in an oil or gas activity, the activity
generally qualifies as nonpassive to general partners of the PTP. See IV.C.7.,
below.

"0 See TV.A.8., below. An oil and gas working interest conducted by a PTP
would be a passive activity to the limited partners — absent material participa-
tion — under the oil and gas working interest rule, which denies per se nonpas-
sive treatment to oil and gas working interests held through an entity that limits
the taxpayer’s liability. See IV.C.7.b., below.

*1§469(i),[se€ V. F., below.

2 §469(k)(1).

115469(k)(1) See V.F.2., below.

18469(d)(2) (passive credits do not include §27 foreign tax credits). The
TCJA, Pub. L. No. 115-97, §14201, expanded the number of §904(d) foreign
tax credit categories in 2018 and later years to four: general category, pas-
sive category, global intangible low-tax income (GILTI) category, and foreign
branch category. See 6060 T.M., The Foreign Tax Credit Limitation Under
Section 904 (Foreign Income Series).

1335871(b), §882.

1 §871(d).

07/01/2026 A-11


md6265
Comment on Text
; see

md6265
Comment on Text
; see

md6265
Comment on Text
roman


I.G.

Detailed Analysis

erty that is deemed to be effectively connected with a U.S. trade
or business under the Foreign Investment in Real Property Tax
Act of 1980 (FIRPTA)."”" Income effectively connected with
the conduct of a U.S. trade or business may include foreign-
source income in some circumstances.'”

Note: In addition to the U.S. income tax on a foreign cor-
poration’s income that is effectively connected with a U.S.
trade or business, the foreign corporation may also be subject
to an additional branch profits tax of generally up to 30% on
its effectively connected earnings and profits."”” A corporation’s
earnings and profits are reduced by a disallowed passive loss,*
with the result that a foreign corporation that is subject to the
passive loss rules may reduce its branch profits tax by disal-
lowed passive losses. For more on the branch profits tax, see
generally 6480 T.M., The Branch-Related Taxes of Section 884
(Foreign Income Series).

Note: The TCJA enacted §864(c)(8) to provide that a for-
eign person’s non-FIRPTA gain or loss from the disposition
of a partnership interest on or after November 27, 2017, is ef-
fectively connected with the conduct of a U.S. trade or busi-
ness, generally to the extent of the partner’s share of the part-
nership’s unrealized gain that is effectively connected with the
conduct of a U.S. trade or business.'*" Although Congress en-
acted §864(c)(8) in response to the taxpayer victory in Gre-
cian Magnesite v. Commissioner, the case involved the en-
tirely different issue of whether a foreign partner’s non-FIRP-
TA gain from the redemption of an interest in a partnership
(engaged in a U.S. mining activity) was U.S.-source income
or foreign-source income, and not the issue of whether the in-
come of either source was effectively connected with the con-
duct of a U.S. trade or business. The taxpayer in Grecian Mag-
nesite successfully argued that the gain was foreign-source in-
come, and the IRS had conceded for unclear strategic reasons
that any foreign-source income would not be effectively con-
nected with the conduct of a U.S. trade or business and there-
fore not subject to U.S. income tax. In contrast, §864(c)(8) gen-
erally results in the foreign partner recognizing foreign-source
income that is effectively connected with the conduct of a U.S.
trade or business and subject to U.S. income tax. For more on
§864(c)(8) and its withholding provisions in §1446(f), 680
T.M., Partners and Partnerships — International Ta ects
(Foreign Income Series), and 718 T.M., Partnerships — Dispo-
sition of Partnership Interests or Partnership Business; Partner-
ship Termination.

Example: A foreign individual has a $1,000 gain from
the disposition of a partnership interest engaged in a U.S.
restaurant business and a $1,000 net rental loss from a U.S.
rental real property. If the individual does not materially
participate in the U.S. restaurant business, the $1,000 gain
is passive gain that may be offset by the $1,000 passive

1378897(a)(1). See Omnibus Reconciliation Act of 1980 (Pub. L. No.
96-499), tit. XI subt. C.

1% See, e.g., §864(c)(4).

139§864(c)(8).

' See, e.g., Reg. §1.312-7(b)(1).

“'Pyb. L. No. 115-97, §13501.

"2 Grecian Magnesite v. Commissioner, 149 T.C. 63 (2017), aff’d, 926
F.3d 819 (D.C. Cir. 2019).
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loss from the rental real estate activity. However, if the in-
dividual materially participates in the U.S. restaurant busi-
ness, the $1,000 gain is nonpassive gain that cannot be off-
set by the $1,000 passive loss, which becomes a $1,000
passive loss carryover to the following tax year.

Example: A foreign individual has a $1,000 loss from
the disposition of a partnership interest engaged in a U.S.
restaurant business and a $1,000 gain from a U.S. rental
real property. Regardless of whether the $1,000 loss is pas-
sive or nonpassive due to material participation or the full
unrelated taxable disposition rule,' the loss may offset the
$1,000 passive income from the rental real estate activity.

Example: A foreign individual has a $1,000 operating loss
from a U.S. restaurant business and a $1,000 capital gain
dividend from a nonpublic REIT, attributable to the RE-
IT’s disposition of a U.S. real property interest. The REIT
capital gain dividend is effectively connected with the con-
duct of a U.S. trade or business and subject to U.S. income
tax."* Since the REIT capital gain dividend is portfolio in-
come," the $1,000 loss cannot offset the dividend income
and instead becomes a $1,000 passive loss carryover to the
following tax year.

A controlled foreign corporation (CFC) is generally a for-
eign corporation in which more than 50% of its stock (by vote
or value) is owned directly, indirectly, or constructively by one
or more U.S. shareholders."* A U.S. shareholder is any U.S.
person that owns 10% or more (by vote or value) of the foreign
corporation’s stock.'”” A U.S. shareholder includes as gross in-
come its pro rata shares of the CFC’s subpart F income under
§951 and net CFC tested income (NCTT; formerly known as
global intangible low-taxed income (GILTI)) §951A income,
both of which are generally calculated as if the CFC were a do-
mestic corporation subject to the §11 corporate income tax.'**

Subpart F income generally consists of certain types of
rental income and other investment income,'® as well as certain
sales and service transactions with related parties.”® Certain
Code provisions do not apply for calculating the CFC’s subpart
F income or §951A income (or loss),”" such as a disallowance
of any §172 net operating loss (NOL) deduction and any
§1212(a) capital loss carryback or carryover.”” If a CFC is a
personal service corporation (PSC) or closely held company
(CHC) under the passive loss rules, the CFC may be subject to

143 See V.H., below.

148897(h)(1).

' See TII.C.1., below.

1468957(a). See §958(b) (constructive ownership).

1478051(b). See §958(b) (constructive ownership), §957(c) (defining “U.S.
person”).

"“$Reg. §1.952-2(b)(1), §1.951A-2(c)(2).

98954(c).

1% See §954(d), §954(e).

"“IReg. §1.952-2(c).

’Reg. §1.952-2(c)(5).
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Detailed Analysis

I.G.

passive loss limitations in computing its subpart F income and
§951A income (or loss) from foreign activities.

153

Example: Taxpayer T is a U.S. citizen who owns 100%
of the stock of foreign corporation CFC. CFC has $100
of net rental loss from a foreign rental real property and
$100 of interest income. CFC has zero adjusted tax basis
in the foreign rental real property and does not materially
participate in the foreign rental activity. The net rental loss
is subject to the passive loss limitations for a CHC,"* and
it cannot offset the $100 of interest income for purpos-
es of computing either subpart F income or global intan-
gible low-taxed income (GILTI) tested income (or loss).
The CHC has a $100 passive loss carryover to the next tax
year.

"*For more on the application of the passive loss rules to CFCs, subpart F

Example: Taxpayer T is a U.S. citizen who owns 100% of
the stock of foreign corporation CFC. CFC has $100 of net
loss from a foreign business in Year One and $100 of net
income from the same business in Year Two. CFC has ze-
ro adjusted tax basis in the assets of the foreign business,
which gives rise to GILTI tested income (or loss). If CFC
materially participates in the foreign business activity in
Year One, the CFC’s $100 net loss in Year One results in
a $100 GILTI tested loss for T in Year One, which can-
not be carried over to Year Two in order to offset T's $100
of GILTI tested income in Year Two. Accordingly, T has
$100 of GILTI inclusions in Year Two. In contrast, if CFC
does not materially participate in the foreign business ac-
tivity in Year One, CFC’s $100 net loss in Year One be-
comes a $100 passive loss carryover that can offset CFC’s
$100 of income in Year Two, so that T has zero GILTI
tested income in Year Two.

income, and net CFC tested income (NCTI f/k/a GILTI), see 6200 T.M., CFCs
— General Overview, 6220 T.M., CFCs — Foreign Personal Holding Compa-
ny Income; 6240 T.M., CFCs — Foreign Base Company Income (Other than
FPHCI) (Foreign Income Series).

1% See V.A.1., below.
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. Activities Covered

A. Identifying Passive Activities

If a taxpayer is subject to the passive loss rules, the next
step is to identify whether any of the taxpayer’s activities are
passive activities. This analysis involves several steps, includ-
ing:

i. the identification of separate activities;

ii. the determination of whether an activity is a rental ac-
tivity, a trade or business activity, or neither; and

iii. the application of the material participation standard,
and of the various exceptions to that standard for rental ac-
tivities, limited partners, and oil and gas working interests.

The statutory scheme of §469 applies on an activity-by-ac-
tivity basis. Section 469(1)(1) authorizes regulations to specify
what constitutes an “activity.” Treasury started in 1988 with a
broad rule that a taxpayer’s operations could be treated as one
or more activities under “any reasonable method.””* Tempo-
rary regulations ordered on May 12, 1989,"° attempted to im-
pose mandatory rules for the scope of a taxpayer’s separate ac-
tivities, with specific rules for personal service activities and
other special circumstances. The 41 pages of temporary regu-
lations were “criticized as overly long and complex, burden-
some for small taxpayers, and mechanically inflexible,” and
they were replaced in 1992 by five pages of “shorter and more
flexible” proposed regulations. The proposed regulations were
intended to “be easier to apply and ease the burden on small
taxpayers,” and “[i]n recognition of the difficulty in providing
simple, administrable rules for such an inherently factual deter-
mination, the proposed regulations adopt a facts-and-circum-
stances approach to identify a taxpayer’s activities.”"”’

The proposed regulations were finalized with few signifi-
cant changes on October 4, 1994."® The final regulations essen-
tially adopt the initial flexible approach.

B. Trade or Business Activity

After a taxpayer subject to the passive loss rules has deter-
mined the scope of his separate activities, it is necessary to de-
termine which of such activities are passive. In general, a pas-
sive activity is: (1) a trade or business activity in which the tax-
payer does not materially participate (except for certain oil and
gas working interests); or (2) a rental activity, for which ma-
terial participation is generally irrelevant except for real estate
professionals.'” It is therefore necessary to distinguish between
trade or business activities and rental activities.

' Notice 88-94.

PST.D. 8253, 54 Fed. Reg. 20,527 (May 12, 1989).

“7PS-01-89 (Preamble to Proposed Regulations), 57 Fed. Reg. 20,802,
20,803 (May 15, 1992). The proposed regulations were generally effective for
tax years ending after May 10, 1992.

SST.D. 8565, 59 Fed. Reg. 50,485 (Oct. 4, 1994). (“Several comments re-
quested guidance on when activities grouped in accordance with the rules in
the temporary regulations must be regrouped under the final regulations. In ac-
cordance with the effective date provisions, taxpayers that grouped their activ-
ities under the rules in the temporary regulations must regroup their activities
if their activities are not appropriate economic units under these regulations.”)

Reg. §1.469-1T(e)(1), §1.469-1T(e)(4).
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The 1986 Senate Report explained the rationale for the per
se passive rule for rental activities:

[An] area in which the material participation standard

is not wholly adequate is that of rental activities.

Such activities predominantly involve the production

of income from capital. For this reason, rental in-

come generally is not now subject to the self-employ-

ment tax, whether or not the activity constitutes a

trade or business (sec. 1402(a)(1)). Rental activities

generally require less ongoing management activity,

in proportion to capital invested, than business activ-

ities involving the production or sale of goods and

services. Thus, for example, an individual who is em-

ployed fulltime as a professional could more easily
provide all necessary management in his spare time
with respect to a rental activity than he could with
respect to another type of business activity involv-

ing the same capital investment. The extensive use of

rental activities for tax shelter purposes under present

law, combined with the reduced level of personal in-

volvement necessary to conduct such activities, make

clear that the effectiveness of the basic passive loss
provision could be seriously compromised if material
participation were sufficient to avoid the limitations

in the case of rental activities.'”

As discussed at IV.B.1., below, about real estate profes-
sionals, however, certain individuals in the real estate industry
may use the material participation standards for rental activi-
ties.

1. Meaning of “Trade or Business”

An activity generally must involve the conduct of business
or rental operations, and must not be a rental activity, to consti-
tute a trade or business activity.'®'

Practice Point: A trade or business activity does not in-
clude a rental activity,'” even if the rental activity is considered
a trade or business under §162, §172, §280A, §1231, or other
Code provisions.'”

The meaning of the term trade or business was addressed
by the Supreme Court in Commissioner v. Groetzinger,'
which held that an individual who engaged in gambling on a
full-time basis, as his source of livelihood, was engaged in a
trade or business, notwithstanding the fact that gambling may
not involve holding oneself out to others as providing goods
and services.'” The Court stated that generally there are two
requirements for an activity to constitute a trade or business.
First, the activity must be conducted for profit; that is, it must
not be a hobby or recreational activity engaged in for person-

101986 Senate Report at 718. See also 1986 Blue Book at 214.

"' Reg. §1.469-4(b)(1).

' For a discussion of rental activities under Reg. §1.469-1T(e)(3), see
III.B., below.

19 See, e.g., Fackler v. Commissioner, 133 F.2d 509 (6th Cir. 1943); Cur-
phey v. Commissioner, 73 T.C. 766 (1980); Lagriede v. Commissioner, 23 T.C.
508 (1954); Hazard v. Commissioner, 7 T.C. 372 (1946).

1% Commissioner v. Groetzinger, 480 U.S. 23 (1987).

'%n PLR 8943055, the IRS declined to rule on whether a taxpayer’s in-
volvement in a lottery constitutes the conduct of a gambling trade or business
under §162 and the passive loss rules, due to the factual nature of the issue.
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al reasons. Second, the activity must be engaged in with some
regularity and continuity, even if not by the taxpayer personal-
1y.|66

The passive loss rules expand the definition of trade or
business activity in two respects, so that a taxpayer may have
a trade or business activity without meeting the general Code
definition for the existence of a trade or business. Accordingly,
the distinction between a trade or business and a nonbusiness
activity is less important in the passive loss context, compared
to other situations such as the §199A pass-through business in-
come deduction,'” the §163(j) limitation on business interest
expense, ® or whether the taxpayer owns a capital asset or
§1231 property.'”

First, a trade or business activity includes any activity in-
volving research and experimentation (R&E) within the mean-
ing of §174 (and likely, §174A)." The regulations provide that
a trade or business activity includes an activity that involves
R&E expenditures that are deductible under §174 (or would be
deductible if the taxpayer adopted the deduction method de-
scribed in §174(a)),”" which generally permits the expensing of
R&E expenditures paid or incurred by the taxpayer “in connec-
tion with” the taxpayer’s trade or business.

Practice Point: The §174 rule applies to R&E expenditures
that are incurred before the trade or business has commenced."”
For amounts paid or incurred in tax years beginning between
2022 and 2024, domestic R&E expenditures must be charged to
capital account and are generally amortized over five years, or
over 15 years for certain foreign research.”” For amounts paid
or incurred in tax years beginning after 2024, taxpayers are al-
lowed an immediate deduction for any domestic R&E expendi-
tures,”* but still must amortize foreign R&E expenditures over
a 15-year period.'”

16 Commissioner v. Groetzinger, 480 U.S. at 35. In Deputy v. Du Pont, 308
U.S. 488 (1940), Justice Frankfurter, concurring, had stated that the conduct
of a trade or business involves holding oneself out to others as offering goods
and services. After Groetzinger v. Commissioner, some cases had relied on this
statement in determining the scope of the term “trade or business.” See, e.g.,
Gentile v. Commissioner, 65 T.C. 1 (1975). See generally 505 T.M., Trade or
Business Expenses and For-Profit Activity Deductions.

' See, e.g., Rev. Proc. 2019-38; Notice 2019-7. Note that the IRS ordinar-
ily will not rule on whether a taxpayer or relevant pass-through entity is en-
gaged in a specified service trade or business for purposes of §199A. Rev. Proc.
2026-3, §4.01(19).

'8 See Reg. §1.163(j)-9(b)(2)(ii).

19 See, e.g., Keefe v. Commissioner, 126 AFTR 2d 2020-5331 (2d Cir.
2020), aff’g T.C. Memo 2018-28 (taxpayers have capital loss, instead of ordi-
nary loss under §1231, on the disposition of renovated property that was nev-
er held in a rental trade or business); Gilford v. Commissioner, 201 F.2d 735
(2d Cir. 1953), Fackler v. Commissioner, 133 F.2d 509 (6th Cir. 1943); Mur-
taugh v. Commissioner, T.C. Memo 1997-319; Jackson v. Commissioner, T.C.
Memo 1975-265; Grier v. Commissioner, 120 F.Supp. 395 (D. Ct. 1954), aff’d
per curiam, 218 F.2d 603 (2d Cir. 1955) and cases cited therein.

708469(c)(5).

"' Reg. §1.469-4(b)(1)(iii). Note that the regulations would also likely ex-
tend to R&E expenditures that are deductible under §174A.

' See Snow v. Commissioner, 416 U.S. 500 (1974). Note that the conclu-
sion regarding the §174 rule would also likely extend to R&E expenditures that
are deductible under §174A.

'3 See former §174(a)(2).

"7§174A, as added by the One Big Beautiful Bill Act (OBBBA), Pub. L.
No. 119-21, §70302(a).

"*§174, as amended by the OBBBA, Pub. L. No. 119-21, §70302(b). For
further discussion of §174 and §174A, see 556 T.M., Research and Develop-
ment Expenditures.
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Presumably Reg. §1.469-4(b)(1)(iii) will be amended to
treat an activity that involves such research or experimental ex-
penditures in 2022 and later as a trade or business activity. See
generally 556 T.M., Research and Development Expenditures.

Second, §469(c)(6) authorizes regulations to provide that
a “trade or business” includes any activity in connection with
a trade or business, and any activity with respect to which
expenses are allowed as §212 deduction, e.g., an individual’s
deduction for expenses paid or incurred for the production
or collection of income, such as investment activities. Reg.
§1.469-4(b)(1) provides that “trade or business activities” in-
cludes activities that are “conducted in anticipation of the com-
mencement of a trade or business.”

Practice Point: A C corporation does not have investment
activities subject to §212, which applies only to noncorporate
taxpayers, and instead all of a C corporation’s investment in-
come and expenses are generally trade or business expenses.

Practice Point: For an individual, estate, or non-grantor
trust, investment activities are generally not subject to the pas-
sive loss rules. Instead, the investment interest expense is sub-
ject to §163(d) limitations on investment interest, and all other
investment expenses are nondeductible under §67 Miscella-
neous itemized deductions are not deductible for individuals,
estates, and non-grantor trusts in tax years beginning in 2018
and later."”

A trade or business activity does not include an activity
that is incidental to an activity of holding property for invest-
ment.'”’

2. Trading Activity Per Se Nonpassive Rule

Active trading in securities and other property may rise to
the level of a trade or business. Traders (who can be in a trade
or business) differ from mere investors (who cannot) in that the
former principally “endeavor to catch the swings in the daily
market movements and profit thereby on a short-term basis,”"”*
while the latter rely more on the gradual appreciation of assets.
In practice, the critical factor is often the amount of churning:
i.e., how fast the investor turns over the investment portfolio.179
See generally 561 T.M., Capital Assets, and 736 T.M., Hedge
Funds.

An activity of trading certain types of personal property,
for the account of owners of interests in the activity, is not a
passive activity, even if the activity would otherwise be a trade
or business activity."™ As a result, the trading income and gains
do not give rise to passive income (even for investors who do
not materially participate in the activity) that can be offset by
passive losses. Conversely, trading losses are not subject to
passive loss limitations and can offset any income, though they
may be subject to the §1211 capital loss limitation and other ap-
plicable limitations. The trading expenses incurred in a trade or

176 §67(g)

""Reg. §1.469-4(b)(1). See I11.B.4.a., below, for the incidental rental to in-
vestment rule in Reg. §1.469-1T(e)(3)(vi)(B).

'" Moller v. United States, 721 F.2d 810, 813 (Fed. Cir. 1983), rev’g, 553
F. Supp. 1071 (Cl. Ct. 1982). See also King v. Commissioner, 89 T.C. 445
(1987); Estate of Yaeger v. Commissioner, 889 F.2d 29 (2d Cir. 1989), aff’'g 92
T.C. 180 (1989); Walker v. Commissioner, T.C. Memo 1990-609.

' See, e.g., Cameron v. Commissioner, T.C. Memo 2007-260.

" Reg. §1.469-1T(e)(6)().
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business are deductible as business expenses under §162, like-
wise without any limitation under the passive loss rules.

Temporary regulations explained that “[i]n some circum-
stances, the activity of trading personal property (such as secu-
rities or commodities or other property of a type that is active-
ly traded) for one’s own account has been treated as a trade or
business. Even in those circumstances, however, the income or
loss from the activity resembles portfolio income or loss in that
it results entirely from the holding and sale of personal proper-
ty.”ISI

The trading activity per se nonpassive rule applies to per-
sonal property as defined in the §1092(d) straddle rules,™
which is any personal property for which there is an established
financial market." It generally includes publicly traded stocks,
bonds, options, and other securities, as well as foreign curren-
cy."™ For further discussion, see 187 T.M., Taxation of Non-
Equity Derivatives.

Example: A partnership is a trader of stocks and bonds.
The capital employed by the partnership in the trading ac-
tivity consists of amounts contributed by the partners and
funds borrowed by the partnership. The partnership de-
rives gross income from the activity in the form of interest,
dividends, and capital gains. The partnership is treated as
conducting an activity of trading personal property for the
account of its partners. Accordingly, the activity is not a
passive activity.'”

Practice Point: It is unclear how the trading activity per
se rule applies when the taxpayer is trading in its own actively
traded personal property, i.e., without the use of a pass-through
entity. The taxpayer may hire a trader to do the trading for the
taxpayer’s personal property, in which case the trader is likely
trading for the account of the owner of an interest in the activi-
ty, which is the taxpayer owner himself. Alternatively, the tax-
payer can personally do the actual trading, in which case it may
be challenging to avoid materially participating in the trading
activity.

An established financial market includes (i) a national se-
curities exchange that’s registered under section 6 of the Secu-
rities Exchange Act of 1934 (15 U.S.C. 78f); (ii) an interdeal-
er quotation system sponsored by a national securities associ-
ation registered under section 15A of the Securities Exchange
Act of 1934; (iii) a domestic board of trade designated as a con-
tract market by the Commodities Futures Trading Commission;
(iv) a foreign securities exchange or board of trade that sat-
isfies analogous regulatory requirements under the law of the
jurisdiction in which it is organized (such as the London In-
ternational Financial Futures Exchange, the Marche a Terme
International de France, the International Stock Exchange of

**' Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5688 (Feb. 25, 1988).

" Reg. §1.469-1T(e)(6)(i). The §1092(d)(3) offsetting position require-
ments for stock are not applicable.

" Reg. §1.1092(d)-1(a).

' Notice 2003-81.

1% See Reg. §1.469-1T(e)(6)(iii) Ex.; see also Rev. Rul. 2008-12 (§163(d)
investment interest treatment of limited partner’s distributive share of interest
expense allocable to partnership’s trade or business of securities trading), am-
plified by Rev. Rul. 2008-38; FSA 200111001 (applying this rule, as well as
the interest expense limitations rules, to a partner in a trading partnership).
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the United Kingdom and the Republic of Ireland, Limited, the
Frankfurt Stock Exchange, and the Tokyo Stock Exchange); (v)
an interbank market; (vi) an interdealer market as defined in
Reg. §1.1092(d)-1(b)(2)(1); and (vii) solely about a debt instru-
ment, a debt market as defined in Reg. §1.1092-1(b)(2)(ii)."*

Note: Although bitcoin, ether, ripple, unobtainium classic,
and other cryptocurrencies are property for income tax purpos-
es," the trading activity per se nonpassive rule applies to a trad-
er of cryptocurrency only if the cryptocurrency has an estab-
lished financial market as defined above, such as an interdeal-
er market. The trading taxpayer may be a trader of such cryp-
tocurrency based on the cryptocurrency’s activities on another
exchange, as it is not necessary for the taxpayer to use the es-
tablished financial market to be subject to the trading activity
per se nonpassive rule.

Even though trading activities are per se nonpassive, ma-
terial participation is relevant for a partnership engaged in trad-
ing activities. In Rev. Rul. 2008-12, PRS is a parternship that
is engaged solely in the trade or business of trading securities
for its own account and not for customers. LP is a noncorpo-
rate taxpayer that owns an interest in PRS as a limited partner.
LP does not materially participate in the activity in which PRS
is engaged. PRS incurs indebtedness in its trade or business of
trading securities. The ruling concluded that since LP’s share
of PRS’s interest expense is allocable to PRS’s trading activity,
LP’s share of PRS’s interest expense is subject to the §163(d)
investment limitation.

Under Reg. §1.163(j)-6(c), if a partnership has interest in-
come or interest expense that is properly allocable to a per se
non-passive trade or business activity (e.g., a trading activity),
and the interest income or interest expense is allocated to di-
rect partners that do not materially participate within the mean-
ing of §469 in the activity, then the interest income (or ex-
pense) is not business interest income (or expense) subject to
the §163(j) limitation. Instead, the interest expense is subject to
the §163(d) investment interest limitation as described in Rev.
Rul. 2008-12. Conversely, if the interest income or interest ex-
pense is allocated to direct partners that do materially partici-
pate in the activity, then the interest income or interest expense
is subject to the §163(j) limitation. A trading partnership may
have some interest expense subject to §163(j) (for its general
partners that materially participate in the trading activity) and
other interest expense subject to §163(j) (for its limited partners
that do not materially participate in the trading activity).

Practice Point: In distinguishing between the §163(d) and
§163(j) limitations, the trading partnership can only look at the
material participation of its direct partners. If a direct partner
is an upper-tier partnership, it does not materially participate
in the activity, because the §469 material participation rules do
not apply to partnerships. As a result, a trading partnership that
is owned by upper-tier partnerships, which is a common mas-
ter-feeder fund structure, would generate only investment inter-
est income and expense subject to §163(d), not §163(j). Trea-
sury and the IRS rejected a comment by the author to provide a

"% Reg. §1.1092(d)-1(b)(1).
%7 See Notice 2014-21.
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look-through rule based on material participation by the tradin
g p p y g
partnership’s indirect partners.'®

3. State and Local Tax (SALT) Deduction for Pass-
through Entity

The deduction for state and local taxes (SALT) is gov-
erned by §164. The TCJA imposed a $10,000 annual limit for
SALT deductions in 2018 through 2025, though the $10,000
limit does not apply to taxes paid or accrued in carrying on a
trade or business or an activity described in §212."* The OBB-
BA increased the $10,000 annual limit to $40,000 for certain
lower income taxpayers in 2025 through 2029."

The TCJA’s legislative history explained that “taxes im-
posed at the entity level, such as a business tax imposed on
pass-through entities, that are reflected in a partner’s or S cor-
poration shareholder’s distributive or pro-rata share of income
or loss on a Schedule K-1 (or similar form), will continue to
reduce such partner’s or shareholder’s distributive or pro-rata
share of income as under present law.””' Many states and lo-
calities enacted such pass-through entity (PTE) taxes imposed
on partnerships and S corporations, for which the partners and
S corporation shareholders generally received a corresponding
credit against their personal state and local income taxes.

Notice 2020-75 provided that such PTE taxes are de-
ductible by the partnership or S corporation against its non-sep-
arately stated income or loss, and the PTE taxes do not have to
be separately stated. The Notice explained that more detailed
rules for PTE taxes will be promulgated in future proposed reg-
ulations.

If the partnership or S corporation is engaged in a trade or
business or rental activity, the PTE taxes are deductible against
income or loss of such activity. If the activity is a passive activ-
ity, the PTE taxes would reduce the passive income or increase
the passive loss.

The proper treatment of the PTE taxes is less clear if the
partnership or S corporation is engaged in an investment activ-
ity. The investment activity’s income or losses would normal-
ly be separately stated by the partnership or S corporation, as
dividend income, interest, capital gains, or other types of port-
folio income. One tax treatment is for the PTE taxes imposed
on an investment activity to create a standalone non-separate-
ly stated loss, allocated by the partnership or S corporation to
the partners and shareholders. It is not obvious how the partner
or shareholder would deduct such a loss and whether the loss
is subject to the passive loss rules. If the loss is subject to the
passive loss rules, the partner’s or shareholder’s material par-
ticipation would presumably be measured in relation to the in-

%886 Fed. Reg. 5504 (Jan. 19, 2021) (“One commenter observed that the
proposed regulations do not discuss a tiered partnership structure with respect
to the material participation rules. The Treasury Department and the IRS de-
termined that such a rule is not needed. The bifurcation approach in proposed
§1.163(j)-1(c)(1) and (2) applies where interest income or expense is allocable
to one or more partners that do not materially participate (within the meaning of
section 469), as described in section 163(d)(5)(A)(ii). Thus, in a tiered structure
where interest is not allocable to one or more partners that do not materially
participate, the rules in §1.163(j)-1(c)(1) and (2) do not apply and the interest
expense is subject to the rules under section 163(j)(4).”).

'%§164(b)(6); Pub. L. No. 115-97, §11042.

""§164(b)(6); Pub. L. No. 119-21, §70120.

"“'H. Rep. 115-466, at 260 n. 172 (2017).
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vestment activity, which is not contemplated by the passive loss
rules and implies that the passive loss rules should not apply in
the first place. Another tax treatment is for the PTE taxes im-
posed on the investment activity to reduce the portfolio income.

C. Rental Activity

A “rental activity” is defined as “any activity where pay-
ments are principally for the use of tangible property.”” Sub-
ject to certain exceptions described below, an activity is a rental
activity during a year if:'"”

1. Tangible property, held in connection with the activity,
is used by customers (or held for use by customers), and

2. The gross income (or expected gross income) attribut-

able to the conduct of the activity represents amounts paid

(or to be paid) principally for the use of such tangible prop-

erty.

It does not matter whether the customers are using the
property pursuant to a lease, a service contract, or other
arrangement that is not denominated as a lease.” The 1986
Conference Report clarified that “a rental activity may include
the performance of services that are incidental to the activity
(e.g., a laundry room in a rental apartment building).”"”

Rental activities are per se passive activities, regardless
of material participation.”® However, six exceptions (described
below in greater detail) to rental activity treatment generally
provide that the use of tangible property is not a rental activity
for a tax year, if for such tax year:

(1) The average period of customer use of the property is
seven days or less,"’

(2) The average period of customer use of the property is
30 days or less, and significant personal services are pro-
vided by (or on behalf of) the property owner in connec-
tion with making the property available for customer use,**

(3) Extraordinary personal services are provided by (or on
behalf of) the property owner in connection with making
the property available for customer use,"’

(4) The rental of the property is incidental to a nonrental
activity of the taxpayer,””

(5) The taxpayer customarily makes the property available

during defined business hours for nonexclusive use by var-

ious customers,”” or

28469()(8).

% Reg. §1.469-1T(e)(3)().

" Reg. §1.469-1T(e)(3)(I)(A), Reg. §1.469-1T(e)(3)(i)(B).

%1986 Conference Report at 11-148. See also 1986 Blue Book at 249.

1% See, e.g., Kelly v. Commissioner, T.C. Memo 2000-32 (aircraft leasing
activity is a passive activity, even though the taxpayer materially participated
in the activity by spending more than 500 hours a year).

“TReg. §1.469-1T(e)(3)(ii)(A).

" Reg. §1.469-1T(e)(3)(ii)(B).

' Reg. §1.469-1T(e)(3)(ii)(C).

*®Reg. §1.469-1T(e)(3)(ii)(D).

*'Reg. §1.469-1T(e)(3)(ii)(E).
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(6) The taxpayer provides the property for use in a non-
rental activity conducted by a partnership, S corporation,
or joint venture, in which the taxpayer owns an interest.””

If one of the six exceptions applies, the activity would gen-
erally be treated as a trade or business activity, instead of a
rental activity. The trade or business activity is not a passive
activity if the taxpayer materially participates in the activity.

Example: A taxpayer owns an apartment that is rented out
to third parties on Airbnb, Vrbo, HomeAway, or a simi-
lar platform, for an average period of seven days or less.
The apartment rental activity is a trade or business activity
under the first exception, instead of a rental activity under
the passive loss rules. The taxpayer can have nonpassive
income or nonpassive loss from the Airbnb activity if the
taxpayer materially participates in the activity. However,
if the taxpayer is renting out a vacation home or a portion
of his or her personal residence, such as a spare bedroom,
certain rules under §280A(c)(5) may apply, as discussed
in VLE., below, that would disallow and carry over any
loss under §280A(c)(5) and also cause any net income to
be nonpassive income.

Practice Point: If an activity has net losses, a taxpayer may
prefer for the activity to be a trade or business activity to mate-
rially participate in it and have nonpassive losses. Conversely,
if an activity has net income, the taxpayer may prefer for the
activity to be a passive activity with passive income, regardless
of material participation. Status as a rental activity or a trade
or business activity is also relevant for real estate professionals
and their aggregation election.””’

In TAM 9251003, the IRS National Office concluded that
a “rental activity” does not include the preconstruction and de-
velopment phases of an activity that eventually will become a
rental activity. Accordingly, if the taxpayer materially partici-
pated in the activity during those phases, the taxpayer’s alloca-
ble share of the preconstruction expenses paid by the partner-
ship is not characterized as a passive loss, even though the final
activity is a passive activity.”

Practice Point: In some cases, there may be a lack of clari-
ty as to whether a customer’s payments are for the use of tangi-
ble property or for services, but the six exceptions to rental ac-
tivity treatment generally eliminate the uncertainty and treat the
entire activity as a trade or business activity. For example, if a
taxpayer holds property for sale but rents the property out in the
meantime, the fourth exception may apply, as the rental activi-
ty is incidental to a nonrental activity (sales activity) of the tax-
payer. This avoids the fact-intensive inquiries about rental pur-
pose versus sales purpose that can arise in other contexts, such
as in connection with §1221(a)(1) capital gain treatment, §1031

*Reg. §1.469-1T(e)(3)(ii)(F).

* See IV.B.2.b., below.

2 See also 1986 Senate Report at 743 (“[r]ental activities generally are
treated as separate from nonrental activities involving the same persons or
property. Thus, ... real estate construction and development is a different activ-
ity from renting the newly constructed building.”); 1986 Conference Report at
II-145 (“when a real estate construction activity becomes a rental activity up-
on the completion of construction and the commencement of renting the con-
structed building, the change is not treated as a disposition.”); 1986 Blue Book
at 229, 249.
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like-kind exchanges, and §857(b)(6) REIT prohibited transac-
tions.

See Worksheet 2: Rental Activity Classification.

1. Exception One: Average Customer Use Period of
Seven Days or Less

An activity is not a rental activity if the average period
of customer use is seven days or less.”” The regulations’ pre-
amble explained that “[t]his exception will exclude from treat-
ment as a ‘rental activity’ most activities involving short-term
use of tangible personal property such as automobiles, video-
cassettes, tuxedos, and tools, and short-term use of hotel and
motel rooms. The rationale for the ‘seven-day rule’ is that a
customer’s use of property for seven days or less generally will
require the person furnishing the property to provide services
significant enough to justify the conclusion that the person is
engaged in a service business rather than a rental activity.”””

Practice Point: A “videocassette” is a physical token pop-
ular in the late 1900s that streamed entertainment media to a
local playback device, known as a “videocassette recorder” or
VCR. In contrast, the streaming of entertainment media in the
form of intangible property over the Internet is generally an ac-
tivity that generates royalty income, which is not a rental activ-
ity and is not covered by the exception to a rental activity.

Practice Point: The exception does not require that the
lessor provide any services to the customer.

Note: The relevant customer is the taxpayer’s lessee or
tenant, who may not necessarily be the ultimate end user of the
property. In Kelly v. Commissioner,”” the taxpayer leased six
aircraft on a yearly basis to a flight school, which used the air-
craft for the school’s customers on a short-term basis. The tax-
payer’s lease was a rental activity because the customer was the
flight school, whose lease was on a yearly basis.””

The determination is made separately for each tax year,
based on the average period of customer use during the tax
year. The average customer use determination is a five-step
process. The taxpayer must:

(1) Organize the activity’s properties into different classes,
using any method, as long as the daily rent does not differ
significantly for the properties in the same class.’” The
regulations do not define “significantly” for this purpose.

(2) Determine each period of customer use, during which
the customer has a continuous or recurring right to use the

*Reg. §1.469-1T(e)(3)(ii)(A). See TAM 9505002 (IRS National Office
advised that a beach resort condominium unit, which is rented to third parties
for an average period of seven days or less, is not a rental activity).

*“TD. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5687 (Feb. 25, 1988).

*T.C. Memo 2000-32.

208 Compare Akers v. Commissioner, T.C. Memo 2010-85 (cabin rental);
Hairston v. Commissioner, T.C. Memo 2000-386 (construction equipment
leased to related C corporation, which subleased the equipment to end users);
Frank v. Commissioner, T.C. Memo 1996-177 (airplane leased to flight
school); White v. Commissioner, T.C. Summ. Op. 2004-139 (sailboat leased to
charter company); with Eger v. United States, 405 F. Supp. 3d 850 (N.D. Cal.
2019) (customers average stay less than seven days does not qualify as rental
activity) aff’d on other grounds in unpub. opin., 818 Fed. App’x. 751 (9th Cir.,
2020).

*“Reg. §1.469-1(e)(3)(iii)(E).
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property.*'® The periods include periods that began in the
prior tax year and end in the current tax year. For a period
that includes the last day of the current tax year, the du-
ration may be determined on the basis of reasonable esti-
mates.

(3) Determine the average period of customer use for each
class of property, by dividing (i) the total days in all peri-
ods of customer use by (ii) the number of periods of cus-
tomer use.”"!

(4) Determine the “average use factor” for each class of
property, which is the average period of customer use for
that class, multiplied by the class’s share of the activity’s
total gross rental income.*"

(5) Add the average use factors for all of the class of prop-
erty.””

It is necessary for at least one customer to use the property
during the tax year in order for the seven day test to be mea-
sured.”"

Practice Point: The average customer use computations ef-
fectively use a mean, not a median, of customer usage. The or-
ganization of properties into classes helps ensure that properties
leased for a long time and/or for low rents do not significantly
skew the average.

Practice Point: The customer does not have to actually use
the property for the entire period of customer use. The right to
use the property may be pursuant to a single agreement or re-
newals of it.

Example: A parking lot offers daily and monthly parking.
A customer who purchases a pass for each of the 12
months during the year has only one period of use, even
if: (1) the lot is closed every evening and on weekends; (2)
the customer may drive the car out of the lot several times
per day, and may not use the lot during vacation periods;
and (3) the parking sticker is renewed every month. On the
other hand, a customer who uses the parking lot daily, but
without making a long-term arrangement, may have a sep-
arate period of use for each day.

Practice Point: Some rental contracts may specify a penal-
ty or liquidated damages for keeping the property beyond the
permitted term. The distinction between such a penalty clause
and a renewal period may have little practical significance, es-
pecially if the penalty is a daily or other periodic rate. While a
true penalty clause does not extend the period of customer use
for purposes of the regulation, since the customer has no right
to use the property during that period, substance over form may
need to be considered.

The regulations focus on the customer’s right to use the
property, which may be open-ended even though actual cus-
tomer use is seven days or less. The 2005 IRS Audit Guide
provides that if the taxpayer has “preferential rights” to use

*Reg. §1.469-1T(e)(3)(iii)(D).

M Reg. §1.469-1T(e)(3)(iii)(C).

*2Reg. §1.469-1T(e)(3)(iii)(B).

*PReg. §1.469-1T(e)(3)(iii)(A).

214 Rogerson v. Commissioner, T.C. Memo 2022-49, aff’d 132 AFTR 2d
2023-6624 (9th Cir. 2023).
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the property, the period of customer use is generally the entire
year.”” In Moreno v. United States,’'® the District Court of the
Western District of Louisiana held that a customer’s actual pos-
session of an aircraft is the period of customer use, but only
because the taxpayer-owner had to approve each flight-sched-
uling request, and there was no binding lease until approval.
Because each request’s approval was entirely within taxpay-
er’s discretion, there was no continuous or recurring right that
can be treated as the period of use. In Eger v. United States,”"”
the taxpayers owned condominium units that were managed
by a condo management company. The taxpayers unsuccess-
fully argued that the relevant customer was the condo man-
agement company, while the District Court held that the rele-
vant customers were the end users who rented the condo units.
The management company is the customer only if the taxpayers
conveyed exclusive and continuous right to use the condo units
to the management company, which was not the case because
the taxpayers had reserved personal use rights theoretically pre-
vented the management company from using the units for more
than seven days. At one property, the taxpayers could use the
property for up to 56 nights a year, which divides to once every
slightly less than seven days. It was irrelevant that the taxpay-
ers did not actually exercise their personal use options in such a
manner. The Ninth Circuit Court of Appeals confirmed that the
condo units’ end users were the customers, noting: “When de-
ciding who is a customer between individuals paying to stay in
a property and the company responsible for marketing the prop-
erty and managing payments, few people who are not creative
tax lawyers would argue it is the latter.”*'®

2. Exception Two: Average Customer Use Period of 30
Days or Less

An activity is not a rental activity if the average period of
customer use is 30 days or less, and significant personal ser-
vices are provided by (or on behalf of) the property owner in
connection with making the property available for customer
use.”” The regulations’ preamble noted that “for example, a tax-
payer operating a hotel will not be treated as engaged in a rental
activity, even if guests stay for an average period that exceeds
seven days, if significant personal services are provided.”

The determination is made separately for each tax year,
based on the average period of customer use and the personal
services provided during the tax year. The average period of
customer use is determined using the five-step computation de-
scribed in Exception One, above.

It is necessary for at least one customer to use the property
during the tax year in order for the 30 day test to be measured.”'

The 1986 Senate Report noted that a rental activity does
not include “an activity consisting of the short-term leasing of
motor vehicles, where the lessor furnishes services including

32005 IRS Audit Guide at 2-23.

192014 BL 142860 (W.D. La. May 19, 2014).

27405 F. Supp. 3d 850 (N.D. Cal. 2019).

8 Eger v. United States, 818 Fed. App’x. 751 (9th Cir. 2020).

"YReg. §1.469-1T(e)(3)(ii)(B).

*’TD. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5687 (Feb. 25, 1988).

22]Rogerson v. Commissioner, T.C. Memo 2022-49, aff’d 132 AFTR 2d
2023-6624 (9th Cir. 2023).
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maintenance of gas and oil, tire repair and changing, cleaning
and polishing, oil changing and lubrication and engine and
body repair.”*

Personal services considered in determining whether there
are significant personal services in the aggregate include only
those rendered by individuals.”” For example, telephone and
cable television service in a building are disregarded.™

Furthermore, certain “excluded services” are disregarded,
even if rendered by individuals:

(1) services necessary to permit the lawful use of the prop-
erty;

(2) services performed in connection with constructing im-
provements to the property, or the performance of repairs
that extend the property’s useful life substantially beyond
the average period of customer use; and

(3) services, provided in connection with the use of any
improved real property, that are similar to those com-
monly provided in connection with long-term rentals of
high-grade commercial or residential real property such as
cleaning and maintenance of common areas, routine re-
pairs, trash collection, elevator service, and security at en-
trances or perimeters.””

The 1986 Senate Report refers to former §1372(e)(5) (as
in effect before its repeal by the Subchapter S Revision Act of
1982 (Pub. L. No. 97-354, §2) and former Reg. §1.1372-4(b)
(5)(vi), which deal with “passive rental income” for certain S
corporation qualification purposes, as providing a “useful anal-
ogy.””* That regulation provides that customarily rendered ser-
vices include the furnishing of heat, light, and trash collection,
while maid service is not a customarily rendered service.””’

The distinction between customary services and non-cus-
tomary services also arises in the context of REITs and tax-
exempt organizations’ unrelated trade or business income,”
which may be useful analogies as well.

All relevant facts and circumstances are considered in de-
termining whether nonexcluded personal services provided in
connection with the use of the property are significant, includ-
ing:

(1) the frequency of the services;

(2) the type and amount of labor required to perform them;
and

(3) the value of such services relative to the amount
charged for the use of the property.”

21986 Senate Report at 742. See also 1986 Blue Book at 249.

P Reg. §1.469-1T(e)(3)(iv)(A).

“*T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5688 (Feb. 25, 1988).

Reg. §1.469-1T(e)(3)(iv)(B).

1986 Senate Report at 741-742 n.32. See also 1986 Blue Book at 248
n.44.

*7 See also Crouch v. United States, 692 F.2d 97 (10th Cir. 1982), aff’g
509 F. Supp. 727 (D. Kan. 1981) (maintenance of pool, laundry, and other
facilities were customary services for a luxury apartment); Stover v. Com-
missioner, T.C. Memo 1984-551, aff’d, 781 F.2d 137 (8th Cir. 1986) (utility
hookups are customary for a mobile home park); PLR 7718007 (recreational
facilities are not customary for a mobile home park); PLR 7836051, PLR
7832092.

2 See Reg. §1.856-4(b)(1), §1.512(b)-1(c)(5).
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Example: T leases photocopying equipment and provides
on-site maintenance and repair services at no additional
charge. Service calls occur about three times per week,
the labor required to perform the services is “substantial”;
and the value of the services exceeds 50% of the amount
charged for the use of the equipment. T is rendering sig-
nificant personal services.”

Example: A residential apartment hotel provides daily
maid and linen services (apart from excluded services).
However, the value of these services is less than 10% of
the amount of the room charges. The labor required to per-
form these services is insubstantial. Significant personal
services are not being rendered.”'

It is necessary for the significant personal services to be
provided by (or on behalf of) the property owner. In Hairston
v. Commissioner,” the taxpayers leased heavy construction
equipment for a number of years to their wholly owned C cor-
poration, which subleased the equipment to end users for less
than 30 days on average. The Tax Court respected the form
of the lease and rejected the taxpayers’ claim that they had an
agency relationship with the lessor C corporation. In addition,
the services for the end users were provided by the lessee/sub-
lessor C corporation’s employees (including the taxpayers), not
by the taxpayers in their capacity as lessors, who therefore did
not provide significant personal services in connection with the
lease that would enable them to qualify for the exception.

3. Exception Three: Providing Extraordinary Personal
Services

An activity is not a rental activity if extraordinary personal
services are provided by or on behalf of the owner of the prop-
erty in connection with making the property available to cus-
tomers.”” The determination is made separately for each tax
year, based on the personal services provided during the tax
year. The average period of customer use is not relevant under
this exception.

Services provided in connection with making property
available for customer use are “extraordinary personal ser-
vices” only if: (1) they are performed by individuals; and (2)
the customers’ use of the property is incidental to their receipt
of such services.” Examples include the use by patients of a
hospital’s boarding facilities generally is incidental to their re-
ceipt of personal services provided by the hospital’s medical
and nursing staff.*” Similarly, the use by students of a boarding
school’s dormitories generally is incidental to their receipt of
personal services provided by the school’s teaching staff**
Nursing homes are another example.””’

PReg. §1.469-1T(e)(3)(iv)(A).

0Reg. §1.469-1T(e)(3)(viii) Ex. (2).

PReg. §1.469-1T(e)(3)(viii) Ex. (4).

#2T.C. Memo 2000-386.

P Reg. §1.469-1T(e)(3)(ii)(C).

P Reg. §1.469-1T(e)(3)(V).

Reg. §1.469-1T(e)(3)(v).

"“Reg. §1.469-1T(e)(3)(V).

72005 IRS Audit Guide at 2-3, available at https://www.irs.gov/pub/irs-
mssp/pal.pdf. Cf. Johnson v. United States, 116 AFTR 2d 2015-5486 (D.N.C.
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The analysis of whether the use of property is incidental
to providing services goes to the activity’s underlying purpose.
In Al Assaf v. Commissioner,”® the Tax Court held that leasing
office space was not considered a rental activity, where tenant’s
main purpose for leasing space was for taxpayer’s substantial
legal support services and leasing space was incidental to re-
ceipt of services. In Welch v. Commissioner,”” the taxpayer
was a construction coordinator for movie sets and would rent
his tools to a movie production company in conjunction with
providing his personal services to the company; the Tax Court
held that the rental of the tools was incidental to the perfor-
mance of services as construction coordinator, which was an
extraordinary personal service.

A taxpayer engaged in the activity of transporting goods
for customers was providing extraordinary personal services
and thus was not engaged in a rental activity, despite the use,
on customers’ behalf, of tractor-trailers.” In contrast, a taxpay-
er who provided maintenance for trucks it leased to a trucking
brokerage company was not performing extraordinary services.
The maintenance was provided in connection with the trucking
brokerage company’s use of the leased trucks and was not inci-
dental to personal services, since the taxpayer did not transport
goods for the trucking brokerage company.*'

In the activity of leasing photocopying equipment, the un-
derlying purpose is to use the equipment, not to receive main-
tenance and repair services. Thus, the maintenance and repair
services are not extraordinary services even if the value is more
than half of the total amount charged.”*

In Rev. Rul. 2005-64, the IRS contrasted two situations in-
volving aircraft leasing. In Situation 1, the taxpayer leased an
aircraft to a related corporation to satisfy the related corpora-
tion’s air transportation needs, but the taxpayer did not supply
the pilot or maintenance crew. The taxpayer was paid only for
the lease of the aircraft. The IRS ruled that there were no extra-
ordinary personal services. The use of the aircraft, rather than
provision of services, was considered the dominant element of
the relationship between the parties.*”

By contrast, in Situation 2, the taxpayer employed a pilot
and crew to operate and maintain the aircraft, and was paid a
monthly fee plus an additional amount for each flying hour.
The taxpayer was responsible for providing alternative aircraft
if necessary. The IRS noted that the taxpayer provided air trans-

2015), aff’d sub nom., Johnson v. Pope, 637 Fed. App’x 106 (4th Cir. 2016)
(taxpayer failed to prove that rental property with drug counseling services was
extraordinary personal services, when the services were only occasional and
not mentioned in the rental advertisements).

#8T.C. Memo 2005-14.

*T.C. Memo 1998-310.

*Reg. §1.469-1T(e)(3)(viii) Ex. (3).

*'TAM 9343010.

*2Reg. §1.469-1T(e)(3)(viii) Exs. (1), (2).

*In Frank v. Commissioner, T.C. Memo 1996-177, the Tax Court had
reached the same conclusion under facts similar to Situation 1. The court held
that the fact that a taxpayer who was leasing an airplane to a flight school
claimed to have helped a mechanic perform routine maintenance services fell
short of establishing the provision of extraordinary personal services. The court
found that these services were not “the dominant element of the [rental] rela-
tionship” between the taxpayer and the flight school. See also 1986 Senate Re-
port at 742 (“furnishing a boat under a bare boat charter, or a plane under a dry
lease (i.e., without pilot, fuel or oil), constitutes a rental activity under the pas-
sive loss rule, because no significant services are performed in connection with
providing the property.”); 1986 Blue Book at 249.
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portation services, including use of the aircraft with pilot and
crew, fuel, and food. The use of the aircraft by the lessee was
incidental to the passenger’s receipt of personal services pro-
vided by the taxpayer’s employees. As a result, the IRS ruled
that the taxpayer provided extraordinary personal services, and
the activities were not rental activities.”

Note: In Kessler v. Commissioner, ~ the taxpayers leased
concrete-pumping equipment to their closely held C corpora-
tion; the services provided by the C corporation could not be
attributed to the taxpayer’s leasing activity to meet the “extra-
ordinary personal services” exception. Similarly, in Hairston
v. Commissioner,”* the taxpayers leased heavy construction
equipment to their wholly owned C corporation, which sub-
leased the equipment to end users. The services for the end
users were provided by the lessee/sublessor C corporation’s
employees (including the taxpayers), not by the taxpayers in
their capacity as lessors, who therefore did not provide extraor-
dinary personal services in connection with the lease.

245

4. Exception Four: Rentals Incidental to Nonrental
Activities of the Taxpayer

An activity is not a rental activity if it is incidental to a
nonrental activity of the taxpayer.”’ This exception applies on-
ly in three specific circumstances:

(a) rental incidental to an activity of holding the property
for investment,”*

(b) rental incidental to a trade or business activity,” or

(c) lodging for the convenience of the employer.”
a. Rental Incidental to an Investment Activity

The rental of property during a tax year is treated as inci-
dental to an activity of holding the property for investment, and
therefore is not a rental activity for the tax year, if and only if:

(1) the principal purpose for holding the property during
the tax year is to realize gain from the appreciation of the
property, without regard to any expectation that such gain
will be realized by a sale or exchange of the property, and

(2) the gross rental income from the property for the tax
year is less than 2% of the lesser of the property’s unad-
justed tax basis or fair market value.”

The determination is made separately for each tax year,
based on the principal purpose and the gross rental income per-
centage for the tax year.

Practice Point: A rental that meets this test is neither a
rental activity nor a trade or business activity, even if it is a
trade or business for purposes of §162.” The rental is consid-

** See also TAM 199949036 (furnishing a jet for corporate travel, com-
plete with flight crew and maintenance services, involved extraordinary per-
sonal services).

#5T.C. Memo 2003-185.

#T.C. Memo 2000-386.

*Reg. §1.469-1T(e)(3)(ii)(D).

$Reg. §1.469-1T(e)(3)(vi)(B).

*Reg. §1.469-1T(e)(3)(vi)(C).

*Reg. §1.469-1T(e)(3)(vi)(D).

»'Reg. §1.469-1T(e)(3)(vi)(B).

2Reg. §1.469-4(b)(1).
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ered part of the investment activity and therefore generally not
subject to the passive loss rules. Any income or loss would be
portfolio income or loss from an investment activity.

The regulations define “unadjusted basis” as adjusted ba-
sis determined without regard to any depreciation or other basis
adjustments described in §1016 that decrease basis.”

Example: Taxpayer T owns 1,000 acres of unimproved
land with a fair market value of $350,000 and an unad-
justed basis of $210,000, which he holds for the principal
purpose of realizing gain from appreciation. To defray the
carrying costs, T leases the land to a rancher, who uses the
land to graze cattle and pays rent of $4,000 per year. The
gross rental income from the land of $4,000 is less than
2% of the lesser of the fair market value and the unadjust-
ed basis of the land. Accordingly, the rental of the land is
incidental to an activity of holding the property for invest-
ment, and is not a rental activity.”

Example: Taxpayer T tries to sell his former residence and
rents it out in the interim. If the gross rental income from
the property is sufficiently low, the rental of the house may
be considered incidental to an activity of holding the prop-
erty for investment, and is not a rental activity. It is irrele-
vant whether the home continues to qualify as a principal
residence under §121.>°

Practice Point: The 2% threshold is not prorated for a
property that is rented out for only part of the tax year.

b. Rental Incidental to a Trade or Business Activity

The rental of property during a tax year is treated as in-
cidental to a trade or business activity, and therefore is not a
rental activity for the tax year, if and only i

(1) the taxpayer owns an interest in the trade or business
activity during the tax year,”” which may be through a
pass-through entity,” a PSC,” or a CHC,™®

(2) the property was (or is) predominantly used in the trade
or business activity during the tax year, or was so used
during at least two of the preceding five tax years,”" and

(3) the gross rental income from the property for the tax
year is less than 2% of the lesser of the property’s unad-
justed tax basis or fair market value.*”

Example: Taxpayer T owns farmland in Year Six that was
predominantly used — either in Year Six or in at least two

I Reg. §1.469-1(e)(3)(vi)(E).

Reg. §1.469-1T(e)(3)(viii) Ex. (5).

5 See also Seits v. Commissioner, T.C. Memo 1994-522 (gain from the
sale of cooperative apartment was nonpassive income when the taxpayer did
not seriously attempt to rent it out).

Reg. §1.469-1T(e)(3)(vi)(C).

*"Reg. §1.469-1T(e)(3)(vi)(C)(1).

38 Tarakci v. Commissioner, T.C. Memo 2000-358.

*¥ Misko v. Commissioner, T.C. Memo 2005-166.

2 Blewett v. Commissioner, T.C. Summ. Op. 2001-174.

' Reg. §1.469-1T(e)(3)(vi)(C)(2).

*2Reg. §1.469-1T(e)(3)(vVi)(C)(3).
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of the five tax years from Years One through Five — in
a farming activity in which the taxpayer had an interest in
Year Six. T rents the farmland to a film production com-
pany for a few weeks in Year Six. The rental price is less
than 2% of the lesser of the farmland’s unadjusted basis or
fair market value. The rental is treated as incidental to the
farming activity, and not as a rental activity.’”

Example: Taxpayer T is the sole owner of a law firm
and leases equipment to the law firm. The gross rental in-
come from the equipment is less than 2% of the lesser of
the equipment’s unadjusted basis or fair market value. T’s
equipment leasing activity is incidental to T’s law trade or
business and is not a rental activity.”*

Example: Taxpayer T buys vacant land for the purpose
of constructing a shopping center. Before beginning con-
struction, T leases the land for less than 2% of the lesser
of the land’s unadjusted basis or fair market value. The in-
cidental rule does not apply, because T has not used the
land in the shopping center activity in the current year, nor
in two of the previous five years.”” The rental is also not
treated as incidental to holding the land for investment,
given the principal purpose of using the land for the con-
struction of a shopping center. However, the activity may
be subject to the nondepreciable property rule,” discussed
at IV.C.2., below, which gives rise to passive loss or non-
passive income.

Practice Point: The 2% threshold is not prorated for a
property that is rented out for only part of the tax year.

In examining the five tax years immediately preceding the
current tax year for purposes of the incidental rule, it does not
matter whether the taxpayer owned an interest either in the
property or in the trade or business activity during those years.
The use of separate legal entities to own the interests in the
property and the activity is not relevant.

Example: Taxpayer T leases his property in Years One and
Two to an unrelated S corporation, which uses the proper-
ty in the S corporation’s trade or business activity. T lat-
er buys a direct ownership interest in the S corporation
(which is still conducting the trade or business activity) in
Year Three. T’s property is rented to third parties in Year
Three for less than 2% of the lesser of its unadjusted basis
or fair market value. The rental is incidental to the S cor-
poration’s trade or business activity in Year Three.

Accordingly, it does not matter whether, in the tax year of
application, the property is rented to:

¢ a third party;

% Cf. Reg. §1.469-1T(e)(3)(viii) Ex. (6).

** Misko v. Commissioner, T.C. Memo 2005-166. See also Tarakci v.
Commissioner, T.C. Memo 2000-358; Blewett v. Commissioner, T.C. Summ.
Op. 2001-174.

% See Reg. §1.469-1T(e)(3)(viii) Ex. (7).

*Reg. §1.469-2T(H)(3).
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* the trade or business activity in which the property was
previously predominantly used (and in which the taxpayer
now owns an interest); or

* any other activity in which the taxpayer owns an interest.

Practice Point: Under the third of these possibilities, the
rental may also fail to qualify as a rental activity by reason of
the rule concerning property provided to a pass-through enti-
ty in which the taxpayer owns an interest, discussed at II1.B.6.,
below.* If the rent to the other activity is less than 2% and both
provisions apply, the taxpayer may need to determine whether
the rental is part of the activity in which it was previously pre-
dominantly used, or part of the activity to which it is rented
during the current tax year. It probably would be the former,
since Reg. §1.469-1T(e)(3)(vii) states only that the rental is not
arental activity and does not preclude the rental from being part
of the pass-through entity’s trade or business activity.

c. Rental of Lodging to Employees for the Convenience
of the Employer

A rental of property is incidental to a nonrental activity in
the case of lodging rendered to the taxpayer’s employee (or to
the employee’s spouse or dependents) for the convenience of
the employer (as defined in §119).

Practice Point: The rental activity is presumably treated as
part of the taxpayer’s activity in which the taxpayer’s employ-
ees render services. If the rental yields a loss and the taxpayer
materially participates in the activity in which the employees
render services, the rental loss is part of the activity and may
reduce the activity’s nonpassive income (or increase the activi-
ty’s nonpassive loss).

5. Exception Five: Property Customarily Made
Available for Nonexclusive Use by Various
Customers

An activity is not a rental activity if it involves customarily
making the property available during defined business hours
for nonexclusive use by various customers’” An example
might be a golf course that provides long-term passes in addi-
tion to daily greens fees”” or a health club.””' The determination
is made separately for each tax year.

Practice Point: The idea of “nonexclusive use” is that mul-
tiple customers can use the same property over a period of time,
even if each golf range or piece of health club fitness equip-
ment can only be used by one person at a time.

However, in Kenville v. United States,””” the District Court
of North Dakota rejected the taxpayer’s argument that its air-
plane leasing business could qualify under the nonexclusive use
exception to rental activities. Although the airplane was made
available during business hours to any customer who wanted to
charter it, the court noted that “[c]hartering an airplane gives

*"Reg. §1.469-1T(e)(3)(vii).

*8Reg. §1.469-1(e)(3)(vi)(D).

*“Reg. §1.469-1T(e)(3)(ii)(E).

'Reg. §1.469-1T(e)(3)(viii) Ex. (10).
'Reg. §1.469-4T(d)(4) Ex. (3).

7280 AFTR 2d 97-7905 (D.N.D. 1997).
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that particular customer exclusive use of the plane during the
time the customer is using the plane, similar to renting a car.
Chartering an airplane is not analogous to ‘renting’ use of a golf
course, where many people are using the same property at the
same time.”

The regulations’ preamble stated that this exception ap-
plies to “operating a facility (such as a golf course) that is used
by customers who would normally be characterized as invitees
or licensees rather than lessees or tenants.””” The application of
this exception might turn in part on state law definitions of a
“licensee,” and on the terms used in customer contracts.

6. Exception Six: Property Provided to a Pass-through
Entity in Which the Taxpayer Owns an Interest

An activity involving the use of tangible property is not a
rental activity if the property is provided for use in a nonrental
activity conducted by a partnership, S corporation, or joint ven-
ture in which the taxpayer owns an interest.”” The taxpayer
must be making the property available in the taxpayer’s capac-
ity as an owner of an interest in such entity or joint venture,
based on all facts and circumstances.” The determination is
made separately for each tax year, based on the use and owner-
ship for the tax year.

Practice Point: One relevant factor is whether the taxpayer
is charging rent, which suggests that the taxpayer is acting in its
capacity as a lessor and not as an owner of the entity.””® But if
the partner receives a §707(c) guaranteed payment in exchange
for providing the property to the entity, the guaranteed payment
is not rental income and could cause the partner to be subject to
this exception.””

Example: Taxpayer T is a 50% partner in a partnership,
which is engaged in a nonrental activity that the taxpayer
materially participates. T leases a building to the partner-
ship for the fair market rent of $50,000 per year. T’s de-
preciation and other deductible expenses with respect to
the building are $60,000 per year. Based on the fair mar-
ket value rent and other facts and circumstances, the ex-
ception does not apply. T has a $10,000 passive loss from
his rental activity, as well as a $25,000 share of the part-
nership’s nonpassive rent deduction.””

*PT.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5688 (Feb. 25, 1988).

*Reg. §1.469-1T(e)(3)(ii)(F).

PReg. §1.469-1T(e)(3)(vii).

% See Rev. Rul. 72-504 (where partners rented real property from their
partnership, at fair market value rentals that were negotiated at arm’s length;
the rents paid were deductible by the partners and includible in the partnership
income that was allocated among the partners); Sciabica v. Commissioner, T.C.
Summ. Op. 2002-146; TAM 9722007; TAM 200014010.

"Reg. §1.469-1T(e)(3)(vii). See generally Rev. Rul. 81-300, Rev. Rul.
81-301; Pratt v. Commissioner, 550 F.2d 1023 (5th Cir. 1977), aff’g in part and
rev’g in part 64 T.C. 203 (1975).

“BIf T°s building expenses were $40,000 and T has net income from
the rental activity, the self-rental rule, described in Reg. §1.469-2(f)(6) and
IV.C.5., below, may apply to cause the net income to be nonpassive income.
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Example: Taxpayer T is a 50% partner in a partnership,
which is engaged in a nonrental activity that the taxpayer
materially participates. Assume the same facts as the prior
example except T contributes the use of the property to the
partnership in exchange for a $50,000 §707(c) guaranteed
payment. Based on T’s receipt of the guaranteed payment
and the facts and circumstances, T is subject to the ex-
ception. T has $50,000 nonpassive income from the guar-
anteed payment, $60,000 of nonpassive deductions with
respect to the building, and a $25,000 share of the part-
nership’s nonpassive deduction for the guaranteed pay-
ment. T effectively converts the $10,000 passive loss into
a $10,000 nonpassive loss. The same nonpassive result ap-
plies if T contributes the use of the property to the partner-
ship for no consideration.

Practice Point: This exception provides that the taxpayer’s
activity involving the use of the tangible property is not a rental
activity, but the exception does not explicitly provide whether
the activity is a different type of activity, such as a trade or
business activity.

Practice Point: This exception may benefit a taxpayer who
expects a net loss from the use of the property by the related
pass-through entity, by converting a passive loss from a rental
activity into a nonpassive loss from a nonrental activity. There
is no minimum ownership interest for the taxpayer in the pass-
through entity. This exception is not available if the property is
used by a related C corporation.

Example: Taxpayer T owns farmland and permits a tenant
to use the farmland under a crop-share lease. T agrees to
bear 50% of the costs incurred in the farming activity in
return for a right to 50% of the crops produced (or 50%
of the proceeds from selling the crops). T is treated as fur-
nishing the farmland pursuant to a joint venture between T
and the tenant and is not engaged in a rental activity.””

Note: In TAM 200014010, the IRS National Office de-
clined to find a joint venture where a company that produced
petroleum products subleased property on its gas stations to
convenience stores that sold the company’s products. While the
sublease arrangements did involve an equal split of the profits
from selling the company’s products at the convenience stores,
there was no sharing arrangement as to the convenience stores’
overall profits, or the costs of constructing or operating the
stores.

D. Portfolio Income and Other Nonpassive Items

Two types of items of income, portfolio income and com-
pensation for personal services, are, as a per se matter, treated
as not derived from a passive activity.”*

The 1986 Senate Report justified the separate treatment
of salary and portfolio income as nonpassive income because
they:

generally are positive income sources that do not

bear, at least to the same extent as other items, de-

P Reg. §1.469-1T(e)(3)(viii) Ex. (8).
*8469(e)(1)(A), §469(e)(3).
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ductible expenses. Since salary and portfolio income

are likely to be positive, they are susceptible to shel-

tering by means of investments in activities that give

rise to tax benefits. The passive loss provision en-

sures that salary and portfolio income, along with

other nonpassive income sources, cannot be offset by

tax losses from passive activities until the amount of

such losses is determined upon disposition.”™

Practice Point: Portfolio income and compensation for
personal services may be part of an activity and can be taken
into account in determining whether the activity is a passive
activity. For example, time spent performing personal services
in an activity for compensation is included in determining
whether the taxpayer is materially participating in the activity
and may also be relevant in determining the proper grouping of
an activity.” If the activity is passive, the portfolio items and
compensation for personal services are separate from the rest
of the activity’s passive income or loss.

1. Items Generally Treated as Portfolio Income

In determining the income or loss from a passive activity,
portfolio income — along with certain expenses related to its
production — is not taken into account.”™ For an individual or
other noncorporate taxpayer, some portfolio type items are gen-
erally subject to the §163(d) investment interest limitation of
§67 investment expenses limitation, which disallows all nonin-
terest investment expense deductions in 2018 and later.”™

Portfolio income generally includes gross income, other
than income derived in the ordinary course of a trade or busi-
ness as described below, that is attributable to:

1. interest,”™
2. a partnership’s guaranteed payments to partners for the
use of capital, which is treated as interest,”

3. dividends on C corporation stock,”’

4. income (including dividends) from a §856 real estate in-
vestment trust (REIT), a §851 regulated investment com-
pany (RIC), a §860D real estate mortgage investment con-
duit (REMIC), a §584 common trust fund, a §957 con-
trolled foreign corporation (such as §951 subpart F income
and §951A income), or a passive foreign investment com-
pany (PFIC) that is a §1295(a) qualified electing fund, and
a §1381(a) cooperative,™

5. annuities,”

%1986 Senate Report, S. Rep. No. 313, at 719. See 1986 Senate Report,
S. Rep. No. 313, at 728 (“To permit portfolio income to be offset by passive
losses or credits would create the inequitable result of restricting sheltering by
individuals dependent for support on wages or active business income, while
permitting sheltering by those whose income is derived from an investment
portfolio.”). See also 1986 Blue Book, JCS-10-87, at 215, 231.

2 See 1986 Senate Report, S. Rep. No. 313, at 731 n.17.

*8469(e)(1)(A).

567(g).

Reg. §1.469-2T(c)(3)(i)(A).

*Reg. §1.469-2(e)(2).

T Reg. §1.469-2T(c)(3)(i)(A).

*®Reg. §1.469-2T(c)(3)()(A). See 1986 Blue Book, JCS-10-87, at 231
n.24 (“Subpart F income that is included in the taxpayer’s gross income under
sec. 951 [is] treated as portfolio income.”).
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6. royalties, including fees and other payments for the use
of intangible property,’™

7. the disposition of property that produces income of the
above six types,”’

8. the disposition of property held for investment within
the meaning of §163(d),”

9. dividends on S corporation stock under §1368(c)(2),
which applies to distributions out of the S corporation’s
former C corporation earnings and profits,

293

10. otherwise expressly provided under the passive loss
rules, e.g., under the publicly traded partnership (PTP)
provisions.”™*

Portfolio income always includes income, gain, or loss that
is attributable to an investment of working capital.”” The 1986
Senate Report explained:

No exception is provided for the treatment of portfo-
lio income arising from working capital, i.e., amounts
set aside for the reasonable needs of the business.
Although setting aside such amounts may be neces-
sary to the trade or business, earning portfolio in-
come with respect to such amounts is investment-re-
lated and not a part of the trade or business itself. Un-
der this rule, for example, interest earned on funds
set aside by a limited partnership operating a shop-
ping mall, for the purpose of expanding the mall, is
treated as portfolio income and is not taken into ac-
count in determining a limited partner’s passive in-
come or loss from the activity of operating the shop-
ping mall.*

Example: Taxpayer T operates a rental apartment building
for low-income tenants. Under local laws relating to low-
income housing, T must maintain a reserve fund to pay for
the maintenance and repair of the building. T invests the
reserve fund in short-term interest-bearing deposits. T’s
interest income from the deposits is portfolio income.”’

Comment: Reg. §1.469-2T(c)(3)(i)(D) provides that
“property held for investment” for §469 purposes is defined
by reference to §163(d). Section 163(d)(5)(A)(i) provides that
“property held for investment” for §163(d) purposes shall in-

Reg. §1.469-2T(c)(3)(i)(A).

*Reg. §1.469-2T(c)(3)(i)(A). See PLR 9225027 (mining income of a gen-
eral partnership, engaged in mining operations, was not portfolio income when
the partnership was engaged in the mining business).

#'Reg. §1.469-2T(c)(3)(1)(C).

*2Reg. §1.469-2T(c)(3)(i)(D).

** Reg. §1.469-2T(c)(3)()(B). See 1986 Blue Book, JCS-10-87, at 231
n.24:

(dividends paid by an S corporation that was formerly a C cor-
poration, that are treated as derived from earnings and profits
from a C corporation year under Code sec. 1368, are treated
as portfolio income, even though the income or loss passed
through to the S corporation shareholders would otherwise be
treated as passive.)

#48469(k). See ILE., above.

23§469(e)(1)(B).

61986 Senate Report at 729-30. See also 1986 Blue Book at 233.

*TReg. §1.469-2T(c)(3)(iv) Ex. 2.
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clude any property which provides income of a type described
in §469(e)(1), thereby creating a circular reference.”

Practice Point: A partnership’s guaranteed payments for
the use of capital is portfolio income. The disposition of proper-
ty that produces such guaranteed payments gives rise to gain or
loss that is portfolio income. A partner who sells a partnership
interest may need to bifurcate its interest between the portion
that generates guaranteed payments for the use of capital (for
which the gain is portfolio income) and the portion that gener-
ates other income (for which the gain may be passive income
or other income).

Comment: A mineral production payment is either interest
or royalty, depending on its treatment under §636.” Different
rules, described in III.C.2., immediately below, apply in treat-
ing either interest or royalties as derived in the ordinary course
of a trade or business and thus not as portfolio income.

Practice Point: When a tenant makes a payment of prepaid
rent to the landlord under a lease, §467 allows both parties to
treat the prepaid rent as generally a loan from the tenant to
the landlord for income tax purposes, which has an interest
rate equal to the 110% applicable federal rate and is amortized
by imputed rent payments over the lease term."” The landlord
has increasing taxable income over the lease term, consisting
of rental income offset by decreasing interest expense.””' Con-
versely, the tenant has increasing tax deductions over the lease
term, consisting of rental expense offset by decreasing interest
income. For some tenants, the rental expense deduction may
be a passive loss that cannot offset its imputed interest income,
which is portfolio income.

A different issue may arise in the case of a lease with de-
ferred rents, which the parties may generally treat as a loan
from the landlord to the tenant for income tax purposes.”” In-
stead of solely rental income, the landlord’s income may con-
sist of partly rental income and partly imputed interest income,
of which the latter is portfolio income.” If the landlord has
passive losses from other sources, those losses may offset the
rental income but not the imputed interest income.

2. Items Not Treated as Portfolio Income Because
Derived in the Ordinary Course of a Trade or
Business

Portfolio income does not include the above items if de-
rived in the ordinary course of a trade or business,”™ but such
items are derived in the ordinary course of a trade or business
only in seven specific circumstances:

8 See generally Libin Zhang, Classifying Nonbusiness Interest: Invest-
ment, Passive, or Personal, 164 Tax Notes 353 (July 15, 2019). See also Sandy
Lake Road Limited Partnership v. Commissioner, T.C. Memo 1997-295 (unim-
proved land is property held for investment).

*Reg. §1.469-2T(c)(3)(iii)(C).

*Reg. §1.467-4(a)(1).

*'"The landlord’s imputed interest expense may be subject to the §163(j)
business interest deduction limitation, unless the real property is part of a
§163(G)(7)(B) electing real property trade or business or is otherwise not subject
to the §163(j) business interest deduction limitation.

*2Reg. §1.467-4(a)(1).

% Reg. §1.467-4(f) Ex. 1.

*48469(e)(1)(A)(Q)(D); Reg. §1.469-2T(c)(3)(i), §1.469-2T(c)(3)(ii).
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(1) Interest income on loans and investments made in the
ordinary course of a trade or business of lending money,"”
such as business income of a bank,

(2) Interest on accounts receivable from the performance
of services or the sale of property (e.g., under an install-
ment sale), but only if the taxpayer furnished such services
or property in the ordinary course of a trade or business,
and credit is customarily offered to the business’s cus-
tomer,"”

(3) Income from investments made in the ordinary course
of a trade or business of furnishing insurance or annuity
contracts or reinsuring risks underwritten by insurance
companies,”

Note: In More v. Commissioner,”” the Tax Court held that
an underwriter’s gain from the sale of securities pledged to
a bank as collateral for a letter of credit generated portfolio
income. Although the letter of credit was used as collateral
for potential underwriting losses, the court concluded that
the pledged stock was acquired as an investment, rather
than as an ordinary and necessary part of underwriting ac-
tivities, and that pledging it did not convert the stock into
an asset used in the trade or business of underwriting.*"’

(4) Income or gain derived in the ordinary course of a
trade or business of trading or dealing in property, provid-
owever, that inventory property of a dealer does not
de property that he held for investment at any time,""'
even for a day,’"

Note: The relevance of this exception is reduced by a spe-
cial rule that treats the activity of trading personal proper-
ty for the account of owners as nonpassive, as discussed at
II1.A.2., above.

(5) Royalties received with respect to a license or other
transfer of any rights in intangible property, if the taxpayer
either (1) created such property, or (2) performed substan-
tial services or incurred substantial costs with respect to
the development or marketing of such property;’"

This requirement is based on all facts and circumstances,
with two safe harbors.’"* Under the first safe harbor, a per-
son has performed substantial services or incurred sub-

B Reg. §1.469-2T(c)(3)(ii)(A).

%1986 Senate Report at 729; 1986 Blue Book at 232.

07 Reg. §1.469-2T(c)(3)(ii)(B). See TAM 200010004 (accounts receiv-
able); PLR 9116029 (interest income from commercial office suites construct-
ed and sold for installment notes; seller financing credit is customarily offered
to all prospective purchasers). But see Char-Lil Corp. v. Commissioner, T.C.
Memo 1998-457, aff’d, 232 F.3d 900 (10th Cir. 2000) (CHC received an in-
stallment note on the sale of real property held for rental, not held for sale to
customers in the ordinary course of business; installment note interest is port-
folio income); Reg.§1.469-2T(c)(3)(iv) Ex. 1 (portfolio income includes inter-
est received on an installment note received from a farmer’s disposition of his
farmland; the farmer is in a trade or business of farming and not of selling farm-
land).

% Reg. §1.469-2T(c)(3)(ii)(C).

*115 T.C. 125 (2000).

19 See also FSA 200002015.

" Reg. §1.469-2T(c)(3)(ii)(D), §1.469-2T(c)(3)(iii)(A).

*?Reg. §1.469-2T(c)(3)(iv) Ex. 3.

P Reg. §1.469-2T(c)(3)(ii)(E), §1.469-2T(c)(3)(ii)(B)(1).

1 Reg. §1.469-2T(c)(3)(iii)(B)(2). See Reg. §1.469-2T(c)(3)(iv) Exs. 5, 6.
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stantial costs where, considering only the current tax year,
the expenditures reasonably incurred by him with respect
to the development or marketing of property exceed 50%
of includible gross royalties from licensing the property.’”
Alternatively, the second safe harbor is met where the ag-
gregate expenditures reasonably incurred by such person
in developing or marketing the property exceed 25% of
the person’s aggregate capital expenditures with respect to
the property.” In the case of intangible property held by
a pass-through entity, these rules are applied to the enti-
ty rather than to any holder of an interest in the entity.’’
However, where a taxpayer acquires an interest in an en-
tity after the entity has created the intangible property (or
after the entity has performed substantial services or in-
curred substantial costs with respect thereto), the taxpay-
er’s share of net royalty income (but not net royalty loss)
is per se nonpassive under the pass-through entity royalty
rule discussed at IV.C.6., below.>®

Note: Notwithstanding the regulations’ two limited cir-
cumstances in which royalties are derived in the ordinary
course of a trade or business, the regulations’ preamble
added:

the Service believes that it may be appropriate to
treat a portion of a mineral royalty payment as de-
rived in the ordinary course of a trade or business
in some cases not involving a trade or business of
trading or dealing in royalty interests. Assume, for
example, that royalty income is derived from an
overriding royalty interest created on the transfer
of a working interest by a partnership engaged in
the trade or business of oil and gas development,
and that the partnership is not taxed upon receipt
of the royalty interest. In this case, it may be ap-
propriate to treat the royalty payments, by analo-
gy to sections 483 and 1274, as deferred payments
with respect to the sale of the working interest. Un-
der this approach, the portion of each royalty pay-
ment that represents consideration paid to the part-
nership for the working interest would be treated
as income derived in the ordinary course of a trade
or business, and only the interest element in the
payments would be treated as portfolio income.”"

(6) Amounts included in the gross income of a patron of a
cooperative by reason of any payment or allocation based

BReg. §1.469-2T(c)(3)(iii)(B)(2)(ii)(a).

3"’Reg. §1.469-2T(c)(3)(iii)(B)(2)(ii)(b). The tax year in which an expen-
diture is made, rather than the tax year in which it is deductible, is control-
ling. Reg. §1.469-2T(c)(3)(ii)(B)(2)(iii). The regulations do not define “devel-
opment or marketing costs,” but the term may include all expenditures not in
the nature of acquisition costs by analogy to §616 (mine development expendi-
tures). Capital expenditures are excluded from mine development expenditures
under §616(a), but they are specifically included for passive loss purposes un-
der Reg. §1.469-2T(c)(3)(ii)(B)(2) iii).

*"Reg. §1.469-2T(c)(3)(iii)(B)(3).

¥ Reg. §1.469-2T(f)(7).

T D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5690-5691 (Feb. 25, 1988).
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on patronage occurring with respect to a trade or business
of the patron;™

Example: Taxpayer T is a patron of Cooperative, which
markets and distributes hummus. T is in the trade or busi-
ness of selling hummus at retail, and T places orders with
Cooperative to distribute T°s hummus. T’s patronage div-
idends from Cooperative, paid based on T’s orders, are
considered derived in the ordinary course of a trade or
business. In contrast, if T owns capital stock in Coopera-
tive and receives a regular dividend (not based on patron-
age), the regular dividend is portfolio income. See general-
ly 744 T.M., Taxation of Cooperatives and Their Patrons.

and

(7) Other income identified by the IRS as income derived
by the taxpayer in the ordinary course of a trade or busi-

ness.””!

Note: In PLR 199924020, PLR 199924022, and PLR
199924023, the IRS applied this residual category to certain in-
terest income earned by partnerships that provided freight pay-
ment, auditing, and information management services to large
manufacturers. These partnerships pre-audited their clients’
freight bills, notified the clients which bills should be paid
in what amounts, received funds to pay these bills from the
clients, and then paid the bills within a period set by contracts
(the float period). The IRS ruled that the interest income earned
on such funds during float periods were properly viewed as a
substitute for service fees, not portfolio income.

Portfolio income always includes income, gain, or loss that
is attributable to an investment of working capital, which is
not treated as derived in the ordinary course of a trade or busi-
ness.”” The 1986 Senate Report explained:

No exception is provided for the treatment of portfo-
lio income arising from working capital, i.e., amounts
set aside for the reasonable needs of the business.
Although setting aside such amounts may be neces-
sary to the trade or business, earning portfolio in-
come with respect to such amounts is investment-re-
lated and not a part of the trade or business itself. Un-
der this rule, for example, interest earned on funds
set aside by a limited partnership operating a shop-
ping mall, for the purpose of expanding the mall, is
treated as portfolio income and is not taken into ac-
count in determining a limited partner’s passive in-
come or loss from the activity of operating the shop-
ping mall.*

3. Expenses Treated as Related to Portfolio Income

After the items of gross portfolio income are identified
(L.e., interest, dividends, etc., not subject to the “ordinary course
of trade or business” exception), the taxpayer must determine

'Reg. §1.469-2T(c)(3)(ii)(F). A cooperative is defined under §1381(a),
but without regard to §1381(a)(2)(A) (exclusion for tax-exempt cooperatives)
or §1381(a)(2)(C) (exclusion for cooperatives that provide electric energy or
telephone service in rural areas).

21 Reg. §1.469-2T(c)(3)(ii)(G).

*228469(e)(1)(B).

231986 Senate Report at 729-730. See also 1986 Blue Book at 233.
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what items of expense are allocable to the portfolio income and
thus are treated as not from a passive activity. Different alloca-
tion rules apply to interest expense, compared to all other ex-
penses.

a. Properly Allocable Interest Expense

Interest expense is allocated to gross portfolio income if
it is “properly allocable” to such gross income,” based on the
regulations generally applicable to allocating interest expense:
e.g., for purposes of identifying investment interest and person-
al interest.””

The interest allocation regulations generally require trac-
ing disbursements of debt proceeds to specific expenditures.™
Interest expense allocated to a passive activity’s expenditure or
a former passive activity’s expenditure is taken into account for
passive loss purposes in determining the income or loss of the
expenditure’s activity.”” Similarly, interest expense allocated to
an expenditure about property that produces portfolio income is
treated as interest expense about portfolio income.”

Debt is generally allocated to expenditures in accordance
with the use of the debt proceeds, without regard to the type
of property that secures repayment of the debt.”” Where debt
proceeds are commingled with other proceeds (e.g., in a bank
account), the debt proceeds generally are treated as expended
before unborrowed dollars.™ A FIFO (first-in-first-out) rule ap-
plies where proceeds of more than one debt are commingled.”'
However, if expenditures are made from an account within 30
before or 30 days after the debt proceeds are deposited in the
account, the taxpayer may trace the expenditure to such debt
proceeds.*”

When a debt is refinanced, the new debt proceeds are
traced to the expenditures made by the old debt’s proceeds.™ If
a debt is allocated to more than one type of expenditure and is
repaid in part, the debt is deemed to be repaid in the following

order:™

* Amounts allocable to personal expenditures,

21§469(e)(1)(A)G)(ID).

3 See Reg. §1.469-2T(d)(3), §1.163-8T, Prop. Reg. §1.163-14, Reg.
§1.163-15.

2See Reg. §1.469-2T(d)(3) and §1.163-8T(a)(3). See, e.g., PLR
200144013 (IRS ruled that to extent debt proceeds are used to acquire property
used in a passive activity, interest attributable to such debt constitutes a passive
activity deduction). Different rules apply to qualified residence interest. See
§163(h)(3); Reg. §1.163-10T.

2 Reg. §1.163-8T(a)(4)(i)(B). A former passive activity is a former pas-
sive activity under §469(f)(3), see V.G.1. below, but only if a passive loss car-
ryover or passive credit carryover is allocable to the activity for the tax year.
Reg. §1.163-8T(b)(1).

Reg. §1.163-8T(a)(4)(i)(E). See Reg. §1.163-8T(a)(4)(ii) Ex. (2). See al-
so TAM 200010004..

»Reg. §1.163-8T(c)(1).

Reg. §1.163-8T(c)(4)(ii)(A), §1.163-8T(c)(4)(ii)(A).

B1Reg. §1.163-8T(c)(4)(ii)(B).

Reg. §1.163-8T(c)(4)(iii)(B), §1.163-15(a) (formerly in section VI of
Notice 89-35), finalized in T.D. 9943, 86 Fed. Reg. 5496 (Jan. 19, 2021), ap-
plicable to tax years beginning after March 21, 2021. See Reg. §1.163-8T(c)(4)
(iii)(B) Ex (2). Similarly, if a taxpayer receives debt proceeds in cash, the tax-
payer may treat any cash expenditure within 30 days before or 30 days after the
cash receipt as made from such debt proceeds and deemed to be made on the
date the taxpayer receives the cash. Reg. §1.163-7T(c)(5)(i), §1.163-15(a).

' Reg. §1.163-8T(e)(1). See Reg. §1.163-8T(e)(2).

Reg. §1.163-8T(d)(1). See Reg. §1.163-8T(d)(4) Ex. (1).
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* Amounts allocated to investment expenditures and pas-
sive activity expenditures (other than type (iii) below),

* Amounts allocated to passive activity expenditures in
connection with a rental real estate activity for which the
taxpayer actively participates under §469(i) (see V.F.1.,
below),

* Amounts allocated to former passive activity expendi-
tures, and

* Amounts allocated to nonpassive trade or business ex-
penditures.

Notice 89-35 and Notice 88-20 provide interest expense
allocation rules for pass-through entities. If a partner incurs
debt to purchase a partnership interest, the debt proceeds and
associated interest expense are allocated among the partner-
ship’s assets using any reasonable method, such as based on
fair market value, book value, or adjusted basis, in each case
reduced by partnership-level debt and other partner-level debt
allocated to such assets.”> A partner’s share of the partnership’s
interest expense with respect to the debt-financed distribution
may exceed the interest on the partnership’s debt proceeds dis-
tributed to that partner, in which case the partnership may allo-
cate the partner’s excess interest expense using any reasonable
method.” However, the partnership may optionally choose to
first allocate the debt proceeds to the partnership’s other ex-
penditures that are not allocated any debt.””’ In other words, the
partnership may optionally choose to first allocate debt pro-
ceeds to its partnership-level expenditures such as property ac-
quisitions and business expenses, even though the debt pro-
ceeds were actually distributed to the partners.

On September 14, 2020, Treasury and IRS issued pro-
posed regulations that contain rules similar to Notice 89-35 and
Notice 88-20 for allocating the interest expense with respect
to partnerships and other pass-through entities, but with certain
modifications.™ For example, the optional method for partner-
ships, described above, becomes mandatory, so that a partner-
ship must first allocate debt proceeds to the partnership’s non-
debt expenditures and then to any debt-financed distributions.™
The partnership must allocate certain interest expenses based
on the partnership’s adjusted basis in its assets (reduced by
debt), instead of any reasonable method.™*

In Lipnick v. Commissioner,"' the taxpayer’s father was a
partner in a real estate partnership, which made debt-financed
distributions to the father. The father used the debt proceeds to

35 Notice 88-20. Reasonableness depends on the facts and circumstances,
including, without limitation, whether the taxpayer consistently applies the
method from year to year. Notice 89-35, §V.A.

¥ Notice 89-35.

*7Notice 88-20, Notice 89-35, §V.B. See Notice 89-35, §V.D., for report-
ing rules.

3Prop. Reg. §1.163-14 (related to sections I-V of Notice 89-35),
REG-107911-18, 85 Fed. Reg. 56,846 (Sept. 14 2020). Taxpayers and their re-
lated parties may choose to apply Prop. Reg. §1.163-14 to tax years beginning
in 2018 and later, if they apply the rules of Prop. Reg. §1.163-14 to that tax
year and each subsequent tax year until 60 days after publication of the final
rule in the Federal Register. Prop. Reg. §1.163-14(h).

¥ Prop. Reg. §1.163-14(d)(1). See Prop. Reg. §1.163-14(h)(1) Exs. 1, 2,

*0Prop. Reg. §1.163-14(d)(2)(iii), Prop. Reg. §1.163-14(f).
#1153 T.C. 1 (2019).
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purchase investment assets, which caused the partnership’s in-
terest expense allocable to the father to be investment interest
expense subject to the §163(d) investment interest limitation.
After the father gifted and bequeathed the partnership interest
to his son (the taxpayer), the Tax Court held that the son’s share
of the partnership’s interest expense was no longer investment
interest. The son was deemed to have made a debt-financed ac-
quisition of the partnership interest he acquired by gift and be-
quest, so that the interest expense was allocated to the partner-
ship’s assets, which were not investment assets.

Practice Point: If the partnership in Lipnick generated pas-
sive income, the father’s share of the partnership’s interest ex-
pense would have been investment interest but the son’s share
of the partnership’s interest expense would have been passive
interest expense. Similarly, if the father had used the debt-fi-
nanced distributions for personal expenses, the father’s share
of the partnership’s interest expense would have been nond-
eductible personal interest but the son’s share of the partner-
ship’s interest expense would have been passive interest ex-
pense.

Note: Proposed regulations would change the outcome in
Lipnick for transfers of interests in pass-through entities to re-
lated persons.*”

Practice Point: Interest expense allocation for these pur-
poses is not affected by the security for the debt. Thus, if a tax-
payer buys a portfolio asset with funds from a loan secured by a
building used in a passive activity, interest expense on the loan
is nevertheless allocable to portfolio income. For a more de-
tailed discussion of interest allocation, see generally 536 T.M.,
Interest Expense Deductions.

b. Clearly and Directly Allocable Expenses Other than
Interest

Noninterest expenses are treated as not from a passive ac-
tivity only if they are “clearly and directly” allocable to gross
portfolio income, rather than “properly allocable” as in the case
of interest.** To be “clearly and directly allocable” to portfolio
income, an expense must be incurred as a result of, or incident
to, an activity in which such gross income is derived or in con-
nection with property from which such gross income is derived.
For example, general overhead costs incurred by a legal entity
(e.g., rent, electricity, and salaries of multipurpose employees)
are not clearly and directly allocable to portfolio income.™

For allocable items, the regulations’ preamble explained
that:

the regulations do not require that any particular
method be employed in determining (a) whether
items of income are derived from an activity, (b)
whether deductions arise in connection with an ac-
tivity, or (c) how shared costs should be allocated
among activities. The regulations contemplate the
use of reasonable methods in making these determi-

*2Prop. Reg. §1.163-14(d)(4). See, e.g., Prop. Reg. §1.163-14(h)(5) Ex. 5.
#38469(e)(1)(A)(i)(ID); Reg. §1.469-2T(d)(4).
' Reg. §1.469-2T(d)(4).

07/01/2026 A -29



I11.D.4.

Detailed Analysis

nations, and the IRS will disregard unreasonable de-

terminations.**

In Sandy Lake Rd. LP v. Commissioner,* the taxpayer
partnership recognized gain from the sale of unimproved real
property, which was portfolio income from the disposition of
property held for investment. The sale caused the partnership to
be liable for certain property taxes, which were allocable to the
portfolio income.

Note: State and local income taxes, in contrast, are always
nonpassive.””’

4. Self-Charged Interest and Other Items

The 1986 Conference Report recognized an issue with re-
spect to portfolio income that arises where a taxpayer receives
interest income on debt of a pass-through entity in which the
taxpayer owns an interest.”* Such interest may be “self-charged
interest” and therefore lack economic significance, yet it in-
creases the taxpayer’s portfolio income and decreases the tax-
payer’s share of the pass-through entity’s passive or nonpassive
income.™ Regulations allow a percentage of “self-charged in-
terest” to be treated as passive activity gross income and not as
portfolio income.”

Practice Point: A taxpayer may elect out of the application
of the self-charged interest rule and treat all of the interest as
portfolio income.” This election may be useful if the taxpayer
has investment interest expense under §163(d) that can be used
against investment interest income but not against passive in-
come.

The self-charged interest rule applies to lending transac-
tions, which also includes §707(c) guaranteed payments for the
use of capital.”” Lending transactions may also give rise to in-
terest in the form of forgone interest (under §7872(e)(2)), orig-
inal issue discount (under §1273), and total unstated interest
(under §483(b)).*”

Practice Point: It may not be clear in some cases whether
preferred equity in a partnership gives rise to a §707(c) guar-
anteed payment for the use of capital or a preferred return that
is an allocation of net income from the partnership (or an allo-
cation of gross income from the partnership in the absence of
sufficient net income). A preferred return is not subject to the
self-charged interest rule.”*

*ST.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5689 (Feb. 25, 1988).

#T.C. Memo 1997-295.

7 See III.C.7., below.

**1986 Conference Report at II-146. See also 1986 Bluebook at 233-34.

#1986 Conference Report at I1-146. See also 1986 Bluebook at 233.

Reg. §1.469-7.

*'Reg. §1.469-7(g). The election, once made, applies to all self-charged
transactions in the tax year of the election and all subsequent tax years, and
may be revoked only with the consent of the IRS. See Bloomberg Tax Elections
& Compliance Statements, Income, Passthrough Entity: Self-Charged Interest
Rule Election to Forgo (§469).

*PReg. §1.469-7(a)(1), §1.469-2(e)(2)(ii).

Reg. §1.469-7(h).

**For valiant efforts to distinguish between §707(c) guaranteed payments
for the use of capital and preferred returns, see, e.g., Lewis R. Steinberg,
Fun and Games with Guaranteed Payments, 57 Tax Lawyer 533 (2004); New
York State Bar Association Tax Section, Report on Guaranteed Payments and
Preferred Returns, Report No. 1357 (Nov. 14, 2016); Andrew W. Needham,
GPUC:s in a Post-Tax Reform World: The Proposed Taxation of (Some) Pre-
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The self-charged interest rule applies if:*”

(1) a borrowing pass-through entity (either a partnership or
S corporation) has deductions for its tax year for interest
charged to it by persons holding either direct or indirect
(i.e., through either a partnership or S corporation) inter-
ests (“self-charged interest deductions”);*

(2) the taxpayer owning a direct or indirect interest in
such pass-through entity, at any time during the entity’s
tax year, has gross interest income from interest charged
to such pass-through entity by the taxpayer (or by a pass-
through entity in which the taxpayer holds an interest);”’
and

(3) the taxpayer’s share of the pass-through entity’s self-
charged interest deductions include passive activity deduc-
tions.™

If these requirements are satisfied, then the “applicable
percentage” of the taxpayer’s gross interest income from in-
terest charged to the borrowing pass-through entity is passive
activity gross income from the activity and likewise, the ap-
plicable percentage of each deduction (of the borrowing pass-
through entity) for interest expense properly allocable to such
interest income is a passive activity deduction from the activ-
ity.” The interest ceases to be portfolio income or investment
income under §163(d).* If the taxpayer borrowed money from
a third party or another related party to fund the loan, the tax-
payer’s corresponding interest expense is also recharacterized
as a passive activity deduction.”'

The “applicable percentage” is the taxpayer’s share for the
tax year of the borrowing pass-through entity’s self-charged in-
terest deductions treated as passive activity deductions from the
activity, divided by the greater of (i) the taxpayer’s share for
the tax year of the borrowing pass-through entity’s aggregate
self-charged interest deductions for all activities (regardless of
whether these deductions are treated as passive activity deduc-
tions) or (ii) the taxpayer’s aggregate income for the tax year
from interest charged to the borrowing pass-through entity for
all activities of the borrowing entity.”” The applicable percent-
age is computed separately for each of the taxpayer’s activities.

Example: Taxpayer T is a 40% partner in a partnership en-
gaged in a single rental activity. The partnership borrows
$50,000 from T and uses the loan proceeds in the rental ac-
tivity, and pays $5,000 of interest to T for the tax year. T
incurs $2,000 of interest expense as his distributive share
of the partnership’s interest expense. T’s applicable per-
centage is 40%, obtained by dividing his $2,000 share of

ferred Returns as Interest, University of Chicago 2019 Federal Tax Conference
(Nov. 9, 2019). See also TAM 8752004; REG-115452-14, 80 Fed. Reg. 43652,
43657 (July 23, 2015); Reg. §1.707-1(c) Ex. (2); Reg. §1.707-4(a)(2); Reg.
§1.163(j)-1(b)(22)(V)(E) Ex. 5.

P Reg. §1.469-7(c)(1).

*Reg. §1.469-7(c)(1)(i).

*Reg. §1.469-7(c)(1)(ii).

*¥Reg. §1.469-7(c)(1)(iii).

" Reg. §1.469-7(c)(2).

*PReg. §1.469-7(c)(2); §163(d)(5)(A)).

I Reg. §1.469-7(c)(2)(ii), §1.469-7(d)(2)(ii).

*?Reg. §1.469-7(c)(3).
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self-charged interest deductions that are passive activity
deductions from the activity by the greater of T’s $2,000
share of the partnership’s self-charged interest deductions
or T’s $5,000 income from interest charged to the part-
nership. Therefore, $2,000 (40% x $5,000) of T’s income
from interest charged to the partnership is passive activi-
ty gross income from the passive activity that T conducts
through the partnership.’

Practice Point: The applicable percentage is based on the
self-charged interest deductions that are passive activity deduc-
tions. If the borrowing pass-through entity’s borrowings are al-
locable to both passive and nonpassive activities, the applicable
percentage computation ensures that only the passive portion
gives rise to interest income treated as passive income.

The self-charged rule is applied by the lending owner and
not by the borrowing pass-through entity. If a borrowing pass-
through entity and its owner have different tax years, the own-
er’s share of the entity’s income and deductions is based on the
entity’s tax year ending with or within the owner’s tax year that
is subject to the self-charged rules, which may result in the self-
charged interest rule not applying in some circumstances.’

Practice Point: The self-charged rule applies only if the in-
terest payment is deducted by the borrowing pass-through en-
tity, generally in the same year as the owner’s interest income
inclusion, but it does not apply if the interest payment is cap-
italized by the entity or deferred and deducted by the entity in
a later year. As a result, the lending owner has only portfolio
income from the interest income when the corresponding inter-
est expense is deferred or capitalized by the borrowing pass-
through entity. The regulations’ preamble explained that:

[T]he final regulations adopt the rule of the proposed

regulations that the self-charged rules apply only to

self-charged items recognized in the same tax year.

This rule is consistent with the legislative history and

avoids the complexity of the other suggested meth-

ods. For similar reasons, comments suggesting spe-

cial rules for capitalized expenses are not adopted.”®

The regulations contain similar rules for loans from pass-
through entities to their direct or indirect owners.”® When a
direct or indirect owner of a lending pass-through entity bor-
rows money from the lending pass-through entity, the self-
charged interest rule provides relief for the owner’s interest ex-
pense that is a passive deduction when the lending entity’s in-
terest income is not passive income. The applicable percent-
age of the owner’s share of the entity’s interest income is re-
classified from portfolio income (and investment income un-
der §163(d)) to passive income. The “applicable percentage” is
the taxpayer’s interest deductions charged by the lending en-
tity and treated as passive activity deductions, divided by the
greater of (i) the taxpayer’s aggregate interest deduction for all

% See Reg. §1.469-7(h) Ex. 1. See Reg. §1.469-7(h) Ex. 5 for an example
of loans between tiered entities.

*Reg. §1.469-7(b)(4). See Reg. §1.469-7(h) Ex. 4.

S T.D. 9013, 67 Fed. Reg. 54,087, 54,088 (Aug. 21, 2002).

366 Reg. §1.469-7(d). See 1986 Blue Book at 233 n.26 (“Similar considera-
tions apply where a partnership makes a loan to a partner (e.g., to finance such
partner’s purchase of all or part of his interest in the partnership, and the inter-
est expense may be treated as part of his passive 10ss)”).
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activities in the tax year charged by the lending entity (regard-
less of whether the deductions are passive activity deductions)
or (ii) the taxpayer’s aggregate share for the tax year of the
lending entity’s self-charged interest income for all activities
of the lending entity.”” The applicable percentage is computed
separately for each of the taxpayer’s activities.

Example: Taxpayer T owns 40% of a partnership. The
partnership lends $1,000 to T, who uses half the proceeds
in a passive activity and half in a personal activity. T pays
$100 of interest on the loan to the partnership, of which
$50 is a passive activity deduction. The applicable per-
centage is 50%, equal to T’s $50 of interest deductions
charged by the lending entity and treated as passive ac-
tivity deductions, divided by the greater of (i) all of T’s
$100 of interest expense or (ii) T’s $50 share of the part-
nership’s interest income received from owners. T may re-
classify 50% of his $40 share of the partnership’s interest
income, or $20, as passive income.

When there are loans to or from more than one owner
of the pass-through entity, the regulations generally allow an
owner to offset its share of interest expense paid to all owners
against its share of interest income received from all owners,
not just the share that he is paying to himself. The proposed
self-charged regulations’ preamble noted that “although self-
charged treatment could be limited to the owner’s share of
amounts that arise from the owner’s own lending transaction,
the regulations adopt a broader approach.”*

Example: Taxpayers A and B are equal partners in a part-
nership, which pays $2,000 of interest expense to A and
$1,000 of interest expense to B. Absent the self-charged
rules, A recognizes $2,000 of portfolio income and $1,500
of allocated passive interest expense, and B recognizes
$1,000 of portfolio income and $1,500 of allocated passive
interest expense. A narrow view of the self-charged inter-
est rules would allow A and B to recharacterized $1,000
and $500, respectively, of their interest income as passive
income, based on their 50% shares of the partnership’s
interest passive interest expense and the conceptual view
that they paid half of the interest to themselves and half to
the other partner. However, A’s applicable percentage is
75%, equal to his $1,500 share of the partnership’s passive
interest expense divided by the greater of (i) A’s $1,500
share of all partnership interest expense or (ii) A’s $2,000
interest income received from the partnership. A may clas-
sify $1,500 (75%) of his interest income as passive in-
come. Similarly, B’s applicable percentage is 100%, equal
to his $1,500 share of the partnership’s passive interest ex-
pense divided by the greater of (i) B’s $1,500 share of all
partnership interest expense or (ii) B’s $1,000 interest in-
come received from the partnership. A may reclassify all
$1,000 of his interest expense as passive income. The ef-
fective result is that each partner may use the interest paid
to the other partner to increase his applicable percentage.”

*7Reg. §1.469-7(d)(3).
% PS-39-89, 56 Fed. Reg. 14,034, 14,036 (Apr. 5, 1991).
*“Reg. §1.469-7(h) Ex. 2.
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The regulations provide rules for loans between pass-
through entities that have the same proportionate ownership
structures.” To the extent that an owner shares in interest in-
come from a loan between identically-owned pass-through en-
tities, the owner is treated as having made the loan to the bor-
rowing pass-through entity, and the rules governing loans from
owners to entities apply to determine the applicable percentage
of portfolio income or properly allocable interest expense that
is recharacterized as passive.

Example: Taxpayer A and B are equal 50% partners in two
partnerships, Partnership X and Partnership Y. Partnership
X loans $20,000 to Partnership Y which uses the proceeds
in a passive activity. Partnership Y pays $2,000 of inter-
est to Partnership X. A’s distributive share of Partnership
X’s interest income is $1,000, and A’s distributive share of
Partnership Y’s interest expense is also $1,000. The loan is
treated as if A had made the loan to Partnership Y. A’s ap-
plicable percentage is 100%, equal to A’s $1,000 share of
Partnership Y’s interest deductions treated as passive ac-
tivity deductions, divided by the greater of (i) A’s $1,000
share of Partnership Y’s interest deductions or (ii) A’s
$1,000 share of self-charged interest income from Partner-
ship Y. As a result, all $1,000 of A’s self-charged interest
income from Partnership X is treated as passive income.

Practice Point: The regulations do not provide any rules
for loans among related pass-through entities that do not have
identical ownership.”" In Hillman v. Commissioner,” the Tax
Court initially addressed favorably the self-charging of man-
agement fees between brother-sister entities. Although the Tax
Court’s decision focused more on the nature of self-charged
rules for non-interest items, and the Fourth Circuit Court of Ap-
peals later reversed the Tax Court on that point, some taxpayers
may try to rely on Hillman’s secondary holding that the self-
charged rule is available for transactions between related enti-
ties that do not have identical ownership.

Note: There is no self-charged rule for items other than in-
terest and §707(c) guaranteed payments.’” In Hillman v. Com-

'Reg. §1.469-7(e).

7! See T.D. 9013, 67 Fed. Reg. 54,087, 54,088 (Aug. 21, 2002):
“The proposed regulations provide self-charged treatment for
items of interest income and interest expense in lending trans-
actions between a taxpayer and a pass-through entity in which
the taxpayer holds a direct or qualifying indirect interest. Sever-
al commentators suggested that the regulations should also ap-
ply to lending transactions between related pass-through entities
such as brother-sister entities in which the taxpayer owns inter-
ests because such transactions also may result in mismatched in-
come and expense for purposes of section 469. In response to
the suggestions, the self-charged rules are extended to identi-
cally owned pass-through entities. This extension is limited to
identically owned entities because of concerns regarding the dif-
ficulty of identifying self-charged items in transactions between
less closely related or unrelated entities.”

2114 T.C. 103 (2000).

3 T.D. 9013, 67 Fed. Reg. 54,087, 54,088 (Aug. 21, 2002):
Noting that Congress authorized the Secretary to identify other
situations in which self-charged treatment is appropriate, several
commentators suggested that self-charged treatment be extend-
ed to other transactions involving rental real estate activities,
such as the payment of management fees and salaries. After
publication of the proposed regulations, Congress considered
the impact of section 469 on rental real estate transactions and
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missioner,”* the Fourth Circuit Court of Appeals reversed the

Tax Court and held that the self-charged interest rules could
not be applied to other types of self-charged income and ex-
pense, such as management fees. The taxpayer’s S corporation
performed management services for real estate partnerships in
which the taxpayer had direct and indirect interests. The tax-
payer materially participated in the S corporation’s manage-
ment services, but not in the real estate partnerships. As a re-
sult, the real estate partnerships’ payment of the management
fees to the S corporation caused the taxpayer to generate non-
passive income from the S corporation and generate passive
losses from the real estate partnerships, and those passive losses
could not offset the nonpassive fee income. The Fourth Circuit
noted “that the somewhat harsh result created by literally ap-
plying IRC section 469(a) to the wash transaction at issue here
is considerably tempered by the fact that IRC section 469(b) al-
lows the Hillmans to carry forward the passive management fee
expenses” to subsequent tax years.

Note: No self-charged rule is necessary if there is no pay-
ment between the taxpayer and the related person. In Fowler v.
Commissioner,”” a taxpayer occupied part of his own building
for a repair shop and rented the remainder of the building to
others. The Tax Court held that the taxpayer did not have rental
income from imputing a constructive rental payment from the
sole proprietorship repair shop to the rental real estate business.

Note: The self-charged rule applies only to partnerships
and S corporations, and not to non-grantor trusts, estates, or
other pass-through entities. The regulations’ preamble ex-
plained that:

[c]ertain commentators requested that the regulations
be extended to apply to transactions between taxpay-
ers and their trusts, estates, REMICs and housing co-
operatives. The regulations address the transactions
identified by Congress involving S corporations and
partnerships (including entities classified as partner-
ships for federal tax purposes). Application of the
self-charged rules to other types of entities would re-
quire a significant expansion of the scope of these
regulations to address broader issues concerning the
manner in which section 469 applies to those enti-
ties.””

enacted specific relief in section 469(c)(7) for certain real estate
professionals for tax years beginning after 1993. There was no
indication in the legislative history of section 469(c)(7) that
Congress considered additional relief for real estate transactions
necessary or desirable. Moreover, there is less justification for
the complexity of a self-charged rule in this area after the enact-
ment of section 469(c)(7) because that change substantially re-
duced the number of real estate transactions that would benefit
from a self-charged rule. Accordingly, the regulations do not ex-
tend the self-charged treatment to other transactions involving
rental real estate.

But see 1986 Conference Report at II-147 (“regulations may also, to the ex-
tent appropriate, identify other situations in which netting of the kind described
above [for interest] is appropriate with respect to a payment to a taxpayer by an
entity in which he has an ownership interest.”); 1986 Blue Book at 234.

74250 F.3d 228 (4th Cir. 2001), rev’g 114 T.C. 103 (2000), adhered to on
reh’g, 263 F.3d 338 (4th Cir. 2001), on remand, 118 T.C. 323 (2002) (order
consistent with appellate decision).

" Fowler v. Commissioner, T.C. Memo 1993-295.

°T.D. 9013, 67 Fed. Reg. 54,087, 54,088 (Aug. 21, 2002).
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5. Compensation for Services

Compensation for services, like portfolio income, is not
treated as gross income from a passive activity.””’ The principal
type of compensation for services is earned income, as defined
in §911(d)(2)(A) (relating to the foreign earned income exclu-
sion) to generally include wages, salaries, professional fees,
and other amounts received as compensation for personal ser-
vices actually rendered.”

Compensation for services also includes:

(1) amounts included in gross income under §83, which
generally relates to unvested stock and other property
transferred in connection with performance of services,

(2) amounts includible in gross income under §402 and
§403, which relate to distributions from retirement plans
and retirement annuities, as well as any other amounts paid
pursuant to retirement, pension, and other arrangements
for deferred compensation for services,

(3) (taxable) social security benefits, includible in gross
income under §86, which also includes tier 1 railroad re-
tirement benefits, and

(4) other income from personal services as identified by
the IRS.”

Earned income also includes §707(c) guaranteed payments
made by a partnership to a partner for services,”™ but earned in-
come does not include a partner’s distributive share of partner-
ship income under §704(b).” In other words, a partner’s share
of partnership income is not “earned income” even if some
or all of the share is attributable to the partner’s services per-
formed on behalf of the partnership.”** Similarly, earned income
does not include a shareholder’s pro rata share of income from
an S corporation under §1377(a).” But earned income includes
a partner’s share of partnership income recharacterized under
§707(a) as a payment for services by a partnership to a partner
not in its capacity as a partner.” For further discussion, see 712
T.M., Partnerships — Taxable Income; Allocation of Distribu-
tive Shares; Capital Accounts.

7778469(e)(3); Reg. §1.469-2T(c)(4).

¥ Reg. §1.469-2T(c)(4)(i). See generally 6080 T.M., Section 911 and Oth-
er International Tax Rules Relating to U.S. Citizens and Residents (Foreign In-
come Series).

P Reg. §1.469-2T(c)(4)().

MReg. §1.469-2T(c)(4)(1)(A), §1.469-2(e)(2). See 1986 Conference Re-
port at I1-139; 1986 Blue Book at 218.

38‘Reg. §1.469-2T(c)(4)(i). Payments made in liquidation of the interest
of a retiring or deceased partner, including guaranteed payments described in
§736(a)(2), are discussed below. The regulation is contrary to the 1986 Confer-
ence Report at II-139, and the 1986 Blue Book at 218, which state that “in the
case of a limited partner who is paid for performing services for the partnership
(whether by way of salary, guaranteed payment, or allocation of partnership in-
come), such payments cannot be sheltered by passive losses from the partner-
ship or from any other passive activity.”

2 See T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg.
5686, 5691 (Feb. 25, 1988) (“The regulations do not, however, adopt the sug-
gestion of some commentators to treat as personal service income the portion
of a partner’s distributive share of partnership income that represents the value
of the partner’s services performed on behalf of the partnership.”). Cf. §911(d)
(2)(B).

®Reg. §1.469-2T(c)(4)().

¥ Reg. §1.469-2T(e)(2)(Q).
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6. Cancellation of Indebtedness Income

In Rev. Rul. 92-92, the IRS held that income from the dis-
charge of indebtedness (sometimes called cancellation of debt
income, or COD income) is characterized as passive activity
income if that debt is allocated to a passive activity expendi-
ture.” The interest tracing rules of Reg. §1.163-8T apply in al-
locating the debt, and therefore the COD income, to a passive
activity expenditure by generally allocating debt to tracing dis-
bursements of the debt proceeds. For a more detailed discus-
sion of the interest tracing rules, see 536 T.M., Interest Expense
Deductions.

Example: Taxpayer T borrows $500,000 on a recourse
loan, secured by a real property used in a passive activity,
and uses $300,000 of the debt proceeds on passive activity
expenditures and $200,000 on other expenditures. Some-
time thereafter, T transfers the real property, with basis
of $100,000 and value of $200,000, to the bank in full
satisfaction of the debt. T has $100,000 of gain on sale
(property value minus basis) and $300,000 of COD in-
come (liability discharged minus property value).”* Since
60% of the debt is allocated to passive activity expendi-
tures while 40% of the debt is allocated to other expendi-
tures, $180,000 (60%) of the COD income is passive ac-
tivity income and $120,000 (40%) of the COD income is
nonpassive income.

Example: Same as the above example, except that the
$500,000 loan is a nonrecourse loan. T recognizes
$400,000 of gain in connection with transferring the real
property with basis of $100,000 to the bank in full satis-
faction of the debt.” The $400,000 gain is passive income
because the real property is used in a passive activity.

7. Other Per Se Nonpassive Income and Deductions

In addition to portfolio income and personal service in-
come, the following items of income, are treated as per se non-
passive and therefore never arising from a passive activity:

(1) an individual’s gross income from intangible property
(such as a patent, copyright, or literary, musical, or artistic
compositions), if the taxpayer’s personal efforts signifi-
cantly contributed to the creation of such property;™

(2) gross income attributable to a refund of state, local, or
foreign income tax, war profits tax, or excess profits tax;"™

5 See also Shannon v. Commissioner, T.C. Memo 1993-554 (COD in-
come is nonpassive income when it arose from an activity in which the taxpay-
er materially participated).

3 See Reg. §1.1001-2(a)(2), §1.1001-2(c) Ex. 8; Rev. Rul. 90-16.

*®Reg. §1.1001-2(a)(1); Commissioner v. Tufts, 461 U.S. 300 (1983).

¥ Reg. §1.469-2T(c)(7)().

*Reg. §1.469-2T(c)(7)(iii). For the taxation of state income tax refunds,
see §111 (tax benefit rule); Reg. §1.111-1(a); Rev. Rul. 93-75, Rev. Rul. 79-15,
Rev. Rul. 79-315, and Rev. Rul. 65-190 (refund of New York State corporation
franchise taxes).
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which may include the refundable portion of a state in-
come tax credit;”

Practice Point: In contrast, a taxable refund of real proper-
ty taxes (or other nonincome taxes) may result in gross in-
come, which is not covered by the above rule and may be
passive income if attributable to a passive activity.”' Some
tax credits relate to both state property taxes and state in-
come taxes, in which case it may be difficult to determine
the type of tax refund.””

(3) an individual’s gross income from a covenant by such

individual not to compete;”

(4) casualty gain attributable to reimbursement of a loss

claimed in a prior year as a nonpassive loss;”**

(5) gross income or gain allocable to business or rental use
of a dwelling unit, for any tax year to which §280A(c)(5)
applies to such business or rental use;” and

(6) amounts distributed to Alaska residents by the Alaska
Permanent Fund.**

Certain types of deductions are treated, per se, as not aris-
ing from passive activities:

(1) portfolio-income-related deductions (including losses

on the disposition of portfolio assets);”’

(2) a domestic C corporation’s dividends-received deduc-
tion under §243 or §245, for any dividend that is not pas-

sive income:;*®

Observation: After the TCJA, this exception should also
apply to a domestic C corporation’s 100% dividends-re-
ceived deduction under §245A for dividends from certain
foreign corporations and its 40% or 50% deduction under
§250 for certain §951A income. This exception should al-
so apply to a taxpayer’s §965(c) deduction that is based on
certain §965(a) deemed repatriation income in 2017 and

* See Maines v. Commissioner, 144 T.C. 123 (2015); Rivera v. Commis-
sioner, T.C. Memo 2016-35; Tempel v. Commissioner, 136 T.C. 341 (2011),
aff’d sub. nom, Esgar Corp. v. Commissioner, 744 F.3d 648 (10th Cir. 2014).

! See Rev. Rul. 78-194 (New Jersey homestead tax rebate); Rev. Rul.
75-133 (refund of Illinois personal property tax); Rev. Rul. 70-86 (California
property tax rebate); CCA 200504027 (New York City property tax rebate);
PLR 9853018 (Virginia property tax rebate); PLR 8020073 (Montana property
tax rebate); PLR 8015099 (Utah tax rebate); PLR 7926151 (Wisconsin property
tax rebate); PLR 200106021 (state intangible property tax refund); §856(c)(2)
(E) (REIT gross income includes refunds and abatements of real property tax-
es); §856(c)(3)(E) (same). See also Rev. Rul. 73-385 (refund of state sales and
use tax); Rev. Rul. 70-419 (same); CCA 200811017 (refund of state real prop-
erty tax and state sales tax) PLR 200519002 (refund of food and beverage tax-
es).

2 See CCA 200842002 (New York State Qualified Empire Zone Enter-
prise (QEZE) real property tax credit); Maines v. Commissioner, 144 T.C. 123
(2015) (same); CCA 201423020 (Massachusetts Senior Circuit Breaker Cred-
it).

*Reg. §1.469-2(c)(7)(iv). This provision was upheld as a valid exercise
of Treasury’s regulatory authority in Schaefer v. Commissioner, 105 T.C. 227
(1995).

¥ Reg. §1.469-2(c)(7)(vi).

¥ Reg. §1.469-2(c)(7)(vii). See VLE., below.

*¥Rev. Rul. 90-56 (also ruling that the amounts are not investment income
as defined in §163(d)(4)(B)).

*¥"Reg. §1.469-2T(d)(2)(i). See II1.C.3., above.

Reg. §1.469-2T(d)(2)(ii).
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2018 for undistributed 1987-2017 foreign earning of cer-
tain foreign corporations.

(3) deduction for any state, local, or foreign income tax,
war profits tax, or excess profits tax;”’

Practice Point: The tax deduction is treated as per se non-
passive even if the state, local, or foreign income tax is tax-
ing passive income.

(4) any pre-2018 miscellaneous itemized deduction under
§67(b) that was potentially subject to the 2%-of-adjusted-
gross-income disallowance in §67(a), such as unreim-
bursed employee expenses, noninterest investment ex-

penses, and hobby losses to the extent of hobby income;*”

Practice Point: Because miscellaneous itemized deduc-
tions are not allowed in 2018 and later,”" individuals and
noncorporate taxpayers are subject to tax on their gross in-
vestment income without any deduction for investment ex-
penses other than interest, and on their gross hobby income
without regard to any hobby activity deductions and loss-
es.

(5) any deduction for a contribution of property to a chari-
table organization under §170;*

Practice Point: The §170 charitable contribution deduction
is a nonpassive item even if the contributed property is
used in a passive activity.

Practice Point: Some estates and trusts are allowed the
charitable contribution deduction under §642(c) instead of
§170, but the same policy should presumably apply to treat
the estate’s or trust’s charitable contribution deduction as
nonpassive.

(6) net operating loss (NOL) carrybacks and carryovers

(including any carryover of an excess business loss of a
403

noncorporate taxpayer under §461(1)(2));

Practice Point: The same policy should treat any carryover
of an excess business loss of a noncorporate taxpayer un-
der §461(1)(2) as a nonpassive loss.**

(7) capital loss carrybacks and carryovers under §1212(a)
(1) (for corporations) and §1212(b) (for noncorporate tax-

405

payers);

*Reg. §1.469-2T(d)(2)(vi).

“WReg. §1.469-2T(d)(2)(vii).

“1$67(h).

“2Reg. §1.469-2T(d)(2)(viii).

403 Reg. §1.469-2(d)(2)(ix). Noncorporate taxpayers may not deduct busi-
ness losses in excess of a threshold amount in tax years beginning after 2020.
See §461(1), as amended by the One Big Beautiful Bill Act (OBBBA), Pub. L.
No. 119-21, §70601, effective for tax years beginning after December 31, 2026.
Any disallowed excess business loss is treated as an NOL for the tax year for
purposes of determining any NOL carryover for subsequent tax years. §461(1)
2).

“%Noncorporate taxpayers may not deduct business losses in excess of a
threshold amount in tax years beginning in 2021 and later. See §461(1). Any
disallowed excess business loss is treated as an NOL for the tax year for the
purposes of determining any NOL carryover for subsequent tax years. See
§461(1)(2).

‘S Reg. §1.469-2(d)(2)(ix).
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(8) percentage depletion for oil and gas wells under
§613A(d);**

(9) any §165(c) casualty loss (deduction for a loss from
fire, storm, shipwreck, or other casualty, or from theft), but
only if “losses that are similar in cause and severity do not
recur regularly in the conduct of the activity.”*” The regu-
lations’ preamble explained that “section 469 will not limit
losses such as those resulting from recent natural disasters,
but may disallow shoplifting losses of a retail store, acci-
dent losses typically sustained in the operation of a fleet of
rental automobiles, and other similar losses that recur reg-
ularly in the conduct of an activity.”"

Practice Point: Casualty losses (from fire, storm, ship-
wreck, or other casualty, or from theft) that do not occur
regularly are nonpassive deductions, even with respect to
property used in a passive activity and for which the ca-
sualty loss is deducted under §165(c)(1) (losses incurred
in a trade or business) or §165(c)(2) (losses incurred in
any transaction entered into for profit, though not connect-
ed with a trade or business). Such losses are deductible
without regard to §469, though they may be limited under
§165, §1231, and other Code provisions. But if a casualty
results in a gain, such as if insurance reimbursement pro-
ceeds exceed the property’s adjusted basis and the gain
was not deferred under §1033, the gain is passive gain.
However, the gain is nonpassive gain if the gain is attrib-
utable to the reimbursement of a loss claimed in a prior
year as a nonpassive loss.*” For further discussion, see 527
T.M., Loss Deductions.

(10) any deduction or loss allocable to business or rental
use of a dwelling unit, for any tax year in which §280A(c)

(5) applies to such business or rental use;""’

(11) the deduction allowed under §164(f) generally for
one-half of an individual’s §1401 self-employment tax-
es ;411

Practice Point: The treatment of the self-employment tax
deduction as a nonpassive deduction is beneficial for the
taxpayer, who may deduct the amount without any passive
loss limitations. It is irrelevant that the §1401 self-employ-
ment tax was imposed on income from a passive activity
or that §164(f)(2) provides that the self-employment tax
deduction shall be treated as attributable to the taxpayer’s
trade or business.

(12) positive or negative §481(a) adjustments from chang-
ing a method of accounting, to the extent allocated to non-
passive activities.*”

M Reg. §1.469-2(d)(2)(ix).

“TReg. §1.469-2(d)(2)(xi).

“%T.D. 8290, 55 Fed. Reg. 6980 (Feb. 28, 1990).

“Reg. §1.469-2(c)(7)(vi) See generally Notice 90-21.

“0Reg. §1.469-2(d)(2)(xii).

MRS Pub. 925, Passive Activity and At-Risk Rules; Instructions for Form
8582, Passive Activity Loss Limitations.

#2Gee V.C., below.
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8. Payments to a Retiring Partner or a Deceased
Partner’s Successor in Interest

The tax treatment of a partnership’s payments to a retiring
or deceased partner, in liquidation of his entire interest in the
partnership, is governed by §736."" The payments may consist
of a series of distributions over several years, as long as the dis-
tributions culminate in the complete termination of the retired
partner’s economic interest in the partnership.”* A distribution
to a continuing partner is not governed by §736," even if the
partner is reducing its partnership interest in anticipation of ul-
timate retirement.

Subject to an exception below, the general rule in §736(b)
(1) provides that a partnership’s payments made in liquidation
of the interest of a retiring or deceased partner are considered
distributions by the partnership, to the extent that the payments
are made in exchange for the interest of the partner in partner-
ship property. The payments are not considered a distributive
share of partnership income or a §707(c) guaranteed payment.
Any gain or loss recognized by the retiring or deceased partner,
which may be capital gain or loss, is passive income or loss on-
ly to the extent that it would have been so treated if recognized
at the time that the liquidation of the retiring or deceased part-
ner’s interest commenced."'

Example: Taxpayer T retires as a limited partner in a part-
nership, in exchange for $200,000 of annual payments
over five years. T has a zero basis in his partnership inter-
est, and the partnership has no §751(c) unrealized receiv-
ables or §751(d) inventory items that would result in ordi-
nary income under §751(a) upon the disposition of a part-
nership interest. T recognizes $200,000 of capital gain an-
nually over the five years. Before T’s retirement, T mate-
rially participated in the partnership’s trade or business ac-
tivity. Regardless of T’s material participation in the part-
nership’s activity after retirement, T s capital gain is pas-
sive income only up to the amount of passive income that
T would have recognized if he sold his interest at the time
that the liquidation of T’s interest commenced, which is
zero because T materially participated in the partnership’s
activity at the time of retirement. T therefore has $200,000
of nonpassive income annually.

An exception applies if (i) the retiring or deceased partner
was a general partner in the partnership, (ii) capital is not a ma-
terial income-producing factor for the partnership,”” and (iii)
the payments to the retiring or deceased partner are paid for the
partnership’s unrealized receivables (as defined in §751(c)) or
goodwill (unless the partnership agreement provides for a pay-
ment with respect to goodwill). If all three conditions are met,
the partnership’s payments to the retiring or deceased partner
are instead governed by §736(a), as either (i) a §736(a)(1) dis-

* See generally 716 T.M., Partnerships — Current and Liquidating Distri-
butions; Death or Retirement of a Partner.

**Reg. §1.761-1(d). Reg. §1.736-1(a)(6) provides that §736 may apply to
the liquidation of one partner’s interest in a two-person partnership.

S Reg. §1.736-1(a)(1)(0).

“9Reg. §1.469-2(e)(2)(iii)(A).

*7For a discussion of when capital is a material income-producing factor
under former §1348, see IV.A.6.
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tributive share of partnership income (if the amount is deter-
mined with regard to the partnership’s income) or (ii) under
§736(a)(2), a §707(c) guaranteed payment (if the amount is de-
termined without regard to the partnership’s income).""®

If the §736(a)(1) payment is a distributive share of part-
nership income, the payment may be passive income based on
the partner’s material participation in the partnership’s activ-
ities. If the payment is a guaranteed payment, under §736(a)
(2), the payment is compensation to the extent paid for services
and is interest and portfolio income to the extent paid for the
use of capital. In either case, the §736(a)(2) payment is nonpas-
sive income."’ In any event, the percentage of the §736(a)(1) or
§736(a)(2) payment that is passive activity gross income can-
not exceed the percentage of passive activity gross income that
would be included in the retiring or deceased partner’s gross in-
come that would have been recognized if the unrealized receiv-
ables and goodwill had been sold at the time that the liquidation
of the retiring or deceased partner’s interest commenced."’

Practice Point: Unrealized receivables is broadly defined
in §751(c) to include any rights (contractual or otherwise) to
payment for services rendered (or to be rendered) or for non-
capital-asset goods delivered (or to be delivered). It may there-
fore include a management agreement for future management
services,”' even though gain from the disposition of the agree-
ment itself would be capital gain. However, for §736 purposes,
unrealized receivables does not include certain ordinary income
recharacterization items that apply under §751(c) generally,
such as §1245 ordinary income depreciation recapture, §1250
ordinary income depreciation recapture, and §1248 dividend
income on the disposition of certain foreign corporations’
stock, accrued market discount on any §1278 market discount
bond, or accrued interest on any §1283 short-term obligation.*

Practice Point: To the extent a partnership owns property
with §1245 depreciation recapture, which is an unrealized re-
ceivable under §751(c) but not under §736, a payment to a re-
tiring or deceased partner with respect to such property would
be a payment for a partnership interest under §736(b) instead
of a §736(a) payment. But the §736(b) payment may result in
ordinary income under §751(a) to the extent of the depreciation
recapture unrealized receivable.

Example: Taxpayer T retires as a general partner from a
partnership, in which capital is not a material income pro-
ducing factor. T is entitled, pursuant to the partnership
agreement, to $200,000 of annual payments for five years
after T’s retirement, in exchange for T’s fair market value
share of the partnership’s unrealized receivables. T will
provide no services to the partnership for those five years.
Before T’s retirement, T materially participated in the
partnership’s trade or business activity. When the retired T
receives a cash payment of $200,000, the payment is treat-

“18736(a).

““Reg. §1.469-2(e)(2)(ii).

“Reg. §1.469-2(e)(2)(iii)(B).

#! See Ledoux v. Commissioner, 77. T.C. 293 (1981), aff’d per curiam,
695 F.2d 1320 (5th Cir. 1983). See generally 720 T.M., Partnership Transac-
tions — Section 751 Property.

2§751(c).
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ed by §736(a)(2) as a §707(c) guaranteed payment. T has
$200,000 of nonpassive income.

Example: Taxpayer T retires as a general partner from a
partnership, in which capital is not a material income pro-
ducing factor. T is entitled, pursuant to the partnership
agreement, to receive 10% of the partnership’s net income
for five years after T’s retirement, in exchange for T’s
fair market value share of the partnership’s unrealized re-
ceivables. T will provide no services to the partnership
for those five years. Before T’s retirement, T materially
participated in the partnership’s trade or business activity.
When the retired T receives a cash payment of $20,000
from the partnership pursuant to the partnership agree-
ment, the $20,000 is governed by §736(a)(1) and repre-
sents T’s $20,000 distributive share of partnership income
in the year of payment. Regardless of T’s material partic-
ipation in the partnership’s activities in the year of pay-
ment, the percentage of the $20,000 that is passive income
is capped at the amount of passive income that would have
been recognized if the partnership’s unrealized receivables
had been sold at the time that the liquidation of T’s interest
commenced, which is zero percent because T materially
participated in the partnership’s activity at the time of re-
tirement. In other words, the partnership activity’s status
as a nonpassive activity for T is determined at the time that
the liquidation of T’s partnership interest commenced, and
remains fixed for the duration of T’s liquidation payments.
As a result, T has $20,000 of nonpassive income.*’

Example: Same as above, except that partnership provides
T with an additional 2% of the partnership’s net income
for four years after T’s retirement, as an incentive for T
to retire earlier than planned. The 2% share is not subject
to the zero percent cap, because the payment exceeds T’s
share of the value of the partnership’s unrealized receiv-
ables, which was established in the prior example to equal
10% of partnership’s net income for five years. T must
therefore determine whether he materially participated in
the partnership’s activity in the year of payment, in order
to determine whether the 2% share is passive or nonpas-
sive income.”

Practice Point: Payments made to a retired partner may be
nonpassive income under any of the material participation tests,
such as the 5-of-10-years test,”” the 3-year personal services
test,” or the facts and circumstances test (if he participates for
more than 100 hours during the tax year)."”’

Practice Point: If the §736 payment to a retiring or de-
ceased partner is nonpassive income from a trade or business in
which the taxpayer materially participates or is deemed to ma-

terially participate, the income is generally not subject to the

> Prop. Reg. §1.1411-4(g)(11)(ii)(B) Ex. 1.
“Prop. Reg. §1.1411-4(g)(11)(ii)(B) Ex. 2.
3 See Reg. §1.469-5T(a)(5) (discussed at IV.A.5., below).
46 See Reg. §1.469-5T(a)(6) (discussed at IV.A.6., below).
#7 See Reg. §1.469-5T(a)(7) (discussed at IV.A.7., below).
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§1411 net investment income tax.*”® The payment may also not
be subject to the §1401 self-employment tax, which generally
does not apply under §1402(a)(10) to amounts if:

(1) received by a partner pursuant to a written plan of the
partnership, which provides for periodic payments on ac-
count of retirement to partners generally or to a class or
classes of partners,

(2) the payments continue at least until the partner’s death,

(3) the partner renders no services with respect to the part-
nership’s trades or businesses during the tax year of the
payment,

(4) there is no obligation from the other partners to the
partner except with respect to the plan’s retirement pay-
ments, and

(5) the partner’s share of the partnership’s capital has been
paid to the partner in full.*’

E. Definition of a Separate Activity

1. Overview

One or more trade or business activities or rental activities
may be treated as a single activity, if the activity constitutes
an “appropriate economic unit” for the measurement of gain or
loss for §469 purposes, depending on the relevant facts and cir-
cumstances.”” A taxpayer may use “any reasonable method” of
applying the relevant facts and circumstances in grouping ac-
tivities.”'

Note: The use of the term “activity” for both the grouped
activity and its component building blocks may be confusing
in some instances. The building block activities are sometimes
called “undertakings,” such as in the 1986 legislative history
and in older Treasury guidance.*”

The factors listed below are given the greatest weight in
determining whether activities constitute an appropriate eco-
nomic unit, though not all of them are necessary in order for a
taxpayer to treat multiple activities as a single activity:

(i) similarities and differences in types of trades or busi-
ness;

(i1) the extent of common control;
(iii) the extent of common ownership;

(iv) geographical location; and

% See Prop. Reg. §1.1411-4(g)(11).

* See Reg. §1.1402(a)-17.

0 Reg. §1.469-4(c)(1). See 1986 Senate Report at 739:
(“The determination of what constitutes a separate activity is in-
tended to be made in a realistic economic sense. The question to
be answered is what undertakings consist of an integrated and
interrelated economic unit, conducted in coordination with or
reliance upon each other, and constituting an appropriate unit
for the measurement of gain or loss”);

see also 1986 Blue Book at 245-246.
“'Reg. §1.469-4(c)(2).
*2See, e.g., Reg. §1.469-4T (issued on May 11, 1989 and generally applic-
able to tax years beginning before May 11, 1992).
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(v) interdependencies between or among the activities,
such as the extent to which the activities purchase or sell
goods between or among themselves, involve products
or services that are normally provided together, have the
same customers, have the same employees, or are account-
ed for with a single set of books and records.*”

Example: Taxpayer has four activities: a bakery in Bal-
timore, a bakery in Philadelphia, a movie theater in Bal-
timore and a movie theater in Philadelphia. Depending
on the relevant facts and circumstances, the four different
possible permitted groupings would be: a single activity, a
bakery activity and a theater activity, a Baltimore activity
and a Philadelphia activity, or four separate activities."*

Example: Taxpayer T is a partner in two partnerships un-
der common control, one which sells nonfood items to
grocery stores and one that owns and operates a trucking
business, whose predominant activity is transporting the
goods of the first business. This is the only trucking busi-
ness in which T is involved. T may treat the wholesale and
trucking activities as a single activity.*”’

Practice Point: Notwithstanding the somewhat circular de-
finition that one or more “activities” are treated as a single “ac-
tivity”, the general concept is that any reasonable method can
be used to determine whether an activity is a single activity or
multiple activities, subject to the specific limitations described
below. The IRS cannot change a reasonable grouping.**

Practice Point: A taxpayer may wish to define an activity
as broadly as possible to:

(1) meet the material participation test for a loss-generat-
ing activity by spending sufficient hours in the combined
activity, to generate nonpassive losses;”’ or

(2) meet the active participation test to qualify for the
$25,000 special allowance for a rental real estate activity,

B Reg. §1.469-4(c)(2).

“Reg. §1.469-4(c)(3) Ex. 1.

45 Reg. §1.469-4(c)(3) Ex. 2. See also Brumbaugh. v. Commissioner, T.C.
Memo 2018-40 (airplane charter activity could not be grouped with taxpayer’s
real estate development business, even though airplane was also chartered to
taxpayer’s company in order to allow employees to visit sites; application
of five-factor test, particularly geography and lack of interdependencies);
Williams v. Commissioner, T.C. Memo 2014-158, aff’d in unpublished op.,
771 Fed. App’x 365 (9th Cir. 2019) (airplane rental activities could not be
grouped with taxpayer’s telephone skills training business even though taxpay-
er also used the airplane to fly to meet customers; application of five-factor test,
particularly differences between the two activities and minimal interdependen-
cies); Dunn v. Commissioner, T.C. Memo 2010-198 (airplane rental activities
could not be grouped with trade or business of retinologist where it was not ap-
parent that retinologist used airplanes to any significant degree in his medical
practice, and using airplanes to reduce employment time lost to other activities
did not suffice to make activities into appropriate economic unit).

46 See Hardy v. Commissioner, T.C. Memo 2017-16 (challenge to taxpay-
ers’ treatment of medical practices and outpatient surgery facilities as sepa-
rate activities rejected; grouping of activities was not clearly inappropriate; ap-
plication of five-factor test to taxpayers’ interests indicated multiple reason-
able methods for grouping interests into appropriate economic units); TAM
201634022.

“7See IV.A., below.
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Detailed Analysis

which allows up to $25,000 of rental real estate losses
against nonpassive income.”®

Practice Point: A taxpayer may wish to define an activity
as narrowly as possible to:

(1) fail the material participation test for a profit-generat-

ing activity, in order to generate passive income;"’

(2) meet the §469(g)(1) test for a full unrelated taxable dis-

position of an entire interest in an activity*’; or
(3) avoid the various recharacterization rules, which some-
times apply separately to each activity.*"

In Lamas v. Commissioner, the Tax Court allowed the
grouping of the businesses of an S corporation and a partner-
ship, when the two businesses had the same ownership struc-
ture, consolidated their financial statements, and operated out
of the same offices using the same employees.*”

2. Partnerships and Corporations

Specific grouping rules apply to a “section 469 entity,”
which is a partnership, an S corporation, or a C corporation sub-
ject to §469 (i.e., a PSC or CHC).** The §469 entity must first
group its activities under the grouping rules. A shareholder or
partner cannot treat the activities grouped together by a §469
entity as separate activities."* However, the shareholder or part-
ner can group the §469 entity’s separate activities together, or
group any of them with other activities conducted by the share-
holder or partner directly or through other §469 entities.*

Practice Point: The regulations do not specifically address
what a shareholder or partner should do if it concludes that the
§469 entity’s groupings are impermissible under the grouping
rules. It appears that nevertheless no ungrouping adjustment is
allowed at the shareholder or partner level.

A special rule applies to a C corporation subject to the pas-
sive loss rules, i.e., either a PSC or a CHC.*® A taxpayer may
group an activity conducted through such a C corporation with
another activity of the taxpayer, but only for purposes of deter-
mining whether the taxpayer materially participates or signifi-
cantly participates in the other activity."” The C corporation’s
activity cannot be grouped with the taxpayer’s other activity
for other purposes, such as in determining whether an activity
is excepted from being a “rental activity.” In Kessler v. Com-
missioner,"™ the taxpayers leased concrete-pumping equipment
to their CHC; the services provided by the CHC could not be

**¥See V.F., below.

“’See IV.A., below.

#“0Gee V.H., below.

#“1See IV.C., below.

2 I amas v. Commissioner, T.C. Memo 2015-59.

“IReg. §1.469-4(d)(5).

444Reg. §1.469-4(d)(5)(i). See Kucera v. Commissioner, T.C. Summ. Op.
2001-18.

“Reg. §1.469-4(d)(5)(i). See Hardy v. Commissioner, T.C. Memo
2017-16 (taxpayer is not required to group §469 entity activities with other ac-
tivities, such as a doctor who does not group his individual practice with his
ownership interest in a surgery center partnership).

*OReg. §1.469-4(d)(5)(ii).

“7 See Blewett v. Commissioner, T.C. Summ. Op. 2001-174 (taxpayer who
leased equipment to his CHC could group the leasing activity with the CHC’s
trade or business activity for purposes of meeting material participation).

“8T.C. Memo 2003-185.
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attributed to the taxpayer’s leasing activity to meet the “extra-
ordinary personal services” exception to a rental activity.*’ In
CCA 201411025, the Chief Counsel’s Office advised that for a
CHC'’s activities to be grouped with the taxpayer’s other activ-
ities, the taxpayer must own an interest in the CHC and not be
merely an employee of the CHC.

3. Grouping Limitations

a. Limitation on Grouping a Rental Activity with a
Trade or Business Activity

The passive loss rules contain special treatment for rental
activities, see III.B., above, and rental real estate activities in
particular. A rental activity generally may not be grouped with
a trade or business activity.**

The 1986 Senate Report explained that:

for example, automobile leasing is treated as a dif-

ferent activity from automobile manufacturing, and

real estate construction and development is a differ-

ent activity from renting the newly constructed build-

ing. Similarly, suppose a travel agency operated in

the form of a general partnership has its offices on

three floors of a ten-story building that it owns. The

remainder of the space in the building is rented out

to tenants. The travel agency expects to take over an-

other floor for its own use in a year. The partnership

is treated as being engaged in two separate activities:

a travel agency activity and a rental real estate activi-

ty.451

A rental apartment building, which is a rental activity, can-
not be grouped with a hotel, which is a trade or business activ-
ity *Three exceptions are allowed against this general prohi-
bition, provided that the activities being grouped together con-
stitute an appropriate economic unit. A rental activity may be
grouped with a trade or business activity if:

1. the rental activity may be grouped with a trade or busi-
ness activity if the rental activity is insubstantial in relation
to the trade or business activity;

2. the trade or business activity is insubstantial in relation
to the rental activity; or

3. each owner of the trade or business activity has the same
proportionate ownership interest in the rental activity.””

Under the first exception, a rental activity may be grouped
with a trade or business activity if the rental activity is insub-
stantial in relation to the trade or business activity."*

“9See III.C.3., above; see also Rev. Rul. 2005-64 (taxpayer’s wholly
owned S corporation leased an aircraft to a C corporation in which the taxpayer
held an interest; the lease activity was a rental activity, which is not changed
by any grouping with the C corporation); Senra v. Commissioner, T.C. Memo
2009-79.

“OReg. §1.469-4(d)(1)(i).

#11986 Senate Report at 743. See also 1986 Blue Book at 249-250.

#21986 Senate Report at 743. See also 1986 Blue Book at 250. See
II1.D.3.a., below.

“IReg. §1.469-4(d)(1).

P Reg. §1.469-4(d)(1({)(A).
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lll.LE.3.a.

Example: Attorney D owns a rental real estate activity in
the town in which he practices. The rental real estate ac-
tivity is insubstantial in relation to his law practice. Even
so, D may not treat the two activities as a single activity if,
under the facts and circumstances, they do not constitute
an appropriate economic unit.*’

Conversely, under the second exception, a rental activity
may be grouped with a trade or business activity if the
trade or business activity is insubstantial in relation to the
rental activity.*

For the factors in determining “insubstantiality,” the regu-
lations’ preamble noted that:

[s]Jome comments suggested specifying that the term
“insubstantial” refers to factors other than gross in-
come. Other comments suggested adopting a bright-

line or safe-harbor gross revenue test. Because the

regulations already adopt a facts-and-circumstances

test that looks at all of the pertinent factors, it is not

necessary to specify that the term insubstantial refers

to factors other than gross income. In addition, to

avoid complex and mechanical rules, the final regu-

lations do not adopt a bright-line or safe-harbor gross
revenue test.””’

The level of insubstantiality was considered by a federal
district court in Glick v. United States.”® The court held that the
rental activities of 116 limited partnerships that owned apart-
ment projects could be aggregated with an S corporation that
managed the apartment projects, thus permitting the income of
the S corporation (mainly from fees) to offset the passive loss-
es from the partnerships. The court gave considerable weight
to a “qualitative” examination of the inter-relationship between
the S corporation and the partnerships. The S corporation and
the partnerships were an integrated business unit with opera-
tional tie-ins, such as the use of a single accounting system. In
addition, the S corporation had no independent role apart from
servicing the partnerships, and had been formed to meet the
regulatory preferences of a federal agency. Hence, the larger
grouping formed an “appropriate economic unit” that ought to
be grouped together in light of the passive loss rules’ main pur-
pose (combating tax shelter investments).

The court in Glick also based its finding of insubstantiality
on a “quantitative” comparison between the S corporation and
the limited partnerships. It noted that, depending on how one
counted, the S corporation’s gross income was only about 7 to
10%, and its fair market value only about 2 to 3%, of that of the
limited partnerships during the two years it examined. Howev-
er, it also noted that the S corporation’s net income (counting
tax depreciation and the like) was considerably higher (about
45 to 60%) in comparison to that of the limited partnerships.
While the court rejected the taxpayer’s argument that net in-
come should be disregarded altogether, the court seemed to
give this quantitative comparison less weight than the others.*”

S Reg. §1.469-4(d)(1)(ii) Ex. 2.

“Reg. §1.469-4(d)(1)(i)(B).

“7T.D. 8565, 59 Fed. Reg. 50,485, 50,486 (Oct. 4, 1994).
“896 F. Supp. 2d 850 (S.D. Ind. 2000).
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Another district court reached a similar conclusion based
on both qualitative and quantitative analysis in Candelaria v.
United States'®A partnership’s (CEL’s) leasing activity was
held insubstantial in relation to the business activity of a limited
partnership (DIS) that provided X-rays, MRIs, and other radi-
ological services to a community. Qualitatively, CEL’s entire
business consisted of leasing image equipment solely to DIS.
Quantitatively, CEL’s gross income was only 3.4% or 11% of
the combined gross income, or 0% or 16% of the combined net
income (based on either plaintiff’s or defendant’s calculations),
which were “insubstantial.” Although CEL’s assets were rela-
tively substantial, the court rejected the IRS’s argument that the
relative asset values of the companies should be the determina-
tive factor.

Both courts noted that former Reg. §1.469-4T, repealed
generally for 1993 and later, contained a test for insubstantial-
ity based on 20% of combined gross income, which was still
a useful starting point. For an IRS National Office rejection of
the utility of the 20% threshold and a contrary conclusion about
insubstantiality, see TAM 200014010.*'

Under the third exception, a rental activity may be grouped
with a trade or business activity if each owner of the trade or
business activity has the same proportionate ownership interest
in the rental activity. In such a case, the portion of the rental
activity that involves the rental of property for use in the trade
or business activity may be grouped with the trade or business
activity.*”

As a result, the rental activity is divided into two parts, one
that is grouped with the trade or business activity and a remain-
ing rental activity that consists of property rented to third par-
ties and others.

Practice Point: Given the requirement that each owner
must have the same proportionate ownership in the rental ac-
tivity and the trade or business activity, a trivial difference in
ownership may defeat the application of this rule, even if the
different ownership is of someone else unrelated to the taxpay-
er.

Example: In Year One, Partners A, B, C, and D each own
25% both of a trade or business activity, and of a rental ac-
tivity that rents property to the trade or business activity.
In Year Two, Partner D transfers a 1% interest in the rental
activity to a publicly traded C corporation. The transfer
prevents any of the partners from grouping any portion
of the rental activity with the trade or business activity in
Year Two.

Two spouses who file a joint return are treated as one tax-
payer for grouping purposes.’” If Partner D transferred the 1%
interest in the rental activity to his spouse in Year Two, the
partners may continue to group the rental activity with the trade
or business activity.

*’See also TAM 200747018 (IRS National Office conceded that truck
sales and truck leasing are appropriate economic unit; rental activity deter-
mined insubstantial to sales activities).

9 Candelaria v. United States, 518 F. Supp. 2d 852 (W.D. Tex. 2007).

4! See also Kahle v. Commissioner, T.C. Memo 1997-20 (20% threshold
does not apply when neither activity has gross income).

‘2 Reg. §1.469-4(d)(1)(i)(C).

*SReg. §1.469-1T(j). See Reg. §1.469-4(d)(1)(ii) Ex. 1.
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b. Limitation on Grouping Rentals of Real Property
with Rentals of Personal Property

An activity involving the rental of real property cannot be
grouped with an activity involving the rental of personal prop-
erty, except in the case where the personal property is provided
in connection with the real property or vice versa (such as fur-
niture and appliances that are included in rentals of furnished
apartments).**

Practice Point: This limitation does not have a common
ownership exception. An apparent consequence of this rule is
that an activity involving the rental of real property and an ac-
tivity involving the rental of personal property (other than in
connection with the real property) cannot both be grouped with
a trade or business activity, even if either one separately and the
two of them together would have been considered insubstantial
in relation to the trade or business activity or otherwise would
have been allowed to be grouped with the trade or business ac-
tivity.

c. Limitation on Grouping Certain Activities of Limited
Partners and Persons Not Sufficiently Involved in
Management

For certain activities described in the §465(c)(1) at-risk
rules, a taxpayer who owns an interest as a limited partner or
limited entrepreneur (as defined in former §464(e)(2), which
became §461(k)(4)), may not group that activity with any other
activity.*” For a detailed discussion of the at-risk rules, see gen-
erally 550 T.M., At-Risk Rules.

The at-risk rules describe several types of activities that
are treated as separate activities in §465(c)(1).*° The activities
are:

(i) holding, producing, or distributing motion picture films
or videotapes;

(ii) farming, as defined in §464(e) as the cultivation of land
or the raising or harvesting of any agricultural or horticul-
tural commodity including the raising, shearing, feeding,
caring for, training, and management of animals, but ex-
cluding trees that do not bear fruit or nuts;

(iii) leasing §1245 property, i.e., depreciable personal
property and certain other properties;

(iv) exploring for, or exploiting, oil and gas resources; and

(v) exploring for, or exploiting, geothermal deposits as de-

fined in §613(e)(2).

Under the at-risk rules, there is generally a separate activi-
ty for each specific item of film or videotape, farm, §1245 prop-
erty that is leased or held for leasing, oil and gas property, or
geothermal property, as the case may be.*” However, the lim-
ited partner or limited entrepreneur may group such an activity
with another activity in the same type of business, if the group-
ing is appropriate under the grouping rules.”

*“Reg. §1.469-4(d)(2).
“SReg. §1.469-4(d)(3).
#668465(c)(1).
478465(c)(2).
¥ Reg. §1.469-4(d)(3).
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The term “limited partner” may have the same meaning as
found elsewhere in the passive loss rules.*” The term “limited
entrepreneur” is defined in the farming syndicate rules as any
person other than a limited partner who does not actively partic-
ipate in the management of the enterprise.” The regulations do
not elaborate on the extent that the person should actively par-
ticipate in the management of the enterprise. Withdrawn pro-
posed regulations for limited entrepreneurs in farming syndi-
cates once indicated that active participation meant either par-
ticipation in the entity’s operation and management decisions
or participation in actual farming operations.”’" The regulation
explained that:

[f]actors which tend to indicate active participation
include participating in the decisions involving the
operation or management of the farm, actually work-

ing on the farm, living on the farm, or hiring and dis-

charging employees (as compared to only the farm

manager). Factors which tend to indicate a lack of ac-

tive participation include lack of control of the man-

agement and operation of the farm, having authority

only to discharge the farm manager, having a farm
manager who is an independent contractor rather than

an employee, and having limited liability for farm

losses. ... lack of fee ownership of the farm land shall

not be a factor indicating a lack of active participa-

tion.””

Similar factors can apply by analogy to limited entrepre-
neurs in nonfarming businesses.

Practice Point: Some other Code provisions that refer to
the definition of “limited entrepreneur” contain deemed active
participation rules that prevent a person from being a limited
entrepreneur in specific situations, such as for farming and oth-
er syndicates.”” These deemed active participation rules are not
directly relevant to the definition of “limited entrepreneur” in
the passive loss context.

Example: Taxpayer T owns and operates a farm, is a mem-
ber of a limited liability company that conducts a cattle-
feeding business, and is a limited partner in a limited part-
nership engaged in oil and gas production. T is a limit-
ed entrepreneur with respect to the cattle-feeding business,
which may not be grouped together with any nonfarming
activity. In addition, the cattle-feeding business may on-
ly be grouped together with T’s farming activity if it con-
stitutes an appropriate economic unit. T’s oil and gas pro-
duction activity may not be grouped together with either
T’s farming or cattle-business activity, as such activities
do not involve exploring for, or exploiting oil and gas re-
sources (and in any event, the cattle-business activity can-
not be grouped with the oil and gas production activity).””*

9 See IV.A.8., below.

708461 (k)(4).

! See 48 Fed. Reg. 51,936 (Nov. 15, 1983) (notice of proposed rulemak-
ing), withdrawn by 63 Fed. Reg. 71,047 (Dec. 23, 1998).

2 Former Reg. §1.464-2(a)(3).

7 8461(k)(2), §1256(e)(3)(C).

M Reg. §1.469-4(d)(3)(ii).
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d. Additional Limitations on Permissible Groupings

The regulations do not address grouping publicly traded
partnership (PTP) activities with other activities.”” However,
such groupings would be inconsistent with the requirement that
passive loss rules be applied separately to each PTP."

Despite the special rule for oil and gas working interests,
the regulations do not address grouping them with other activi-
ties. However, the 1986 Senate Report indicates that:

477

[a]n oil and gas working interest is treated as not pas-

sive without regard to material participation, and thus

is treated as separate from any undertaking not relat-

ing to oil and gas working interests. This rule is nec-

essary so that the special rules for particular under-

takings will not in effect be extended to other types of
undertakings (e.g., through the argument that an un-
dertaking that is not a working interest is part of the
same activity as a working interest, and hence should

not be treated as passive even in the absence of ma-

terial participation).””®

Rev. Proc. 2007-65, revised by Announcement 2009-69,
added an anti-grouping rule for wind energy tax credit partner-
ships. The revenue procedure generally provides a safe harbor
for partnerships to allocate their §45 wind energy tax credits
between project developers and one or more investors under
§704(b), as long as certain requirements are met. One of the re-
quirements is that each wind energy facility must be treated as
a separate activity for purposes of §469 and that wind energy
facitlity may not be grouped with any other activity, except oth-
er wind energy facilities.

Practice Point: A similar safe harbor applies to partner-
ships that allocate the §47 historic rehabilitation credit in Rev.
Proc. 2014-12, but that revenue procedure does not contain any
anti-grouping rule.

Regulations published in January 2021 added a new anti-
grouping rule for trading activities. The rule provides that,
with respect to any taxpayer that is an individual, trust, estate,
closely held C corporation, or personal service corporation, a
§163(d)(5)(A)(ii) activity that involves the conduct of a trade
or business that is not a passive activity of the taxpayer and
with respect to which the taxpayer does not materially partici-
pate, i.e., a trading activity described in III.A.2., above, could
not be grouped with any other activity of the taxpayer (includ-
ing any other trading activity)."”

The rule was intended to address the interaction between
the §163(j) business interest deduction limitation and the
§163(d) investment interest expense limitation for a trading
partnership. The trading partnership must divide its tax items
between (i) partners who materially participate in the partner-

“"The temporary activity regulations had barred such grouping. See for-
mer Reg. §1.469-4T(n).

198469(k)(1). See ILE., above.

77 See §469(c)(3); IV.C.7., below.

781986 Senate Report at 741. See also 1986 Blue Book at 247—48.

P Reg. §1.469-4(d)(6), T.D. 9943, 86 Fed. Reg. 5496 (Jan. 19, 2021), ap-
plicable to tax years beginning on or after March 22, 2021. However, taxpayers
and their related parties may choose to apply the rules in Reg. §1.469-4(d)(6)
to a tax year beginning after December 31, 2017, provided that those taxpayers
and their related parties consistently apply all of the rules in the §163(j) regu-
lations. Reg. §1.469-11(a)(1).
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ship’s trading activity (i.e., the fund managers and general part-
ners), for whom §163(j) applies at the partnership level to their
share of interest expense with respect to all of their interests in
the partnership, including limited partnership interests and cap-
ital interests, and (ii) partners that do not materially participate
in the partnership’s trading activity (i.e., the fund’s investors),
who are not subject to §163(j) at the partnership level and are
instead subject to §163(d) at the partner level.”’ The preamble
to the proposed regulation noted:*'

This approach, in order to be effective, adopts the
presumption that a trading partnership generally will
possess knowledge regarding whether its individual
partners are material participants in its trading activ-
ity. No rules currently exist requiring a partner to in-
form the partnership whether the partner has grouped
activities of the partnership with other activities of
the partner outside of the partnership. Therefore, the
partnership might possess little or no knowledge re-
garding whether an individual partner has made such
a grouping. Without this information, a trading part-
nership may presume that an individual partner is a
passive investor in the partnership’s trading activity
based solely on the partnership’s understanding as to
the lack of work performed by the partner in that ac-
tivity, whereas the partner may in fact be treated as a
material participant in the partnership’s trading activ-
ity by grouping that activity with one or more activi-
ties of the partner in which the partner materially par-
ticipates. In order to avoid this result and the poten-
tial for abuse, a new rule is proposed for the section
469 activity grouping rules to provide that any activ-
ity described in section 163(d)(5)(A)(ii)) may not be
grouped with any other activity of the taxpayer, in-
cluding any other activity described in section 163(d)
(G)(A)ib).

The IRS has authority to issue additional grouping limita-

tions.*

e. Consistency and Disclosure Requirements

Rev. Proc. 2010-13 sets forth the reporting requirements
for taxpayer grouping and regrouping of activities for tax years
beginning on or after January 25, 2010, and no disclosure is
required for groupings made before that date until there is a
change described below.* Rev. Proc. 2010-13 does not apply
to the rental real estate activities of a taxpayer in a year in

*#0Reg. §1.163(j)-6(c)(2).

“! Preamble to REG-107911-18, 85 Fed. Reg. 56,846 (Sept. 14, 2020).

“2Reg. §1.469-4(d)(4).

“3Rev. Proc. 2010-13 applies to tax years beginning on or after January
25, 2010. Rev. Proc. 2010-13, §5. A taxpayer is not required to file a written
statement reporting the grouping of the trade or business activities and rental
activities that were made prior to the effective date of the revenue procedure
(referred to as “pre-existing groupings”) until the taxpayer makes a change to
the groupings as described in §4.03 (a taxpayer adds a new trade or business
activity or a rental activity to an existing grouping for a taxable year) and §4.04
(it is determined that the taxpayer’s original grouping was clearly inappropriate
or a material change in the facts and circumstances has occurred that makes the
original grouping clearly inappropriate) of the revenue procedure. Rev. Proc.
2010-13, §4.06.
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Detailed Analysis

which the taxpayer is a real estate professional and makes the
aggregation election.*™

The revenue procedure requires taxpayers to file a disclo-
sure statement in the tax year that a grouping is first made;
when a new activity is added to an existing grouping; and when
a clearly inappropriate grouping is regrouped.”™ In addition,
the revenue procedure sets forth special rules for groupings by
partnerships and S corporations.**® Failure to comply with the
disclosure requirements of Rev. Proc. 2010-13 generally will
result in each activity in a purported grouping being treated as
separate activities, but the revenue procedure provides relief for
untimely disclosure.*’

Rev. Proc. 2010-13 requires the filing of a written state-
ment with the original income tax return for the first tax year in
which two or more trade or business activities or rental activi-
ties are originally grouped as a single activity.*®

If a taxpayer adds a new trade or business activity or rental
activity to an existing grouping for a tax year, a written state-
ment must be filed with the taxpayer’s original income tax re-
turn for that tax year, and must provide the prescribed identi-
fying information both for the new activity that is being added
and for the activity or activities within the existing group.*

Once a taxpayer has grouped its activities, the taxpayer
may not regroup those activities in later years."”” The taxpayer
must comply with the IRS’s disclosure requirements for the
original groupings and the addition and disposition of specific
activities within those groupings in later years. However, an ex-
ception applies if the taxpayer’s original grouping either (i) was
clearly inappropriate or (ii) a material change in the facts and
circumstances has occurred that makes the original grouping
clearly inappropriate, in which case the taxpayer must manda-
torily regroup the activities and comply with the IRS’s disclo-
sure requirements.””' Such written statement must be filed with
the taxpayer’s original income tax return for the tax year in
which the trade or business activities or rental activities are re-
grouped.”” In addition to identifying information for the activi-
ties being regrouped, the statement must contain an explanation
of why the taxpayer’s original grouping was determined to be
clearly inappropriate or the nature of the material change in the
facts and circumstances that makes the original grouping clear-
ly inappropriate.*”

Partnerships and S corporations are not subject to the dis-
closure requirements just described. Instead, they must comply
with the disclosure instructions for grouping activities provided
for on Form 1065, U.S. Return of Partnership Income and Form
1120-S, U.S. Income Tax Return for an S Corporation, respec-
tively.”* Generally, compliance with the applicable form re-

“Rev. Proc. 2010-13, §3. The Reg. §1.469-9(g) aggregation election is
discussed at IV.B.2.b., below.

®Rev. Proc. 2010-13, §4.02—-§4.04. For a sample disclosure statement,
see Passive Activities: Election to Group by Economic Unit (§469), in the
Bloomberg Tax Election & Compliance Statements Library.

% Rev. Proc. 2010-13, §4.05.

®TRev. Proc. 2010-13, §4.07.

“8Rev. Proc. 2010-13, §4.02.

“Rev. Proc. 2010-13, §4.03.

“Reg. §1.469-4(e)(1).

“'Reg. §1.469-4(e)(2).

“2Rev. Proc. 2010-13, §4.04.

“*Rev. Proc. 2010-13, §4.04.
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quires disclosing the entity’s groupings to the partner or share-
holder by separately stating the amounts of income and loss for
each grouping conducted by the entity on attachments to the en-
tity’s annual Schedule K-1. The partner or shareholder is not
required to make a separate disclosure of the groupings unless
the partner or shareholder: (i) groups together any of the activ-
ities that the entity does not group together; (ii) groups the en-
tity’s activities with activities conducted directly by the partner
or shareholder; or (iii) groups the entity’s activities with activ-
ities conducted through other §469 entities. A shareholder or
partner may not treat activities grouped together by a §469 en-
tity as separate activities."”’

Failure to comply with the disclosure requirements of Rev.
Proc. 2010-13 generally will result in each activity being treat-
ed as separate.””® However, the taxpayer will be deemed to have
made a timely disclosure if the taxpayer files all affected in-
come tax returns consistent with the claimed grouping of ac-
tivities and makes the required disclosure on the income tax
return for the tax year in which the failure to disclose is first
discovered by the taxpayer.”” If the failure to disclose is first
discovered by the IRS, however, the taxpayer must also have
reasonable cause for not making the required disclosures. Al-
though failure to comply with the disclosure requirements will
generally result in unreported activities being treated as sepa-
rate activities, the IRS may still regroup a taxpayer’s activities
to prevent tax avoidance. Relief under Reg. §301.9100-1(d)(2)
is not available because the revenue procedure provides alter-
native relief for untimely filing.**

Practice Point: For purposes of the consistency and dis-
closure requirements, a taxpayer is not engaged in regrouping
when an activity expands in size due to the acquisition of a new
interest that is appropriately treated as part of it, or contracts in
size due to the sale of an interest that was part of the activity.

The 3.8% §1411 net investment income tax*” changed the
calculus as to whether some prior groupings were appropri-
ate. The §1411 net investment income tax generally applies to
the taxpayer’s income in tax years beginning in 2013 and lat-
er from certain investments and from trades or businesses that
are passive activities.”” The §1411 net investment income tax
therefore does not apply to income from trades or businesses
in which the taxpayer materially participates.””' The regulations
allow a one-time regrouping in the first tax year beginning after
2013 in which the taxpayer meets the applicable income thresh-
old in §1411 ($250,000 of adjusted gross income for individual
taxpayers who are married and filing jointly and $200,000 for
all other taxpayers) and has net investment income.” The in-

“*Rev. Proc. 2010-13, §4.05.

*SRev. Proc. 2010-13, §4.05; Reg. §1.469-4(d)(5)(i).

“®Rev. Proc. 2010-13, §4.07.

“TRev. Proc. 2010-13, §4.07.

“*Rev. Proc. 2010-13, §4.07; Reg. §301.9100-1(d)(2).

“Enacted by the Health Care and Education Reconciliation Act of 2010,
Pub. L. No. 111-152, §1402(a)(1).

081411(c)(2); Reg. §1.1411-5(b).

*Reg. §1.1411-5(b). See 511 T.M., Section 1411 — Net Investment In-
come Tax.

*PReg. §1.469-11(b)(3)(iv)(A), §1.469-11(b)(3)(iv)(B). The regulations
also provide that taxpayers may regroup their activities in reliance on the reg-
ulations for any tax year that begins during 2013 if the taxpayer meets the ap-
plicable income threshold and has net investment income for that tax year.
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come determinations are made without regard to the effect of
the regrouping.’” A taxpayer may only regroup activities pur-
suant to this rule once, and any regrouping will apply to the
tax year for which the regrouping is done and all subsequent
years.™ The regrouping must comply with existing regulatory
requirements and disclosure requirements.’”

A taxpayer may regroup on an amended return, but only
if the taxpayer was not subject to the §1411 net investment
income tax on the taxpayer’s original return (or previously
amended return), and only if, because of a change to the origi-
nal return, the taxpayer owed the §1411 net investment income
tax for that tax year.™ This rule applies equally to changes to
modified adjusted gross income or net investment income up-
on an IRS examination. However, if a taxpayer regroups on
an original return (or previously amended return) under these
rules, and then subsequently determines that the taxpayer is not
subject to the §1411 net investment income tax in that year,
such regrouping is void in that year and all subsequent years
until a valid regrouping is done. The voiding of the regrouping
may cause additional changes to the taxpayer’s current year re-
turn and may warrant corrections to future year returns to re-
store the taxpayer’s original groupings.™”

The regulations contain two exceptions to such voided
elections. First, the regulations allow a taxpayer to adopt the
voided grouping in a subsequent year without filing an amend-
ed return if the taxpayer is subject to the §1411 net investment
income tax in such year. Second, if the taxpayer is subject to
the §1411 net investment income tax in a subsequent year, the
taxpayer may file an amended return to regroup in a manner
that differs from the prior voided regrouping.™

f. Grouping by the IRS to Prevent Tax Avoidance

The IRS may regroup a taxpayer’s activities if (i) any
of the activities resulting from the taxpayer’s grouping is not
an appropriate economic unit, and (ii) a principal purpose of
the taxpayer’s grouping (or failure to regroup under Reg.
§1.469-4(e)) is to circumvent the underlying purposes of
§469.”” The final regulations’ preamble mentioned that “[i]t is

B Reg. §1.469-11(b)(3)(iv)(A).

M Reg. §1.469-11(b)(3)(iv)(A).

3% See REG-130507-11, 77 Fed. Reg. 72,612, 72,624 (Dec. 5, 2012); T.D.
9644, 78 Fed Reg. 72,394, 72,396 (Dec. 2, 2013) (both referencing Reg.
§1.469-4(e) and Rev. Proc. 2010-13).

% Reg. §1.469-11(b)(3)(iv)(C).

"Reg. §1.469-11(b)(3)(iv)(C).

%®Reg. §1.469-11(b)(3)(iv)(C). See T.D. 9644, 78 Fed. Reg. 72,394,
72,397 (Dec. 2, 2013).

¥ Reg. §1.469-4(f)(1).
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expected ... that the Commissioner’s regrouping authority will
be exercised infrequently.”"

Practice Point: When the conjunctive test is met, not only
is the taxpayer’s inappropriate grouping rejected, but the tax-
payer surrenders to the IRS the power to determine which of
the permissible groupings will be used, including for activities
that had been grouped appropriately.

Example: Five doctors all either have passive losses or
intend to invest in passive loss-generating activities, and
they would like to convert some of their medical services
income into passive income. The five doctors form a part-
nership to engage in the X-ray business. The partnership is
managed by a general partner selected by the five doctors,
none of whom materially participate in the partnership’s
operations. Substantially all of the partnership’s services
are rendered to the patients of its partner doctors, roughly
in proportion to the partners’ partnership interests, and the
partnership charges the partners “arms-length fees”, which
are expected to assure the partnership a profit. The taxpay-
ers treat the partnership as a separate activity, in order to
generate passive income from the partnership’s services.
The IRS may regroup the taxpayers’ activities.”"

4. Treatment of Partial Dispositions

The definition of an “activity” matters principally for two
reasons: (i) determining the taxpayer’s material participation in
an activity to classify income or loss as passive or nonpassive;
and (ii) determining when losses are allowable against non-
passive income upon a full unrelated taxable disposition (dis-
cussed at V.H., below).”"

If a taxpayer disposes of substantially all of an activity, the
taxpayer may treat the part disposed as a separate activity for
the tax year of disposition, but only if the taxpayer can estab-
lish with reasonable certainty (i) the amounts of passive loss
and credit carryovers allocable to that part of the activity, and
(ii) the income, deduction, and credits allocable to that part of
the activity for the tax year.’"

Practice Point: The regulations require the disposition of
“substantially all” of an activity, in contrast to the proposed
regulations that applied to the disposition of a “substantial por-
tion” of an activity.”"

ST D. 8565, 59 Fed. Reg. 50,485, 50,486 (Oct. 4, 1994).
*'Reg. §1.469-4(f)(2) Ex.

128469(g)(1).

BReg. §1.469-4(g).

" Former Prop. Reg. §1.469-4(k).
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IV. Material Participation

A. Material Participation in Trade or Business Activity

Section 469(c) provides that a trade or business activity
that is not a rental activity nor an oil and gas working interest
is treated as a passive activity unless the taxpayer “materially
participates” in the activity.

Section 469(h)(1) provides that a taxpayer materially par-
ticipates in an activity only if the taxpayer is involved in the
activity’s operations on a basis that is:

(1) regular;
(2) continuous; and

(3) substantial.

The above three seeds have sprouted the mighty forest that
is the material participation regulations,””> which provide six
quantitative tests and a seventh test based on both quantity and
facts and circumstances, as described in great detail below:

(1) The individual participates for more than 500 hours of
participation during the tax year;"'®

(2) The individual’s participation in the activity constitutes
substantially all of the participation in such activity of all
individuals (including individuals who are not owners of

interests in the activity) for the tax year;""’

(3) The individual participates in the activity for more than
100 hours during the tax year, and such individual’s par-
ticipation is not less than the participation of any other in-
dividual;"®

(4) The activity is a significant participation activity for
the tax year, and the individual’s aggregate participation in
all significant participation activities during such year ex-
ceeds 500 hours;’"”

(5) The individual materially participated in the activity
for any five tax years (whether or not consecutive) during
the ten tax years that immediately precede the tax year;”

(6) The activity is a personal service activity, and the indi-
vidual materially participated in the activity for any three
tax years (whether or not consecutive) preceding the tax
ye ar;521

(7) Based on all of the facts and circumstances, the indi-

vidual participates in the activity on a regular, continuous,

and substantial basis during such year.’”

See Worksheet 3: Material Participation.

In the case of a married taxpayer, whether filing a joint re-
turn or separate returns, participation by the taxpayer’s spouse
is treated as equivalent to participation by the taxpayer for all

*PReg. §1.469-5T.

*!Reg. §1.469-5T(a)(1).
S Reg. §1.469-5T(a)(2).
¥ Reg. §1.469-5T(a)(3).
Y Reg. §1.469-5T(a)(4).
2 Reg. §1.469-5T(a)(5).
*Reg. §1.469-5T(a)(6).
2 Reg. §1.469-5T(a)(7).
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seven tests.”” The spouse does not need to own an interest in
the activity for the spouse’s participation to be counted.

Practice Point: If a taxpayer materially participates in an
activity, the activity is not a passive activity and may give rise
to nonpassive income or nonpassive losses. A taxpayer may
prefer to not materially participate in an activity to generate
passive income, which can be offset by passive losses from oth-
er sources. The 2005 IRS Audit Guide noted that: “Material
participation applies to income as well as to losses. One of the
purposes of the last four material participation tests is to pre-
vent the taxpayer from ‘failing’ material participation when the
activity generates income instead of losses.”*

Practice Point: Since spouses filing separate returns may
still affect each other’s material participation in activities, and a
taxpayer may prefer to materially participate (or not materially
participate) in an activity in certain circumstances, separating
spouses should consider provisions in their separation agree-
ments governing each other’s material participation in various
activities.

Work done by the taxpayer (or his spouse) counts for the
material participation tests, without regard to the capacity in
which the taxpayer (or his spouse) works in connection with the
activity (e.g., as an employee), but the work must be performed
when the taxpayer owns an interest in the activity.””

Example: A taxpayer works in an activity for 200 hours
per month as an employee. On December 1, the taxpayer
first acquires an interest in the activity. Only the taxpay-
er’s 200 hours spent as an employee in December count
toward material participation for the year, while the 2200
hours for the preceding 11 months are not counted for the
year.

Two kinds of work are not counted in determining the
hours spent participating in an activity. First, work in connec-
tion with an activity is not counted if: (1) it is of a type not cus-
tomarily done by an owner of such activity; and (2) one of the
principal purposes for the performance of such work is to avoid
the disallowance of losses or credits under §469.*

Example: An attorney owns an interest in a football team,
in which the attorney does not materially participate. The
football team employs his spouse to work more than 500
hours as a receptionist, for the principal purpose of avoid-
ing the disallowance of losses under §469." The attor-
ney’s interest in the football team would normally be a
nonpassive activity for the attorney due to the spouse’s
material participation in the football team as a receptionist.
However, the spouse’s hours are disregarded under this

¥ §469(h)(5); Reg. §1.469-5T(f)(3). See Wade v. Commissioner, T.C.
Memo 2014-169 (material participation by husband in an activity was suffi-
cient to treat wife as also materially participating in the activity, even though
the record did not establish that the wife actually participated in the activity).

22005 IRS Audit Guide. See Carlstedt v. Commissioner, T.C. Memo
1997-331 (taxpayer failed to rebut material participation through poorly cor-
roborated self-serving testimony claiming less than 500 hours of work in a giv-
en activity).

**Reg. §1.469-5(f)(1). See Reg. §1.469-5T(k) Ex. (6).

Reg. §1.469-5T(F)(2)(i).

*Reg. §1.469-5T(k) Ex. (7).

07/01/2026 A -45


https://aboutbtax.com/blra
https://aboutbtax.com/blra

IV.A1.

Detailed Analysis

test, in which case the football team activity is a passive
activity for the attorney.

In Toups v. Commissioner;”™ the taxpayer owned a rental
cottage, managed and marketed by the real estate developer.
The Tax Court did not count toward the taxpayer’s material
participation his time spent attending annual homeowner meet-
ings and performance of other “superficial” activities, which
were recommended by the real estate developer’s accounting
firm after the enactment of the passive loss rules. The home-
owner meetings began in 1988 and did not materially change
the operation or management of the cottages.

Second, work done in a taxpayer’s capacity as an investor
is not counted in determining the taxpayer’s hours of partici-
pation in the activity, unless the taxpayer is directly involved
in the day-to-day management or operations of the activity.””
For example, a taxpayer who is not a manager or operator of an
activity cannot count his time spent: (1) studying and review-
ing financial statements or reports on the activity; (2) preparing
studies or analyses of the activity’s finances or operations for
his own use; or (3) monitoring the activity’s finances or opera-
tions in a nonmanagerial capacity.”™

In Syed v. Commissioner, the taxpayer spent time on re-
search before embarking on the activity of raising livestock, but
the Tax Court held “this type of work does not count as direct
involvement in the day-to-day operations of a trade or business
and thus does not count toward satisfying the material partici-
pation requirement.”'

In contrast, work done as an investor is counted toward the
participation tests if the taxpayer is a manager or operator of the
activity. In Mordkin v. Commissioner,”” the Tax Court reject-
ed IRS arguments that this exception for work done as an in-
vestor applied to an individual who, in addition to owning two
condominium apartments in a ski resort, was also the president
of the condominium association (among other governance posi-
tions) and spent time analyzing the resort’s operations from this
standpoint. Similarly, in Lamas v. Commissioner,”” the Tax
Court allowed a taxpayer to count work done as an investor
with respect to his children’s real estate businesses when the
taxpayer also assumed a management role, negotiating with

®T.C. Memo 1993-359.

¥ Reg. §1.469-5T(f)(2)(ii)(A). See Sharon-Strieby v. Commissioner, T.C.
Memo 2025-28 (no material participation where taxpayers’ only activities
were signing investment agreements and making contribution payments);
Antonyshyn v. Commissioner, T.C. Memo 2018-169 (hours logged related to
investment activity rather than passive activity where taxpayer contracted with
three management companies to handle day-to-day operations); Lapid v. Com-
missioner, T.C. Memo 2004-222 (time taxpayer spent in nightly review of
financial statements could not count toward hours of material participation);
Toups v. Commissioner, T.C. Memo 1993-359; Barniskis v. Commissioner,
T.C. Memo 1999-258 (“We find that several of the activities described in pe-
titioners’ personal time records constitute investor activities. In particular, pe-
titioners’ activities of organizing their personal records, preparing their taxes,
paying bills, and reviewing their monthly statements of the rentals of their unit
all constitute investor activities.”); Padilla v. Commissioner, T.C. Summ. Op.
2015-38; Harloff v. Commissioner, T.C. Summ. Op. 2014-20.

*Reg. §1.469-5T(f)(2)(ii)(B).

3! Syed v. Commissioner, T.C. Memo 2017-226.

*2T.C. Memo 1996-187.

S3T.C. Memo 2015-59.
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contractors and tenants, dealing with code violations, and rais-
ing capital.
The 2005 IRS Audit Guide states that:

[t]lravel time generally should not be considered in
computing the hourly tests for material participation,
particularly if other factors indicate the taxpayer is

not participating in the activity on a regular, contin-

uous and substantial basis. Legislative history pro-

vides that “services must be integral to operations”.

It is somewhat difficult to construe that travel consti-

tutes “services” or “participation” as contemplated by

Congress or the Regulations. More importantly, trav-

el is not integral to operations in most cases.”**

However, in Truskowsky v. Commissioner;” the Tax
Court recognized that some travel time may count as work and
add to participation, by counting travel between a cattle farm
and in vitro fertilization facilities for a cattle breeding activi-
ty, but not counting commuting travel time between home and
place of business.”™ In Leyh v. Commissioner,” the taxpay-
er was allowed to count as participation her travel time of 1.5
hours each way between her home in Dripping Springs, Texas,
and her 12 rental properties in Austin, Texas. In Shaw v. Com-
missioner;” airplane logs contributed to the taxpayer’s hours of
participation in rental real estate activities.

If a taxpayer owns an interest in an activity, and the tax-
payer owns stock in a C corporation that is subject to the pas-
sive loss rules (i.e., a CHC or PSC) that also owns an interest
in the same activity, the taxpayer may count the hours that he
spends on the activity in the C corporation’s capacity toward
material participation hours (or significant participation hours)
in the noncorporate activity.”” In effect, the two interests may
be grouped together, despite being owned by different taxpay-
ers (the shareholder and the C corporation), for purposes of de-
termining the shareholder’s material his participation or signif-
icant participation in the noncorporate activity.

Note: The statute uses the terms “regular, continuous, and
substantial” to distinguish the material participation standard
from other standards existing under prior law. Prior law stan-
dards defining material participation for purposes of Code pro-
visions such as §1402(a) (relating to the §1401 self-employ-
ment tax), and §2032A (relating to the valuation of farm prop-
erty for estate tax purposes) are not relevant.*

1. Test One: More than 500 Hours of Participation

An individual taxpayer materially participates in an activi-
ty for a tax year if he participates for more than 500 hours dur-

#2005 IRS Audit Guide at 4-9.

3 T.C. Summ. Op. 2003-130.

%% See generally Fausner v. Commissioner, 413 U.S. 838 (1973) (no deduc-
tion for commercial pilot’s car expenses on trips to airport and return); Lucero
v. Commissioner, T.C. Memo 2020-136 (excluding taxpayer’s time driving be-
tween personal residence and rental property from 100-hour requirement); El-
lison v. Commissioner, T.C. Memo 2017-134 (Tax Court rejected driving time
as participation and noted that under general principles, taxpayers bear the ex-
pense of commuting because it is a personal expense).

*7T.C. Summ. Op. 2015-27.

“$T.C. Memo 2002-35.

¥ Reg. §1.469-4(d)(5).

*Reg. §1.469-5T(b)(2)(i). See 1986 Senate Report at 734, n.20.
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ing the tax year."

as time spent by the taxpayer.
The regulations’ preamble explained that:

[t]he Service believes that the 500-hour test will have

the effect of restricting deductions from the types of

trade or business activities that Congress intended to

treat as passive activities, since few investors in tra-
ditional tax shelters devote more than 500 hours dur-

ing a tax year to any such investment. In addition,

the Service believes that income from an activity in

which an individual participates for more than 500

hours during a tax year is not properly classified as

income from a passive activity.™”

The 500-hours requirement is the same for all tax years
and is not prorated for a short tax year, an activity that begins
late in the tax year, an activity in which the taxpayer owns an
interest for part of the tax year, or a seasonal activity that is
conducted for only part of the tax year. In Gregg v. United
States,* the taxpayer worked approximately 100 hours in the
two-month short tax year in which an LLC was organized,
which was insufficient to meet the 500-hours requirement be-
cause there was no short-year adjustment or proration for hours
of participation.*

A taxpayer who normally participates in an activity for
more than 500 hours in each tax year may find his participation
in one year reduced below 500 hours due to a natural disaster,
such as a flood or a pandemic that closes nonessential business-
es. Although Rev. Proc. 2018-58 and similar guidance may de-
lay certain tax-related deadlines in connection with any feder-
ally declared disaster, there is no ongoing relief for a taxpayer
who cannot meet a material participation test due to a federally
declared disaster. The taxpayer may be able to materially par-
ticipate under one of the other material participation tests de-
scribed below that requires fewer hours of participation.

If the activity is conducted by a partnership or S corpora-
tion, and the entity’s tax year differs from the individual tax-
payer’s tax year, the relevant tax year to measure the 500 hours
is the entity’s tax year ending within the individual taxpayer’s
tax year.

An individual’s participation in an activity may be estab-
lished by any reasonable means, which does not require con-
temporaneous daily time reports, logs, or similar documents
if the participation may be established by other reasonable
means.” The regulations’ preamble explained that the “Service
recognizes that, while lawyers and certain other professionals
are accustomed to maintaining detailed records of how they
spend their work days, most individuals do not customarily
maintain such records.”™ A taxpayer may identify the services
he has performed and the approximate number of hours spent
performing those services based on appointment books, calen-

Time spent by the taxpayer’s spouse counts
542

' Reg. §1.469-5T(a)(1).

*28469(h)(5); Reg. §1.469-5T(f)(3).

33 Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5696 (Feb. 25, 1988).

%4186 F. Supp. 2d 1123 (D. Or. 2000).

5 But see 2005 IRS Audit Guide at 1-7 (describing Gregg as “not a prece-
dent setting case”).

*°See Reg. §1.469-2T(e)(1).

*TReg. §1.469-5T(f)(4).

> Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5697 (Feb. 25, 1988).
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dars, or narrative summaries.”” Courts may be skeptical, how-
ever, of self-serving testimony that is not sufficiently corrobo-
rated by contemporaneous records or otherwise.””

The 2005 IRS Audit Guide listed the following indicators

that a taxpayer did not materially participate in an activity:”"'

* The taxpayer was not compensated for services. Most in-
dividuals do not work significant hours without expecting
wages or commissions.

* The taxpayer’s residence is hundreds of miles from the
activity.

* The taxpayer has a W-2 wage job requiring 40+ hours a
week for which he or she receives significant compensa-
tion.

*The taxpayer has numerous other investments, rentals,
business activities, or hobbies that absorb significant
amounts of time.

*There is paid on-site management/foreman/supervisor
and/or employees who provide day-to-day oversight and
care of the operations.

* The taxpayer is elderly or has health issues.

* The majority of the hours claimed are for work that does
not materially impact operations.

*Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5697 (Feb. 25, 1988).

350 Speer v. Commissioner, T.C. Memo 1996-323, the Tax Court held
that the term “narrative summaries” required more than the taxpayer’s mere
testimony. The taxpayer in Speer failed to prove his material participation be-
cause he failed to keep a diary of time devoted to activities and did not offer
any records to establish or otherwise substantiate his material participation. See
Moss v. Commissioner, 135 T.C. 365 (2010) (taxpayer who worked full-time
at another job cannot count hours that taxpayer was “on call” towards an activ-
ity); Sellers v Commissioner, T.C. Memo 2020-84 (retailer failed to substanti-
ate attendance at boat conferences due to lack of written records and conflict-
ing testimony); Tolin v. Commissioner, T.C. Memo 2018-29, aff’d, 929 F.3d
548 (8th Cir. 2019) (taxpayer recovered certain attorney’s fees and costs from
the IRS for prevailing on the material participation issue); Padda v. Commis-
sioner, T.C. Memo 2020-154 (testimony of taxpayer’s involvement in his five
restaurants and brewery, including employee testimony about his tight con-
trol over decor and food, in addition to evidence that he used telephone and
face-to-face meetings to communicate regarding these activities rather than
email is adequate evidence of his significant participation); Tolin v. Commis-
sioner, T.C. Memo 2014-65 (taxpayer satisfied 500 hour requirement in thor-
oughbred activity where narrative summary was supported and corroborated
by phone records, third-party witness testimony, the parties’ comprehensive
stipulations of fact, and other contemporaneous materials); Bartlett v. Com-
missioner, T.C. Memo 2013-182 (lack of records and documentation not cured
by “guesstimates” of hours worked in bull breeding activity made years lat-
er based on purchases made near ranch reflected on credit card statement);
Fowler v. Commissioner, T.C. Memo 2002-223; Newhart v. Commissioner,
T.C. Memo 2001-289; Rapp v. Commissioner, T.C. Memo 1999-249 (monthly
calendars that did little more than corroborate travel and meeting days were in-
adequate to show more than 100 hours of participation); Bohannon v. Commis-
sioner, T.C. Memo 1997-153 (testimony that taxpayer worked 500 hours each
year at U.S. car dealership was not credible when taxpayer lived in Panama
and had no duties or responsibilities); Harrison v. Commissioner, T.C. Memo
1996-509 (court persuaded by oral testimony about material participation in a
treasure-hunting expedition because it was detailed and to some extent corrob-
orated); Goshorn v. Commissioner, T.C. Memo 1993-578 (1993) (“while the
regulations are somewhat ambivalent concerning the records to be maintained,
they by no means allow the type of post-event ballpark guesstimate that peti-
tioner used”).

12005 IRS Audit Guide at 4-6.
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* Business operations would continue uninterrupted if the
taxpayer did not perform the services claimed.

In Goshorn v. Commissioner,” taxpayers residing in Con-
necticut unsuccessfully argued that they had participated for
more than 500 hours with respect to a sailboat in Dallas, Texas,
that was held for short-term rental and that they had used as a
personal asset when they lived in Texas. The court, in addition
to disregarding time spent on the activity in an investor capac-
ity, seemed skeptical about the claim that travel time between
Connecticut and Dallas should count, given that the taxpayers
had independent business or personal reasons for making all of
these trips. Moreover, the court criticized the lack of contempo-
raneous record-keeping, stating that “while the regulations are
somewhat ambivalent concerning the records to be maintained,
they by no means allow the type of post-event ballpark guessti-
mate that petitioner used.”

In United States v. Beckham,” the Eighth Circuit Court of
Appeals affirmed a tax return preparer’s §7212 conviction for
corruptly endeavoring to obstruct tax law administration, due to
his representation of a client whom the preparer induced to par-
ticipate in providing false nonpassive loss claims for a passive
activity.

Note: The more than 500 hours of participation test was
the only material participation test applicable to an activity for
a tax year beginning in 1986 or earlier. The tests discussed be-
low did not apply for those tax years.”

553

2. Test Two: Substantially All Participation Is by the
Taxpayer

A taxpayer materially participates in an activity for a tax
year if the taxpayer’s participation (including that of his spouse,
whether filing a separate return or a joint return) constitutes
substantially all of the participation in the activity of all indi-
viduals (including those who are not owners of interests in the
activity) during the tax year.” This test is sometimes known as
the “substantially all participation” test. It does not matter how
many (or few) hours the taxpayer and spouse spend on the ac-
tivity. For example, a taxpayer who does most of the work in a
rental meets this test.”™

The regulations’ preamble explained that this substantially
all participation test and the comparative participation test (Test
Three, described next) “are included because the Service recog-
nizes that the operation of some activities may not require more
than 500 hours of participation, or may not require more than
500 hours of participation by any one individual during a tax

99557
year.

*2T.C. Memo 1993-578.

%3917 F.3d 1059 (8th Cir. 2019), aff’ing 119 AFTR 2d 2017-2187 (E.D.
Mo. 2017).

% See Reg. §1.469-11(c)(3), §1.469-5(j)(2); T.D. 8175 (Preamble to Tem-
porary Regulations), 53 Fed. Reg. 5686, 5697 (Feb. 25, 1988) (“The Service
believes that the 500 hour test represents the only administrable rule for dealing
with the determination of material participation for tax years beginning before
1987.”).

S Reg. §1.469-5T(a)(2). See 1986 Conference Report at II-148 (“a taxpay-
er is likely to be materially participating in an activity, if he does everything
that is required to be done to conduct the activity, even though the actual
amount of work to be done to conduct the activity is low in comparison to other
activities.”). See also 1986 Blue Book at 240.

%%2005 IRS Audit Guide at 2-5.
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If the activity is conducted by a partnership or S corpora-
tion, and the entity’s tax year differs from the individual tax-
payer’s tax year, the relevant tax year to measure substantially
all participation is the entity’s tax year ending within the indi-
vidual taxpayer’s tax year.”

Practice Point: Work performed by non-owners (e.g., em-
ployees, independent contractors, and volunteers) is considered
by this test. Thus, even if the taxpayer is the only owner of
an interest in an activity and he participates in that activity,
the taxpayer does not qualify as materially participating under
this test if non-owners participate in any significant way.” For
example, a friend or relative may manage or monitor a rental
property for free, or a tenant may receive free or reduced rent
in exchange for managing the property.”® Work performed by
other owners (but possibly unclear for non-owners) may be dis-
regarded under the two exceptions to the general participation
rules, i.e., (1) work of a type not customarily done by an owner,
performed with a principal purpose of avoiding the passive loss
rules; or (2) work done in an investor capacity by an owner not
directly involved in day-to-day management or operations.”'

In Chapin v. Commissioner,”” the Tax Court held that the
taxpayers failed to meet the substantially all participation test
for a condominium unit that was leased out during the sum-
mer vacation season, due to a rental agent who did all leasing
and all in-season day-to-day management of the unit. In Ak-
ers v. Commissioner,”” the taxpayer also failed to meet this test
for a three-bedroom cabin held for rental, due to a management
company that was responsible for advertising, showing, rent-
ing, and cleaning the property; taxpayer’s daughter and vari-
ous other people provided management and repair services that
took a substantial amount of time.

In contrast, in Windham v. Commissioner,* the Tax Court
held that the taxpayer met the substantially all participation test
for rental properties where she ran her rental real estate ac-
tivities by herself, handling all aspects of the business from
collecting rent to overseeing the work of repairmen. She also
met prospective buyers and addressed problems with utility and
service companies. Similarly, in Fitch v. Commissioner,” the
married taxpayers met the test for various rental real proper-
ties owned by them separately. The husband, a CPA, testified
that he performed all of the services for his properties includ-
ing, among other services, advertising, tax payments, procur-

*7Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5696 (Feb. 25, 1988).

»$See Reg. §1.469-2T(e)(1).

%% See Wilson v. Commissioner, T.C. Memo 2012-101 (taxpayer could not
qualify under the substantially all participation test for his solar panels leased to
his father-in-law, because the solar company promoter installed the panels, col-
lected payments, maintained records regarding the income, and made the loan
and excise tax payments); Lum v. Commissioner, T.C. Memo 2012-103 (simi-
lar failure to qualify for the substantially all participation test with solar panels);
Conner v. Commissioner, T.C. Memo 2018-6, aff’d per curiam, 123 AFTR 2d
2019-2015 (11th Cir. 2019) (taxpayer could not qualify under the substantially
all participation test for a real property development activity when the business
hired a land surveyor and has an employee who handles accounting and book-
keeping responsibilities).

> See 2005 IRS Audit Guide at 2-22.

*" See Reg. §1.469-5T(F)(2)(i), §1.469-5T(f)(2)(ii) (the two types of work
not treated as participation in the activity).

*2T.C. Memo 1996-56.

¥ T.C. Memo 2010-85.

**T.C. Memo 2017-68.

*®T.C. Memo 2012-358.
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ing insurance, and bookkeeping. The wife, a real estate agent,
testified that no one performed any services for her properties
besides herself and her husband. Her services included adver-
tising, screening tenants, decorating, and making repairs. The
Tax Court held that the taxpayers’ decision to occasionally hire
contractors to perform technical tasks didn’t prevent them from
meeting the substantially all participation test.

Practice Point: The regulations do not state any limitation
on the types of work performed by nonowners that count,
whether it is done by employees, independent contractors, or
family members (other than the taxpayer’s spouse) who pro-
vide help as volunteers. The above case law suggests that work
done by a management company counts, whereas more techni-
cal work done by repair specialists and lawyers who render le-
gal advice may be disregarded.

Example: A taxpayer owns an apartment that is rented out
to third parties on Airbnb, Vrbo, HomeAway, or a simi-
lar platform. The taxpayer and the taxpayer’s spouse per-
sonally manage the platform listing and clean the apart-
ment between each use. Since nobody else participates in
the activity, the taxpayer may materially participate under
the substantially all participation test. In contrast, the tax-
payer cannot materially participate under the substantial-
ly all participation test if a management company partici-
pates in the activity, and probably not if a cleaning compa-
ny or cleaning contractor is involved in the activity.

3. Test Three: Participation for More than 100 Hours, if
No Other Individual Participates More

A taxpayer materially participates in an activity for a tax
year if the taxpayer (and his spouse, whether filing a separate
return or a joint return) participates in the activity for more than
100 hours during the tax year, and his participation is not less
than that of any other individual (including individuals without
any ownership interest in the activity) during the same year.”®
This test is sometimes known as the “comparative participa-
tion” test.

If the activity is conducted by a partnership or S corpora-
tion, and the entity’s tax year differs from the individual tax-
payer’s tax year, the relevant tax year to measure comparative
participation is the entity’s tax year ending within the individ-
ual taxpayer’s tax year.””’

The regulations’ preamble explained that this comparative
participation test and the substantially all participation test
(Test Two, described previously) “are included because the
Service recognizes that the operation of some activities may
not require more than 500 hours of participation, or may not re-
quire more than 500 hours of participation by any one individ-
ual during a tax year.”®

Example: Taxpayer B is a full-time carpenter. B also owns
an interest in a partnership that converts vans, which is a
trade or business activity. B and C, the other partner, are
the only participants in the activity for the tax year. B and

*Reg. §1.469-5T(a)(3).
7See Reg. §1.469-2T(e)(1).
3% Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5696 (Feb. 25, 1988).
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C each work for eight hours every Saturday on the van
conversion activity. B meets the test because he partici-
pates in the activity for around 400 hours during the tax
year, which is more than 100 hours, and his participation
is not less than the participation of any other person in the
activity for such year (C participates to an exactly equal
degree).”

Example: Married couple A and B participate in an ac-
tivity for 60 hours apiece. The only other participants are
married couple C and D who participate for 110 hours
apiece. A and B, considered as one person, participate for
120 hours. Thus, they are materially participating under
the comparative participation test because their participa-
tion is not less than that of any other individual. C and D
also are materially participating under this test, since they
can pool their hours and count A’s and B’s hours separate-
ly for their own comparative participation tests.

Example: A taxpayer owns an apartment that is rented
out to third parties on Airbnb, Vrbo, HomeAway, or a
similar platform for 100 nights a year. The taxpayer and
the taxpayer’s spouse personally manage the platform list-
ing, communicate with guests, and perform other services
with respect to the Airbnb activity for over two hours
each week. The taxpayer hires a cleaning company that
cleans the apartment for an hour each week. The taxpayer
can materially participate in the Airbnb activity under the
comparative participation test.

Practice Point: Work performed by nonowners (e.g., em-
ployees, independent contractors, and volunteers) and other
owners is considered for the comparative participation test, and
work performed by other owners (but unclear for non-owners)
is disregarded under the same narrow exceptions as discussed
above under the substantially all participation test (Test Two),
i.e., work that is either: (1) of a type not customarily done by
an owner, performed to avoid the disallowance of losses under
the passive loss rules; or (2) work done in an investor capacity
by an owner not directly involved in day-to-day management
or operations.

In Oberle v. Commissioner;,”” the taxpayer owned a yacht
available for charter but failed to establish that he spent more
time in the activity than the charter broker. The taxpayer pri-
marily performed routine inspections and maintenance. The
broker actually chartered the yacht, including showing the
yacht and providing orientation cruises to charterers, collecting
charter fees, and cleaning and making mechanical repairs. In
contrast, in Kline v. Commissioner,”" the taxpayer, an airline
pilot, successfully established that he materially participated in
his charter boat activities. He provided invoices and testimony
from the management company which showed that no individ-
ual spent more time on charter-related activities than taxpayer
himself did.

*®“Reg. §1.469-5T(k) Ex. (3).
S0T.C. Memo 1998-156.
S'T.C. Memo 2015-144.
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In Serenbetz v. Commissioner,”” the taxpayer owned one

of 40 condominium units at a resort. The taxpayer was a mem-
ber of the condominium board and spent at least 100 hours on
board-related matters. However, the taxpayer failed to meet the
comparative participation test, because the resort’s on-site staff
spent more time in the activity.”” The Tax Court rejected the
taxpayer’s argument that the staff’s hours should be divided by
40 (the number of units) to be calculated on a per-unit basis.
Thus, it did not matter whether the taxpayer owned one out of
40 resort condominium units or a small interest in a partnership
that owned all of the units, as all of the resort employees were
counted in full either way.”™ In contrast, in Pohoski v. Com-
missioner,”” the married taxpayers successfully met the test by
showing that they spent 200 hours of participation with respect
to a resort condominium unit, including 100 hours of repairs
and other maintenance done during a two-week working vaca-
tion at the unit. The Tax Court concluded that the actual time
spent by the condominium staff in checking tenants in and out,
providing maid services, and managing rent collection and dis-
bursements, was less than the time taxpayer participated; for
this purpose, the mere availability of the front desk personnel
(nine hours a day, seven days a week) did not count as partici-
pation.

Regardless of the participation of others, the taxpayer must
sufficiently document that he spent at least 100 hours in the ac-
tivity to use the test. In Toups v. Commissioner,” taxpayers
who lived and worked in Baton Rouge, Louisiana, attempted to
show that they had spent more than 100 hours participating in
the activity of holding for short-term rental a cottage near At-
lanta, Georgia, which they also used for their own vacations.
The court rejected much of their claimed decision-making in-
volvement under the rule, described above, that disregarded
certain work one performs as an investor.””’ The court rejected
the taxpayers’ claim that time they ostensibly had spent dis-
cussing the cottage with neighbors and friends merited inclu-
sion as serious marketing or promotion activity. The court ex-
pressed similar skepticism regarding the taxpayers’ claims that
they had worked on the cottage activity while vacationing
there, and that their 16-hour round trip drive to the cottage
(undertaken mainly for vacation purposes) should count as 32
hours of participation since both of them were in the car.

4. Test Four: Significant Participation Activities

A special material participation test applies to significant
participation activities (SPAs). A SPA is a trade or business ac-
tivity (€., not a rental activity)”” in which the taxpayer would
not be treated as materially participating under any of the other
six tests for the tax year, but in which he participates for more

than 100 hours during the tax year (defined as “significant par-

S2T.C. Memo 1996-510.

3 See also Barniskis v. Commissioner, T.C. Memo 1999-258.

™ See also TAM 9543003 (IRS National Office concluded that married
taxpayers who owned one out of 53 hotel condominium units did not meet the
test, because each of the management company’s “front desk” clerks performed
more hours of service in the activity than the taxpayers); Scheiner v. Commis-
sioner, T.C. Memo 1996-554.

*PT.C. Memo 1998-17.

76T.C. Memo 1993-359.

T Reg. §1.469-5T(£)(2)(ii)(A).

8 See Shaw v. Commissioner, T.C. Memo 2002-35.
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ticipation”).”” A taxpayer is materially participating in all of his
SPAs for a tax year if his aggregate participation in all of the
SPAs exceeds 500 hours during the tax year.™ Time spent by
the taxpayer’s spouse counts as time spent by the taxpayer.”'
The SPAs do not have to be similar, and they can be a restau-
rant activity and a shoe store activity.”® The regulations’ pre-
amble explained that:

the Service recognizes that, in the case of an activity
that is not the full-time occupation of the taxpayer,
the rules regarding material participation set forth
in §1.469-5T are stringent. As a result, a taxpayer
spending relatively small amounts of time in unrelat-
ed activities could, in the absence of regulations, treat
the gross income from such activities as passive ac-
tivity gross income even though the taxpayer’s par-
ticipation and services are significant factors in gen-
erating the income from the activities ... . The Ser-
vice does not believe it appropriate to treat the tax-
payer’s net income, but not the taxpayer’s net losses,
from activities as nonpassive if the taxpayer’s in-
volvement in such activities is substantial. Accord-
ingly, §1.469-5T(a)(4) provides that a taxpayer ma-
terially participates in activities that would otherwise
be significant participation passive activities for pur-
poses of §1.469-2T(f)(2) if the taxpayer’s participa-
tion in all such activities exceeds 500 hours for the
tax year.™

The regulations’ preamble further added that:

[t]his rule is included because the Service believes

that an individual who devotes more than 500 hours

during a tax year to several activities, each of which

is significant activity of such individual, should be

treated similarly to an individual who devotes an

equivalent amount of time to a single activity.™

The regulations on grouping activities had not been pro-
mulgated at the time that the SPA test was created.™

If the activity is conducted by a partnership or S corpora-
tion, and the entity’s tax year differs from the individual tax-
payer’s tax year, the relevant tax year to measure significant

"PReg. §1.469-5T(c). See Speer v. Commissioner, T.C. Memo 1996-323
(Tax Court rejected as “ballpark guesstimate” taxpayer’s testimony that he de-
voted 150 hours, 250 hours, and 150 hours, respectively, to three significant
participation activities); Scheiner v. Commissioner, T.C. Memo 1996-554 (tax-
payer failed to prove that she worked around 400 hours for her accounting firm
as a second significant participation activity).

Reg. §1.469-5T(a)(4). See Padda v. Commissioner, T.C. Memo
2020-154 (testimony of taxpayer’s involvement in his five restaurants and
brewery, including employee testimony about his tight control over decor and
food, in addition to evidence that he used telephone and face-to-face meetings
to communicate regarding these activities rather than email is adequate evi-
dence of his significant participation and showed participation in each activity
in excess of 100 hours, totaling more than 500 hours in all activities). See al-
so TAM 202229036 (taxpayer cannot significantly participate in an activity in
which the taxpayer materially participates under the 5-of-10-years test).

#18469(h)(5); Reg. §1.469-5T(H)(3).

*2Reg. §1.469-5T(k) Ex. (4).

** Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5693 (Feb. 25, 1988).

% Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5696 (Feb. 25, 1988).

*Reg. §1.469-4, T.D. 8565, 59 Fed. Reg. 50,485 (Oct. 4, 1994), effective
May 11, 1992. For further discussion, see III.D., above.
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participation is the entity’s tax year ending within the individ-
ual taxpayer’s tax year.™

Example: Taxpayer T spends 300 hours participating in
Activity A, 150 hours participating in Activity B, and 101
hours participating in Activity C, which are all trade or
business activities. T is not materially participating in the
three activities under any of the six other material partic-
ipation tests. All three of the activities are SPAs. T has
spent 551 hours on SPAs in the aggregate, and he is treat-
ed as materially participating in all three activities.

Example: Taxpayer T spends 300 hours participating in
Activity A, 150 hours participating in Activity B, and 90
hours participating in Activity C, which are all trade or
business activities. T is not materially participating in the
three activities under any of the six other material partici-
pation tests. Only A and B, but not C (because C involves
less than 100 hours of participation) are SPAs, in which T
has spent a total of 450 hours. T has spent less than 500
hours participating in SPAs and therefore does not materi-
ally participate in any of the three activities.

Example: Taxpayer T spends 510 hours participating in
Activity A, 150 hours participating in Activity B, and 101
hours participating in Activity C, which are all trade or
business activities. Since T is materially participating in
Activity A under the 500 hours test, Activity A is no
longer a SPA. Accordingly, T’s time spent on SPAs (Ac-
tivities B and C) is now less than 500 hours, and he is not
materially participating in B or C.¥

Practice Point: A taxpayer may materially participate in a
trade or business activity under any of the six other material
participation tests and cause the activity to not be an SPA. For
instance, even if the taxpayer spends between 100 hours and
500 hours on the activity, the activity may fail to be an SPA un-
der the facts-and-circumstances test, discussed at IV.A.7., be-
low.

SPAs that fail to satisfy the aggregate 500-hour material
participation test, such as Activity A and B in the second ex-
ample above, are termed significant participation passive activ-
ities, or SIPPAs, and are subject to the significant participation
rule (discussed at IV.C.1., below) under which aggregate gain
from all of a taxpayer’s SIPPAs (which are amalgamated for
this purpose) is treated as nonpassive, while an aggregate loss
remains a passive loss.”™

Practice Point: In view of this rule, it often is important for
the taxpayer to avoid SPA/SIPPA status by spending, on any
trade or business activity, either: (1) 100 hours or less (espe-
cially if the taxpayer expects a gain), in order to not have an
SPA; or (2) more than 500 hours (especially if one expects a tax

% See Reg. §1.469-2T(e)(1).

¥ See Gregg v. United States, 186 F. Supp. 2d 1123 (D. Or. 2000) (taxpay-
er who spent more than 500 hours on one activity and 112 hours on a second
activity did not meet the significant participation test for the second activity);
Brumbaugh v. Commissioner, T.C. Memo 2018-40.

¥ Reg. §1.469-2T(f)(2).
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loss) in order to materially participate in the activity and pre-
vent it from being an SPA.

In TAM 202229036, the taxpayer used the SPA material
participation test for five years, after which the significant par-
ticipation activities became material participation activities in
year 6 under the 5-of-10-years test. This reduced the taxpayer’s
total hours for remaining SPAs to below 500 hours in year 6,
which caused those SPAs to fail the SPA material participation
test in year 6. It is unclear how the taxpayer should determine
the application of the 5-of-10-years test in years 11 and later;
the taxpayer may have to counterfactually treat all of its SPAs
as materially participating in year 6, by ignoring the application
of the 5-of-10-years test in year 6.

Practice Point: A limited partner in a limited partnership
cannot use the significant participation test for the limited part-
nership’s activities.™ A limited partnership’s activity cannot be
an SPA of a limited partner, even for the purposes of causing
the limited partner’s other SPAs to qualify under the significant
participation test.”

5. Test Five: Material Participation in Five of the Last
10 Tax Years

If the taxpayer materially participated in an activity for
any five of the 10 tax years that immediately precede the cur-
rent tax year, the taxpayer is treated as so participating during
the current tax year as well.” Material participation by the tax-
payer’s spouse (whether filing a separate return or a joint re-
turn) counts as material participation by the taxpayer during
the period they are married.” This test is sometimes called the
“5-of-10-years test” or the “nickel and dime test.” The regula-
tions’ preamble explained that the rule was:

included because the Service believes that an activity
in which an individual has materially participated
over a long period of time ... is likely to represent the
individual’s principal livelihood rather than a pas-
sive investment. In particular, the Service does not
believe that withdrawal from a longstanding active
business ... that has been active for a substantial pe-
riod should convert an individual’s earnings from the
business to passive income. Thus, the Service be-
lieves the income from such businesses generally is
part of the earned income base that section 469 was
intended to protect. In the case of a longstanding ac-
tive business (other than a personal service business),
however, the Service believes that a continuing inter-
est in such an activity is more appropriately viewed
as an investment in a passive activity if the individual
has not materially participated in the activity for a
significant period of time during the 10-year period
immediately preceding the tax year.™

Example: Taxpayer T spends more than 500 hours on an
activity in each of Years 1, 2, 3, 5, and 6 (and took a sab-

¥ See IV.A.8., below.

02005 IRS Audit Guide at 4-15.

¥ Reg. §1.469-5T(a)(5).

*28469(h)(5); Reg. §1.469-5T(f)(3).

33 Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5696 (Feb. 25, 1988).
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batical in Year 4), but then spends zero hours on the ac-
tivity in all subsequent years (e.g., due to retirement). For
Years 7 through 11, T is treated as materially participating
under this test.

In determining prior years’ material participation for pur-
poses of this test, a taxpayer disregards the application of the
test itself to a prior year.”™ In the above example, T is not treat-
ed as materially participating in Year 12 since, disregarding the
application of this test, he was a material participant in only
four of the previous 10 years (Years 2, 3, 5, and 6).

Note: Under this test, a taxpayer is not treated as a material
participant for any tax year in which he did not own an interest
in the activity.

Material participation in a prior year may use any material
participation test other than the 5-of-10-years test. In Gossain
v. Commissioner, the taxpayer used the 100 hours comparative
participation test (test three) for five years to use the
5-of-10-years test in subsequent years.™

Practice Point: Even if a taxpayer is materially partici-
pating under the 5-of-10-years test, the taxpayer should also
determine whether it is materially participating under one of
the other six tests. In TAM 202229036, the taxpayer used
the SPA material participation activities in year 6 under the
5-of-10-years test. This reduced the taxpayer’s total hours for
remaining SPAs to below 500 hours in year 6, which caused
the SPAs to fail the SPA material participation test in year 6.
It is unclear how the taxpayer should determine the applica-
tion of the 5-of-10-years test in years 11 and later; the taxpay-
er may have to counterfactually treat all of its SPAs as materi-
ally participating in year 6, by ignoring the application of the
5-of-10-years test in year 6.

When a partnership or S corporation owns an activity and
has a different tax year than a taxpayer who owns an interest in
the entity, the taxpayer is treated as materially participating in
the activity for any tax year in which he treated an item of gross
income or deduction from the activity, passed through from the
entity, as from an activity in which he materially participated.”

Example: T is a full-time employee of an S corporation for
six years, but does not own any stock in the corporation
during this period. If T acquires stock in the corporation in
Year 7, he is not treated as materially participating under
this test.””

An issue in determining material participation for a pre-
ceding tax year is that the composition of the taxpayer’s activi-
ties may have changed. A taxpayer who owns an interest in an
activity during the current tax year generally is treated as hav-
ing materially participated in that activity for a preceding tax
year if the current year activity includes significant activities
that are substantially the same as significant activities that were
included in prior year activities in which the taxpayer material-
ly participated.™ Thus, any significant overlap between activi-

M Reg. §1.469-5T(a)(5).

¥ Gossain v. Commissioner, T.C. Memo 2024-97.

¥ Reg. §1.469-5(h)(3). See also Reg. §1.469-2T(e)(1).
*"Reg. §1.469-5T(K) EXx. (6).

®Reg. §1.469-5()).
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ties for different tax years causes them to be treated as the same
activity for purposes of the 5-out-of-10-years test.”

Practice Point: The 5-out-of-10-years test is designed to
prevent certain flip-flops: i.e., treatment of an activity as non-
passive in years when it generates tax losses, and then as pas-
sive when it generates net income. For example, a taxpayer who
treats an activity as nonpassive during its loss generating start-
up phase (of at least five years) may be foreclosed from treating
it as passive, and thus as generating shelterable income, during
the first few years that it shows a profit. The rule may benefit a
taxpayer who retires from an activity that continues to generate
tax losses.

6. Test Six: Material Participation in a Personal Service
Activity for Any Three Prior Years

A taxpayer materially participates in a personal service ac-
tivity for a tax year if the taxpayer materially participated in the
personal service activity for any three prior tax years.” Materi-
al participation by the taxpayer’s spouse (whether filing a sepa-
rate return or a joint return) counts as material participation by
the taxpayer during the period they are married.*”"

The regulations’ preamble explained that the rule was:

included because the Service believes that ... a per-
sonal service activity in which an individual has par-
ticipated for a substantial period of time is likely to
represent the individual’s principal livelihood rather
than a passive investment. In particular, the Service
does not believe that withdrawal ... from a personal
service business that has been active for a substantial
period should convert an individual’s earnings from
the business to passive income. Thus, the Service be-
lieves the income from such businesses generally is
part of the earned income base that section 469 was
intended to protect.””

Example: The taxpayer materially participated in a person-
al service activity in 2004, 2012, and 2020. The taxpayer
will be treated as materially participating in that activity
in all subsequent tax years in which he owns an interest.
Rules identical to those under the 5-out-of-10-years test
apply where the composition of the taxpayer’s activities
changes.””

If the activity is conducted by a partnership or S corpora-
tion, and the entity’s tax year differs from the individual tax-
payer’s tax year, the relevant tax years to measure material par-
ticipation in prior tax years are the entity’s tax years.””

For material participation purposes, personal service ac-
tivities include services performed in: (1) the fields of health,
law, engineering, architecture, accounting, actuarial science,
performing arts, or consulting (i.e., the personal service activ-
ities for PSC purposes), and (2) any other trade or business in

* See Rogerson v. Commissioner, T.C. Memo 2022-49.

8 Reg. §1.469-5T(a)(6).

018469(h)(5); Reg. §1.469-5T(H)(3).

2preamble to T.D. 8175, 53 Fed. Reg. 5686, 5696 (Feb. 25, 1988).
B Reg. §1.469-5()(1), §1.469-5())(2).

6 See Reg. §1.469-2T(e)(1).
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which capital is not a material income-producing factor.”” Cap-
ital was a material income-producing factor where the taxpayer
owned rental units* or raised livestock on a ranch.*”

Whether capital is a material income-producing factor in a
business is relevant for other Code purposes, such as in §736(b)
(3) in the context of payments made by partnerships in lig-
uidation of the interest of a retiring or deceased partner and
in §761(b) in the context of capital interests in partnerships
received as gifts (and formerly in §704(e)(1), in the context
of family partnerships). Regulations promulgated under former
§704(e)(1) state that capital is a material income-producing
factor if a substantial portion of the gross income of the busi-
ness is attributable to the employment of capital in the business
conducted by the partnership, and provide further that capital is
ordinarily a material income-producing factor if the operation
of the business requires substantial inventories or a substantial
investment in plant, machinery, or other equipment. On the oth-
er hand, in general, capital is not a material income-producing
factor where the income of the business consists principally of
fees, commissions, or other compensation for personal services
performed by members or employees of the partnership.*

The standard of whether capital was a material income-
producing factor was also used by former §1348,"” concerning
the maximum tax on earned income. In that setting, the phrase
was the subject of both Treasury regulations and frequent liti-
gation. The question of whether capital was a material income-
producing factor in a business depended on all the facts and cir-
cumstances. The regulations under former §1348 set forth the
same principles set forth in the §704(e)(1) regulations.”'’ The
cases under former §1348 typically looked at such facts as: the
amount of capital investment in the business; its relation to the
amount of personal services performed; how the capital was
used; how critical it was to the business; and whether the busi-
ness received gross income for providing services or capital.”"

Among the businesses that were held to use capital as a
material income-producing factor were:

* designing, producing, and using slot machines;""
* home design business;’"
: 614
* general contracting;
* maintenance contracting;""”’

» electrical contracting;’'®

Reg. §1.469-5T(d).

% Mordkin v. Commissioner, T.C. Memo 1996-187.

%7 Syed v. Commissioner, T.C. Memo 2017-226.

% Reg. §1.704-1(e)(1)(iv). As in Syed regarding Reg. §1.469-5T(d), the
Tax Court held in Woodbury v. Commissioner, 49 T.C. 180 (1967) that capital
was a material income-producing factor in ranching (and farming) activities for
purposes of §704(e)(1).

% Former §1348 repealed by the Economic Recovery Tax Act of 1981,
Pub. L. No. 97-34, §101(c)(1).

#Former Reg. §1.1348-3(a)(3).

' See, e.g., Curry v. United States, 804 F.2d 647 (Fed. Cir. 1986).

%2 Parker v. Commissioner, 822 F.2d 905 (9th Cir. 1987), aff’g T.C. Memo
1985-545.

5 Bertelli v. United States, 92-1 USTC [ 50,266 (N.D. Ohio 1991).

¢ Hicks v. United States, 787 F.2d 1018 (5th Cir. 1986), aff’g 85-1 USTC
49383 (N.D. Tex. 1985).

% Holland v. Commissioner, 622 F.2d 95 (4th Cir. 1980), aff’g 70 T.C.
1046 (1978).
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« laying concrete flatwork;""”

« operating a landfill;""®

« real estate development;’”’

* a painting business;™

« a mail order business:*'
* a jewelry store;™

* a pharmacy;””

» a retail grocery store;”™*

« a cotton merchant;*”

* metal treating;”*

* book publishing:*’

« producing eggs;”

« selling bowling supplies;””
« operating motels;™

« a funeral home:*"'

* bars and lounges;*”

* movie theaters;”” and

* selling hashish.”*

On the other hand, capital was held not a material income-
producing factor for particular businesses involved in:

« taxidermy supply;*”
* bail bonding;"*
« promoting tax shelters;”’

* securities brokerage;™

%' United States v. Korczynski, 78-2 USTC ] 9638 (S.D. Ohio 1978).

7 Gullion v. Commissioner, T.C. Memo 1982-106.

S8 McGowan v. Commissioner, T.C. Memo 1982-65.

¥ Hardy v. United States, 589 F. Supp. 330 (E.D. Wis. 1984).

% Nelson v. Commissioner, T.C. Memo 1982-361, aff’d per curiam, 767
F.2d 667 (10th Cir. 1985).

! Treatman v. Commissioner, T.C. Memo 1981-74.

2 Friedlander v. United States, 718 F.2d 294 (9th Cir. 1983), aff’g 82-2
USTC 49577 (W.D. Wa. 1982).

% Whaley v. United States, 84-1 USTC q 9395 (W.D. Mo. 1984).

2 Moore v. Commissioner, 71 T.C. 533 (1979).

3 Block v. United States, 569 F. Supp. 981 (W.D. Tenn. 1983).

26 Weiss v. United States, 78-2 USTC § 9734 (N.D. Ohio 1978).

7 Thomas v. Commissioner, 92 T.C. 206 (1989); Harris v. Commissioner,
T.C. Memo 1984-189.

8 Wilson v. Commissioner, T.C. Memo 1982-289.

 Gaudern v. Commissioner, 77 T.C. 1305 (1981).

9 Herman v. Commissioner, T.C. Memo 1985-396.

%! Curry v. United States, 804 F.2d 647 (Fed. Cir. 1986).

2 Pilkington v. Commissioner, T.C. Memo 1983-111.

3 Novikoff v. Commissioner, T.C. Memo 1980-330.

9% Bender v. Commissioner, T.C. Memo 1985-375.

3 Van Dyke v. United States, 696 F.2d 957 (Fed. Cir. 1982), aff’g 82-1
USTC {9156 (Ct. Cl. 1982) (holding that income resulted primarily from the
taxpayer’s artistic and technical skills).

6 Bruno v. Commissioner, 71 T.C. 191 (1978).

%7 Fried v. Commissioner, T.C. Memo 1989-430.

98 Crowell v. Commissioner, T.C. Memo 1988-305; Barnes v. Commis-
sioner, T.C. Memo 1987-544. But see Bateman v. United States, 490 F.2d 549
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« providing management services;"”
« fabricating and installing ornamental iron railings;**
* poker activities;”*' and

e drawing cartoons.””

Practice Point: Although each case was decided under its
particular facts and was not applying the capital as material-in-
come producing factor standard in the §469 context, the cases
as a whole support two general conclusions. First, relatively
few activities, outside those specifically listed in the material
participation regulations (i.e., health, law, engineering, archi-
tecture, accounting, actuarial science, performing arts, and con-
sulting) are likely to be treated as personal service activities.
Second, a business’s deployment of significant capital (such as
buildings, inventory, or equipment) tends to establish that cap-
ital is a material income-producing factor and thus the activity
is not a personal service activity.

7. Test Seven: Regular, Continuous, and Substantial
Involvement Under the Facts and Circumstances

A taxpayer can establish material participation by reason
of his regular, continuous, and substantial involvement in the
activity, based on all of the facts and circumstances.”” A tax-
payer will be treated as materially participating under this test
only if the taxpayer participates for more than 100 hours during
the tax year.™"

If the activity is conducted by a partnership or S corpora-
tion, and the entity’s tax year differs from the individual tax-
payer’s tax year, the relevant tax year to determine the 100
hours of participation and the facts and circumstances is the
entity’s tax year ending within the individual taxpayer’s tax
ye ar 6%

Services performed by an individual in the activity’s man-
agement are disregarded under the facts and circumstances test
unless: (1) no other individual is compensated for performing
management services in connection with such activity; and (2)
no other individual performs management services that exceed,
by hours, the amount of such services performed by the taxpay-
e r.646

(9th Cir. 1973), aff’g 71-2 USTC q 9546 (C.D. Calif. 1971), holding that cap-
ital was a material income-producing factor in a food brokerage, for purposes
of §704(e)(1), because the food brokerage partnership’s goodwill constituted
“capital” for these purposes.

% Roselle v. Commissioner, T.C. Memo 1981-394.

0 van Kalker v. Commissioner, 804 F.2d 967 (7th Cir. 1984), rev’g 81
T.C. 91 (1983).

! Baxter, Jr. v. United States, 633 F. Supp. 912 (D. Nev. 1986).

2 Doty v. Commissioner, 81 T.C. 652 (1983).

#3Reg. §1.469-5T(a)(7).

644Reg. §1.469-5T(b)(2)(iii). See Rapp v. Commissioner, T.C. Memo
1999-249 (president of condominium association did not spend more than 100
hours a year on the condominium activity); Machado v. Commissioner, T.C.
Memo 1995-526, aff’d, 119 F.3d 6 (9th Cir. 1997) (uncorroborated testimony
and calendar log of 15 phone calls were insufficient to prove that the taxpayers
spent over 100 hours participating in horse racing partnership).

5 See Reg. §1.469-2T(e)(1).

#SReg. §1.469-5T(b)(2)(ii). See, e.g., Scheiner v. Commissioner, T.C.
Memo 1996-554 (taxpayer’s management activities as condominium board
member did not qualify as participation for the facts-and-circumstances test
because other individuals provided management services for which they were
compensated; court rejected taxpayer’s argument that, under the legislative his-
tory of §469, the activities of onsite management should not be considered
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Note: Services performed by an individual in the opera-
tions or other nonmanagement aspect of an activity count to-
ward the facts and circumstances test, even if other individuals
are compensated for performing management services or per-
form more management services than the taxpayer. However,
the 2005 IRS Audit Guide may have misinterpreted the rule in
broadly stating that “[t]his test cannot be used if anyone besides
the taxpayer is paid to manage the activity. An on-site manage-
ment agency disqualifies the taxpayer from using this test.”*’

The statute requires that taxpayer’s regular, continuous,
and substantial involvement should be “in operations.”* The
1986 Senate Report and the 1986 Conference Report indicated
the following examples of involvement in operations:

1. In the case of a general partnership engaged in the busi-
ness of producing movies, an individual may material-
ly participate by making significant contributions to writ-
ing, reading, and selecting screenplays; actively negotiat-
ing with agents who represent writers, actors, or directors;
directing, editing, scoring, or acting in the films, active-
ly negotiating with third parties regarding financing and
distribution; and actively supervising production, such as
selecting and negotiating for the purchase or use of sets
and costumes. In contrast, merely approving a financing
target, accepting a recommendation regarding selection of
the screenplay, cast, locations, and director, or appointing
others to perform the operational functions, generally does
not constitute involvement in operations.*”

2. In the case of an employee or professional who invests
in a horse breeding activity, the taxpayer is unlikely to ma-
terially participate in the activity if he lives hundreds of
miles from the site of the activity and does not often vis-
it the site.”™” An individual who raises horses on land that
includes, or is close to, his primary residence, is more like-
ly to materially participate, provided that he can demon-
strate regular, continuous, and substantial involvement in
the operations of the activity. Such involvement may in-
clude hiring and sometimes supervising those responsible
for taking care of the horses on a daily basis, along with

management services for purposes of the facts-and-circumstances test); Iversen
v. Commissioner, T.C. Memo 2012-19 (although the ranch has a full-time
ranch manager, taxpayer claims he was the real day-to-day ranch manager and
made essentially all of the significant decisions relating to the ranch’s opera-
tion, activities, and management, but the presence of the ranch manager dis-
qualifies much of the taxpayer’s time working on ranch activities).

72005 IRS Audit Guide at 2-10. See also 2005 IRS Audit Guide at 4-3
(“this test only applies if the taxpayer works at least 100 hours in the activity,
no one else works more hours than the taxpayer in the activity, and no one else
receives compensation for managing the Activity”); 2005 IRS Audit Guide at
4-5 (“due to the stringent limitations, few taxpayers can meet the facts and cir-
cumstances standard. If there is paid on-site management, the facts and circum-
stances test cannot be used”).

9§469(h)(1).

91986 Senate Report at 732. See also 1986 Blue Book at 237.

01986 Senate Report at 733. See also 1986 Blue Book at 238. In Bartlett
v. Commissioner, T.C. Memo 2013-182, the taxpayer ran a full-time landscap-
ing business in Wyoming and failed to prove that he materially participated
based on the facts and circumstances in a bull ranching activity at his ranch in
Idaho 220 miles away. His visits to the ranch were sporadic and totaled only 58
and 35 days in the two years at issue, and he arranged for a farmer who lived
near the ranch to perform services. See also Truskowsky v. Commissioner, T.C.
Summ. Op. 2003-130.
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making decisions (i.e., not merely ratifying decisions) re-
garding the purchase, sale, and breeding of horses.”

3. In the case of an investor in a barge that transports grain
along the Mississippi River, one way of materially partic-
ipating is to travel regularly with the barge, not merely as
a passenger, but performing substantial services with re-
spect to the transporting of grain. Another way to materi-
ally participate is to work on a regular basis at finding new
customers for the barge service, and to negotiate service
terms with new customers.”

4. In the case of a farming activity, an individual who does
not perform physical work, but who is treated as having
self-employment income with respect to the activity under
§1402, generally is treated as materially participating.””
However, the two standards remain distinguishable, and
material participation is no different for farmers than for
participants in any other type of activity.”™

5. In the case of an agricultural activity, certain decision-
making may be relevant to material participation if bona
fide and undertaken on a regular, continuous, and substan-
tial basis. The types of decision-making include, but are
not limited to (1) crop rotation, selection, and pricing, (2)
the incursion of embryo transplant or breeding expenses,
(3) the purchase, sale, and leasing of cropland, animals,
machinery, equipment, and other capital items, (4) breed-
ing and mating decisions, and (5) the selection of herd
or crop managers who act at the taxpayer’s behest, rather
than as paid advisors directing the taxpayer’s conduct.””

The 1986 Senate Report indicated that the following ex-
amples were not likely to be materially participating:

1. An individual who works full-time as an employee or in
a professional service business, such as law, accounting,
or medicine, and who also invests in a business involving
orange groves, is unlikely to have materially participated
in the orange grove business.”

2. In the case of a cattle-feeding activity, an investor who
regularly receives and responds to “check-a-box” forms
regarding when grain should be purchased, and what the
cattle should be fed, may have little or no bearing on ma-
terial participation. The management decisions are given
little weight if they are illusory (e.g., whether to feed the
cattle or let them starve), or guided by an expert in the ab-
sence of any independent exercise of judgment by the tax-
payer, or unimportant to the business due to the tax bene-
fits outweighing any risk of economic loss.””

Despite the statute’s and the 1986 Senate Report’s skep-
ticism of material participation through management activities,
the 1986 Conference Report clarified that:

11986 Senate Report at 733. See also 1986 Blue Book at 238.

21986 Senate Report at 733. See also 1986 Blue Book at 238.

31986 Senate Report at 733-34. See also 1986 Blue Book at 238-239.
654 See Reg. §1.469-5T(b)(2)(i).

6531986 Conference Report at II-148. See also 1986 Blue Book at 241.
91986 Senate Report at 733. See also 1986 Blue Book at 239.

%71986 Senate Report at 734. See also 1986 Blue Book at 239.
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an individual who works full-time in a line of busi-
ness consisting of one or more business activities
generally is likely to be materially participating in
those activities (except to the extent provided other-
wise in the case of rental activities), even if the in-
dividual’s role is in management rather than opera-
tions. This clarification is not intended to alter the de-
scription of material participation in the Senate Re-
port in any respect. Rather, it recognizes the substan-
tial likelihood that, despite the difficulty in many cir-
cumstances of ascertaining whether the management
services rendered by an individual are substantial and
bona fide, such services are likely to be so when the
individual is rendering them on a full-time basis and
the success of the activity depends in large part upon
his exercise of business judgment.”®

The 1986 Blue Book added that:

if the taxpayer’s involvement rises to the level of ma-

terial participation in an activity on some, but not

all, days during the year, but the taxpayer’s involve-

ment for the year as a whole is regular, continuous

and substantial, then the taxpayer has materially par-

ticipated for the year. Material participation is deter-

mined with respect to the activity for the entire peri-

od during the year that he owns an interest in the ac-

tivity (not, e.g., prorated between periods of greater

or lesser involvement). For example, the fact that a

taxpayer takes vacations during the year can be fully

consistent with a finding of material participation.””

In the case of a condominium hotel, as with any other type
of activity, a taxpayer can possibly materially participate, un-
der the facts and circumstances test, while not living nearby
and while being inexperienced in the business. Material partic-
ipation under such circumstances generally would be expected,
however, to involve making frequent visits to the hotel to con-
duct on-site inspections, meeting with on-site management, and
otherwise participating in integral functions of the business.”®

In Wade v. Commissioner, the taxpayer turned over to
his son the day-to-day operations of his plastics recycling and
manufacturing companies and moved his home away from the
companies’ facilities, but he continued to be involved on a reg-
ular and continuous basis for at least 100 hours and satisfied the
facts and circumstances test. Although the taxpayer lived out
of state, he still spent time on nonmanagement, noninvestment
activities, such as new technology research and development,
securing financing, visiting facilities and meeting with employ-
ees.™

Practice Point: There can be some overlap between the
facts and circumstances test and the other material participation
tests. For example, in Welch v. Commissioner,”” the Tax Court
held that a construction coordinator for movie sets met the facts
and circumstances test and therefore materially participated in

%1986 Conference Report at II-147-148. See also 1986 Blue Book at 240.

?1986 Blue Book at 235 n.27.

01986 Bluebook at 241. See also 132 Cong. Rec. S15032 (June 24, 1986)
(colloquy between Senators Packwood and Hatfield), quoted in Mordkin v.
Commissioner, T.C. Memo 1996-187.

! Wade v. Commissioner, T.C. Memo 2014-169.

%2 Welch v. Commissioner, T.C. Memo 1998-310.
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his activity of renting tools and equipment to the movie produc-
tion companies that hired him,”” although the taxpayer was also
the only person involved in the rental activity and likely would
have met the substantially all participation test. In Montgomery
v. Commissioner,” the taxpayer met both the 500 hour test and
the facts and circumstances test.

In Windham v. Commissioner,” the taxpayer owned a
number of rental real estate properties. She spent more than 100
hours of participation on some properties, which was sufficient
to meet the facts and circumstances test. She spent less than 100
hours on other properties, which meant that the facts and cir-
cumstances test could not apply, and the Tax Court instead held
that she met the substantially all participation test for those oth-
er properties.

In Barbara v. Commissioner, the taxpayer was engaged in
a money lending business in Chicago, Illinois. He handled over
40 outstanding loans during the years in question and did not
have other major work-related responsibilities that would re-
quire his time and attention, after having previously sold his
trucking business. The taxpayer worked at least 200 days each
year and split his time 40% in Chicago and 60% in Florida. The
Tax Court estimated that he spent 460 hours per year on the
lending business in Chicago (200 days x 40% x 5.75 hours per
day) and 240 hours per year on the lending business in Florida
(200 days x 60% x 2 hours per day), or 700 total hours each
year. The Tax Court held that he materially participated under
the facts and circumstances test, because he exceeded the 100
hours threshold and his participation in the lending business
was regular, continuous, and substantial.*®

Practice Point: Given that the taxpayer in Barbara worked
more than 500 hours per tax year in the lending activity, the Tax
Court did not indicate why it did not use the 500 hours mate-
rial participation test. The court used ballpark estimates for its
hourly computations, which were adequate under the facts and
circumstances test (as long as the taxpayer comfortably partic-
ipated more than 100 hours) but might be subject to greater
scrutiny under the 500 hours material participation test.

Note: The 1986 Senate Report states that, when a taxpayer
who provides legal, tax, or accounting services to the general
public as an independent contractor (or an employee thereof)
provides these services to an activity (such as a research and de-
velopment partnership in which he has invested), the taxpayer
is materially participating only in the activity of providing such
services to the general public, not in the activities of the part-
nership in which he has invested.”” The regulations seemingly
contradict this requirement, however, by requiring only that an
owner of an interest in an activity perform work that is “in con-
nection with” the activity.**

The facts and circumstances test may be viewed as a re-
statement of the statutory rule in §469(h)(1) that a taxpayer is
“treated as materially participating in an activity only if the
taxpayer is involved in the operations of the activity on a ba-
sis which is — (A) regular, (B) continuous, and (C) substan-

665

3 See also Tarakci v. Commissioner, T.C. Memo 2000-358.
%* Montgomery v. Commissioner, T.C. Memo 2013-151.

5 Windham v. Commissioner, T.C. Memo 2017-68.

6 Barbara v. Commissioner, T.C. Memo 2019-50.

971986 Senate Report at 735. See also 1986 Blue Book at 240.
¥ Reg. §1.469-5(f)(1).
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tial.” In Rogerson v. Commissioner, the taxpayer argued that
the regulations for the 5-of-10-years test are procedurally in-
valid for not following the Administrative Procedures Act’s no-
tice-and-comment procedures. The Tax Court held that even
if all the material participation tests were invalid, the taxpayer
materially participated in the activity based on the facts and cir-
cumstances because the taxpayer was a “hands-on CEO” of the
business.”

8. Limited Partners

a. General Rule

The statute provides that a limited partner is generally
treated as not materially participating in activities conducted by
the partnership in which he holds an interest, except as provid-
ed in regulations.” The 1986 Senate Report explained why:

additional considerations apply in the case of limited
partnerships. In order to maintain limited liability sta-
tus, a limited partner generally is precluded from ma-
terially participating in the business activity of the
partnership; in virtually all respects, a limited part-
ner more closely resembles a shareholder in a C cor-
poration than an active business entrepreneur. More-
over, limited partnerships commonly are used as ve-
hicles for marketing tax benefits to investors seek-
ing to shelter unrelated income. In light of the wide-
spread use of limited partnership interests in syndi-
cating tax shelters, the committee believes that losses
from limited partnership interests should not be per-
mitted, before a taxable disposition, to offset positive
income sources such as salary.”’

The regulations allow a limited partner to materially par-

ticipate in a partnership activity under only three tests:"”

« the 500 hours test;"”

* the 5-of-10-years test;” or

» the 3-years-in-personal-service-activity test.””

Practice Point: The regulation provides that the three tests
are applied to an individual limited partner’s tax year as if “the
individual were not a limited partner for such taxable year. It
is unclear whether a limited partner may materially participate
under the 5-of-10-year test or the 3-years-in-personal-service-
activity test if the limited partner’s material participation under
the prior tax years was due to the other material participation
tests, because the individual’s limited partner status for the pri-
or tax years is not explicitly disregarded under the rules. It is
possible that the 5-of-10-years test or the 3-years-in-personal-
service-activity test can only be achieved by the limited partner
satisfying the 500 hours test in the prior three or five tax years.

5 Rogerson v. Commissioner, T.C. Memo 2022-49, aff’d 132 AFTR 2d
2023-6624 (9th Cir. 2023).

6708469(h)(2).

6711986 Senate Report at 718. See also 1986 Blue Book at 214.

7 Reg. §1.469-5T(e)(2).

573 For further discussion, see IV.A.1., above.

74 For further discussion, see IV.A.5., above.

57 For further discussion, see IV.A.6., above.

7°Reg. §1.469-5T(e)(2).
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Example: A limited partner in a limited partnership spends
150 hours per tax year on the limited partnership’s activ-
ity, which is not less than the participation of any other
person in the activity. Test Three (participation for more
than 100 hours, if no one else participates more) is not al-
lowed for a limited partner, who therefore does not mate-
rially participate for the first five tax years. In the sixth tax
year, it is unclear whether the limited partner may materi-
ally participate in the limited partnership’s activity under
the 5-of-10-years test.

A limited partnership interest is defined as generally (A)
an interest designated as a limited partnership interest in the
limited partnership agreement or the certificate of limited part-
nership or (B) the liability of the holder of such interest for
obligations of the partnership is limited, under the law of the
State in which the partnership is organized, to a determinable
fixed amount.”” More specifically, a limited partnership inter-
est generally includes any interest that is designated as such in
the limited partnership agreement or the certificate of limited
partnership — without regard to whether the holder’s liability
for partnership obligations in fact is limited under applicable
state law.” For example, a taxpayer generally is treated as a
limited partner for passive loss purposes even if he has lost his
limited liability under applicable state law by holding himself
out to creditors as a general partner.

Moreover, a limited partnership interest includes any other
interest in a partnership as to which the holder’s liability for
partnership obligations is limited, under the law of the state
in which the partnership is organized, to a determinable fixed
amount.”” For example, a taxpayer is treated as a limited part-
ner if his liability is limited under state law to the sum of his
capital contributions to the partnership and contractual oblig-
ations to make additional capital contributions to the partner-
ship.®* The limited partner rule applies to an interest actually
owned by the taxpayer indirectly through a tiered entity
arrangement, for example, where the taxpayer is a general part-
ner in an entity that owns a limited partnership interest in an
activity ®'

A taxpayer is not treated as a limited partner for passive
loss purposes if he also is a general partner in the same partner-
ship at all times during the relevant tax year when he holds the
limited partnership interest.”” The usual material participation
tests apply with respect to his entire partnership interest, both
as a limited partner and as a general partner.” If the partner-

"Reg. §1.469-5T(e)(3).

7 Reg. §1.469-5T(e)(3)(1)(A).

Reg. §1.469-5T(e)(3)(i)(B).

®0Reg. §1.469-5T(e)(3)(i)(B).

1 See 1986 Senate Report at 731; 1986 Blue Book at 236.

2 Reg. §1.469-5T(e)(3)(ii). This regulation is contrary to the 1986 Senate
Report, at 731, and the 1986 Blue Book at 236, which state that “[w]hen a tax-
payer possesses both a limited partnership interest and another type of interest,
such as a general partnership interest, with respect to an activity, lack of materi-
al participation is conclusively presumed with respect to the limited partnership
interest (thus limiting the use of deductions and credits allocable thereto). The
presence of material participation for purposes of any other interests in the ac-
tivity owned by the taxpayer is determined with reference to the relevant facts
and circumstances.”

3 See Reg. §1.469-5T(a).
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ship’s tax year differs from the individual taxpayer’s tax year,
the relevant tax year is the partnership tax year ending within
the individual taxpayer’s tax year.” However, if for even one
day during the relevant tax year, the taxpayer holds a limited
partnership interest in the partnership but not a general partner-
ship interest, the taxpayer is a limited partner with respect to
his limited partnership interest for the entire tax year for mate-
rial participation purposes.

Practice Point: As under the general rule for a partnership
with multiple activities, a limited partner can be treated as ma-
terially participating in one activity of a limited partnership but
not the other activities of the limited partnership.**’

Special rules apply to a limited partner of an “electing
large partnership” under former §771 through §777.° A limit-
ed partner’s share of an electing large partnership’s taxable in-
come or loss from all trade or business and rental activities is
generally treated as income or loss from the conduct of a single
passive trade or business activity.”’

b. Members of LLCs as Limited Partners

The IRS previously and unsuccessfully sought to extend
the limited partner material participation rules in §469(h)(2) to
taxpayers’ interests in other types of limited liability entities,
such as limited liability partnerships (LLPs) and limited lia-
bility companies (LLCs). In Thompson v. United States,”™ the
Court of Federal Claims rejected the IRS’s argument that an
LLC’s treatment as a partnership for federal tax purposes was
sufficient to establish that the members of the LLC should be
treated as limited partners for passive loss purposes. The plain
language of the regulation required that the interest be in an en-
tity that is a partnership under state law.” Moreover, the court
found that the policy presumption of §469(h)(2), i.e., that a lim-
ited partner is passive, cannot apply to LLCs, which are de-
signed to retain limited liability of the members while permit-
ting their active involvement in the entity’s business activities.

The District Court for the District of Oregon reached the
same result for an Oregon LLC in Gregg v. United States,”™
which was decided over eight years before Thompson but was
described as “not a precedent setting case” in the 2005 IRS Au-
dit Guide.””

The Tax Court similarly held in Garnett v. Commission-
er’” that §469(h)(2) does not apply to interests in LLPs and
LLCs, even though the partner or member enjoys limited liabil-
ity under state law. The Tax Court noted that a limited partner
is statutorily constrained from active participation in the part-
nership’s affairs, which supports the presumption of passivity.
By contrast, partners or members of LLPs and LLCs do not
have any statutory restraint on participation. In Newell v. Com-
missioner,” the Tax Court held that the managing member of

% See Reg. §1.469-2T(e)(1).

%5 See Reg. §1.469-2T(e)(1).

#SRepealed by the Bipartisan Budget Act of 2015, Pub. L. No. 114-74,
§1101(b)(1), for partnership tax years beginning in 2018 and later.

7 Former §772(c)(2), former §772(f).

887 Fed. Cl. 728 (2009), acq. in result, 2010-14 LR.B. 515.

#Reg. §1.469-5T(e)(3)(1)(B).

#0186 F. Supp. 2d 1123 (D. Or. 2000).

#12005 IRS Audit Guide at 1-7.

%2132 T.C. 368 (2009).

3T.C. Memo 2010-23.
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a California LLC was not subject to §469(h)(2) and could ma-
terially participate under the significant participation test (Test
Four). In Hegarty v. Commissioner,”* the Tax Court held that a
member of a Maryland LLC was not subject to §469(h)(2) and
could materially participate under the comparative participation
test (Test Three) by spending during the tax year more than 100
hours and more than anyone else in the LLC’s charter fishing
business.

In March 2010, the IRS acquiesced (in result only) to the
Federal Claims Court’s decision in Thompson,” which meant
that the IRS accepted the court’s holding and will follow it in
disposing of cases with the same controlling facts, yet the IRS
disagreed with some or all of the reasoning by the court in
reaching its conclusions. At the same time, the Chief Counsel’s
Office also indicated informally that it would no longer litigate
the issue presented in Thompson, Garnett, and Gregg, and fur-
ther acknowledged that the material-participation standards did
not apply neatly to LLC members.”

In November 2011, Treasury and the IRS issued proposed
regulations that would amend the definition of a “limited inter-
est in a limited partnership” to eliminate the reliance on state
law limited liability.”” The proposed regulations are not effec-
tive until they are finalized, at which point they will apply to
tax years beginning on or after they are published as final regu-
lations in the Federal Register.”®

Treasury and the IRS noted that the limited partner regu-
lations were originally drafted with the constraints of the Uni-
form Limited Partnership Act of 1916 in mind, under which
limited partners could lose their limited liability protection if
they participated in the control of the partnership, but many
states have adopted variants of the Revised Uniform Limited
Partnership Act of 1985 (RULPA) or the Uniform Limited Li-
ability Company Act of 1996, under which limited partners or
LLC members may participate in the management and control
of a limited partnership or LLC without losing their limited lia-
bility.” Treasury and the IRS further explained that:

Recognizing that the original presumptions regarding

the limitations on a limited partner’s participation in

the activities of the entity are no longer valid today,

and also recognizing the emergence of LLCs, the pro-

posed regulations eliminate the current regulations’

reliance on limited liability for purposes of determin-

ing whether an interest is an interest in a limited part-

nership as a limited partner under section 469(h)(2)

and instead adopt an approach that relies on the in-

dividual partner’s right to participate in the manage-

ment of the entity.””

The proposed regulations would restrict the definition of
an “interest in a limited partnership as a limited partner” (for
the purposes of the material participation rules) to only those

¥4 T.C. Summ. Op. 2009-153.

5 AOD 2010-02.

% See IRS Turns to Practitioners for Assistance In Rewriting Rules for
Partner Participation, 46 G-8 (Mar. 11, 2010).

“"Prop. Reg. §1.469-5(e), REG-109369-10, 76 Fed. Reg. 72,875 (Nov. 28,
2011).

“$Prop. Reg. §1.469-5(e)(4).

“YREG-109369-10, 76 Fed. Reg. at 72,876-77.

"REG-109369-10, 76 Fed. Reg. at 72,875, 72,877.
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interests in entities classified as partnerships for federal income
tax purposes that are held by a taxpayer who does not have
rights to manage the entity at all times during the entity’s tax
year.”! Management rights are determined under the law of the
jurisdiction in which the entity is organized and under the ap-
plicable provisions of the entity’s governing agreement.”” In
addition, an individual is not treated as holding an interest in a
limited partnership as a limited partner if the individual owns
another interest in the entity, such as a state-law general part-
nership interest, at all times during the entity’s tax year ending
with or within the individual’s tax year (or the portion of the
entity’s tax year during which the individual owns the interest
in a limited partnership as a limited partner).”

Practice Point: If an individual owns a general partnership
interest for only part of the entity’s relevant tax year or relevant
portion of the tax year, the individual is still treated as holding
an interest in a limited partnership as a limited partner for such
tax year.

Practice Point: The proposed regulations are not effective
until they are finalized, and then only with respect to tax years
beginning on or after the date of publication in the Federal Reg-
ister.”” In the interim, taxpayers deciding between using a lim-
ited partnership or an LLC for owning a loss-generating ac-
tivity must consider the risk that LLC members who are try-
ing to use a material participation test other than the 500 hours
test, the five-of-ten-years test, or the three-years-of-personal-
service-activity test may nevertheless have passive losses. As a
practical matter, the IRS has lost every case on the issue and
may have better use of its resources than to lose more cases.
The issue is generally only relevant for LLC members who par-
ticipate less than 500 hours in the tax year on the LLC’s activi-
ty.

Practice Point: If the LLC’s activity has net taxable in-
come, the LLC members who participate for less than 500
hours in the tax year may consider taking the position that they
can ignore the proposed regulations before they are finalized,
in order to obtain passive income that can be offset by passive
losses from other sources.

Note: The issue of whether a partner or member of an LLP
or LLC is treated as a limited partner arises under other Code
provisions, such as §1402(a)(13), which generally provides that
the §1401 self-employment tax does not apply to “the distribu-
tive share of any item of income or loss of a limited partner, as
such, other than guaranteed payments” for services. The limited
partner’s income is therefore not subject to the §1401 self-em-
ployment tax, while its losses cannot offset other income sub-
ject to the §1401 self-employment tax.”” If the limited partner
also materially participates in the limited partnership’s trade or
business, such as under the 500 hours test (whether for the lim-
ited partnership’s trade or business or a larger grouped activi-
ty), under the 5-of-10-years test, or by using the spouse’s ma-
terial participation, the limited partner’s income and gain with
respect to the limited partnership is generally not subject to the

"' Prop. Reg. §1.469-5(e)(3)(i).

"2 Prop. Reg. §1.469-5(e)(3)(i)(B).

" Prop. Reg. §1.469-5(e)(3)(ii).

" Prop. Reg. §1.469-5(e)(4).

"% See Hough v. Commissioner, T.C. Memo 1997-361, aff’d, 162 F.3d
1151 (3d Cir. 1998).
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§1411 net investment income tax either.”” In 1997, Treasury
and the IRS issued proposed regulations that generally treat an
individual as a limited partner unless (i) the individual has per-
sonal liability for the partnership’s debts or claims by reason of
being a partner;’” (i) has authority (under the law of the juris-
diction in which the partnership is formed) to contract on be-
half of the partnership;"” (iii) participates in the partnership’s
trade or business for more than 500 hours during the partner-
ship’s tax year;” or (iv) is a service partner in a service part-
nership, substantially all of the activities of which involve the
performance of services in the fields of health, law, engineer-
ing, architecture, accounting, actuarial science, or consulting.”’
The proposed regulations are not effective until they are final-
ized.""

Example: Taxpayer A owns a limited partnership interest
in a limited partnership that provides investment manage-
ment services. A also provides more than 500 hours of
services annually to the limited partnership (or a lower-
tier entity), in exchange for a guaranteed payment (or a
salary). A might take the position that his or her distribu-
tive share of income from the limited partnership (i) is not
subject to the self-employment tax under §1402(a)(13) and
(i) is not subject to the §1411 net investment income tax
because of his material participation under the 500 hours
test, but such a position has been successfully challenged
by the IRS as inconsistent with A’s status as a “limited
partner.”""

Example: Taxpayer B owns a limited partnership interest
in a limited partnership that provides investment manage-
ment services. B’s spouse provides more than 500 hours
of services annually to the limited partnership (or a lower-
tier entity), in exchange for a guaranteed payment (or a
salary). B might take the position that his or her distribu-
tive share of income from the limited partnership (i) is not
subject to the self-employment tax under §1402(a)(13),
due to the lack of spousal attribution in the self-employ-
ment tax rules, and (ii) is not subject to the §1411 net in-
vestment income tax because of material participation by
B’s spouse under the 500 hours test.

81411(c)(2).

" Prop. Reg. §1.1402(a)-2(h)(2)(i).

"% Prop. Reg. §1.1402(a)-2(h)(2)(ii).

" Prop. Reg. §1.1402(a)-2(h)(2)(iii).

"Prop. Reg. §1.1402(a)-2(h)(5). See Renkemeyer, Campbell & Weaver,
LLP v. Commissioner, 136 T.C. 137 (2011) (whether a partner in an LLP is a
“limited partner” under the §1402(a)(13) self-employment tax exemption de-
pended upon the individual’s level of services or participation in the business).

"' Prop. Reg. §1.1402(a)-2(j).

2 See, e.g., Soroban Capital Partners LP v. Commissioner , 161 T.C. 310
(Nov. 28, 2023) (limited partner exception in §1402(a)(13) does not apply to
a partner who is limited in name only; court extends functional analysis sim-
ilar to that used in Renkemeyer to limited partners in a state law partnership
by analyzing the limited partners’ functions and roles in the partnership); Den-
ham Capital Management, LP v. Commissioner, T.C. Memo 2024-114 (same);
Renkemeyer, Campbell & Weaver, LLP v. Commissioner, 136 T.C. 137 (2011)
(functional analysis for member of limited liability company); Castigliola v.
Commissioner, T.C. Memo 2017-62; Howell v. Commissioner, T.C. Memo
2012-303; CCA 201640014; CCA 201436049.
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The §1402(a)(13) exclusion as it applies in the context
of partners and limited partners and related court cases is dis-
cussed further in 735 T.M., Private Equity Funds, 736 T.M.,
Hedge Funds, and 392 T.M., Withholding, Social Security, and
Unemployment Taxes on Compensation.

9. Material Participation by Legal Entities

When a legal entity (other than a pass-through entity) is
subject to the passive loss rules, special rules are needed to
determine material participation. For corporations, these rules
generally refer to participation by owners of corporate stock,
although for CHCs, participation by “nonowner employees”
(employees who own up to 5% of the CHC’s stock) is also rel-
evant.

a. Personal Service Corporations

A PSC is treated as materially participating in an activity
if one or more owners, representing more than 50% (by value)
of the stock of the PSC, materially participate in the activity.””
Solely for this purpose, all activities of the PSC are treated as
activities in which such owners hold an interest.”"*

Example: A PSC has five shareholders, each of whom
owns 20% of its stock. If three or more of PSC’s share-
holders materially participate in an activity, so too does
the corporation. If one of those three shareholders had only
owned 5% of the PSC’s stock, so that the three material-
ly participating shareholders together only owned 45% of
the PSC’s stock, the PSC would not have materially par-
ticipated in the activity.””

In determining the material participation of an owner for
purposes of determining the PSC’s material participation, that
owner’s participation in all activities other than the PSC’s ac-
tivities is disregarded.”® For example, the material participation
rule for SPAs’" is not affected by noncorporate activities of the
owner.

Example: An owner spends 300 hours participating in an
activity on behalf of the PSC, and also has an SPA that is
not an activity conducted by the PSC but in which he par-
ticipates for 300 hours. For purposes of determining the
owner’s material participation, the owner’s involvement in
the SPA is disregarded and thus the owner does not mate-
rially participate in any of the activities. Moreover, in de-
termining the owner’s material participation for his own
tax purposes (i.e., with respect to the SPA), his participa-
tion in activities on behalf of the PSC is disregarded. By
contrast, if both activities are conducted by the PSC, both
are considered under the SPA rule and the owner is regard-
ed as materially participating in both activities for purpos-
es of the PSC’s determining the material participation in
those two activities.

712 §469(h)(4)(A).

" Reg. §1.469-1T(g)(3)(iii)(A).

151986 Senate Report at 735-736. See also 1986 Blue Book at 242.
T°Reg. §1.469-1T(g)(3)(ii)(B).

77 See Reg. §1.469-5T(a)(4); IV.A.4., above.
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Example: A PSC has three owners (A, B, and C), each of
whom own one-third of the stock. A and B participate 400
hours each in the PSC’s Activity 1, and A and C partici-
pate 400 hours each in the PSC’s Activity 2. A (but not B
and C) is treated as materially participating in both activi-
ties under the material participation test for SPAs. Howev-
er, he represents only one-third of the ownership interests,
whereas PSC material participation requires material par-
ticipation by more than 50% of the owners.

PSCs are also subject to the rule concerning SIPPAs. If
owners representing more than 50% (by value) of the stock of
the PSC significantly participate in an activity, the activity is a
SIPPA unless the PSC materially participates in the activity."
As a result of SIPPA treatment, net losses from the activity are
passive, but any aggregate net income from all of the PSC’s
SIPPAs is nonpassive.”"

Significant participation is defined as participation in an
activity for more than 100 hours, with no ceiling.”

Example: A PSC has three owners (A, B, and C), each of
whom owns one-third of the stock. If A participates in an
activity of the PSC for 600 hours, B for 150 hours, and C
not at all, there is material participation with respect to on-
ly one-third of the PSC’s ownership interests, but there is
significant participation with respect to two-thirds of the
PSC’s ownership interests. Therefore, the activity is a SIP-
PA, for which net losses are passive but net income or gain
is nonpassive.

Practice Point: A PSC that holds a limited partnership in-
terest is subject to the limited partnership rules for that in-
terest, which generally permit only the 500 hours test, the
5-of-10-years test, or the 3-years-of-personal-service-activity
test to determine material participation.””' The material partici-
pation test applies to a consolidated group by treating the group
as one taxpayer.””

b. Closely Held Corporations

Similar to a PSC, a CHC materially participates in an ac-
tivity if one or more owners representing more than 50% (by
value) of the corporate stock materially participate in such ac-
tivity.””

In addition, a CHC (that is not a PSC) can materially
participate in an activity if the requirements of §465(c)(7)(C)
(without regard to the §465(c)(7)(C)(iv) excluded business
rules) are met with regard to the activity.””* Specifically, under
this test derived from the at-risk rules, the non-PSC CHC is
treated as materially participating in an activity that is an “ac-
tive business” if:

(1) during the entire 12-month period ending on the last
day of the CHC’s tax year, the corporation had at least one

"$Reg. §1.469-1T(g)(3)(ii).

"YReg. §1.469-2T(f)(2)(i).

" Reg. §1.469-1T(2)(3)(iii), §1.469-5T(c)(2).

™! For further discussion, see IV.A.8., above.
"21LD., above (concerning consolidated groups).
3 8469(h)(4)(A); Reg. §1.469-1T(2)(3)()(A).
248469(h)(4)(B); Reg. §1.469-1T(2)(3)(i)(B).
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full-time employee whose services were all (or substantial-

ly all) in the active management of the activity;*

(2) during the entire 12-month period ending on the last
day of the CHC’s tax year, the corporation had at least
three full-time, nonowner employees whose services were
726

all (or substantially all) directly related to the activity;
and

(3) for the CHC’s tax year, the amount of the activity’s
deductions, which are allowable to the taxpayer solely
by reason of §162 (trade or business expenses) and §404
(generally retirement plan contributions), exceeds 15% of
the activity’s gross income.”” The 15% test does not take
into account any compensation deduction for personal ser-
vices rendered by an employee (other than a nonowner
employee) or any member of the employee’s family
(spouse, children, grandchildren, and parents).728

A “nonowner employee” is any employee who does not
own more than 5% (by value) of the CHC’s stock at any time
during the tax year.” Constructive ownership is determined
using modified §318 attribution rules,” with corporation-to-
shareholder attribution for 5%-or-more (by value) sharehold-
ers.””! Employees who own stock through an employee stock
ownership plan (ESOP) are not considered owners of the
stock.”

For purposes of this test, all component members of an
affiliated group (as defined in §1504(a)), which file or are re-
quired to file consolidated returns are treated as a single taxpay-
er.733

If the CHC is a partner in a partnership, the CHC is treated
as materially participating in the partnership’s activity if:

i. the CHC is a general partner in the partnership;

ii. the CHC has an interest of 10% or more in the profits
and losses of the partnership;

iii. the CHC has contributed property to the partnership in
an amount (based on fair market value) not less than the
lessor of $500,000 or 10% of the CHC’s net worth;

78465(c)(N(C)().

7208465(c)(7)(C)(ii).

7278465(c)(7)(C)(iii). Special rules apply to banks under §465(c)(7)(D)(iv)
and life insurance companies under §465(c)(7)(D)(v).

2 8465(c)(7)(D)(ii).

78465(c)(T)(E) ).

708465(c)(T)(E) ).

318465(c)(7)(E)(i). For a discussion of similar, but not identical, modified
§318 attribution rules in determining PSC status (§318(a)(2)(C) corporation-to-
shareholder attribution applies to all shareholders), see I1.B.2., above.

2Section 318(a)(2)(B)(i) provides that stock owned by a trust is consid-
ered owned by its beneficiaries only if the trust is not an employees’ trust de-
scribed in §401(a) that is exempt from tax under §501(a). In Boise Cascade
Corp. v. United States, 329 F.3d 751 (9th Cir. 2003), aff’g 1998 BL 586 (D.
Idaho Nov. 24, 1998), the Ninth Circuit Court of Appeals held that §318(a)(2)
(B)(i) attribution does not apply to a §4975(e)(7) employee stock ownership
plan (ESOP), in the context of the §302 redemption rules, because the ESOP
is a §401(a) employee’s trust that is exempt from tax under §501(a). See also
Petersen v. Commissioner, 148 T.C. 463 (2017) (contrasting ESOP construc-
tive ownership under §318 attribution rules and §267 attribution rules). TAM
9612001 (IRS National Office concluded that ESOP beneficiaries can be attrib-
uted the stock held by the ESOP);

74 §465(c)(7)(F).
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iv. the partnership has an “active business” that meets the
requirements of (2) and (3) above; and

v. during the full 12-month period ending on the last day
of the partnership’s tax year, there was at least one full
time employee of the partnership (or of the CHC or anoth-
er corporate partner that meets the requirements of claus-
es (i) through (iii)) substantially all the services of whom
were in the active management of such business.”*

Practice Point: The above requirements must be met sep-
arately for each activity of the non-PSC CHC (or its affiliated
group) in order for the CHC to materially participate in the ac-
tivity. For example, an activity with only two full-time employ-
ees would not meet the test.

Practice Point: A newly formed CHC generally cannot
meet the test during its first tax year due to the employee re-
quirements that apply to all of the prior 12 months.

Practice Point: A CHC may not meet the test for a limited
partner interest unless it holds a general partner interest and a
limited partner interest at the same time. It is unclear how a
CHC can be a “general partner” if the partnership is an LLC
classified as a partnership for U.S. federal income tax purposes,
but a functional test may apply based on the “limited partner”
authorities under §469 and §1411. For discussion, see IV.A.8.,
below.

c. Estates and Trusts

In the case of a grantor trust, the determination of material
participation is made at the grantor level rather than at the trust
level.”” Similarly, in the case of a qualified subchapter S trust
that is treated as a grantor trust,” i.e., the beneficiary is treat-
ed as the trust’s owner for tax purposes, the material participa-
tion of the beneficiary is relevant to determining whether the S
corporation’s activity is a passive activity for the beneficiary.”’
For purposes of applying the passive loss rules to the qualified
subchapter S trust’s beneficiary, the trust’s disposition of the S
corporation stock is treated as a disposition by the beneficia-
ry,”® with the result that the beneficiary can deduct passive loss
carryovers under the full unrelated taxable disposition rule.”

The 1986 Senate Report provides that an estate, or a non-
grantor trust, is treated as materially participating in an activity
if the executor or fiduciary, in his capacity as such, is so par-
ticipating.”* But the regulations on material participation by es-
tates, nongrantor trusts, and their beneficiaries have been re-
served since 1988.™"'

In PLR 201029014, the IRS ruled that a trust may mate-
rially participate in activities of an entity that the trust holds

78§467(c)(7)(D)(ii). Note that neither §465 nor §469 defines an “active
business.” For an analogous provision that requires an active trade or business,
see §355(b) and its regulations.

31986 Senate Report at 735 n.21; 1986 Blue Book at 242 n.33.

3681361(d)(1)(B).

771986 Blue Book at 242 n.33.

™81361(d)(1)(C), added by the American Jobs Creation Act of 2004, Pub.
L. No. 108-357, §236, for dispositions in 2005 and later.

"H. Rep. No. 108-548, Part 1 at 131 (2004).

01986 Senate Report at 735.

™ See Reg. §1.469-8; Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5697
(Feb. 25, 1988) (“Material participation rules for trusts and estates will be in-
cluded in future regulations providing rules for the application of section 469
to trusts, estates, and their beneficiaries.”).
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through a partnership and another entity wholly owned by the
partnership, where the trustee is involved in operations on a
regular, continuous, and substantial basis.

Practice Point: If a trust satisfies the material participation
standards, the IRS may seek to classify the trust as an associa-
tion and therefore taxable as a corporation under the “business
trust” entity classification regulations.””” The 1986 Blue Book
noted that:

[p]rior and present law provide that, generally speak-

ing, an arrangement will be treated as a trust under

the Internal Revenue Code if it can be shown that

the purpose of the arrangement is to vest in trustees

responsibility for the protection and conservation of

property for beneficiaries who cannot share in the
discharge of this responsibility and, therefore, are not
associates in a joint venture for the conduct of busi-

ness for profit (Treas. Reg. sec. 301.7701-4). A trust

may be treated as an association taxable as a corpora-

tion, for tax purposes, if it is a joint enterprise for the

conduct of business for profit. Thus, it is unlikely that

a trust as such for Federal income tax purposes will

be materially participating in a trade or business ac-

tivity, within the meaning of the passive loss rule.””

In TAM 201317010, the IRS National Office concluded
that where a special trustee’s fiduciary powers are limited by
the trust agreement, his work as president of a company held
by the trust was an employee of the company and not as a fidu-
ciary of the trust, and therefore the work did not count toward
the trust’s material participation. However, in Frank Aragona
Trust v. Commissioner,”* the Tax Court held that a trust may
materially participate in an activity due to the activities of three
of its five trustees, when the three trustees were also full-time
employees of the trust.

Practice Point: The trustees in Frank Aragona Trust mate-
rially participated in the non-grantor trust’s activities. It is not
relevant whether any trustee is a real estate professional due to
his or her activities outside the trust. In other words, a trust does
not become a real estate professional merely because a trustee
is a real estate professional.

The court in Frank Aragona Trust did not need to decide
whether the trust may materially participate in an activity due
to the activities of its employees who were not trustees. In Mat-
tie K. Carter Trust v. United States,”” the district court held that
a trust may be treated as materially participating in an activity
if the persons who conduct business on the trust’s behalf, in-
cluding its agents and employees as well as its trustees, are ma-
terially participating. The court reasoned that because a trust is
a legal entity, it can participate in an activity only through the
acts of its fiduciaries, employees, and agents. Accordingly, the
court said that a trust was more like a C corporation than like
an individual, and in determining whether the trust materially
participated in the trade or business (in this case, the operation

™2 Reg. §301.7701-4(b).

1986 Blue Book at 242 n.33.

™ Frank Aragona Trust v. Commissioner, 142 T.C. 165 (2014).

™3 Mattie K. Carter Trust v. United States, 256 F. Supp. 2d 536 (N.D. Tex.
2003). The court also held that even if the IRS position was correct, the taxpay-
er would have prevailed because the trustee’s own activities were sufficiently
regular, continuous, and substantial to constitute material participation.
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of a ranch), the actions performed by each of its operatives, not
just the trustees, had to be taken into account. The IRS Nation-
al Office rejected the holding in Mattie K. Carter Trust and ad-
vised that only the activities of a trustee may be accounted for
in determining whether the trust materially participated in an
activity.*

Practice Point: In all instances, participation by a non-
grantor trust’s beneficiary as such is not relevant in determining
the trust’s material participation.

10. Special Rule for Interests Held by Retirees and
Surviving Spouses in Farming Activities

A taxpayer who is retired, disabled, or a surviving spouse
is treated as materially participating in a farming activity for a
tax year if he (or the deceased spouse of the taxpayer) mate-
rially participated to a requisite extent in prior tax years under
certain §2032A special valuation rules that normally apply for
estate tax purposes.””” The specific requirement is that during
the eight years preceding the retirement, disability, or death,
there were periods aggregating five years or more during which
the decedent or a member of the decedent’s family materially
participated in the farming activity.””® Family members include
the individual’s ancestors and spouse, as well as the lineal de-
scendants (and their spouses) of the individual, spouse, or par-
ent.”® See generally 833 T.M., Special Use Valuation (Section
2032A)

In applying the 5-out-of-8-years rule, the taxpayer may
disregard periods in which the decedent was retired (i.e., re-
ceiving old-age Social Security benefits), or disabled (i.e., men-
tally or physically impaired such that material participation is
not possible).”

Example: Taxpayer T materially participates in a farming
activity in Years One through Five, but does not work in
the activity in Year 6 or any later years. T retires or be-
comes disabled in Year Nine. Because T has materially
participated in the farming activity in five of the eight
years before his retirement, T is treated as materially par-
ticipating in Year Nine and later years (but not in Years
Six through Eight, when he was not retired or disabled).

If the 5-out-of-8-years rule is met by a deceased taxpayer,
the rule is deemed to be met with regard to the taxpayer’s sur-
viving spouse, provided that the surviving spouse actively man-
ages the farming activity when not retired nor disabled.”

Example: Under the facts as in the previous example, T
dies in Year Ten. T’s surviving spouse is treated as ma-
terially participating provided that she is actively manag-
ing the farm. Moreover, the 5-out-of-8-years rule applies
to the benefit of T s surviving spouse if she retires or be-
comes disabled.

MSTAM 200733023.

78469(h)(3) (citing §2032A(b)(1)(C)(ii), §2032A(b)(4), and §2032A(b)
(5)). See also Reg. §1.469-5T(h)(2).

882032A(b)(1)(C)(ii).

982032A(e)(2).

7082032A(b)(4).

182032A(b)(5).
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In TAM 200911009, the IRS National Office expanded the
application of the rule to a scenario where the deceased taxpay-
er retired before his death, his surviving spouse was retired at
the time of his death, and she did not actively manage the farm
thereafter. The IRS National Office concluded that tacking of
the 5-out-of-8-years rule should apply to this case as well, so
that the surviving spouse is deemed to materially participate if
(1) the deceased taxpayer materially participated in farming ac-
tivity for five of eight years preceding deceased taxpayer’s re-
tirement; and (2) the surviving spouse was retired from farming
activity at time of the deceased taxpayer’s death.

Example: The same facts as in the previous example, ex-
cept that T’s surviving spouse is retired at the time of T’s
death in Year Ten, and she does not actively manage the
farm thereafter. The 5-out-of-8 years rule applies to the
benefit of T’s surviving spouse to treat her as materially
participating in the farming activity.

The term “farm” includes stock, dairy, poultry, fruit,
furbearing animal, and truck farms, plantations, ranches, nurs-
eries, ranges, greenhouses or other similar structures used pri-
marily for the raising of agricultural or horticultural commodi-
ties, and orchards and woodlands.””

Practice Point: The 5-of-8-years rule does not apply to a
limited partner in a limited partnership, which is allowed to on-
ly use the 500 hours test, the 5-of-10-years test, or the 3-years-
of-personal-service-activity test for material participation.””

B. Material Participation in Rental Activity

Under the passive loss rules, rental activities are generally
treated as per se passive — i.e., without regard to whether the
taxpayer has materially participated.” The 1986 Senate Report
justified the per se rule because:

The extensive use of rental activities for tax shelter

purposes under present law, combined with the re-

duced level of personal involvement necessary to
conduct such activities, make clear that the effective-

ness of the basic passive loss provision could be se-

riously compromised if material participation were

sufficient to avoid the limitations in the case of rental
activities.”

Seven years later, a new statutory exception in §469(c)(7)
provided that certain rental real estate of some real estate pro-
fessionals was no longer subject to the per se passive rule. In-
stead, the real estate professional may materially participate in
rental real estate activities and give rise to nonpassive income
or nonpassive losses.

Congress enacted §469(c)(7) in the Revenue Reconcilia-
tion Act of 1993 effective for tax years beginning in 1994 or
later.”® The House Report for the legislation noted that:

7282032A(e)(4).

3 For further discussion, see IV.A.8., above.

748469(c)(2).

731986 Senate Report at 718. See also 1986 Blue Book at 214.

6pyub. L. No. 103-66, §13143. See Palevada v. Commissioner, T.C.
Memo 1997-416, aftf’d, 178 F.3d 1303 (11th Cir. 1999) (real estate professional
rule does not apply to 1990 or 1991).
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The committee considers it unfair that a person who
performs personal services in a real estate trade or
business in which he materially participates may not
offset losses from rental real estate activities against
income from nonrental real estate activities or against
other types of income such as portfolio investment
income. The committee bill modifies the passive loss

rule to alleviate this unfairness.”’

Comment: A taxpayer who qualifies under §469(c)(7) is
called a “real estate professional” in common parlance and also
by reference in Reg. §1.1411-4(g)(7)(i). The regulations under
§469(c)(7) refer to such a taxpayer as a “qualifying taxpay-
er.”758

Note: Real estate professional status only removes the per
se passive rule for rental real estate activities. The real estate
professional still needs to materially participate in a rental re-
al estate activity in order to give rise to nonpassive income or
nonpassive loss from that activity. If a real estate professional
does not materially participate in the rental real estate activity,
the income or loss continues to be passive income or passive
loss. Several courts have rejected the taxpayer argument that a
real estate professional is automatically materially participating
in rental activities.”

Practice Point: Real estate professional status affects only
the taxpayer’s material participation in rental real estate activ-
ities. The taxpayer’s other rental activities, such as equipment
leasing, continue to be per se passive regardless of the taxpay-
er’s material participation. Real estate professional status does
not affect the exceptions to rental activities, such as property
used by a customer for seven days or less, as those exceptions
may generally use all material participation tests in any case.””
Real estate professional status also does not change whether the
use or rental of a residence is subject to §280A instead of the
passive loss rules.

Practice Point: A taxpayer may prefer not to be a real es-
tate professional in some cases, such as if the taxpayer has pas-
sive losses from other activities that can be offset by passive
income from the rental real estate activities. The taxpayer may
seek to be a real estate professional in alternative tax years, and
lump deductions in the real estate professional tax years in or-
der to maximize nonpassive losses for those years and passive
income in the intervening years. The 2005 IRS Audit Guide
noted that: “Qualification as a real estate professional is a de-
termination, not an election. A taxpayer may attempt to manip-
ulate the passive activity rules by inappropriately claiming to
be a real estate professional, or conversely, by not claiming to
be one (for instance, if certain activities are generating net in-
come).”™®

See Worksheet 4: Real Estate Professional.

""H. Rep. No. 103-111 at 61314 (1993). See also H. Rep. No. 102-631
at 40 (1992) (same provision in the H.R. 1 bill for the Revenue Act of 1992,
which was vetoed by the President).

8 See Reg. §1.469-9(b)(6), §1.469-9(c).

™ See Gragg v. United States, 831 F.3d 1189 (9th Cir. 2016), aff’g 2014
BL 89974 (N.D. Cal. Mar. 31, 2014); Perez v. Commissioner, T.C. Memo
2010-232.

0 Gee I11.B., above.

70" See VI.E., below.

622005 IRS Audit Guide at 2-6.
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Note: A taxpayer may be a real estate professional for
federal income tax purposes but not for certain state income
tax purposes. California, for example, has never conformed to
§469(c)(7) and does not recognize real estate professional sta-
tus for California income tax purposes.”” A real estate profes-
sional may have losses that are nonpassive and deductible for
federal income tax purposes but passive and nondeductible for
California income tax purposes, with a California-only passive
loss carryover.”™ Other states like New York conform to the
passive loss rules, including §469(c)(7).””

1. Qualifying as a Real Estate Professional

Qualification as a “real estate professional” in 1994 and
later is available to both individuals and CHCs, but not PSCs.”*
In Frank Aragona Trust v. Commissioner,” a complex resid-
uary trust owned several real estate rental properties and three
of the six trustees worked full-time managing the properties in
various capacities. The Tax Court concluded that the residuary
trust qualified as a real estate professional. However, in CCA
201244017, the Chief Counsel’s Office advised that trusts, es-
tates, and PSCs cannot qualify as real estate professionals, in
discussing the then-pending Frank Aragona Trust case.

Practice Point: There is no explicit rule that allows an es-
tate to be a real estate professional, even if the decedent was a
real estate professional before the decedent’s death. For com-
parison, §469(i) allows an estate to claim the $25,000 spe-
cial allowance generally to the extent that the decedent could
have benefited from the same special allowance, as discussed
at V.F.5., below.

There are two eligibility requirements for an individual to
be a real estate professional. First, more than half of the taxpay-
er’s personal services performed in trades or business during
the tax year must be performed in real property trades or busi-
nesses in which the taxpayer materially participates (the 50%
test).*® Second, the taxpayer must perform more than 750 hours
of services during the tax year in real property trades or busi-
nesses in which the taxpayer materially participates (the 750
hours test).”” In other words, the taxpayer must (i) materially
participate in one or more real property trades or businesses, "
(ii) spend more than 750 hours in those trades or businesses,
and (iii) have those 750 hours constitute more than half of all
personal services performed in trades or businesses during the
tax year.”'

"8 Cal. Rev. & Tax Code §17561(a).

% See In the Matter of Walker, Cal. Bd. of Eq. Dec. 892858 (Sept. 26,
2017); In the Matter of Goradia, Cal. Bd. of Eq. Dec. 791767 (Aug. 30, 2016);
In the Matter of Hemmatt, Cal. Bd. of Eq. Dec. 613804 (Dec. 18, 2014).

765 See In the Matter of Brandvold, N.Y. Div. Tax Appeals, ALJ Determi-
nation 825578 (Mar. 19, 2015).

"Reg. §1.469-9(b)(6).

"7 Frank Aragona Trust v. Commissioner, 142 T.C. 165 (2014).

7% §469(c)(7)(B)().

7 8469(c)(T)(B)(ii).

" See Conner v. Commissioner, T.C. Memo 2018-6, aff’d per curiam,
123 AFTR 2d 2019-2015 (11th Cir. 2019); Schumann v. Commissioner, T.C.
Memo 2014-138 (taxpayer did not materially participate in his rental real estate
activities under any of the material participation tests, and therefore could not
qualify as a real estate professional regardless of the numbers of hours spent in
those activities).

" See, e.g., Windham v. Commissioner, T.C. Memo 2017-68 (stockbroker
qualified as real estate professional when she worked at brokerage office for
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Practice Point: Real estate professional status is a yearly
determination. A taxpayer who normally qualifies as a real es-
tate professional for each tax year may find his participation in
real property trades or businesses in one year reduced below
750 hours due to a natural disaster, such as a flood or a pan-
demic that closes certain real property trades or businesses and
other nonessential businesses. Although Rev. Proc. 2018-58
and similar guidance may delay certain tax-related deadlines in
connection with any federally declared disaster, there is no on-
going relief for a taxpayer who cannot qualify for real estate
professional status due to a federally declared disaster.

The types of evidence that may be used to establish the
hours of real estate professional participation are the same as
for the material participation tests.””” Given the higher hours re-

2.5 hours each day); Zarrinnegar & Dini v. Commissioner, T.C. Memo 2017-34
(dentist qualified as a real estate professional because he worked fewer than
1,000 hours per year at the dental practice and more than 1,000 hours per year
at real estate brokerage and rental businesses, in which he materially partic-
ipated under the substantially all test); Miller v. Commissioner, T.C. Memo
2011-219 (commercial ship pilot with flexible schedule qualified as real estate
professional based on hours spent in real estate construction and rental busi-
nesses); Franco v. Commissioner, T.C. Summ. Op. 2018-9 (real estate profes-
sional worked more than 750 hours managing rental properties and around 650
hours as an architect during the year); Moon v. Commissioner, T.C. Summ. Op.
2016-23 (real estate professional spent more than 750 hours in real estate rental
businesses in which she materially participated each year, and less than 200
hours each year as ski instructor); See also Chambers v. Commissioner, T.C.
Summ. Op. 2012-91 (taxpayer failed to be a real estate professional when he
spent 1,680 hours at Navy civilian job and 832 hours on real estate activities);
Fenderson v. Commissioner, T.C. Summ. Op. 2007-191 (taxpayer failed to be
a real estate professional when she worked 780 hours at account manager job
and 759 hours on real estate activities).

"?Reg. §1.469-5T(f)(4), discussed at IV.A.1., above. See, e.g., Hakkak v.
Commissioner, T.C. Memo 2020-46 (taxpayer calendars and self-serving testi-
mony insufficient to establish treatment as real estate professional); Birdsong v.
Commissioner, T.C. Memo 2018-148 (taxpayer established real estate profes-
sional status and material participation through combination of logs for the en-
tire year, albeit only contemporaneous for the second half of the year, receipts
and invoices that substantiated the logged hours, and credible testimony); Pour-
mirzaie v. Commissioner, T.C. Memo 2018-26 (noncontemporaneous logs did
not establish real estate professional status when the taxpayers had credit card
charges for food and lodging in foreign countries and other cities on the same
days); Windham v. Commissioner, T.C. Memo 2017-68 (stockbroker qualified
as real estate professional based on hours spent in rental real estate business);
Penley v. Commissioner, T.C. Memo 2017-65 (court rejected as “untrustwor-
thy” taxpayer’s testimony and calendar that he spent 2,520 hours on his real
estate activities, in addition to 2,194 hours in his full-time job; not credible that
taxpayer worked 12.88 hours per day every day, with no holidays); Hatcher v.
Commissioner, T.C. Memo 2016-188, aff’d per curiam, 726 Fed. App’x 207
(5th Cir. 2018) (taxpayer could not count any hours working for a loan orig-
ination business that had no clients in the relevant tax year and did not hire
taxpayer as an employee until the next year); Hailstock v. Commissioner, T.C.
Memo 2016-146 (“We find petitioner’s narrative summary convincing because
she owned numerous rental properties and conducted her business as a one-man
operation [sic] without being otherwise employed. ... petitioner spent well in
excess of 40 hours each week doing work related to numerous rental proper-
ties (i.e., researching prospective properties, maintaining properties, supervis-
ing work orders, finding tenants, securing leases, and continuing education re-
lated to rental real estate) ... . Although we caution petitioner to construct con-
temporaneous time logs for her future real estate endeavors, we find her de-
tailed and credible testimony to be a “reasonable means of proof.”); Merino v.
Commissioner, T.C. Memo 2013-167 (court was skeptical that the taxpayer “on
average: purchased and had delivered one appliance per month for at least one
of his seven properties; received a notice of violations of homeowners associ-
ation rules requiring an hour of work at least once per week; or had a property
with a problem that required a contractor every week”); Jafarpour v. Commis-
sioner, T.C. Memo 2012-165 (post-event ballpark guesstimate of participation
time not allowed, and taxpayer’s two 19-hour days spent on rental activities fol-
lowing a 12.5-hour driving day not found credible); Lee v. Commissioner, T.C.
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quired to be a real estate professional, some taxpayers have (un-
successfully) claimed to work more than 24 hours in a day on
real property trade or business activities.”””

In Hairston v. Commissioner,”* the taxpayer failed to meet
the 750 hour test because the Tax Court held that their 781
hours for the year were inflated by at least 150 hours. The court
noted:

Every task recorded on the calendars, no matter how
trivial, is listed as having taken at least one hour to
complete. Of the 360 recorded entries, 121 (or rough-
ly one-third) record tasks that allegedly consumed
exactly one hour. These include 36 entries for doing
nothing more than receiving a rent payment, issuing
a receipt for a payment, or depositing a check at the
bank. There are 13 distinct one-hour entries for “pay-
ing mortgage.” There are 11 distinct one-hour en-
tries — all of which petitioners attribute to Mr. Hair-
ston — for “hunting down” or “remind[ing]” the ten-
ant to pay rent. Three of these entries appear in the
same week, including two on the same day. There
are nine distinct one-hour entries for “inspecting va-
cant property,” i.e., walking next door to 6330 Bell
to make sure it had not been broken into. This pat-
tern of inflating recorded hours undermines the cred-
ibility of petitioners’ calendars overall ... . An infla-
tionary pattern also emerges from the calendar entries
recording time that Mr. Hairston allegedly spent su-
pervising contractors. He recorded many hours dur-
ing which he allegedly watched contractors work, in-
cluding 33 hours while they installed and cleaned

Memo 2006-193 (full-time physician and full-time IRS employee could not es-
tablish that either one worked more than half of their time in real estate part-
nership business, especially when noncontemporaneous time logs submitted at
trial more than doubled the hours in log books submitted during audit); Win-
dross v. Commissioner, T.C. Summ. Op. 2013-52 (Tax Court rejected taxpay-
er’s argument that he only worked 50% of the time that he had a full-time job at
Hewlett Packard, which paid him for 2,088 hours of work per year); D’Avan-
zo v. United States, 67 Fed. Cl. 39 (Fed. Cl. 2005), aff’d per curiam, 215 Fed.
App’x 996 (Fed. Cir. 2007) (post-event ballpark estimate does not substantiate
rental activity time spent; noncontemporaneous log book of hours and trial tes-
timony are inadequate evidence).

5 See Goolsby v. Commissioner, T.C. Memo 2010-64; Mowafi v. Com-
missioner, T.C. Memo 2001-111. See also Rose v. Commissioner, T.C. Memo
2019-73 (“Ms. Rose did allow time for sleep and meals in her logs, but they
were not reasonable. For example, Ms. Rose routinely reports working 16-hour
days on the properties and some days in excess of 18 hours, acknowledging
breaks only for meals, typically half an hour each. This does not leave much
time for sleeping, personal hygiene, or spending time with her young children.
Ms. Rose also reported working through the holidays that petitioners spent at
the Idaho property; Thanksgiving 2009 was an 18.5-hour day that included
shopping for over 2 hours during the afternoon and New Years Day 2010 was a
16.25-hour day. While we believe petitioners’ testimony that Ms. Rose worked
very hard, these hours are not plausible, especially with young children, even
though Mr. Rose was supervising them.”); Robinson v. Commissioner, T.C.
Memo 2014-120, aff’d per curiam, 615 Fed. App’x 147 (4th Cir. 2015) (“On
some occasions, but to an extent that the credible evidence does not enable us
to quantify, Mr. Robinson did, while traveling from his home in Virginia to At-
lantic City, stop at the Magnolia house to make repairs. But the evidence does
not support Mr. Robinson’s implausible assertion that, on numerous occasions,
he rose early in Atlantic City, drove an hour to Magnolia, worked a six-hour
day, drove an hour back to Atlantic City, and gambled in the evening. We do
not believe that he spent more than 750 hours working on the property. This
would have required that he work 125 six-hour workdays — more than a third
of the year — and no evidence corroborates this assertion.”).

" Hairston v. Commissioner, T.C. Memo 2019-104.
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carpet. During one week in December, he recorded

another 40 hours “supervising” contractors who were

painting the interior of 6330 Bell. We understand that

Mr. Hairston, having recently retired, had time on his

hands. But we cannot believe that he spent an entire

week watching paint dry.

Practice Point: A more proper time period for recordkeep-
ing purposes, based on the quanta used in the legal profession,
is to record activities in 0.1 hour (6 minute) increments.

A “trade or business” for real estate professional purposes
is based on the general §469 definition of a “trade or busi-
ness.””” In addition, a trade or business includes all rental real
estate activities, including rental real estate activities that do
not rise to a trade or business under §162 and merely give rise
to deductions for the production of income under §212.° A
rental real estate activity is effectively the same as a rental ac-
tivity under Reg. §1.469-1T(e)(3),”” but excludes any rental re-
al estate that is grouped with a trade or business activity.”* Oth-
er rental activities, such as personal property rental activities,
do not count in the general §469 definition of a trade or busi-
ness.”

Practice Point: A taxpayer can spend 800 hours of person-
al services on managing net leased rental real properties, even
if they are not in a trade or business, and qualify as a real estate
professional, as long as those 800 hours exceed the taxpayer’s
hours of personal services spent on other trades or businesses.

Practice Point: Non-real-estate rental activities are exclud-
ed from all aspects of the two tests, regardless of the taxpayer’s
hours spent on those activities and regardless of whether the
non-real-estate rental activities rise to the level of a trade or
business under §162. For example, a taxpayer can spend 800
hours of personal services on rental real properties and 1,000
hours of personal services on rental personal properties, and be
a real estate professional.

Practice Point: A rental real estate activity serves two pur-
poses under the real estate professional rules. First, a taxpayer
may become a real estate professional by spending sufficient
time with the rental real estate activity to meet the 50% test
and the 750 hours test. Second, once a taxpayer is a real es-
tate professional due to any real property trade or business (not
necessarily a real property rental trade or business), the taxpay-
er may materially participate in rental real estate activities. For
both purposes, a rental real estate activity does not include any
of the exceptions from rental activities, such as an activity of
leasing property for an average period of seven days or less

P Reg. §1.469-4(b)(1). See IILA.1., above.

"*Reg. §1.469-9(b)(1). See T.D. 9905, 85 Fed. Reg. 56,686, (Sept. 14,
2020) (“for purposes of §469(c)(7)(C), a taxpayer who owns real property and
rents to tenants under a triple net lease arrangement will be treated as engaged
in a real property trade or business even though the renting under the terms
of a triple net lease arrangement may not rise to the level of a §162 trade or
business. The triple net lease arrangement is included in the broader definition
of a trade or business under Reg. §1.469-9(b)(1) because the arrangement rep-
resents an interest in rental real estate. Accordingly, renting real property un-
der a triple net lease arrangement generally will fall within the definition of
a “rental real property trade or business” in §469(c)(7)(C) and proposed Reg.
§1.469-9(b)(2).”).

""Reg. §1.469-9(b)(3). See IIL.B., above.

7" See I11.D.3., above.

" Reg. §1.469-4(b)(1).
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on Airbnb.” For the first purpose, the separate Airbnb activity
may reduce the number of hours that the taxpayer spends in the
rental real estate activity,™ though the taxpayer may treat the
Airbnb activity as a separate real property operation or man-
agement trade or business.” For the second purpose, the excep-
tions have no impact because the taxpayer can materially par-
ticipate in the Airbnb activity, which is a trade or business ac-
tivity, without being a real estate professional.

“Personal services” means any work performed by an indi-
vidual in connection with a trade or business, but not any work
performed in the individual’s capacity as an investor.”® Per-
sonal work apparently includes work not customarily done by
owners, even though such work does not count toward material
participation,”™ such as office receptionist work by an owner of
a football team.”

In Johnson v. United States, the District Court of Nevada
excluded 87.5 hours that the taxpayer spent studying for the
California real estate exam, because studying for a license was
not material participation as it did not pertain to the operation
or day-to-day management of properties.”®

Personal services performed as an employee count as ser-
vices performed in real property trades or businesses only if the
employee is a 5-percent owner of the employer.”*” A 5-percent
owner is any person who owns, directly or indirectly, more than
5% of the stock (by vote or by value) of a corporate employer
or more than 5% of the capital or profits interest in a noncorpo-
rate employer.”® Modified constructive ownership rules under
§318 apply in determining ownership of the corporate or non-
corporate employer,”™ with corporation-to-shareholder attribu-
tion for 5%-or-more (by value) shareholders.”” If the employee
is a 5% owner for only part of the tax year, only the employee’s
personal services performed during the 5-percent owner period
are counted as performed in a real property trade or business.”"

"See I11.B.1., above.

8! See Hoskins v. Commissioner, T.C. Memo 2013-36.

7See IV.B.1.¢., below.

" Reg. §1.469-9(b)(4) (reference to Reg. §1.469-5T(f)(2)(ii); discussed in
IV.A., above). See Hakkak v. Commissioner, T.C. Memo 2020-46.

" Reg. §1.469-5T(H)(2)(i).

" Reg. §1.469-5T(k) Ex. (7); see IV.A., above.

7% Johnson v. United States, No. 2:19-CV-674 JCM (DJA) (D. Nev. Aug.
3, 2020).

"878469(c)(7)(D)(ii) (referencing §416(i)(1)(B)). See Flores v. Commis-
sioner, T.C. Memo 2015-9 (petitioner, an employee of a pavement company,
did not qualify as a real estate professional for personal services done to a prop-
erty because the pavement company did not engage in a real property trade or
business, petitioner was not a 5-percent owner of the company, and petitioner
did not spend more time working on the property than he did as an employee
of the pavement company); Almquist v. Commissioner, T.C. Memo 2014-40
(vice president of operations for a real estate rental company, who managed 15
rental buildings and oversaw 300 employees, did not qualify as a real property
trade or business because he did not own more than 5% of the company).

§416()(1)(B)().

8416() (B, §416()(1)(B)(iii); Reg. §1.416-1 Q&A T-17. Al-
though §318 attribution rules normally apply in determining only stock own-
ership, §416(i)(1)(B)(iii) and Reg. §1.416-1 Q&A T-18 provide that the same
principles apply in determining ownership of a noncorporate employer’s capi-
tal or profits interests. The aggregation rules of §414(b), §414(c), and §414(m),
which generally aggregate certain service organizations and management orga-
nizations, do not apply under §416(i)(1)(C) and Reg. §1.416-1 Q&A T-17.

708416(i)(1)(B)(iii)(I). For discussion of a similar, but not identical, mod-
ified §318 attribution rules in determining PSC status (§318(a)(2)(C) corpora-
tion-to-shareholder attribution applies to all shareholders), see II.B.2., above.

"'Reg. §1.469-9(c)(5).
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IV.B.1.a.

Detailed Analysis

In Pungot v. Commissioner,”” the Tax Court upheld the

constitutionality of the special rule for employees, even though
the prohibition applied only to employees and not to indepen-
dent contractors. The taxpayer worked as a full-time mechani-
cal engineer for two engineering consulting firms that special-
ized in real estate development, but did not own more than 5%
of those firms.

In Stanley v. United States, the District Court of Arkansas
held that the 5% ownership requirement can be met by the tax-
payer’s ownership of restricted stock in his S corporation. The
court rejected the government’s argument that the restricted
stock is not outstanding for tax purposes under §83 and Reg.
§1.1361-1(b)(3).””

Practice Point: Personal services performed as an employ-
ee do count as services performed in non-real-estate trades or
businesses, which can adversely affect the denominator of the
50% test.”*

Practice Point: Under general tax rules, a partner of a part-
nership cannot also be an employee of the partnership.”® The
partner may qualify as a real estate professional based on his
hours of personal services provided to the partnership, even if
he owns 5% or less of the interests in the partnership.

Practice Point: The 50% test makes it more difficult for a
person employed in a full-time job (not in a real property trade
or business) to qualify as a real estate professional.”” For a mar-
ried couple, an otherwise nonworking spouse may find it easier
to qualify as a real estate professional by spending around 15
hours per week on real property trades or businesses in order to
meet the 750 hours test.”” Both spouses’ rental real estate ac-
tivities could then be subject to the material participation tests,
if they file a joint return. The 2005 IRS Audit Guide noted for
IRS auditors that “If nonworking spouse claims to be the re-
al estate professional, ask what other commitments he/she may
have. Is the spouse a student? Is the spouse providing full-time
care to young children?”™"

™2 Pungot v. Commissioner, T.C. Memo 2000-60.

" Stanley v. United States, 2015 BL 372985 (W.D. Ark. Nov. 12, 2015),
nonacq. on other grounds, 2017-42 I.LR.B. 311 (IRS nonacquiescence relating
to a required 5% ownership in the employer and the taxpayer’s elections).

" Reg. §1.469-9(c)(5).

7 See Rev. Rul. 69-184.

" See, e.g., Hakkak v. Commissioner, T.C. Memo 2020-46 (lawyer’s
claim that he “worked as an attorney ‘only from 12 to three’ about ‘two times
a week’ was not persuasive when he earned $449,437 from the practice of
law in one year); Vandegrift v. Commissioner, T.C. Memo 2012-14 (full-time
salesman who earned $120,000 salary in 2005 was not a real estate profession-
al); Harnett v. Commissioner, T.C. Memo 2011-191, aff’d, 496 Fed. App’x
963 (11th Cir. 2012) (bank chairman and CEO could not credibly claim that
he spent only 10 hours per month on bank job, given his wide-ranging respon-
sibilities and six-figure compensation); Mowati v. Commissioner, T.C. Memo
2001-111 (research director could not credibly claim to work 1,832 hours on
research job and 2,102 hours on rental properties in a year); Harmon v. Com-
missioner, T.C. Summ. Op. 2007-127 (not credible that full-time nonprofit
employee worked only eight hours per week); Nelson v. Commissioner, T.C.
Summ. Op. 2004-62 (“In light of his full work schedule at the Dial Corporation,
petitioner would have to provide substantial and detailed evidence to convince
us that he managed to spend more than one-half of his time on rental real estate
activities or that he even spent more than 750 hours on them during the year in
issue.”).

™ See, e.g., Birdsong v. Commissioner, T.C. Memo 2018-148 (stay-at-
home mother qualified as a real estate professional based on her day-to-day
management of rental properties); Lewis v. Commissioner, T.C. Summ. Op.
2014-112 (disabled veteran qualified as real estate professional).
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For a CHC, the only requirement to be a real estate pro-
fessional during a tax year is that more than 50% of the CHC’s
gross receipts for the tax year must be derived from real prop-
erty trades or businesses in which the CHC materially partici-
pates.” Gross receipts for this purpose do not include items of
portfolio income.*”

a. Material Participation in Real Property Trades or
Businesses

A real property trade or business is defined as real property
development, redevelopment, construction, reconstruction, ac-
quisition, conversion, rental, operation, management, leasing,
or brokerage trade or business.”' The statute and legislative his-
tory do not elaborate further on these definitions,”” although
some of these definitions have been developed by case law and
post-TCJA regulations, as discussed below.

The regulations provide that the determination of a taxpay-
er’s real property trades or businesses is based on all of the rele-
vant facts and circumstances.”” A taxpayer may use any reason-
able method of applying the facts and circumstances in deter-
mining the real property trades or businesses in which the tax-
payer provides personal services, which may consist of one or
more real property trades or businesses."™ A taxpayer’s group-
ing of its activities has no effect on the determination of a re-
al property trade or business.*” Thus, although the grouping
regulations provide that generally a rental activity may not be
grouped with a nonrental activity," such aggregation may be
permitted for a real property trade or business and real estate
professional status.

Practice Point: Even if a person is a real estate profession-
al, he must still “materially participate” in an activity in order
for the activity to not be a passive activity. If a person is a real
estate professional for a tax year, he may use the 5-of-10-years
test and count his material participation in prior tax years before
he was a real estate professional, even though material partici-
pation did not have any effect during those prior tax years."”

72005 IRS Audit Guide at 2-21.

™ 8469(c)(7)(D)(i). For an example of a CHC that qualifies under §469(c)
(7), see PLR 9551030.

800Reg. §1.469-9(c)(2). For the definition of portfolio income, see III.C.1.,
above.

8018469(c)(7)(C). In Franco v. Commissioner, T.C. Summ. Op. 2018-9, the
Tax Court allowed a taxpayer to be a real estate professional due to spending
more than 750 hours in connection with the management of his rental proper-
ties, which was more than the 650 hours he worked as an architect. The taxpay-
er did not contend that being an architect was a real property trade or business.

%2 See T.D. 8645, 60 Fed. Reg. 66,496, 66,497 (Dec. 22, 1995) (“Several
comments requested that the regulations provide a detailed definition of real
property trades or businesses beyond the cross-reference to section 469(c)(7)
(C). However, to avoid complex and mechanical rules, the final regulations do
not adopt a detailed definition of real property trades or businesses. Instead, the
regulations provide that taxpayers may use any reasonable method for deter-
mining their real property trades or businesses.”).

¥%Reg. §1.469-9(d)(1).

804Reg. §1.469-9(d)(1). See also PS-80-93, 60 Fed. Reg. 2557, 2558 (Jan.
10, 1995) (“for purposes of the qualification tests, the determination of a tax-
payer’s real property trades or businesses is based on all of the relevant facts
and circumstances. A taxpayer may use any reasonable method of applying the
facts and circumstances, but the determination must generally be applied con-
sistently from year to year.”).

$5Reg. §1.469-9(d)(1).

8% See I11.D.3.a., above.

87 See Hoskins v. Commissioner, T.C. Memo 2013-36.
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Detailed Analysis

IV.B.1.b.

Practice Point: A real estate professional may use any one
of the material participation tests in order to prove material par-
ticipation in a real property trade or business for passive loss
purposes. However, material participation under the 500 hours
test (or the 5-of-10-years test using the 500 hours test in pri-
or tax years) allows the real estate professional to more easi-
ly not be subject to the §1411 net investment income tax on
his rental real estate income and gains."” The §1411 net invest-
ment income tax applies only to the taxpayer’s rental income
from investments and from trades or businesses that are passive
activities,*™ but not to rental income from trades or businesses
that are not passive activities under the passive loss rules. The
§1411 regulations provide a safe harbor that treats a real estate
professional’s rental activity as a trade or business for §1411
purposes if the real estate professional materially participates
under the 500 hours test (or the 5-of-10-years test by using the
500 hours test in prior tax years) for the tax year, in which case
rental income and gains are not subject to the §1411 net invest-
ment income tax. See generally 511 T.M., Section 1411 — Net
Investment Income Tax. The real estate professional’s rental
income and gain may also not be subject to the §1401 self-em-
ployment tax, due to the §1402(a)(1) exception for rentals from
real estate and from personal property leased with the real es-
tate (unless the rentals are received in the course of a trade or
business as a real estate dealer) and the §1402(a)(3) exception
for gains from the disposition of nondealer property.

b. Real Property

The TCJA amended §163(j) to limit the deduction of busi-
ness interest expense for tax years beginning in 2018 and lat-
er,’” but an exception applies for an “electing real property
trade or business.”™"' An “electing real property trade or busi-
ness” means a real property trade or business, as defined in
§469(c)(7)(C) for real estate professional purposes,”” that
makes an election to be an electing real property trade or busi-
ness.*”” The electing real property trade or business is not sub-
ject to any interest limitation under §163(j).

Final regulations published in connection with the §163(j)
business interest deduction limitation,""* broadly define real
property for the purposes of determining whether a trade or
business is a “real property trade or business” for purposes of
§469(c)(7)(C) and §163()(7)(B).*"

A “real property trade or business” means any real prop-
erty development, redevelopment, construction, reconstruction,
acquisition, conversion, rental, operation, management, leas-

"% Reg. §1.1411-4(g)(7).

$81411()(1)(A).

#Pub. L. No. 115-97, §13301.

*1§163G)(T) (A D

*2§163()(7)(B).

*7§163G)(7)(B).

814T.D. 9905, 85 Fed. Reg. 56,686 (Sept. 14, 2020), generally applicable to
tax years beginning on or after November 13, 2020.

85Reg. §1.469-9(b)(2). Reg. §1.469-9(b)(2) applies to tax years beginning
on or after November 13, 2020, but, taxpayers and their related parties may ap-
ply Reg. §1.469-9(b)(2) to a tax year beginning after December 31, 2017, if
they consistently apply Reg. §1.469-9(b)(2) and the other regulations in T.D.
9905 to that tax year. Reg. §1.469-11(a)(4).
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ing, or brokerage trade or business.*'® These terms are defined
in c. through f., below.

The term “real property” includes any interest in real prop-
erty, including fee ownership, co-ownership, a leasehold, an
option, or a similar interest.*”’ Real property consists of:

1. Land,’” including water and air space superadjacent to
land, and natural products and deposits that are unsevered
from the land.*”

2. Buildings,” which enclose a space within their walls
and are generally covered by a roof or other external upper
covering that protects the walls and inner space from the
elements.””’ Types of buildings that are permanently af-
fixed to land include houses, townhouses, apartments,
condominiums, hotels, motels, stadiums, arenas, shopping
malls, factory and office buildings, warehouses, barns, en-
closed garages, enclosed transportation stations and termi-
nals, and stores.*?

3. Other inherently permanent structures that are perma-
nently affixed to land,”” such as parking facilities, bridges,
tunnels, roadbeds, railroad tracks, pipelines, storage struc-
tures such as silos and storage tanks, and stationary
wharves and docks.””* Whether an asset is an inherently
permanent structure is determined based on all the facts
and circumstances.*” However, an asset that serves an ac-
tive function, such as an HVAC system, elevator, escala-
tor, or other machinery or equipment, is not a building or
other inherently permanent structure, even if the machin-
ery or equipment is permanently affixed to or becomes
incorporated within the building or other inherently per-
manent structure.*” Accordingly, the manufacture, instal-
lation, operation, maintenance, or repair of such an asset
that serves an active function is not a real property trade or
business (nor a unit or component of another real property
trade or business).*”’

4. Tenant improvements to land, buildings, inherently per-
manent structures, or other real property.**

Natural products and deposits, such as plants, crops, trees,
water, ores, and minerals, cease to be real property when they

#198469(c)(7)(C) (incorporated by reference in §163(j)(7)(B)).

#7Reg. §1.469-9(b)(2)(i)(A).

% Reg. §1.469-9(b)(2)(i)(A).

$9Reg. §1.469-9(b)(2)(i)(B).

#20Reg. §1.469-9(b)(2)(i)(A).

#21Reg. §1.469-9(b)(2)(i)(D)(1).

$2Reg. §1.469-9(b)(2)(i)(D)(2).

$3Reg. §1.469-9(b)(2)(i)(A).

#24Reg. §1.469-9(b)(2)(i)(C); Reg. §1.469-9(b)(2)()(E)(1).

¥ Reg. §1.469-9(b)(2)(i)(C). Reg. §1.469-9(b)(2)()(E)(2) specifies a list
of factors that must be taken into account: (i) the manner in which the asset is
affixed to land and whether such manner of affixation allows the asset to be
easily removed from the land, (ii) whether the asset is designed to be removed
or to remain in place indefinitely on the land, (iii) the damage that removal of
the asset would cause to the asset itself or to the land to which it is affixed, (iv)
any circumstances that suggest the expected period of affixation is not indefi-
nite (for example, a lease that requires or permits removal of the asset from the
land upon the expiration of the lease), and (v) the time and expense required to
move the asset from the land.

$2Reg. §1.469-9(b)(2)(i)(C).

#7Reg. §1.469-9(b)(2)(i)(C). See Reg. §1.469-9(b)(2)(iii)(D) Ex. 4.

28 Reg. §1.469-9(b)(2)(i)(A).
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Detailed Analysis

are harvested, severed, extracted, or removed from the land.*”
Accordingly, a real property trade or business does not include
any trade or business that involves the cultivation and harvest-
ing of plants, crops, or trees, or severing, extracting, or remov-
ing natural products or deposits from land.* Similarly, the stor-
age of severed or extracted natural products and deposits in or
upon real property is not a real property trade or business, even
though such storage or maintenance otherwise may occur upon
or within real property.”'

Example: Taxpayer T owns farmland and uses the land
in its farming business to grow and harvest crops. T uses
a greenhouse that is an inherently permanent structure to
grow certain crops during the winter. The trade or business
of cultivation and harvesting of plants, crops, and trees is
not a real property trade or business, even though the busi-
ness occurs upon or within real property **

Example: B is a retired farmer and owns farmland that B
rents exclusively to C to operate a farm. The arrangement
between B and C is a trade or business where payments by
C are principally for C’s use of B’s real property. B also
provides certain farm equipment for C’s use. However, C
is solely responsible for the maintenance and repair of the
farm equipment along with any costs associated with oper-
ating the equipment. B also occasionally provides oral ad-
vice to C regarding various aspects of the farm operation,
based on B’s prior experience as a farmer. Other than the
provision of this occasional advice, B does not provide any
significant or extraordinary personal services to C in con-
nection with the rental of the farmland to C. B leases farm-
land to C to operate a farm. C’s payments to B are prin-
cipally for C’s use of the real property. B is engaged in a
real property trade or business, but C is not. C is engaged
in the business of farming.*”

Property manufactured or produced for sale that is not real
property in the hands of the manufacturer or producer, but that
may be incorporated into real property through installation or
any similar process or technique by any person after the man-
ufacture or production of such property (for example, bricks,
nails, paint, windowpanes), is not treated as real property in the
hands of any person (including any person involved in the man-
ufacture, production, sale, incorporation or installation of such
property) before the completed incorporation or installation of
such property into the real property.**

Note: real property for passive loss purposes does not in-
clude broadband, street lighting, telephone poles, parking me-
ters, and rolling stock.*”

¥ Reg. §1.469-9(b)(2)(i)(B).

#0Reg. §1.469-9(b)(2)(i)(B).

BIReg. §1.469-9(b)(2)(i)(B).

#2Reg. §1.469-9(b)(2)(iii)(A) Ex. 1.

¥3Reg. §1.469-9(b)(2)(iii)(B) Ex. 2.

4 Reg. §1.469-9(b)(2)(i)(A).

85T D. 9905, 85 Fed. Reg. 56,686 (Sept. 14, 2020) (“One commenter also
requested that the definition of a real property trade or business be revised to
include broadband, street lighting, telephone poles, parking meters, and rolling
stock. The Treasury Department and the IRS decline to revise the definition of
real property trade or business in section 469(c)(7)(C) in this manner because
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Comment: Real property is defined in the regulations pro-
mulgated under many other Code provisions, such as former
§48 (investment tax credit),”® §263(a) (capitalization rules),””’
§263A(f) (interest capitalization),”™ §856 (REITs),"” §897 (for-
eign persons subject to the Foreign Investment in Real Property
Tax Act of 1980, or FIRPTA),* §1031 (like-kind exchanges),*"!
and §1250 (depreciation recapture).*”> To help maintain full em-
ployment for real estate tax advisers, real property is defined
differently for each provision.

¢. Real Property Development and Redevelopment

A real property trade or business includes real property
development and real property redevelopment.* “Real proper-
ty development” is defined as the maintenance and improve-
ment of raw land to make the land suitable for subdivision,
further development, or construction of residential or commer-
cial buildings, or to establish, cultivate, maintain or improve
timberlands (that is, land covered by timber-producing for-
est).** Improvement of land may include any clearing (such
as through the mechanical separation and removal of boulders,
rocks, brush, brushwood, and underbrush from the land); exca-
vation and gradation work; diversion or redirection of creeks,
streams, rivers, or other sources or bodies of water; and the in-
stallation of roads (including highways, streets, roads, public
sidewalks, and bridges), utility lines, sewer and drainage sys-
tems, and any other infrastructure that may be necessary for
subdivision, further development, or construction of residential
or commercial buildings, or for the establishment, cultivation,
maintenance or improvement of timberlands.**

Timber businesses were initially not considered a real
property trade or business, and Treasury and the IRS confirmed
that timber businesses were not intended recipients for §469(c)
(7)(C) relief and from the per se passive rule for rental real es-
tate.*** Nevertheless, timber businesses were added as a type of

the maintenance and management of these types of assets generally do not meet
the intended meaning of any of the eleven terms in section 469(c)(7)(C), and
the owners of such assets were not intended recipients for relief from the per se
passive rule for rental real estate when section 469(c)(7) originally was enact-
ed.”).

$°Reg. §1.48-1(c), §1.48-1(d).

¥7Reg. §1.263(a)-3(b).

¥ Reg. §1.263A-8(c).

#“Reg. §1.856-10.

#0Reg. §1.897-1(b).

¥ Reg. §1.1031(a)-3.

#2Reg. §1.1250-1(e)(3); Reg. §1.1245-3(c).

$438469(c)(7)(C) (incorporated by reference in §163(j)(7)(B)).

#4Reg. §1.469-9(b)(2)(ii)(A), T.D. 9943, 86 Fed. Reg. 5496 (Jan. 19,
2021).

¥ Reg. §1.469-9(b)(2)(ii)(A), T.D. 9943, 86 Fed. Reg. 5496 (Jan. 19,
2021).

5 Preamble to T.D. 9905, 85 Fed. Reg. 56,696, 56,745 (Sept. 14, 2020)
(“The Treasury Department and the IRS have concluded that unharvested or
unsevered timber clearly fall within the definition of “real property” as provid-
ed in the proposed regulations. The question is whether the activity of holding
of timberlands falls within the definition of a “real property trade or business.”
The Treasury Department and the IRS have concluded that the maintenance
and management of timberlands generally does not meet the intended meaning
of any of the eleven terms in section 469(c)(7)(C), and that the owners of tim-
berlands were not intended recipients for relief from the per se passive rule for
rental real estate when section 469(c)(7) originally was enacted. However, as
set forth in the Concurrent NPRM, such activities might constitute the develop-
ment of real estate within the meaning of section 469(c)(7)(C).”).
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Detailed Analysis

IV.B.1.e.

real property development or redevelopment business in order
to allow timber businesses to elect out of the §163(j) business
interest deduction limitation as an electing real property trade
or business.*"

Note: An election out of §163(j) electing farm businesses
and §163(j)(7)(B) electing real property trades or businesses.
A §163(G)(7)(C) electing farm business is generally defined
by reference to a farming business under §263A(e)(4), which
specifically excludes timber businesses. For comparison,
§448(d)(1) makes a cross reference to a §263A(e)(4) farm busi-
ness and then adds a specific inclusion of timber business-
es. Notwithstanding the clear Congressional intent to exclude
timber businesses from §163(j)(7)(C) electing farm businesses,
Treasury and the IRS decided to instead include timber busi-
nesses as §163(j)(7)(B) electing real property development or
redevelopment trades or businesses.

Practice Point: The business of raising evergreen trees
more than 6 years old at the time severed from the roots, which
are known in some non-tax circles as Christmas trees or holiday
trees, is also excluded from a farming business under §263A(e)
(4). The same reasoning should allow such a tree farm to be a
real property development or redevelopment trade or business.

d. Real Property Construction and Reconstruction

A real property trade or business includes a real property
construction or reconstruction trade or business. Mere renova-
tion of one’s real property might not rise to the level of a trade
or business of construction or reconstruction.**® The preamble
to the §163(j) final regulations noted that:*”

The Treasury Department and the IRS generally
agree with the observation that real property con-
struction, reconstruction, development, redevelop-
ment, conversion, acquisition, or brokerage business-
es should not necessarily be required to have a direct
nexus or relationship to rental real estate in order to
be treated as real property trades or businesses. How-
ever, the expectation nevertheless remains that the
end products or final objectives of such businesses

¥ Preamble to REG-10791-18, 85 Fed. Reg. 56,846, 56,872 (Sept. 14,
2020) (“The Treasury Department and IRS have determined that real property
development and redevelopment trades or businesses should be defined to in-
clude business activities that involve the preservation, maintenance, and im-
provement of forest-covered areas (timberland). Congress most likely intend-
ed and expected that such business activities would be excepted from section
163(j), through election, similar to other real property and farming businesses.
However, because timber is specifically excluded from the definition of farm-
ing under other Code provisions (such as section 464(e)), the Treasury Depart-
ment and IRS have determined that such business activities are more properly
described by and should be included in the definition of real property trade or
business for this purpose. These proposed regulations would clarify that “re-
al property development” is the maintenance and improvement of raw land to
make the land suitable for subdivision, further development, or construction
of residential or commercial buildings, or to establish, cultivate, maintain or
improve timberlands (generally defined as parcels of land covered by forest).
Similarly, these proposed regulations would clarify that “real property redevel-
opment” is the demolition, deconstruction, separation, and removal of existing
buildings, landscaping, and infrastructure on a parcel of land to return the land
to a raw condition or otherwise prepare the land for new development or con-
struction, or for the establishment and cultivation of new timberlands.”).

8 8469(c)(7)(C) (incorporated by reference in §163(j)(7)(B)); see Estate
of Lydia Ramirez v. Commissioner, T.C. Memo 2018-196.

¥ T.D. 9905, 85 Fed. Reg. 56,686 (Sept. 14, 2020).
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should at least have the potential to be used as rental

real estate or as integral components in rental real es-

tate activities.

In Cantor v. Commissioner,” the Tax Court discussed
which glass installation activities of the taxpayer constituted a
real property construction or reconstruction trade or business.
The taxpayer owned a glass repair and installation business,
which had both an automotive division and a residential divi-
sion. Taxpayer argued that he was a real estate professional be-
cause the residential division of his business constituted a real
property construction or reconstruction trade or business (and
as a result, losses generated from other, separate, rental activi-
ties should not be per se passive). The Tax Court analyzed the
statutory term ‘“real property ... construction, reconstruction”
trade or business and reasoned that, since there is no authori-
ty defining construction and reconstruction, such words should
be construed consistent with their ordinary meanings — “con-
struction” means the “act or process of constructing,” “con-
structing” means to “put together by assembling parts,” “recon-
struction” means the “act of reconstructing” and “reconstruct-
ing” means “to construct again.” Because §469(c)(7) provides
that the relevant activities are real property construction and re-
construction, the Tax Court assumed that installing original or
replacement windows in newly built or existing buildings con-
stitutes “construction” or “reconstruction” within the meaning
of §469(c)(7), but cutting and installing mirrors and table tops,
cutting and installing shower and bath glass enclosures, and re-
placing window panes do not count as construction or recon-
struction. The Tax Court concluded that, although it appeared
that the taxpayer spent more than 750 hours per year provid-
ing services in connection with the residential division, only
a portion of those activities should be treated as real property
construction or reconstruction activities. Because the taxpay-
er failed to keep records allocating time to such activities, he
failed to show that he spent more than 750 hours per year pro-
viding services in a real property trade or business.

e. Real Property Brokerage

A real property trade or business includes real property
brokerage.”' Agarwal v. Commissioner” discussed whether a
California licensed real estate agent qualified as a broker en-
titled to deduct losses on her rental properties. The Tax Court
analyzed the common or ordinary meaning of the term “bro-
kerage” in holding that the taxpayer qualified as a broker under
§469(c)(7)(C) despite the fact that she was only a licensed real
estate agent, and not a licensed real estate broker, in California
during the tax years at issue and accordingly could not be en-
gaged in a brokerage trade or business under California nontax
law. The Tax Court held that the “business” of a real estate bro-
ker for §469(c)(7) purposes includes, but is not limited to: (1)
selling, exchanging, purchasing, renting, or leasing real proper-
ty; (2) offering to do those activities; (3) negotiating the terms
of a real estate contract; (4) listing real property for sale, lease,
or exchange; or (5) procuring prospective sellers, purchasers,
lessors, or lessees. The court stated, “[c]onsistent with her real

80T C. Summ. Op. 2014-13.
$518469(c)(7)(C) (incorporated by reference in §163(j)(7)(B)).
82T C. Summ. Op. 2009-29.
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estate salesman’s license and pursuant to her contract with the
brokerage firm, [the taxpayer] was engaged in ‘brokerage’; i.e.,
she sold, exchanged, leased, or rented real property and solicit-
ed listings.” Therefore, according to the Tax Court, the taxpay-
er was engaged in a real property brokerage trade or business
within the meaning of §469(c)(7)(C).

In Hickam v. Commissioner,” the Tax Court held that
the taxpayer, who brokered and originated mortgage loans for
clients to buy real estate, did not qualify as a real estate pro-
fessional on the basis of those activities. The Tax Court rea-
soned that the taxpayer was not in a real estate brokerage trade
or business because he brokered loans and not real property.
Additionally, he was not in the real property operation trade
or business, even though the brokered mortgages were secured
by real property, because his brokerage and loan origination
services did not involve operating the real properties that se-
cured those loans. The court cited CCA 201504010, in which
the Chief Counsel’s Office had similarly advised that a mort-
gage broker was a broker of financial instruments and was not
in a real property brokerage trade or business.”*

In CCA 201504010, the Chief Counsel’s Office advised
that Congress had initially included “finance operations” in the
list of qualifying real property trades or businesses in an earli-
er, unenacted version of the real estate professional legislation.
Since “finance operations” was removed from the final bill, it
was reasonable to infer that Congress did not intend for financ-
ing activities to constitute a real property trade or business.*”

Note: The same early legislation also had included “ap-
praisal” in the list of qualifying real property trades or business-
es,” which may raise the same reasonable inference that real
estate appraisal activities cannot give rise to real estate profes-
sional status.

f. Real Property Operation and Management

A real property trade or business includes real property
operation and real property management.””” Real property op-
eration and management means handling the day-to-day oper-
ations of a trade or business, relating to the maintenance and
occupancy of the real property that affect the availability and
functionality of that real property used, or held out for use, by
customers, where payments received from customers are prin-
cipally for the customers’ use of the real property.** Real prop-
erty operation is handled by the direct or indirect owner of the
real property, whereas real property management is handled by

83T.C. Summ. Op. 2017-66.

84 See also Guarino v. Commissioner, T.C. Summ. Op. 2016-12.

5 Cf. Hatcher v. Commissioner, T.C. Memo 2016-188, aff’d per curiam,
726 Fed. App’x 207 (5th Cir. 2018) (taxpayer could not count any hours work-
ing for a real estate financing and loan origination business that had no clients
in the relevant tax year and did not hire taxpayer as an employee until the next
year).

SOH.R. 3732, 101st Cong.2d Sess. (1989); S. 2384, 10lIst Cong.
(1989-1990).

878469(c)(7)(C) (incorporated by reference in §163(j)(7)(B)).

¥¥Reg. §1.469-9(b)(2)(ii)(H), Reg. §1.469-9(b)(2)(ii)(T), T.D. 9905, 85
Fed. Reg. 56,686 (Sept. 14, 2020). The regulations are generally applicable to
tax years beginning on or after November 13, 2020. However, taxpayers and
their related parties may choose to apply Reg. §1.469-9(b)(2) to tax years be-
ginning after December 31, 2017, if they consistently apply the rules of Reg.
§1.469-9(b)(2) and the other regulations under T.D. 9905 to those tax years.
Reg. §1.469-11(a)(4).
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a professional manager who is responsible, on a full-time ba-
sis, for the overall management and oversight of the real prop-
erty.”” In either case, the payments received from customers
are principally for the customers’ use of the real property.*® In
other words, the principal purpose of such business operations
must be the provision of the use of the real property (or physical
space accorded by or within the real property), to customer(s),
and not the provision of other significant or extraordinary per-
sonal services (see III.B.2. and II1.B.3., above) to customers in
conjunction with incidental use of the real property or physi-
cal space.* If the real property or physical space is provided
to a customer to carry on the customer’s trade or business, the
principal purpose of the business operations must be to provide
the customers with exclusive use of the real property or physi-
cal space in furtherance of the customer’s trade or business, and
not to provide other significant or extraordinary personal ser-
vices in addition to or in conjunction with the use of the real
property or physical space, regardless of whether the customer
pays for the services separately.*” However, incidental personal
services may be provided to the customer, as long as the ser-
vices are insubstantial in relation to the customer’s use of the
real property or physical space.*”

Example: A taxpayer owns a building in which the tax-
payer operates a restaurant and bar. The taxpayer is not
engaged in a trade or business where payments by cus-
tomers are principally for the use of real property or physi-
cal space, so the taxpayer is not engaged in a real property
trade or business. Instead, the customers are principally
paying for significant or extraordinary personal services,
mainly food and beverage preparation and presentation
services.*

The TCJA legislative history indicates a congressional in-
tent that “a real property operation or real property manage-
ment trade or business includes the operation or management
of alodging facility,”” so that hotels, motels, and other lodging
facilities are real property trades or businesses. Such a position
is contrary to some pre-TCJA authorities that have held that ho-
tels, motels, and other lodging facilities are not real property
trades or businesses, at least under the real property rental trade
or business category.*® These pre-TCJA authorities should be
considered superseded by the TCJA legislative history and the
post-TCJA §469 regulations described in this section.””

$9Reg. §1.469-9(b)(2)(ii)(H), Reg. §1.469-9(b)(2)(ii)(I). A professional
manager is a person responsible on a full-time basis for the overall management
and oversight of the real property or properties, and who is not a direct or indi-
rect owner of the real property or properties. Reg. §1.469-9(b)(2)(ii)(I).

$9Reg. §1.469-9(b)(2)(ii)(H), Reg. §1.469-9(b)(2)(ii)(D).

%1 Reg. §1.469-9(b)(2)(ii)(H), Reg. §1.469-9(b)(2)(ii)(D).

2 Reg. §1.469-9(b)(2)(ii)(H), Reg. §1.469-9(b)(2)(ii)(I).

5 Reg. §1.469-9(b)(2)(ii)(H), Reg. §1.469-9(b)(2)(ii)(D).

$4Reg. §1.469-9(b)(2)(iii)(C) Ex. 3.

%S H. Rep. 115-466, 115th Cong. 1st Sess., at 392 n.697 (2017).

866 See, e.g., Bailey v. Commissioner, T.C. Summ. Op. 2011-22; Bailey v.
Commissioner, T.C. Memo 2001-296.

87 See Reg. 1.469-11(a)(4) (Reg. §1.469-9(b)(2) generally applies to tax
years beginning on or after November 13, 2020. However, taxpayers and their
related parties may choose to apply Reg. §1.469-9(b)(2) to tax years begin-
ning after December 31, 2017, if they consistently apply the rules of Reg.
§1.469-9(b)(2) and the other regulations under T.D. 9905 to those tax years.
Reg. §1.469-11(a)(4)).
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Example: A limited partnership owns and operates a lux-
ury hotel. In addition to rooms, the hotel offers many
additional amenities, such as in-room food and beverage
service, maid and linen service, parking valet service,
concierge service, front desk and bellhop service, dry
cleaning and laundry service, and in-room barber and hair-
dresser service. Although the hotel provides significant
personal services to its customers, the principal purpose
of partnership’s hotel business operations is to provide the
use of hotel rooms to customers, not the provision of per-
sonal services to customers. Accordingly, the limited part-
nership is treated as engaged in a real property trade or
business, and its partners are treated as owning an interest
in a real property trade or business.** However, the hotel’s
contractor that provides maid and janitorial services to the
hotel is not engaged in a real property trade or business,
nor is the contractor’s manager who handles the day-to-
day operations of the hotel’s maid and janitorial services.*

Practice Point: The proposed regulation had provided that
both the limited partnership and its limited partner are treated
as engaged in a real property trade or business in the example,”
but the final regulations change the conclusion to provide that
only the limited partnership is engaged in a real property trade
or business.”' The change primarily affects which person may
elect to be a §163(j)(7)(B) electing real property trade or busi-
ness.

Example: A taxpayer owns an apartment that is rented out
to third parties on Airbnb, Vrbo, HomeAway, or a similar
platform, which may be considered the operation or man-
agement of a lodging facility that is a real property opera-
tion or real property management trade or business. If the
taxpayer spends more than 750 hours per tax year on the
Airbnb activity, and less than 750 hours on personal ser-
vices in other trades and businesses during the tax year, the
taxpayer may qualify as a real estate professional due to
the Airbnb activity. If those conditions are met, the Airbnb
activity is likely a trade or business activity instead of a
rental activity,””” which would already result in nonpassive
income or nonpassive loss due to the taxpayer’s material
participation in the Airbnb activity. But the taxpayer’s real
estate professional status can result in nonpassive income
or nonpassive loss from the taxpayer’s other rental activ-
ities (rented out for longer periods) in which the taxpayer
materially participates.

In DeGuzman v. United States,”” a district court held that
the taxpayer was not a real estate professional because a num-
ber of hours he had counted toward meeting the 750 hours test
were not in a real property operation or management trade or
business. The taxpayer and his wife owned numerous rental re-
al estate properties, and also leased office space in a property in

¥¥Reg. §1.469-9(b)(2)(iii)(E) Ex. 5.

¥ Reg. §1.469-9(b)(2)(iii)(E) Ex. 5.

¥0Former Prop. Reg. §1.469-9(b)(2)(iii)(E) Ex. 5.
¥ Reg. §1.469-9(b)(2)(iii)(E) Ex. 5.

872See I11.B., above.

73147 F. Supp. 2d 274 (D.N.J. 2001).
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Newark in which the wife maintained her medical practice. The
taxpayer could only satisfy the 750 hours test for a real estate
professional if the hours he spent cleaning the office interior,
shoveling snow and investigating and testifying in court about
office burglaries were taken into account. The court stated that
the only types of real property trade or business activities that
could be relevant to the activities described above were the
“operation” and/or “management” of real property. The court
noted, however, that in order to be a “trade or business,” the
taxpayer’s primary purpose for engaging in the activity must
be for income or profit. The court found that the taxpayer per-
formed the activities described gratuitously out of a desire to
aid his wife. Therefore, the court concluded that these activities
were not entered into for income or profit and were not a “trade
or business.” As a result, the taxpayers could not be treated as
being part of a real property trade or business of operating and/
or managing real property. Therefore, the court concluded that
the taxpayer fell short of the 750 hours test and was not a real
estate professional.

In the landmark case of Stanley v. United States,” the Dis-
trict Court of Arkansas held that an in-house lawyer at a real
estate management company can be engaged in a real proper-
ty trade or business. His time spent on providing legal services
may count toward his 750 hours test for real estate professional
status.

Comment: Query whether a real estate lawyer or a real es-
tate tax lawyer in private practice can be engaged in a real prop-
erty trade or business.*”

Note: Rev. Proc. 2021-9 provides a safe harbor allowing
a trade or business that manages or operates a “qualified res-
idential living facility” such as a nursing home or an assisted
living facility to be treated as a real property trade or business,
solely for purposes of qualifying as an electing real property
trade or business under §163(j)(7)(B).”° Because the safe har-
bor applies solely for purposes of qualifying as an electing real
property trade or business under §163(j)(7)(B), satisfying the

742015 BL 372985 (W.D. Ark. Nov. 12, 2015), nonacq. on other grounds,
2017-42 I.R.B. 311 (IRS nonacquiescence relating to a required 5% ownership
in the employer and the taxpayer’s elections).

31n Langille v. Commissioner, T.C. Memo 2010-49, the Tax Court de-
nied real estate professional status to a lawyer who also owned rental real es-
tate, stating that “The record reflects that Ms. Langille worked long hours in
her law office, and there is no evidence that she worked most of those hours
on real estate rental activities and not on legal matters.” On appeal, in Langille
v. Commissioner, 447 Fed. App’x 130 (11th Cir. 2011), the Eleventh Circuit
stated that §469(c)(7)(C)’s “definition of ‘real property trades or businesses’
is explicit and does not include the practice of law.” See also Bailey v. Com-
missioner, T.C. Memo 2001-296, and Ajah v. Commissioner, T.C. Summ. Op.
2010-90.

¥76 A “qualified residential living facility” is a facility that: (1) consists of
multiple rental dwelling units within one or more buildings or structures that
generally serve as primary residences on a permanent or semipermanent basis
to individual customers or patients; (2) includes the provision of supplemen-
tal assistive, nursing, or other routine medical services; and (3) has an average
period of customer or patient use of the individual rental dwelling units that
is 30 days or more. The trade or business that manages or operates the qual-
ified residential living facility would be required to retain books and records
to substantiate that the safe harbor requirements have been met. The revenue
procedure applies to tax years beginning after December 31, 2017. Before Rev.
Proc. 2021-9 was published in the Internal Revenue Bulletin, taxpayers were
permitted to rely on the proposed safe harbor provided in Notice 2020-59 in
determining whether a qualified residential living facility was eligible to be an
electing real property trade or business solely for purposes of §163(j).
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requirements of the safe harbor is not a determination that the
taxpayer is engaged in a real property trade or business under
§469. The stingy scope of the safe harbor in Rev. Proc. 2021-9
seems questionable when the same definitions are used in §469
and §1633)(7)(B).

g. Spouses

Two spouses cannot combine their hours for purposes of
satisfying either the 50% test or the 750 hours test.”’ In con-
trast, for purposes of determining in which trades or businesses
the taxpayer materially participated, both spouses’ efforts count
together, regardless of whether the spouses file a separate re-
turn or a joint return, or whether the spouse owns an interest
in the trade or business.” In other words, the taxpayer can use
his spouse’s participation in determining whether the taxpay-
er “materially participated” in the real property activity, but he
cannot use his spouse’s participation in adding up the hours
spent on that activity to meet the 50% test and the 750 hours
test.

Example: A taxpayer’s spouse spends 550 hours in a rental
activity, for which the spouse and the taxpayer are both
considered to materially participate. The taxpayer spends
300 hours on the rental activity. Although both spouses
materially participated in the rental activity and spent a
combined 850 hours, neither spouse met the 750 hours test
and neither one is a real estate professional.

In the case of spouses filing a joint return, if either spouse
independently satisfies both the 50% test and the 750 hours test
to qualify as a real estate professional, then all rental real estate
activities of both spouses can qualify as nonpassive under the
material participation tests.*”

Example: A taxpayer spends 800 hours as a real estate
broker and no hours on other personal services. The tax-
payer materially participates in the real property brokerage
trade or business under the substantially all participation
test. The taxpayer’s spouse owns rental real property for
which she materially participates under the 5-of-10-years
test. The taxpayer qualifies as a real estate professional
based solely on his hours. The rental real property of the
taxpayer’s spouse qualifies for the real estate professional
exception and is not a passive activity.

Practice Point: If the spouses file separate returns, one
spouse’s status as a real estate professional does not automat-
ically allow the other spouse’s rental real estate activities to
qualify as nonpassive under the material participation tests.*
However, the real estate professional spouse can still use the
other spouse’s hours for purposes of the material participation
tests.™!

¥778469(c)(7)(B); Reg. §1.469-9(c)(4); see Oderio v. Commissioner, T.C.
Memo 2014-39; Adeyemo v. Commissioner, T.C. Memo 2014-1.

8788469(h)(5); Reg. §1.469-5T(F)(3).

¥ Reg. §1.469-9(c)(4).

80 See Oderio v. Commissioner, T.C. Memo 2014-39.

8818469(h)(5); Reg. §1.469-5T(f)(3).
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2. Grouping Activities vs. Real Estate Aggregation
Election

a. Grouping Activities

An individual will qualify as a real estate professional only
if: (1) of the personal services that the taxpayer performs in
trades or businesses during the tax year, more than half are per-
formed in real property trades or businesses in which the tax-
payer materially participates, and (2) during the tax year the
taxpayer performs more than 750 hours of services in real prop-
erty trades or businesses in which he materially participates.*

Therefore, in order to determine whether a taxpayer is a
real estate professional, the taxpayer must first determine what
are his “real property trade or businesses” in order to determine
whether the two qualification tests above are satisfied with re-
spect to such real property trades or businesses. A taxpayer’s
grouping of its activities has no effect on the determination of
a real property trade or business.”’ Once a taxpayer has deter-
mined that he is a real estate professional, his rental activities
are not treated as per se passive, and he can thus show materi-
al participation in those activities." An “aggregation” election
may be made to treat all interests in rental real estate as a sin-
gle rental real estate activity,™ which may allow the taxpayer
to show material participation when otherwise he would be un-
able to do so, as discussed more fully below.

The determination of a taxpayer’s real property trades or
businesses is based on all of the relevant facts and circum-
stances.*™ A taxpayer may use any reasonable method of apply-
ing the facts and circumstances in determining the real proper-
ty trades or businesses in which the taxpayer provides personal
services.”’

In CCA 201427016, the Chief Counsel’s Office gave the
example of an individual taxpayer that owned two interests in
rental real estate, Property 1 and Property 2, and also owned a
real property development trade or business. The taxpayer per-
formed more than 750 total hours of personal services on Prop-
erty 1, Property 2 and the real property development trade or
business, and did not provide personal services in any other
trade or businesses.

The Chief Counsel’s Office advised in CCA 201427016
that the taxpayer must first determine, based on all the relevant
facts and circumstances, whether or not his interest in Property
1, Property 2 and the real property development trade or busi-
ness should be grouped together as the “real property trades or
businesses” in which the taxpayer provided personal services.
As the taxpayer reasonably determined that they should be so
grouped, the taxpayer qualified as a real estate professional, be-
cause he materially participated in such real property trades or
businesses (by spending more than 500 hours on the trade or
business), and he satisfied both prongs of the real estate profes-
sional qualification test — 750 total hours of personal services
performed, which was greater than the hours of personal ser-

%2$469(c)(7)(B).

¥ Reg. §1.469-9(d)(1).
$1§469(c)(7)(A).

$38469(c)(7)(A); Reg. §1.469-9(g).
$Reg. §1.469-9(d)(1).

¥TReg. §1.469-9(d)(1).
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vices performed on non-real-property trades or businesses (or
real property trades or businesses in which he did not material-
ly participate).

Moreover, because the taxpayer was a real estate profes-
sional, taxpayer’s interest in Property 1 and Property 2 was not
treated as per se passive rental activities. Rather, the rental ac-
tivities were treated as nonpassive if, and only if, the taxpayer
materially participated in the rental activities.”™ This determi-
nation was made on an activity-by-activity basis (that is, mate-
rial participation was analyzed separately with respect to Prop-
erty 1 and Property 2), unless the taxpayer made the aggrega-
tion election, discussed below, to aggregate the Property 1 and
Property 2 rental activities.*™

For example, assume the taxpayer was the only person
who spent any hours on Property 1 and spent no hours on Prop-
erty 2, which was managed by a management company. With-
out an aggregation election, the taxpayer materially participat-
ed with respect to Property 1 (under the substantially all partic-
ipation test) and not with respect to Property 2. Property 1 is a
nonpassive activity, while Property 2 is a passive activity.

b. Aggregation Election

A real estate professional’s interests in rental real estate
are treated as separate activities for determining whether the
taxpayer materially participates in each such activity, unless the
taxpayer elects to treat all of the taxpayer’s interests in rental
real estate as a single rental real estate activity.””” Such an elec-
tion is commonly known as an “aggregation election.”

The effect of the aggregation election is to treat all of the
real estate professional’s rental estate activities as a single ac-
tivity for all passive loss purposes, including the full unrelated
taxable disposition rule.””' In addition, passive loss carryovers
from any of the rental real estate interests can offset current
net income from the aggregated activity, regardless of which
rental real estate interests within the aggregated activity pro-
duced the income or passive loss carryovers.*” The passive loss
carryovers may have arisen before the aggregation election is
made.

Example: Taxpayer T is a real estate professional who
owns three buildings. In Year 1, T has $30,000 of disal-
lowed passive losses from building X and $10,000 of dis-
allowed passive losses from building Y. In Year 2, T has

888 See, e.g., Shiekh v. Commissioner, T.C. Memo 2010-126 (real estate
professional did not materially participate in the rental real estate activities).

¥ CCA 201427016 cites approvingly Trask v. Commissioner, T.C. Memo
2010-78, as correctly recognizing that the aggregation election does not affect
whether or not the taxpayer qualifies as a real estate professional, and it
cites two cases, Jafarpour v. Commissioner, T.C. Memo 2012-165, and Has-
sanipour v. Commissioner, T.C. Memo 2013-88, as improperly conflating the
two issues and suggesting that the aggregation election applies to the deter-
mination of real estate professional status. See also Windham v. Commission-
er, T.C. Memo 2017-68 and Balocco v. Commissioner, T.C. Memo 2018-108,
where the courts appear to conflate the two issues. See Reg. §1.469-9(e)(4) Ex.

P08469(c)(T)(A).

¥18469(g)(1), discussed at V.H., below. See T.D. 8645, 60 Fed. Reg.
66,496, 66,497 (Dec. 22, 1995) (“The statutory language and the legislative
history do not support a rule allowing a qualifying taxpayer to treat all interests
in rental real estate as a single activity for purposes of material participation
and section 469(f), but as separate activities for purposes of section 469(g).”).

2 See T.D. 8645, 60 Fed. Reg. 66,496, 66,497 (Dec. 22, 1995).

549-3rd

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-348-0

$5,000 of net income from building X, $5,000 of net loss-
es from building Y, and $10,000 of net income from build-
ing Z. T makes the aggregation election in Year 2, when
he participates in the operations of the three buildings for
more than 500 hours and thus materially participates in the
aggregated activity, which is a nonpassive activity. The to-
tal $40,000 of Year 1 passive loss carryovers are allocated
to the aggregated activity, which can entirely offset the ag-
gregated activity’s $10,000 of net income in Year 2.*”

The aggregation also applies to the rental real estate activ-
ities of the real estate professional’s spouse who is filing a joint
return, with the result that all rental real estate activities of both
spouses are treated as a single activity.*” Material participation
for the single activity is determined by taking into account the
participation of both spouses.*” In contrast, if the two spouses
file separate returns, the aggregation election does not apply to
the spouse’s rental real estate activities, even though material
participation in each activity is still determined by taking into
account the participation of both spouses.”

The aggregation election, once made, applies to all years
in which the taxpayer is a real estate professional, even if there
are intervening years in which the taxpayer is not a real estate
professional.””’ In the years in which the taxpayer is not a re-
al estate professional, the aggregation election has no effect,
and the taxpayer’s activities are determined under the general
grouping rules.*”

The aggregation election can be made in any year that a
taxpayer is a real estate professional, and the failure to make
the aggregation election in one year does not prevent the tax-
payer from making the aggregation election in a later year
when the taxpayer has real estate professional status. The ag-
gregation election is irrevocable, unless there is a material
change in the taxpayer’s facts and circumstances that supports
such revocation.”” The regulations state that neither the fact
that the election has become less advantageous to the taxpayer
in a subsequent tax year, nor the fact that there has been a break
in the taxpayer’s status as a qualifying taxpayer, is “of itself”
a material change in the taxpayer’s facts and circumstances.’”
Such facts may help to support a claim of material change in
conjunction with additional facts. Where there has been a ma-
terial change permitting the revocation of the election, a state-
ment must be filed with the taxpayer’s original income tax re-
turn for the year of revocation, explaining the intent to revoke
the election and the nature of the material change that makes
revocation permissible.””"

Practice Point: Although the aggregation election is gen-
erally irrevocable and needs to be made only once, a taxpayer
may find it advantageous to make the aggregation election with
each succeeding tax return, just in case the initial aggregation

#5Reg. §1.469-9(e)(4) Ex.

¥4 Reg. §1.469-1TG)(1).

¥ Reg. §1.469-1T(j)(4).

¢ See Reg. §1.469-1T(j)(1), §1.469-1TG)(4).
%"Reg. §1.469-9(2)(1).

¥ Reg. §1.469-9(2)(1).

¥ Reg. §1.469-9(g)(1).

" Reg. §1.469-9(2)(2).

P Reg. §1.469-9(2)(3).
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election is invalid (e.g., the taxpayer failed to be a real estate
professional for that year) or the taxpayer cannot find a copy
of the first tax return that contained the initial aggregation elec-
tion.

The regulations provide that the taxpayer may make an
election to aggregate its rental real estate interests by filing a
statement with the taxpayer’s original income tax return for the
tax year.” However, Rev. Proc. 2011-34 instructs taxpayers
seeking to make a late election to aggregate their rental real
estate interests to file an amended return for the most recent
tax year.”” Generally, the amended return must be mailed to
the IRS service center where the taxpayer will file its current
tax year’s income tax return.”” In addition to the declaration re-
quired by Reg. §1.469-9(g)(3), the taxpayer’s statement must,
among other things, represent that the taxpayer has filed all re-
quired and relevant returns (i.e., any return which would have
been affected had the taxpayer timely elected aggregation) con-
sistent with having made an aggregation election. A return is
deemed to be timely filed as long as it is filed within 6 months
after its unextended due date, even if the taxpayer did not ob-
tain an extension. The taxpayer must also state that it has not
filed any tax returns containing positions inconsistent with the
requested aggregation for any of the relevant tax years. Finally,
the statement must also set forth reasonable cause for the tax-
payer’s failure to file a timely election.’” Taxpayers also cannot
make the aggregation election on a Form 3115.”%

The statement to make the aggregation election must con-
tain a declaration that the taxpayer is a qualifying taxpayer
(a real estate professional) for the tax year and is making the
single-activity election pursuant to §469(c)(7)(A).”” Merely re-
porting the taxpayer’s items of income and deduction consis-
tently with the aggregation election is not enough, since it fails
to “clearly notify” the Commissioner of the election that is be-
ing made.™

*”Reg. §1.469-9(2)(3). An extension of time to make this aggregation
election may be granted under Reg. §301.9100-3. See, e.g., PLR 199924012,
PLR 200009040, PLR 200044025, PLR 200303052, PLR 200534003, PLR
200606017, PLR 200606016, PLR 200728016, PLR 201126026, PLR
201725003, and PLR 201804007. However, Rev. Proc. 2011-34 indicates that
the IRS will not ordinarily issue a PLR about the aggregation election if the
statute of limitations has lapsed for any tax year that would be affected by the
requested late aggregation election.

*3Rev. Proc. 2011-34, §4.02. While Rev. Proc. 2011-34 instructs taxpay-
ers to file an amended return for the most recent tax year, there is no indication
that the most recent tax year is the only tax year for which the late aggregation
election could be made.

**Rev. Proc. 2011-34, §4.02. However, the Chief Counsel’s Office ad-
vised in CCA 201321021 that if Appeals has the authority to accept amended
returns from the taxpayer, the amended return may be mailed to Appeals for
purposes of Rev. Proc. 2011-34.

*®Rev. Proc. 2011-34, §4.01.

“%1RS Info. Letter 2013-0022.

07 Reg. §1.469-9(g)(3). See Windham v. Commissioner, T.C. Memo
2017-68 (taxpayer may not group rental real estate activities where she did not
file aggregation election and Rev. Proc. 2010-13, which provided an exception
to the requirement, did not apply to her because it was not effective for the tax
year at issue). See Bloomberg Tax Elections & Compliance Statements, Gains
and Losses, Real Estate Professional: Election to Treat Interests in Rental Real
Estate as a Single Activity (§469(c)(7)(A)), for a sample election under §469(c)
™).

98 See, e.g., Shiekh v. Commissioner, T.C. Memo 2010-126; Kosonen v.
Commissioner, T.C. Memo 2000-107 (despite reporting real estate activities on
Form 1040, Schedule E, as if the aggregation election had been made, in the
absence of a clear statement to that effect, taxpayer did not properly elect ag-
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Interests in rental real estate are distinguished from non-
rental interests under the general rules for identifying rental
activities.”” Rental real estate interests generally cannot be
grouped with the real estate professional’s nonrental interests,
such as development or construction activities.”* Furthermore,
a real estate professional may participate in a rental real estate
activity through participation in a management activity for the
taxpayer’s own rental real estate interests, even if the manage-
ment activity is conducted through a separate entity, but the re-
al estate professional cannot count toward his rental real estate
activity any of his management of rental real estate interests in
which the real estate professional does not own an interest.”"'

Given the required segregation of interests in rental real
estate and other interests in real property, real estate profession-
al status does not afford relief to real estate professionals whose
involvement in rental real estate, as distinct from real property
generally, falls short of material participation.”” For example, a
full-time real estate broker might not be materially participat-
ing in his rental real estate activities.”"”

Rental real estate activities do not include any rental real
estate that is appropriately grouped with a trade or business ac-
tivity, either because the rental real estate is insubstantial rela-
tive to the trade or business activity (and part of the same ap-
propriate economic unit), or the rental real estate activity in-
volves renting property to the trade or business activity and is
owned by the same interests in the same proportion. Howev-
er, the aggregation election covers interests in rental real estate
which the taxpayer has appropriately grouped with a trade or
business activity on the ground that the trade or business activ-
ity is relatively insubstantial.”*

Rental real estate activities also do not include the various
exceptions to rental activities, as discussed at III.B.1. through

gregation of rental real estate interests); McNally v. Commissioner, T.C. Memo
2017-93; FSA 199907011 (taxpayer who did not attach an election statement
to the original tax return failed to make a proper aggregation election; and, not
having sought administrative relief under Reg. §301.9100-3, the taxpayer was
not entitled to seek judicial relief).

9 See Reg. §1.469-9(b)(3) (cross-reference to Reg. §1.469-1T(e)(3)).

""Reg. §1.469-9(e)(3)(i). See T.D. 8645, 60 Fed. Reg. 66,496, 66,497
(Dec. 22, 1995) (“Several comments suggested that the rule in the proposed
regulations prohibiting the grouping of rental real estate activities with other
activities be modified to allow qualifying taxpayers to group the activities of
development or construction of rental real estate with rental real estate activi-
ties. The final regulations do not adopt this modification because in most cas-
es development and construction activities are separate and distinct from rental
activities. In addition, this modification would introduce significant adminis-
trative difficulties in determining which development activities or construction
activities qualify.”).

“Reg. §1.469-9(e)(3)(ii). See T.D. 8645, 60 Fed. Reg. 66,496, 66,497
(Dec. 22, 1995) (“The final regulations clarify that a qualifying taxpayer may
participate in a rental real estate activity through participation in a management
activity. In determining whether the taxpayer materially participates in the
rental real estate activity, however, work the taxpayer performs in the manage-
ment activity is taken into account only to the extent it is performed in manag-
ing the taxpayer’s own rental real estate. The final regulations also clarify that
a qualifying taxpayer who owns rental real estate through an entity, including a
C corporation that is subject to section 469, may count work performed by the
taxpayer in managing the rental real estate of the entity in establishing material
participation in the taxpayer’s rental real estate activities.”).

"2Reg. §1.469-9(e)(1).

13 See Gragg v. United States, 831 F.3d 1189 (9th Cir. 2016), aff’g 2014
BL 89974 (N.D. Cal. Mar. 31, 2014).

14 See Reg. §1.469-9(b)(3) (cross-reference to Reg. §1.469-4(d)(1)(i)(A)
and §1.469-4(d)(1)(1)(C)).
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IV.B.4.

II1.B.6., above. Normally a taxpayer would prefer to be subject
to one of the various exceptions in order to avoid the per se
passive rule for rental real estate activities, but the taxpayer po-
sition may be reversed in some cases. For instance, in Eger v.
United States,’” the taxpayers qualified as real estate profes-
sionals, made the aggregation election, and materially partici-
pated in their aggregated rental real estate activity. However,
the IRS successfully treated some of their resort properties as
not rental activities, because the average period of customer use
was seven days or less.”"® The taxpayers did not materially par-
ticipate separately in the resort property activities, which were
therefore passive activities that generated passive losses.
Practice Point: In many cases the aggregation election
would be beneficial to the taxpayer, by making it easier to ma-
terially participate in a rental real estate activity that generates
net losses. If the aggregation election has no effect on material
participation, such as because the taxpayer does not material-
ly participate even in the combined rental real estate activity,
the election should not be made in order to preserve optionality
for future tax years. In addition, the aggregation election should
not be made if the taxpayer has income from one or more rental
real estate activities in which he does not materially participate
and which income he would like to keep as passive income.

Example: Taxpayer T is a real estate general contractor
and real estate professional who owns two rental proper-
ties. T spends 300 hours on property A, which generates
$50 of net loss, and 250 hours on property B, which gener-
ates $150 of net income. Assuming that the only relevant
material participation test is the 500 hours test, T has $100
of net passive income if he does not make the aggregation
election. If T makes the aggregation election, he materi-
ally participates in the combined activity and has $100 of
net nonpassive income.

Practice Point: The aggregation election treats all rental
real estate activities as a single rental real estate activity and
therefore can make it more difficult to qualify for the full unre-
lated taxable disposition rule,”” which requires the disposition
of the taxpayer’s entire interest in the activity. The aggregation
election has no effect in a year in which the taxpayer is not a re-
al estate professional, even if the taxpayer had previously been
a real estate professional subject to the aggregation election.”"®
If feasible, a taxpayer may deliberately fail to qualify as a real
estate professional in the tax year of a property’s disposition,
in order to avoid the application of the aggregation election to
combine multiple rental real estate activities as one rental real
estate activity. Alternatively, if one spouse is a real estate pro-
fessional and has made the aggregation election, but the other
spouse is not a real estate professional, the two spouses may
file separate tax returns in order to avoid the application of the

°13405 F. Supp. 3d 850 (N.D. Cal. 2019), aff’d on other grounds in unpub.
opin., 818 Fed. App’x. 751 (9th Cir., 2020).

°1% See I B.1., above.

78469(g)(1), discussed at V.H., below. See T.D. 8645, 60 Fed. Reg.
66,496, 66,497 (Dec. 22, 1995) (“The statutory language and the legislative
history do not support a rule allowing a qualifying taxpayer to treat all interests
in rental real estate as a single activity for purposes of material participation
and section 469(f), but as separate activities for purposes of section 469(g).”).

*8Reg. §1.469-9(g)(1).
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aggregation election to the real estate activities of the spouse
who is not a real estate professional.”’

3. Application of Former Passive Activities Rules

When a passive activity with passive loss or passive credit
carryovers becomes a nonpassive activity, such as if the tax-
payer begins to materially participate in the activity, the passive
loss or passive credit carryovers are allowed against subsequent
nonpassive income from the former passive activity.” The
1986 Senate Report noted that the passive loss carryovers
should be allowed against the same activity’s nonpassive in-
come because:

the taxpayer could have deducted the suspended loss-

es against income from the activity had the change

in his relation to the activity not occurred... It would

be inequitable to give less favorable treatment to a

taxpayer whose income from an activity becomes ac-

tive (i.e., not passive) than to one who continues to

be merely a passive investor.””'

The regulations confirm that a rental real estate activity
that qualifies as nonpassive due to §469(c)(7) may take advan-
tage of the former passive activity rules to the extent that the
rental real estate activity has passive loss or passive credit car-
ryover from prior tax years.”

Example: The taxpayer T owns interests in three rental
buildings. T has a $30,000 passive loss carryover from
building 1 and a $10,000 passive loss carryover from
building 2. In the following tax year, T is a real estate pro-
fessional and makes the aggregation election to treat all
three buildings as one activity. The $40,000 of disallowed
passive losses are allocated to the entire activity. Because
the three buildings are treated as one activity for all pas-
sive loss purposes due to the aggregation, and this activi-
ty is a former passive activity under §469(f), T may offset
the net income from the buildings with an equal amount
of disallowed passive losses allocable to the buildings, re-
gardless of which buildings produced the income or loss-

23
es.”

4. Limited Partners and Other Partnership Issues

Under the general rule, a real estate professional’s interests
in rental real property held through a partnership or S corpo-
ration (a “pass-through entity”) constitutes a single interest in
rental real estate if the pass-through entity grouped its rental
real estate as a single activity for purposes of the passive loss
rules. If the entity grouped its rental real estate into separate
rental activities for passive loss purposes, then each activity
constitutes a separate interest in rental real estate with respect
to the taxpayer.”™

The exception to the above rule applies in the case of a
real estate professional who owns “directly or indirectly, a 50%

¥ See Reg. §1.469-1T()(1).

90 See §469(f)(1), discussed at V.G.1., below.

211986 Senate Report at 727 n.15. See also 1986 Blue Book at 230 n.23.
"2Reg. §1.469-9(e)(2).

"% Reg. §1.469-9(e)(4) Ex.

“Reg. §1.469-9(h)(1).
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or greater interest in the capital, profits, or losses of a pass-
through entity for a tax year.””” In that case, each interest in
rental real estate held by a pass-through entity will be treated as
a separate interest in rental real estate of the real estate profes-
sional, regardless of the pass-through entity’s grouping of ac-
tivities.””

Under both the general rule and the exception, the real es-
tate professional partner or shareholder may make the aggrega-
tion election to treat all such interests as a single real estate ac-
tivity.””’

Section 469(c)(7)(A) provides that the aggregation elec-
tion provisions shall not be construed as affecting the determi-
nation of whether a real estate professional materially partici-
pates with respect to any interest in a limited partnership as a
limited partner.

The regulations contain an additional special rule for a real
estate professional who makes an aggregation election, and at
least one of the real estate professional’s interests in rental re-
al estate is a limited partnership interest (as defined and dis-
cussed at IV.A.8., above).””® In this case, the aggregated rental
estate activity will be treated as a limited partnership interest
and accordingly, the real estate professional may use only the
three material participation tests applicable to limited partner-
ships (the 500 hours, the 5-of-10-years test, or three years of a
personal service activity, of which the latter is unlikely to ap-
ply to a rental real estate activity) in determining material par-
ticipation.”” In effect, a taxpayer who has even a single limited
partnership interest that owns rental real estate, and makes the
aggregation election, is prohibited from using the other mate-
rial participation tests. However, this harsh rule is mitigated if
the real estate professional’s share of gross rental income from
all limited partnership interests is less than 10% of the real es-
tate professional’s share of gross rental income from all of his
interests in rental real estate for the tax year, in which case the
real estate professional may use any of the material participa-
tion tests for the aggregated activity.”

C. Net Income (But Not Net Loss) from Certain Activities
Treated as Nonpassive

The regulations provide for six specific situations where
the net income or gain, but not the net loss, from a passive ac-
tivity (or a portion thereof) is recharacterized as nonpassive in-
come or gain.””' The net loss from the passive activity is still a
passive loss. The regulations are promulgated under §469(1)(3),

" Reg. §1.469-9(h)(2). Reg. §1.469-9(h)(3) also contains a rule for inter-
ests held in tiered pass-through entities. If a pass-through entity owns a 50%
or greater interest in the capital, profits or losses of another pass-through enti-
ty for a tax year, each interest in rental real estate held by the lower-tier entity
will be treated as a separate interest in rental real estate of the upper-tier entity,
regardless of the lower-tier’s grouping of activities under Reg. §1.469-4(d)(5).

X Reg. §1.469-9(h)(2).

"7 Reg. §1.469-9(h)(1), §1.469-9(h)(2).

% See Reg. §1.469-5T(e)(2).

" Reg. §1.469-9(f)(1).

*'Reg. §1.469-9()(2).

%I Reg. §1.469-2T(f). The significant participation rule applies to tax years
beginning in 1987 and later. Reg. §1.469-11(a)(2), §1.469-11(a)(1). The other
five recharacterization rules apply to tax years beginning in 1988 and later.
Reg. §1.469-11(c)(1)(i). The self-rental rule does not apply to any rental to a
nonpassive activity pursuant to a written binding contract entered into before
February 19, 1988. Reg. §1.469-11(c)(1)(ii).
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which authorizes regulations requiring net income or gain from
a passive activity to be treated as not from a passive activity.
The regulations’ preamble noted that:

[i]n the absence of regulations, taxpayers would be
encouraged to generate passive activity gross income
by (a) changing their participation in, and the owner-
ship structure of, their active businesses, and (b) re-
placing their portfolio investments with investments
in rental or passive business activities that share
many of the investment characteristics of traditional
portfolio investments. Although attempts to derive
capital income from rental or passive business
sources are not generally abusive, they could, if un-
deterred, frustrate Congress’s intent that the passive
loss provision prevent “the sheltering of positive in-

come sources.”*

Example: An activity subject to a recharacterization pro-
duces gross income of $50 and deductions of $80. The net
loss of $30 is a passive loss. But if the activity produces
gross income of $100 and deductions of $80, the $20 net
income is nonpassive income. The activity has the worst
of both worlds, as a net loss is limited under the passive
loss rules but a net income or gain cannot be sheltered by
losses from other passive activities.

If the activity has passive loss carryovers, the carryovers
may offset the (nonpassive) income of the activity.””
The six recharacterization rules are:

1. Significant participation rule, which applies to trade or
business activities in which the taxpayer generally spends
more than 100 hours during the tax year but does not ma-
terially participate,”™

2. Nondepreciable property rule, which applies to a rental

activity in which less than 30% of the unadjusted basis of
935

the activity’s property is depreciable,
3. Equity-financed lending rule, which applies to a lending
trade or business activity that is generally funded 20% or
more by equity,”

4. Incidental-to-development rule, which applies when the
use of property in a rental activity is incidental to a devel-
opment activity,””

*2T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5693 (Feb. 25, 1988).

*3See T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg.
5686, 5695 (Feb. 25, 1988) (“if a taxpayer’s loss from an activity or an item of
property is disallowed for a tax year, the taxpayer’s net passive income from
the activity or property for the succeeding year is reduced by the amount of
such disallowed loss. As a result, the regulations do not treat income from an
activity or an item of property as nonpassive income while, at the same time,
prohibiting the deduction of previously disallowed losses from such activity or
property.”).

" Reg. §1.469-2T(H)(2).

S Reg. §1.469-2T(f)(3).

“Reg. §1.469-2T(f)(4).

*TReg. §1.469-2T(f)(5).
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5. Self-rental rule, which applies to property rented to a
lessee for use in a trade or business in which the lessor ma-
terially participates,” and

6. Pass-through entity royalty rule, which applies to a
pass-through entity, engaged in licensing intangible prop-
erty, in which the taxpayer acquires an interest after the
entity has incurred certain expenses.””

Net income or gain under the nondepreciable property
rule, the equity-financed lending rule, and the pass-through en-
tity royalty rule is further treated as portfolio income,”* which
increases the amount of investment interest deductible under
§163(d). The other recharacterization rules (the significant par-
ticipation rule, the incidental-to-development rule, and the self-
rental rule) recharacterize net income or gain from passive to
nonpassive income or gain.”"

Practice Point: The recharacterization rules apply without
regard to any credits arising from the activities. The passive
credits with respect to the activity remains as passive credits,
which cannot offset the income tax liability on the nonpassive
income.”*

Example: The taxpayer’s only passive activity is subject to
a recharacterization rule that yields $10,000 of net income,
along with credits in the amount of $3,000. The net in-
come is treated as nonpassive, and the credits are suspend-
ed as passive credits. Now assume that the taxpayer owns
an interest in a second passive activity that is not subject
to a recharacterization rule, and that yields net income in
the amount of $10,000. The credits from the first passive
activity are allowed against this passive income.

Practice Point: The significant participation rule, the non-
depreciable property rule, and the equity-financed lending rule
apply on an activity-by-activity basis. The other recharacteriza-
tion rules (the incidental-to-development rule, self-rental rule,
and pass-through entity royalty rule) apply on a property-by-
property basis, and they take precedence over the activity-by-
activity rules.”” Among the property-by-property rules, the in-
cidental-to-development rule takes precedence over the self-
rental rule and the pass-through entity royalty rule.”* Among
the activity-by-activity rules, only one rule can apply at a
time,” but their priority is unclear, even though the significant
participation rule generates nonpassive income while the non-
depreciable property rule and the equity-financed lending rule
generate portfolio income.

Practice Point: There is no recharacterization rule for a
taxpayer who owns a preferred equity interest in a partnership
engaged in a partnership activity. The regulations’ preamble
noted that:

"®Reg. §1.469-2(f)(6).

" Reg. §1.469-2T(H)(7).

*Reg. §1.469-2(f)(10).

' The three recharacterization rules have less effect on CHCs, which can
use passive losses against active income, though not portfolio income.

92 Sidell v. Commissioner, T.C. Memo 1999-301.

" Reg. §1.469-2T(H)(9).

*“Reg. §1.469-2(f)(6)(ii).

*SReg. §1.469-2T(f)(8).
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[d]uring the preparation of these regulations, the Ser-
vice considered an approach to recharacterizing cer-
tain passive activity gross income that is illustrative
of the kinds of additional regulations the Service may
prescribe in the future. Under this approach, gross in-
come attributable to a preferred or guaranteed return
from an investment (i.e., a return that through prefer-
ences or other arrangements is derived from sources
other than the taxpayer’s own invested capital) would
be treated as portfolio income. ... the Service contin-
ues to study this approach and invites comment on
the circumstances in which a “preferred” or “guaran-
teed” return should be treated as portfolio income.”*

1. Significant Participation Rule

The first recharacterization rule is for significant partici-
pation passive activities (SIPPAs).”” A SIPPA is a significant
participation activity (SPA) in which the taxpayer is not mate-
rially participating under the 500-hour aggregate test for SPAs
(Test Four).”® A SPA is a trade or business activity, other than a
rental activity, in which the taxpayer participates for more than
100 hours but does not materially participate (disregarding the
aggregate 500-hour test for SPAs).”* For many taxpayers, any
activity in which the taxpayer participates between 100 and 500
hours may be a SIPPA.

Note: The effective result of the SIPPA rule is that a tax-
payer has nonpassive income or passive loss from a trade or
business activity in which the taxpayer spends more than 100
hours but does not materially participate. The SIPPA rule is
sometimes called the “heads Treasury wins, tails taxpayer los-
es” rule.”™

Example: Taxpayer is an associate at a law firm from
Years One through Ten and becomes a partner beginning
in Year Eleven. Taxpayer leaves the law firm on Year
Twelve. Since the taxpayer only worked for the partner-
ship for two months during that partnership tax year (Jan-
uary and February Year Twelve), the taxpayer did not ma-
terially participate in the partnership’s activity during that
partnership tax year under the 500 hours test (Test One).
The taxpayer did not materially participate under the three
years test (Test Six) or the five-of-ten years test (Test
Five), which require three years or five years of the tax-
payer owning an interest in the partnership’s activity, i.e.,
being a partner in the partnership, respectively. The tax-
payer does not materially participate under the substantial-
ly all participation test (Test Two) or the comparative par-
ticipation test (Test Three) if the law firm has other full-
time partners. Although the taxpayer’s interest in the law
firm partnership may be a passive activity, the taxpayer

“ST.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5695 (Feb. 25, 1988).

*TReg. §1.469-2T(F)(2)(i).

¥ Reg. §1.469-2T(f)(2)(ii), §1.469-5T(a)(4). See IV.A.4., above for the
500-hour aggregate test for SPAs.

9 See Reg. §1.469-5T(c) and IV.A 4., above.

90 American Bar Association Special Task Force on Passive Losses, Pre-
amble to the Comments on PAL Proposed Regulations, 39 Tax Notes 1325
(June 13, 1988).
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has nonpassive income in Year Twelve from the partner-
ship under the SIPPA rule if the taxpayer spent more than
100 hours in the partnership’s trade or business activity in
Year Twelve.

Income Loss

Taxpayer participates in the ac- | Passive Passive
tivity for less than 100 hours
and does not materially partici-
pate in the trade or business ac-

tivity

Taxpayer participates in the ac- | Nonpassive |Passive
tivity between 100 hours and
500 hours (SPA) but does not
materially participate in the ac-

tivity under any test

Taxpayer participates in the ac- | Nonpassive
tivity between 100 hours and
500 hours, and materially par-
ticipates in all SPAs under the
aggregate test for all SPAs

Nonpassive

Taxpayer materially partici- | Nonpassive
pates in the activity under an-
other test

Nonpassive

Practice Point: Sometimes a taxpayer may not be able to
plan whether it will spend more or less than 500 hours on the
trade or business activity during the tax year, which may have
dramatic consequences depending on whether the activity re-
sults in income or loss.

The regulations’ preamble explained that:

the Service recognizes that, in the case of an activity
that is not the full-time occupation of the taxpayer,
the rules regarding material participation set forth
in §1.469-5T are stringent. As a result, a taxpayer
spending relatively small amounts of time in unrelat-
ed activities could, in the absence of regulations, treat
the gross income from such activities as passive ac-
tivity gross income even though the taxpayer’s par-
ticipation and services are significant factors in gen-
erating the income from the activities.

In view of this concern, §1.469-2T(f)(2) provides that

an amount of the taxpayer’s gross income from a sig-

nificant participation passive activity equal to the tax-

payer’s net passive income from the activity is treat-

ed as not from a passive activity. For purposes of this

rule, a significant participation passive activity is an

activity (other than a rental activity) in which the tax-

payer participates for more than 100 hours, but does

not materially participate, for the tax year.”

The taxpayer aggregates all SIPPAs in order to determine
whether they yield net income in the aggregate. Any aggregate

“'T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5693 (Feb. 25, 1988).
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net income is nonpassive, and is allocated among the individual
SIPPAs that generated net income.”

Example: Taxpayer T has three SIPPAs: Activity A
(which has net loss of $90); Activity B (which has net in-
come of $80); and Activity C (which has net income of
$40). T’s net income from SIPPAs is $30. Under the sig-
nificant participation rule, gross income in the amount of
$30 is treated as nonpassive, of which $20 is allocated to
Activity B and $10 to Activity C.

Practice Point: A taxpayer can have a maximum of four
SIPPAs. If he has five or more SPAs, then it follows arithmeti-
cally that he will have spent more than 500 hours on them in
the aggregate, and therefore materially participate in the SPAs.
Accordingly, they will not be passive activities.

Where an activity is subject to recharacterization not only
because it is a SIPPA, but also because it involves the rental of
nondepreciable property and/or an equity-financed lending ac-
tivity, the gross income from the activity that is nonpassive is
equal to the highest of the amounts disallowed under any one
of the above three recharacterization rules, in order to avoid du-
plication of disallowed amounts.”

Practice Point: It is not clear how the nondepreciable prop-
erty rule, which applies only to rental activities, can overlap
with the significant participation rule or the equity-financed
lending rule, both of which apply only to trades or businesses
that are not rental activities.

2. Nondepreciable Property Rule

The nondepreciable property rule applies to a rental ac-
tivity, if less than 30% of the unadjusted basis of the property
used or held for use by customers is depreciable under §167.”
The rule can apply to both personal property and real property.
The net passive income from the property is portfolio income
and investment income, which increases the investment interest
expense allowed under the §163(d) investment interest limita-
tion.””

The regulations’ preamble explained that:

[slince nondepreciable property may be rented to-

gether with incidental depreciable property (e.g., land

with minor improvements), raising a factual issue as

to whether an activity in which nondepreciable prop-

erty is leased consists primarily of renting such prop-

erty, §1.469-2T(f)(3) provides a bright [30%] line for

distinguishing activities involving the rental of non-

depreciable property from other rental activities.””

Unadjusted basis is defined as adjusted basis under §1016,
but determined without regard to any adjustment that decreases
basis.

Example: Taxpayer T has a rental activity involving two
assets: (1) land with an unadjusted basis of $80,000; and

*?Reg. §1.469-2T(£)(2)(i).

*Reg. §1.469-2T(f)(8).

"Reg. §1.469-2T(H)(3).

" Reg. §1.469-2(f)(10).

“ST.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5694 (Feb. 25, 1988).
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(2) a building located on the land with an unadjusted basis
of $20,000. Since only the building is depreciable, and it
accounts for 20% of total unadjusted basis, the rental ac-
tivity is subject to the nondepreciable property rule. T’s
net income from the rental activity is nonpassive and treat-
ed as portfolio income. A similar result applies to any gain
from the sale of the land and building.

The nondepreciable property rule can apply to fields
leased to a farmer, mobile home parks, lots leased to sell
Christmas trees, and land leased for billboards, cell towers, and
campgrounds.”” The nondepreciable property rule can apply to
a rental activity that leases land to a related party, which con-
structs and owns building and improvements on the land.”**

Practice Point: The term “rental activity” has the same
meaning as under Reg. §1.469-1T(e)(3). Thus, an activity that
satisfies one of the exceptions to the rental activity definition
(e.g., the average period of customer use is seven days or less)
is not recharacterized under this rule, such as short-term rentals
of nondepreciable musical instruments or artwork.

The nondepreciable property rule applies separately to
each of the taxpayer’s separate activities of renting nondepre-
ciable property. A taxpayer may have two activities, consisting
of two parcels of land rented to the same lessee, with one parcel
giving rise to a passive loss and one parcel giving rise to non-
passive income under the nondepreciable property rule.””

If the incidental-to-development rule applies at the same
time, the incidental-to-development rule takes precedence over
the nondepreciable property rule because the former applies on
a property-by-property basis.”

Practice Point: The 30% test is measured by unadjusted
basis, with no adjustment for inflation.

Example: Taxpayer T purchases land with an unadjusted
basis of $8,000. Twenty years later, the land is worth
$100,000 and T builds a $4,000 depreciable structure on
the land. The nondepreciable property rule no longer ap-
plies to the property, because 33% of the property’s basis
is depreciable.

Practice Point: If the taxpayer engages in a like-kind ex-
change of real property, it is unclear whether the replacement
property’s unadjusted basis is equal to the relinquished prop-
erty’s adjusted basis or the relinquished property’s unadjusted
basis.”

Practice Point: If the property is owned by a partnership,
and the partnership’s partners have positive §743(b) adjust-
ments with respect to the partnership, each partner may be able
to include its §743(b) adjustments in the 30% computation.

72005 IRS Audit Guide at 3-4, available at https:/www.irs.gov/pub/irs-
mssp/pal.pdf.

98 Wiseman v. Commissioner, T.C. Memo 1995-203. See IIL.D.3., above,
for rental activity grouping rules.

**The rule can apply effectively on a property-by-property basis if the
properties are not grouped properly. See Dirico v. Commissioner, 139 T.C. 396
(2012).

%% See Reg. §1.469-2(f)(5), discussed at IV.C.4., below.

%! Compare Reg. §1.199A-2(c) with Prop. Reg. §1.199A-2(c).
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Practice Point: The 1986 Conference Report noted that
regulations to create nonpassive income may be appropriate
for “ground rents that produce income without significant ex-
penses.”” The final regulations, in contrast, generally apply the
nondepreciable property rule to properties with insufficient de-
preciation, without regard to whether the property may have
significant operational costs or other expenses.

Note: Repairs of property generally give rise to business
deductions, while improvements to property are capitalized.””
The repairs do not add to unadjusted basis but the capitalized
improvements add to unadjusted basis, even if the capitalized
amounts are immediately deducted due to 100% bonus depreci-
ation and reduce adjusted basis.” Accordingly, capitalized im-
provements may enable a property to avoid the nondepreciable
property rule.

3. Equity-Financed Lending Rule

Certain equity-financed lending activities generate income
that is recharacterized as portfolio income and net investment
income for purposes of the §163(d) investment interest limita-
tion.”” Such an activity is one that involves a trade or business
of lending money, if the average outstanding balance of liabili-
ties incurred in the activity for the tax year (including outstand-
ing debt from prior tax years) does not exceed 80% of the av-
erage outstanding balance of the interest-bearing assets held in
the activity for such tax year’® In other words, the activity is
generally funded 20% or more by equity, instead of debt.

The regulations’ preamble explained that:

interest income from loans made in the ordinary

course of a trade or business of lending money is not

portfolio income. Absent a regulation expressly treat-

ing income from such an activity as nonpassive in-

come, taxpayers could derive passive income from

investments substantially similar to mutual fund in-
vestments by becoming passive investors in partner-
ships or S corporations that engage in a trade or busi-

ness of lending equity funds contributed by the tax-

payers.””

Practice Point: This rule ensures that the above method
will not succeed in creating passive income (although it still
can give rise to passive loss) with respect to interest on the
money one invests in the activity — subject to a safe harbor
with the 80% debt funding requirement.

The average outstanding balance, with respect to both lia-
bilities and interest-bearing assets, may be computed on a dai-
ly, monthly, or quarterly basis at the option of the taxpayer.””
The liabilities and assets taken into account generally are those
that bear interest or original issue discount: e.g., bonds, bank
deposits, and loans to customers.”” The test disregards liabili-

21986 Conference Report at I1-147. See also 1986 Blue Book at 235.

%638263.

% See §168(k), §168(n), §168(m) (50% bonus depreciation for qualified
recycling and reuse property).

*“Reg. §1.469-2T(f)(4).

*“Reg. §1.469-2T(F)(4)(ii)(A).

*7T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5694 (Feb. 25, 1988).

"% Reg. §1.469-2T(f)(4)(vii).

*“Reg. §1.469-2T(H)(4)(v), §1.469-2T(F)(4)(vi).
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ties and assets that do not bear interest, g.g., accounts payable
and receivable, as well as contingent liabilities. The test disre-
gards liabilities secured by tangible property used in the activi-
ty, as well as (in the case of an activity conducted by an entity
in which the taxpayer owns an interest) liabilities with respect
to which the entity is not the borrower.””” The test also disre-
gards liabilities incurred principally for the purpose of exceed-
ing the 80% test.””'

Practice Point: Since the 80% test is an all-or-nothing test,
and the test is applied on an activity-by-activity basis, a taxpay-
er with two or more lending operations may seek to group some
of them into a single activity in order to meet the 80% test.

Practice Point: With respect to a partnership or other entity
engaged in the trade or business of lending money, only entity-
level liabilities are included in the computations. Partner-level
liabilities are not taken into account, even if allocable to the
partner’s share of the partnership’s lending trade or business.

The amount of net income for the tax year from an equity-
financed lending activity that is treated as nonpassive is equal
to the lesser of: (1) the amount of equity-financed interest in-
come from the activity; and (2) the overall net passive income
from the activity.””

Equity-financed interest income is generally gross interest
income from the activity, with two adjustments.”” First, gross
interest income is reduced to net interest income by reasonably
allocable expenses.”* Second, only the portion of net interest
income that is equity-financed (determined by making the same
calculation as under the 80% test described above) is counted.””
As an example, if an activity is 70% liability-financed and 30%
equity-financed, equity-financed interest income from that ac-
tivity would equal 30% of the net interest income from the ac-
tivity. The amount of net income treated as nonpassive is equal
to the lesser of (1) 30% of the net interest income or (2) the
overall net passive income from the activity.

Practice Point: The overall net passive income from the ac-
tivity may be increased by gain from the disposition of the ac-
tivity, even though the gain is not part of equity-financed in-
terest income. Conversely, for a partnership or other entity en-
gaged in the trade or business of lending money, partner-level
interest expense is not taken into account in determining status
as an equity-financed lending activity or in computing equity-
financed interest income, but the partner-level interest expense
may reduce the overall net passive income from the activity.

4. Incidental-to-Development Rule

The incidental-to-development rule applies to the use of an

item of property in a rental activity’” incidental to a develop-

'Reg. §1.469-2T(f)(4)(vi).

7' Reg. §1.469-2T(f)(4)(ii)(B).

" Reg. §1.469-2T(H)(4)(i).

P Reg. §1.469-2T(f)(4)(iii).

*Reg. §1.469-2T(f)(4)(iv). For this purpose, disregard interest on liabili-
ties described in Reg. §1.469-2T(f)(4)(vi) (i.e., those secured by certain tangi-
ble property or not incurred by the entity).

P Reg. §1.469-2T(f)(4)(ii).

" The regulations do not state whether a “rental activity” is defined for
this purpose in accordance with Reg. §1.469-1T(e)(3) (providing certain excep-
tions to the term for general passive loss purposes). Cf. Reg. §1.469-2T(f)(3)
(expressly providing that the general passive loss definition of “rental activity”
applies with respect to the nondepreciable property rule).
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ment activity.”” The use of an item of property in a rental activ-
ity is incidental to a development activity if all of the following
three requirements are met:

1. Gain, if any, from the sale, exchange, or other disposi-
tion of the item of property is included in the taxpayer’s
income for the tax year.””

2. The taxpayer either materially participated or signif-
icantly participated (i.e., participated for more than 100
hours) in an activity that involved, for any tax year, the
performance of services for the purpose of enhancing the
value of such item of property.”” Services that are treated
as enhancing the value of an item of property include, but
are not limited to, construction, renovation, and lease-up
(unless more than 50% of the property is leased on the date
the taxpayer acquires an interest in the property).””

3. The use of the item of property in a rental activity com-
menced less than 12 months before the date of disposi-
tion.” Such rental activity is deemed to commence when
the taxpayer owns an interest in the item of property, sub-
stantially all of the property is rented (or is held out for rent
and is in a state of readiness for rental), and no significant
value-enhancing services (other than lease-up) remain to
be performed.”” The date of disposition is the first date on
which the property is subject to an oral or written agree-
ment that either requires the owner to transfer his interest
therein for consideration that is fixed or otherwise deter-
minable on such date, or gives the owner the option to do
50.983

Under this recharacterization rule, any positive amount of
net rental activity income for the tax year from an item of prop-
erty used in a rental activity is treated as nonpassive income.”®
Net rental activity income is defined as gross income from the
rental or disposition of the property during the tax year, reduced
by any passive activity deductions that are reasonably allocable
to such rental use.™

The temporary regulations’ preamble explained that:

[i]t is not appropriate ... to treat a taxpayer’s gain
from the sale of a rental property as passive activity
gross income if the taxpayer materially or significant-
ly participated in the development of the property and
the gain is predominantly attributable to the develop-
ment of the property rather than to appreciation dur-
ing the rental period. ... In general, the effect of this
rule is that property developed by the taxpayer must
be rented for at least 24 months before selling the
property or contracting for its sale or the taxpayer’s

T Reg. §1.469-2(f)(5).

" Reg. §1.469-2(f)(5)()(A).

“PReg. §1.469-2(f)(5)()(C). If the basis of the item of property is deter-
mined in whole or in part by reference to another item of property that was sold,
exchanged, or otherwise disposed, the taxpayer may count the performance of
services for the disposed other item of property. Reg. §1.469-2(f)(5)(1)(C).

*Reg. §1.469-2(F)(5)(iii).

%! Reg. §1.469-2(f)(5)(1)(B).

2 Reg. §1.469-2(£)(5)(ii).

" Reg. §1.469-2(F)(5)()(B), §1.469-2(c)(2)(iii)(B).

" Reg. §1.469-2(H)(5)().

" Reg. §1.469-2(f)(9)(iii), §1.469-2()(9)(iv).
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gain from the sale will not be treated as passive ac-

tivity gross income.”

The rental period was reduced to 12 months in the final
regulations.””

Practice Point: Net rental activity income is reduced by
any passive loss carryovers for the same activity.”® In other
words, although the incidental-to-development rule gives rise
to nonpassive income, the income can be offset by passive loss
carryovers from the same activity.

A single rental activity can be subject to recharacterization
with respect to each item of property that is used in the rental
activity.

Example: Two separate items of commercial realty are
used in the same rental activity. One of the items gives rise
to a gain, and the other to a loss, but the use of both is inci-
dental to a development activity. The gain from the former
is nonpassive income under the recharacterization rule, but
the loss from the latter is a passive loss.”®

5. Self-Rental Rule

The self-rental rule (or self-rented property rule) was an-
ticipated by the 1986 Conference Report, which stated that reg-
ulations may be appropriate to target “related party leases or
sub-leases, with respect to property used in a business activity,
that have the effect of reducing active business income and cre-
ating passive income.”” The regulations’ preamble added that:

[ilncome from an active business consists of both in-

come from services and income from capital invest-

ed in the business. In the absence of regulations, a

taxpayer could derive passive activity gross income

from an active business in which tangible property is
used by renting the property to an entity conducting

the activity (or by causing an entity holding the prop-

erty to rent the property to the taxpayer).”"

The regulations provide that an item of property is rechar-
acterized under the self-rental rule if the property is rented to
a lessee for use in a trade or business in which the lessor tax-
payer materially participates.” The net rental activity income

%$T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5693 (Feb. 25, 1988).

*7T.D. 8253, 54 Fed. Reg. 20,532 (May 12, 1989).

" Reg. §1.469-2(H)(9)(iv).

" See Reg. §1.469-2(f)(5)(1) and §1.469-2(f)(9)(iii)—(iv).

01986 Conference Report at II-147. See also 1986 Blue Book at 235.

“'T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5694 (Feb. 25, 1988).

"2 Reg. §1.469-2(f)(6). See, e.g., Schumann v. Commissioner, T.C. Memo
2014-138 (taxpayer materially participated in the lessee S corporations’ busi-
nesses given that he reported $15 million of wages in one year from the S cor-
porations, and also claimed to be actively involved in the S corporations in
depositions when their minority shareholders (taxpayer’s children) filed share-
holder’s derivative lawsuit against the taxpayer alleging that he did minimal
work); Williams v. Commissioner, T.C. Memo 2015-76, aff’d, 637 Fed App’x
799 (5th Cir. 2016) (taxpayer rented property to his own S corporation’s ac-
tivity in which he materially participated; self-rental rule upheld as valid and
caused the rental income to be nonpassive income). See 2005 IRS Audit Guide
at 3-4, available at https://www.irs.gov/pub/irs-mssp/pal.pdf:

(“Self-rented property is a frequent adjustment, as it is common practice
for many professionals to own the property personally and lease it to a corpo-
ration or partnership where they conduct business.”).
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from the property for the tax year is nonpassive. Net rental ac-
tivity income includes any gain from the sale or disposition of
the property while it is subject to the self-rental rule.”

Practice Point: The self-rental rule does not require any
minimum amount of common ownership between the lessor
and the lessee. If a taxpayer leases property to a lessee partner-
ship in which the taxpayer owns a 0.1% interest, and the tax-
payer materially participates in the lessee partnership’s activi-
ty, then the taxpayer’s rental income and gain is subject to the
self-rental rule.

The self-rental rule applies to rentals of property not only
to pass-through entities in which the taxpayer owns an interest,
but also to C corporations.™

Practice Point: When property is rented to a C corporation,
the self-rental rule applies if the lessee C corporation is a PSC
or a CHC, even if it is closely held by someone other than the
lessor. It is possible that the self-rental rule also applies if the
lessee C corporation is widely held or publicly traded. The self-
rental rule applies if the lessor materially participates in the
lessee’s “trade or business activity” within the meaning of Reg.
§1.469-4(b)(1), which is generally any activity that involves
the conduct of a trade or business and is not a rental activity.
Reg. §1.469-4(a) provides that a “taxpayer’s activities include
those conducted through C corporations that are subject to sec-
tion 469, S corporations, and partnerships,” which may imply
that other C corporations’ activities are excluded.”” However,
if the self-rental rule focuses on the lessee’s activity and not on
the lessor taxpayer’s activity.

Practice Point: The nonpassive income under the self-
rental rule is not investment income and therefore does not in-
crease the interest allowed under the §163(d) investment inter-
est limitation.

Practice Point: The self-rental rule only treats the rental in-
come as nonpassive income, but any passive credits with re-
spect to the activity remain as passive credits.””® The passive
credits cannot offset the income tax liability on the nonpassive
income.

Practice Point: The self-rental rule applies only to net
rental activity income, not losses. The self-rental losses gener-
ally continue to be passive losses, though some may be allowed
by the $25,000 special allowance, discussed at V.F., below.

" Reg. §1.469-2(H)(9)(iv), §1.469-2(H(9)(iii).

9% See Schwalbach v. Commissioner, 111 T.C. 215 (1998) (self-rental rule
upheld as valid and applied to property leased to PSC); Samarasinghe v. Com-
missioner, T.C. Memo 2012-23; Veriha v. Commissioner, 139 T.C. 45 (2012)
(because of common ownership of S corporations leasing to C corporations,
income from truck rental recharacterized as nonpassive); Krukowski v. Com-
missioner, 279 F.3d 547 (7th Cir. 2002), aff’g 114 T.C. 366 (2000) (rental in-
come from taxpayer’s office building to taxpayer’s subchapter C law firm was
nonpassive); Sidell v. Commissioner, 225 F.3d 103 (1st Cir. 2000), aff’g T.C.
Memo 1999-301 (IRS properly recharacterized rental income received by a
grantor trust from the taxpayer-grantor’s wholly owned C corporation in which
he materially participated); Connor v. Commissioner, 218 F.3d 733 (7th Cir.
2000), aff’g T.C. Memo 1999-185.

95 But see Robinson v. Commissioner, 119 T.C. 44 (2002) (“If, however,
the statute in question uses the word “includes” rather than “means” to define
a term, then there is an indication that the definition of the term is exemplary
rather than exclusive.”) (citing Colautti v. Franklin, 439 U.S. 379, 392-393 n.
10 (1979)).

* Sidell v. Commissioner, 225 F.3d 103 (1st Cir. 2000), aff’g T.C. Memo
1999-301.
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The self-rental rule does not apply to any rental to a non-
passive activity pursuant to a written binding contract entered
into before February 19, 1988.”” The self-rental rule also does
not apply to any item of property that is subject to the inciden-
tal-to-development rule.”

Practice Point: Net rental activity income includes any
passive loss carryovers for the same activity.”” In other words,
although self-rental income is nonpassive income, the income
can be offset by passive loss carryovers from the same activity.

In Fransen v. United States, the Fifth Circuit Court of
Appeals held that the self-rental rule applies to all rental income
from property owned by a husband and wife and rented to a C
corporation in which the husband, but not the wife, held stock.
Participation in an activity by one spouse is treated as participa-
tion by the other, regardless of whether the spouse files a joint
or separate return or owns an interest in the activity.'™'

The regulations recharacterize net rental activity income
from an “item of property” rather than net income from the en-
tire rental “activity.”"” Thus, if a taxpayer leases one building
at a net profit to an S corporation through which he conducts
an active trade or business, and the taxpayer leases a second
building at a net loss to a second S corporation through which
he conducts an active trade or business, the net income can
be recharacterized as nonpassive income while the net loss re-
mains a passive loss, even if the taxpayer had otherwise validly
grouped the two rental buildings as a single activity.'™”

Recharacterization of self-rental income from an “item of
property” as not from a passive activity effectively removes the
income from the passive loss computation. Removal of a single
item of income from such computation, however, does not af-
fect the passive characterization of items remaining within the
activity. The losses from one self-rental cannot offset income
from another self-rental, despite the proper grouping of activi-
ties as a single activity.'™

Practice Point: If only a portion of the property is rented
to a trade or business in which the taxpayer materially partic-
ipates, rental income from the entire property may be subject
to the self-rental rule. A taxpayer may segregate the self-rental

*"Reg. §1.469-11(c)(1)(ii). See Krukowski v. Commissioner, 114 T.C.
366 (2000), aff’d, 279 F.3d 547 (7th Cir. 2002) (1991 renewal of a 1987 lease
was a separate contract and therefore not grandfathered); PLR 9406010 (gain
on the disposition of rental activity is passive income when the lease with the
taxpayer’s related S corporation was entered into before February 19, 1988).
According to one commentator, Treasury has informally indicated that a renew-
al at the lessor’s option would terminate the self-rental rule’s grandfathering,
while a renewal at the lessee’s option would not terminate the grandfathering.
See Amy L. Sutton and Laura Howell-Smith, Federal Income Taxation of Pas-
sive Activities, 17.01[2] (Aug. 2018).

"®Reg. §1.469-2()(6)(ii), §1.469-2(f)(5). The incidental-to-development
rule is discussed at IV.C.4., above.

991.469-2(H)(9)(iv).

%9191 F.3d 599 (5th Cir. 1999), aff’g 98-2 USTC q 50,776 (E.D. La.
1998).

101$469(h)(5); Reg. §1.469-5T(£)(3).

"2 Reg. §1.469-2(f)(6).

193 Carlos v. Commissioner, 123 T.C. 275 (2004). See also Beecher v.
Commissioner, 481 F.3d 717 (9th Cir. 2007), aff’g sub. nom. Cal Interiors Inc.
v. Commissioner, T.C. Memo 2004-99 (taxpayers leased some buildings to
wholly owned C corporations for which they worked full-time, which gave rise
to nonpassive income, and taxpayers leased other buildings to third parties that
gave rise to passive losses).

1004 §ee Shaw v. Commissioner, T.C. Memo 2002-35.
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income by establishing it as a separate activity that is an appro-
priate economic unit under the activity rules.'*”

Example: Taxpayer T owns a 10-story office building, of
which nine floors are leased to unrelated tenants and one
floor is leased to a partnership engaged in a trade or busi-
ness in which T materially participates. The self-rental rule
may apply to the entire building and cause all of the net
rental income to be nonpassive income. Instead, T may
consider contributing the use of the property to the partner-
ship in exchange for a guaranteed payment, which would
trigger the “providing property to a pass-through activity”
rule.'™ The guaranteed payment and its related deductions
would still be nonpassive, but T avoids the self-rental rule
for the whole building and may have passive income or
loss with respect to T’s rent from the unrelated tenants.

For a C corporation, material participation by a sharehold-
er, as distinct from by the C corporation, generally does not
matter in the absence of the recharacterization rule, since items
of income, deduction, and credit are not passed through by C
corporations to their shareholders. However, shareholder mate-
rial participation does matter under the recharacterization rule.
If the taxpayer, in connection with an activity conducted by a C
corporation in which he owns an interest, does sufficient work
to qualify as materially participating, then a rental by the tax-
payer to the C corporation of property used in that activity will
now be subject to recharacterization.

Practice Point: The self-rental rule does not apply to an
item of property rented to a lessee for use in a trade or business
in which the lessor taxpayer (and his spouse filing a joint re-
turn) does not materially participate, but in which the lessor’s
other family members materially participate.

Practice Point: The self-rental rule does not apply to an
item of property rented to a lessee for use in a rental activity in
which the lessor taxpayer materially participates.'”” It applies
only to a lessee engaged in a trade or business activity.

Example: A is a real estate professional. A rents personal
property to an S corporation engaged in a rental activity
in which A materially participates. A does not have self-
rental income from the personal property that is recharac-
terized as nonpassive income.

Note: In Cox v. Commissioner,™ the taxpayer owned a

law practice (a sole proprietorship), which paid rent to the tax-
payer and his wife for office space in a building that they
owned as tenants by the entireties. The Tax Court allowed the
taxpayer to deduct 50% of the rent as the law practice’s busi-
ness expense, and to report the wife’s 50% share of the rental
income as passive income from a rental activity, on their joint
tax return. The taxpayer could not deduct the other 50% of
the rent that his law practice was paying to himself. The self-
rental rule was not mentioned, presumably because the taxpay-

195 See Reg. §1.469-4(c).

1% See TI1.B.6., above, discussing Reg. §1.469-1T(e)(3)(ii)(F).

%7 Dirico v. Commissioner, 139 T.C. 396 (2012).

1987 C. Memo 1993-326. See also Cox v. Commissioner, 121 F.3d 390
(8th Cir. 1997), aff’g T.C. Memo 1996-103.
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er’s sole practitioner law practice was a sole proprietorship and
not a separate tax entity.

6. Pass-through Entity Royalty Rule

As discussed at III.C.2., above, royalties received by any
person with respect to licensing intangible property are not
portfolio income if that person either created the intangible
property or performed substantial services or incurred substan-
tial costs with respect to the development or marketing of that
property.'™ Such royalties generally may be passive income if
the taxpayer does not materially participate during the current
tax year.

However, the pass-through entity royalty rule prevents the
creation of passive royalty income if royalties are received by
a pass-through entity (the “development entity”), and the tax-
payer acquires an interest in such entity only after the entity has
created intangible property or performed substantial services or
incurred substantial costs with respect to that property.''” When
this occurs, net income (but not net loss) with respect to the
royalties is nonpassive (and is net investment income for pur-
poses of the §163(d) investment interest limitation), unless suf-
ficient expenditures for the development or marketing of such
intangible property are incurred after the taxpayer acquires his
interest in the development entity. Such post-acquisition ex-
penditures are sufficient only if: (1) expenditures reasonably
incurred with respect to developing or marketing the property
exceed 50% of the property’s gross royalties for the tax year;'""'
or (2) the taxpayer’s share of the expenditures reasonably in-
curred by the development entity for all tax years of the entity
exceeds 25% of the fair market value of the taxpayer’s interest
in the property at the time he acquired the interest in the en-
tity."”* A capital expenditure is taken into account for the tax
year of the entity in which it is chargeable to capital account,
without regard to the tax year in which it is deductible.'"’"

This rule is applied separately to each item of property
with respect to which the development entity receives royalties.
The amount treated as nonpassive is the taxpayer’s net royalty
income from the property — i.e., gross royalty income from the
property less any passive activity deductions that are reason-
ably allocable to the property.'"*

7. Working Interests in Oil and Gas Property

A “passive activity” does not include a working interest
in any oil or gas property which the taxpayer holds directly or
through an entity which does not limit the liability of the tax-
payer with respect to such interest."””” Losses and credits from

1"°Reg. §1.469-2T(c)(3)(iii)(B).

"'Reg. §1.469-2T(f)(7)(i).

" Reg. §1.469-2T(H)(7)(iii)(A), §1.469-2T(c)(3)(iii)(B)(2)(ii)(a). This de-
termination is made for the tax year of the entity ending with or within the tax-
payer’s tax year.

2Reg. §1.469-2T(f)(7)(iii)(B). This determination is made with respect
to expenditures incurred in all tax years of the entity beginning with the tax
year of the entity in which the taxpayer acquired the interest in the entity, and
ending with the tax year of the entity ending with or within the taxpayer’s cur-
rent tax year.

" Reg. §1.469-2T(c)(3)(iii)(B)(2)(iii), §1.469-2T(£)(7)(iv).

"Reg. §1.469-2T(f)(7)(ii)(B).

1158469(c)(3)(A). The oil and gas working interest must be a trade or busi-
ness in order to be subject to the passive loss rules. For various self-employ-
ment tax cases on whether an oil and gas working interest is a trade or business,
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an oil and gas working interest which meet these requirements
are not limited by the passive loss rules, without regard to ma-
terial participation by the taxpayer.

The oil and gas working interest rule was created because
the oil and gas industry was experiencing economic hardship
in the summer of 1986, when Congress drafted the passive loss
rules. As noted by the 1986 Senate Report:

Congress’s goal of making tax preferences available
principally to active participants in substantial busi-
nesses, rather than to investors seeking to shelter un-
related income, can best be accomplished by examin-
ing material participation, as opposed to the financial
stake provided by an investor to purchase tax shelter
benefits.

In certain situations, however, the committee be-
lieves that financial risk or other factors, rather than
material participation, should be the relevant stan-
dard. A situation in which financial risk is relevant
relates to the oil and gas industry, which at present is
suffering severe hardship due to the worldwide col-
lapse of oil prices. The committee believes that relief

for this industry requires that tax benefits be provid-

ed to attract outside investors.'*"®

Note: Three years later, a House bill attempted to expand
the oil and gas working interest concept to also cover an inter-
est in certain American timber property held by a natural per-
son, directly or through an entity that does not limit the per-
son’s liability. The House noted that “‘economic conditions for
individuals engaged in the business of cultivation and cutting
of timber are such that tax relief is appropriate for them at this
time.”'”"” However, the timber relief was removed from the fi-
nal bill that became the Omnibus Budget Reconciliation Act of
1989 (Pub. L. No. 101-239). The oil and gas working interest
rule continues its special and sui generis existence, even though
oil prices have generally been higher than the $9 per barrel that
occurred in 1986.

In contrast to the general passive loss rules that treat
spouses filing jointly as one taxpayer,"”'"® the oil and gas work-
ing interest rule is applied by treating spouses as separate tax-
payers, even if they file a joint return.'”” Thus, the fact that
one spouse holds an oil and gas working interest through an
entity that does not limit the spouse’s liability does not affect
the applicability of the oil and gas working interest rule to any
other portion of the working interest that is held by the other
spouse.'”

Although the taxpayer may have nonpassive losses under
the oil and gas working interest rule regardless of his level
of material participation, there are two anti-taxpayer rules, de-

see generally Cokes v. Commissioner, 91 T.C. 222 (1988); Johnson v. Com-
missioner, T.C. Memo 1990-461; Moorhead v. Commissioner, T.C. Memo
1993-314; Perry v. Commissioner, T.C. Memo 1994-215. But see Hendrickson
v. Commissioner, T.C. Memo 1987-566.

1911986 Senate Report at 717-718. See also 1986 Blue Book at 214.

'9"7H, Rep. 101-247, 101st Cong. 1st Sess., at 1482 (1989).

8 Reg. §1.469-1TG)(1).

"9 Reg. §1.469-1T()(2)(iii).

1920 See T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg.
5686, 5689 (Feb. 25, 1988).
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scribed below as the anti-flip-flop rule'® and the anti-risk-elim-

ination rule,'™ that apply if the taxpayer does not materially
participate in the oil and gas working interest’s activity. Fur-
thermore, material participation in an oil and gas working in-
terest is relevant with respect to classifying interest expense,
because §163(d)(5) provides that “investment interest” expense
includes interest allocable to a trade or business activity that is
not a passive activity and with respect to which the taxpayer
does not materially participate.

a. Definition of an Oil and Gas Working Interest

A working interest is defined for passive loss purposes as
a working or operating mineral interest in any tract or parcel
of land under rules for intangible drilling and development
costs.'” In general, such an interest is burdened with the cost
of development (e.g., drilling and completing wells) and oper-
ation of the property. Rights that are not so burdened, such as
rights to overriding royalties and production payments and con-
tract rights to extract or share in oil and gas, or in profits from
extraction, are not working interests.ggee generally 605 T.M.,
Oil and Gas Transactions. H

The 1986 Senate Report noted that:

A working interest generally has characteristics such
as responsibility for signing authorizations for expen-
ditures with respect to the activity, receiving period-
ic drilling and completion reports, receiving periodic
reports regarding the amount of oil extracted, posses-
sion of voting rights proportionate to the percentage
of the working interest possessed by the taxpayer, the
right to continue activities if the present operator de-
cides to discontinue operations, a proportionate share
of tort liability with respect to the property (e.g., if a
well catches fire), and some responsibility to share in
further costs with respect to the property in the event
that a decision is made to spend more than amounts
already contributed. However, the fact that a taxpay-
er is entitled to decline, or does decline, to make ad-
ditional contributions under a buyout, nonparticipa-
tion, or similar arrangement, does not contradict such
taxpayer’s possessing a working interest. In addition,
the fact that tort liability may be insured against does
not contradict such taxpayer’s possessing a working
interest.'"”
The oil and gas working interest rule is applied on a well-
by-well basis.'"” The regulations’ preamble explained that:

if a taxpayer owns a working interest in a tract of
land, assigns the working interest in part of the tract
to a partnership in exchange for a limited partnership

921 §469(c)(3)(B).

"2Reg. §1.469-1T(e)(4)(ii).

"3 Reg. §1.469-1(e)(4)(iv) (citing Reg. §1.612-4(a), which concerns the
capitalization or expensing of intangible drilling and development costs under
§263(c)). See also Rev. Rul. 68-139. While a working interest under §614(d)
can relate to mineral deposits other than oil and gas, only oil and gas working
interests are covered by the passive loss exception.

19241986 Senate Report at 744; 1986 Blue Book at 251. Income from such
interests generally is considered to be portfolio income. 1986 Senate Report at
744; 1986 Blue Book at 251.

1231986 Senate Report at 744-745. See 1986 Blue Book at 251.

12°Reg. §1.469-1T(e)(4)(i).
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interest, and drills a well on-the retained portion of

the tract, the working interest exception will apply to

that well. If, however, the partnership drills a well on

the assigned portion of the tract, the working interest

exception will not apply to the taxpayer’s interest in

that well."”’

In CCA 200952054, the Chief Counsel’s Office advised
that the oil and gas working interest rule is limited to a working
interest in natural deposits of oil and gas. The taxpayer had sus-
tained losses from production of “landfill gas” from municipal
waste, which the Chief Counsel’s Office distinguished as pro-
ducing gas from a man-made, nonconventional source, rather
than from a natural deposit of oil or gas. In addition, the gas
was produced from municipal solid waste, which is biomass.
Since biomass is defined as any organic material other than oil
and natural gas, the production of landfill gas is defined in part
as being other than an activity involving an oil and gas working
interest.'””*

b. Holding an Oil and Gas Working Interest Through a
Liability-Limiting Entity

The oil and gas working interest rule does not apply if the
oil and gas working interest is held through an entity that lim-
its the liability of the taxpayer with respect to such oil and gas
working interest.'”” Thus, an oil and gas working interest which
is held through such an entity is a passive activity, unless the
taxpayer materially participates in the oil and gas working in-
terest’s activity.

A taxpayer is entitled to the benefit of the oil and gas
working interest rule for a tax year if, at any time during the
tax year, he holds the oil and gas working interest directly or
through an entity that does not limit liability."” If the taxpayer
is both a general and a limited partner in a partnership that owns
an oil and gas working interest, his entire interest in each well
drilled by the partnership qualifies for the oil and gas working
interest rule.'”'

The taxpayer’s form of ownership limits the taxpayer’s li-
ability with respect to oil and gas activities if the taxpayer holds
an oil and gas working interest through: (1) stock in a corpo-
ration, such as an S corporation;'” (2) an interest as a limit-
ed partner; and (3) an interest in any other entity that, under
applicable state law, limits the potential liability of a holder
of such an interest for all obligations of the entity to a deter-
minable fixed amount.'” A fixed percentage of the entity’s lia-
bility is not a determinable fixed amount.'***

27T D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5687 (Feb. 25, 1988).

1928 See Reg. §1.614-1(a)(2).

1278469(c)(3)(A); Reg. §1.469-1T(e)(4)()(B).

'%0Reg. §1.469-1T(e)(4)(i).

%1 Reg. §1.469-1T(e)(4)(v)(C) Ex. (3). In FSA 200102018, the Chief
Counsel’s Office advised that when a husband and wife were both general and
limited partners in the partnership, the fact that they each held a 1% general
partnership interest in partnership and were jointly and severally liable for the
partnership’s activities under the partnership agreement and Texas law was suf-
ficient to satisfy the oil and gas working interest rule.

1932 See FSA 200102018.

193 Reg. §1.469-1T(e)(4)(V)(A).

" Reg. §1.469-1T(e)(4)(v)(C) Ex. (2).
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Limiting liability is applied by looking through tiered en-
tities."”” For example, the general partners in a partnership that
owns a limited partnership interest in a second partnership that
itself owns an oil and gas working interest do not benefit from
the oil and gas working interest rule.'”*

Practice Point: For trusts in certain states, state law may
limit the liability of the grantors or the beneficiaries and may
prevent the application of the oil and gas working interest rule.

The form of ownership rule is one of form, not substance.
Where liability is limited by factors other than the taxpayer’s
form of ownership, the oil and gas working interest rule still
applies.'”” For example, indemnification agreements, stop-loss
arrangements, insurance, similar arrangements, or any combi-
nation of the foregoing are disregarded.'”

Example: Taxpayer T owns a 10% interest in a general
partnership, with several liability for 10% of the partner-
ship’s expenses. The sponsor indemnifies T to the extent
that his share of partnership expenses exceeds his origi-
nal capital contribution. In addition, T obtains insurance
against liability with respect to his partnership interest. T
qualifies for the oil and gas working interest rule and has
nonpassive income from the partnership, even though his
risk is effectively limited with respect to the partnership.

Note: Protection against loss through guarantees, stop-loss
agreements, or other similar arrangements may cause certain
deductions to be disallowed under the §465 at-risk rules.'” The
at-risk limitations are applied before and independently of the
passive loss rules. See generally 550 T.M., At-Risk Rules.

c. Anti-Flip-Flop Rule

After an oil and gas working interest has generated non-
passive losses and begins to generate net income, a taxpayer
may attempt to change the form of ownership to generate pas-
sive income. To prevent such flip-flops, the oil and gas working
interest rule provides that if, in any tax year, the taxpayer treats
net losses from an oil and gas working interest as nonpassive,
any net income in subsequent tax years from such property gen-
erally is treated as nonpassive income, even if the property has
become used in a passive activity.'™ Net income from the prop-
erty includes gains from the disposition of the oil and gas work-
ing interest.'""'

Practice Point: The anti-flip-flop rule requires only one
prior nonpassive loss tax year. The income recharacterization is

1035 Gee 1986 Senate Report at 745; 1986 Bluebook at 252.

1% See 1986 Senate Report at 745; 1986 Bluebook at 252. See, e.g., CCA
200952054 (Chief Counsel’s Office noted that:

none of the general partners are exposed to liability with respect
to the interest even though they are general partners in the gen-
eral partnership. Since the general partners have used lower tier
entities to limit their liability, they do not hold the interest di-
rectly or indirectly in a way that does not limit their liability.).

'%7Reg. §1.469-1T(e)(4)(v)(B).

""%¥Reg. §1.469-1T(e)(4)(v)(B). See 1986 Senate Report at 745 (“the fact
that a taxpayer is entitled to decline, or does decline, to make additional con-
tributions under a buyout, nonparticipation, or similar arrangement, does not
contradict such taxpayer’s possessing a working interest. In addition, the fact
that tort liability may be insured against does not contradict such taxpayer’s
possessing a working interest.”); 1986 Blue Book at 251.

191986 Senate Report at 745. See also 1986 Blue Book at 252.

1%0§469(c)(3)(B); Reg. §1.469-2(c)(6)().
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not limited to the extent of nonpassive losses from the oil and
gas working interest in prior tax years.

If the anti-flip-flop rule applies to an interest for a tax year,
any passive credit attributable to the interest in that tax year is
also nonpassive to the extent of any regular tax liability alloca-
ble to the net income from the activity for the tax year."” Any
passive credits from the activity in excess of this amount of cur-
rent year tax will continue to be passive and will be treated un-
der the rules generally applicable to the passive credit.'”” The
rule applies only to passive credits, which does not include the
§27 foreign tax credit.'™*

Practice Point: The anti-flip-flop rule applies only if the
taxpayer used the oil and gas working interest rule and deduct-
ed nonpassive losses from the well in a tax year in which he did
not materially participate in the oil and gas working interest’s
activity.'™ Taxpayers with oil and gas working interests may
find it beneficial to track material participation for all tax years,
notwithstanding the per se nonpassive effect of the oil and gas
working interest rule.

Example: Taxpayer T has a loss of $50 in 20X1 from an
oil and gas working interest, which is a nonpassive loss. T
does not materially participate in the oil and gas working
interest’s activity. In 20X2, T contributes the oil and gas
working interest to a limited partnership, and he has net in-
come of $100 from the partnership’s oil and gas working
interest. All $100 of T’s 20X2 net income is nonpassive
because of the $50 loss in 20X 1. Moreover, the anti-flip-
flop rule applies only to net income, not to losses, in later
tax years. In 20X3, T has a loss of $40 from the oil and gas
working interest, which is a passive loss.

The anti-flip-flop rule applies to net income, not only from
any well that gave rise to nonpassive net losses in a prior tax
year (by reason of the oil and gas working interest rule), but
from the entire property that includes such a well."* Moreover,
the anti-flip-flop rule applies to net income from any property
the basis of which is determined in whole or in part by refer-
ence to the basis of such property.'*"’

The anti-flip-flop rule also applies to any well or other
item of property if the value of such other well or other items
of property was directly enhanced by drilling or other expenses

"I Reg. §1.469-2(c)(6)(ii) refers to passive activity gross income (as de-
fined in Reg. §1.469-2T(c)(1)), but without regard to the Reg. §1.469-2T(f)
recharacterization rules.

1942 See §469(c)(3)(B).

10436469(c)(3)(B). See H. Rep. 104-586, 104th Cong.2d Sess., at 168
(1996) (“The bill clarifies that any credit attributable to a working interest in
an oil and gas property, in a tax year in which the activity is no longer treated
as not being a passive activity, will not be treated as attributable to a passive
activity to the extent of any tax allocable to the net income from the activity
for the tax year. Any credits from the activity in excess of this amount of tax
will continue to be treated as arising from a passive activity and will be treated
under the rules generally applicable to the passive activity credit.”).

1944 8469(c)(3)(B). For passive credits, see V.E., below.

'3 Reg. §1.469-2(c)(6)(i)(A). The regulation is contrary to the 1986 Blue
Book at 252 n.48 (“This [anti-flip flop] rule applies whether or not the working
interest would have been treated as passive in the absence of the provision
treating working interests as per se passive, i.e., if material participation were
relevant in this context.”).

%6 Reg. §1.469-2(c)(6)()(A).

'%78469(c)(3)(B); Reg. §1.469-2(c)(6)()(B).
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with respect to the oil and gas working interest.'” For example,
if a taxpayer discovers a reservoir by drilling with respect to an
oil and gas working interest, the taxpayer cannot avoid the anti-
flip-flop rule by starting a second well nearby.'* However, the
discovery that a particular county has underlying oil reserves is
not treated as directly enhancing the value of all wells in that
county.'™

d. Anti-Risk-Elimination Rule

A taxpayer may eliminate the economic risk that the oil
and gas working interest rule intends to require by paying for
and deducting drilling costs when his liability is not limited, but
then contribute the oil and gas working interest to a liability-
limiting entity before actually drilling the wells and incurring
the economic risk related to the deductions. An anti-risk-elim-
ination rule prevents the taxpayer from benefiting from the oil
and gas working interest rule by structuring his unlimited liabil-
ity to exist only when no economic performance has occurred.

Specifically, for a tax year when the taxpayer’s oil and
gas working interest yields a net loss that is treated as nonpas-
sive solely due to the oil and gas working interest rule (i.e., the
taxpayer does not materially participate in the activity that in-
cludes the oil and gas working interest), the regulations pro-
vide that “disqualified deductions” from the well are treated as
passive activity deductions, and a “ratable portion” of gross in-
come from the well is treated as passive activity gross income,
despite the net loss’s generally nonpassive status.''

Disqualified deductions are those with respect to which
economic performance' occurs at a time (whether during the
same tax year or a subsequent tax year) when the taxpayer’s on-

'"$Reg. §1.469-2(c)(6)(iii). The regulations use the term “property,” but
state that for this purpose, it does not have the same meaning as under §614(a)
(property means each separate interest owned by the taxpayer in each mineral
deposit in each separate tract or parcel of land).

1% See Reg. §1.469-2(c)(6)(iv) Ex. (1).

1% See Reg. §1.469-2T(c)(6)(iv) Ex. (2).

' Reg. §1.469-1T(e)(4)(ii).

1952 Bor this purpose, economic performance has the same meaning as under
§461(h), without regard to the exception for recurring items in §461(h)(3)
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ly interest in the oil and gas working interest is held through a
liability-limiting entity." The ratable portion of gross income
is that portion of the taxpayer’s gross income from the well for
the tax year that is derived by multiplying the gross income by
the fraction that is obtained by dividing: (1) the disqualified de-
ductions from the well for the tax year; by (2) the total deduc-
tions from the well for the tax year.'”*

Example: Taxpayer T holds an oil and gas working interest
through a general partnership interest. T does not materi-
ally participate in the oil and gas working interest’s activ-
ity; his share of gross income from the oil and gas work-
ing interest is $16,000, and his share of deductions from
it is $40,000. At some point — either late in the tax year
or during a subsequent tax year — T converts his gener-
al partnership interest into a limited partnership interest.
Economic performance with respect to $10,000 of the de-
ductions does not occur until after this conversion. But for
the anti-risk-elimination rule, T would have a nonpassive
loss from the oil and gas working interest in the amount of
$24,000. However, $10,000 of his deductions are disquali-
fied deductions that are passive activity deductions. More-
over, $4,000 — the ratable portion of his gross income'”
— is passive activity gross income. Consequently, T has
a nonpassive loss from the well of $18,000 (the excess of
$30,000 nondisqualified deductions over $12,000 of non-
ratable-portion gross income) and a passive loss of $6,000
(the excess of the disqualified deductions over the ratable
portion of gross income).

or the special rule for the spudding of oil and gas wells in §461(i)(2). Reg.
§1.469-1T(e)(4)(ii)(C)(2).

"3 Reg. §1.469-1T(e)(4)(ii)(C)(2).

194 Reg. §1.469-1T(e)(4)(ii)(C)(4).

%5 This amount is derived by multiplying $16,000, the total amount of
gross income, by 10,000/40,000 (one-quarter), the ratio of disqualified deduc-
tions to total deductions.
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V. Effect of Passive Losses

A. Passive Loss Limitation

Unused passive losses and passive credits from an activity
are treated as a deduction or credit allocable to the same activi-
ty in the next tax year.'” The unused passive losses and credits
cannot be carried back,'”’ but they can be carried forward in-
definitely.'™ See V.E., below, for the effect of passive credit
carryovers.

For tax years beginning after 2017, a 20% pass-through
business income deduction is allowed for certain qualified
business income (QBI) of a noncorporate taxpayer.'”” Passive
loss carryovers from tax years ending in 2017 or earlier, when
allowed in 2018 or later, do not reduce the taxpayer’s QBL'"*
In contrast, passive loss carryovers generated in tax years end-
ing in 2018 or later may reduce the taxpayer’s QBI and §199A
deduction when the losses are taken into account for taxable in-
come purposes, under the general rules for which items of in-
come, gain, deduction, or loss are included in QBL'* Negative
QBI may give rise to a qualified business loss carryforward to
subsequent tax years.'"”

The federal income tax statute of limitations is generally
three years.""” Even if the statute of limitations is closed for an
earlier year, passive loss carryovers from an earlier year may
be recomputed and used through intervening years (open or
closed) in order to arrive at the correct passive loss carryover
and the correct tax liability for an open year."™ In Hardy v.
Commissioner, ™ the taxpayer originally reported certain loss-
es as nonpassive losses in closed years, and attempted to re-
compute those losses as passive losses in order to have a pas-
sive loss carryover to an open year. But the taxpayer was not
entitled to any passive loss carryover, because it would have
been fully offset by passive income in intervening years. All of
the relevant records for the prior tax years should be retained
in order to support the passive loss carryovers.'” Special rules

1% 8469(b).

197 See Adler v. United States, 32 Fed. Cl. 736 (Cl. Ct. 1955).

10% $469(b).

1998199A, as amended by the One Big Beautiful Bill Act (OBBBA), Pub.
L. No. 119-21, §70105.

"0Reg. §1.199A-3(b)(1)(iv).

161 See §199A(c); Reg. §1.199A-3(b).

1928199A(c)(2); Reg. §1.199A-1(d)(2)(iii).

1% See §6501(a), §6511(a).

1% For the same concept applying to net operating loss (NOL) carryovers,
see, e.g., Phoenix Coal Co., Inc. v. Commissioner, 231 F.2d 420 (2d Cir. 1956);
Springfield St. Ry. Co v. United States, 312 F.2d 754 (Ct. Cl. 1963); Lone
Manor Farms, Inc. v. Commissioner, 61 T.C. 436 (1984), aft’d without pub.
op., 510 F.2d 970 (3d Cir. 1975); State Farming Co. v. Commissioner, 40 T.C.
774 (1963); Hill v. Commissioner, 95 T.C. 437 (1990); ABKCO Indus. Inc. v.
Commissioner, 56 T.C. 1083 (1971), aff’d on other issue, 482 F.2d 150 (3d Cir.
1973); Rev. Rul. 85-64; CCA 201151021; CCA 201509036. See also Rev. Rul.
82-49 (former §38 investment tax credit); Rev. Rul. 69-543 (same); Mennu-
to v. Commissioner, 56 T.C. 910 (1971) (same); Reilly v. Commissioner, T.C.
Memo 1989-312 (NOL and former §38 investment tax credit); Barenholtz v.
United States, 784 F.2d 375 (Fed. Cir. 1986) (NOL and §170 charitable contri-
bution carryover).

1 T.C. Memo 2017-16.

1% For the same concept in the NOL carryover context, see, e.g., Owens
v. Commissioner, T.C. Memo 2001-143 (taxpayers failed to show that they are
entitled to NOL carryovers based on providing their prior years’ tax returns,
which are “nothing more than the position of petitioners that they had the re-
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may apply when the intervening year has unclaimed deductions
or unreported income.'"”

Note: A taxpayer who has passive loss carryovers should
keep all income tax returns and other records from the tax years
that generated those carryovers. In Lowe v. Commissioner,*®
the taxpayer was not allowed to use passive loss carryovers
from 1985 through 1990 and 1992, because the passive loss
rules were not in effect in 1985 and 1986, and the taxpayer
did not provide tax returns for any of those years. The tax-
payer could not rely on his mere belief and conversation with
tax return preparer that the passive loss carryovers were not
used, especially when the 1991 and 1993 losses were (improp-
erly) claimed as ordinary losses against nonpassive income.
The taxpayer was able to use passive loss carryovers from 1994
through 2002 by presenting income tax returns for those years
that showed the passive losses were not used.

1. Application of the Passive Loss Rules to Closely
Held C Corporations

While other taxpayers subject to the passive loss rules are
not permitted to use passive losses and credits against active
business income or portfolio income, a CHC (that is not a PSC)
is permitted to use passive losses and credits against net active
income, from activities in which the CHC materially partici-
pates.'” In other words, a CHC cannot use passive losses and
credits against portfolio income and certain other items, but it
can use passive losses and credits against all other income.

The 1986 Senate Report noted that it is:

not intended that incorporation of an individual’s

portfolio investments be available as a way to avoid

the passive loss rule... Such [closely held] C cor-

porations may not offset losses or credits from pas-

sive activities against portfolio income. Such corpo-

rations may, however, offset passive losses and cred-

its against active business income (i.e., trade or busi-

ness income which is not from a passive activity).'"”

More specifically, a CHC’s passive loss for the tax year is
the amount, if any, by which the CHC’s passive activity deduc-
tions (within the meaning of §1.469-2T(d), i.e., the deductions
arising in connection with the conduct of a passive activity for
the tax year and the deductions disallowed in a prior tax year
and carried over) exceeds the sum of

(i) The CHC’s passive activity gross income for the tax

year,"”" plus

spective losses claimed in those returns”); Richards v. Commissioner, T.C.
Memo 1999-163; Ashbrook v. Commissioner, T.C. Memo 1999-300; Davis
v. Commissioner, T.C. Memo 1997-80, aff’d on other issue in unpub. op.,
153 F.3d 726 (10th Cir. 1998); Hoopengarner v. Commissioner, T.C. Memo
2003-343; Fitch v. Commissioner, T.C. Memo 2012-358; Sandoval v. Com-
missioner, T.C. Memo 2000-189; Yoakum v. Commissioner, T.C. Memo
2004-191. See also Naylor v. Commissioner, T.C. Memo 2013-19 (§1212 cap-
ital loss carryover and §170 charitable contribution carryover).

%7 See Rev. Rul. 81-88; GCM 38292 (Feb. 22, 1980); FAA 20124101F.

1968 See T.C. Memo 2008-298.

1998469(e)(2).

1701986 Senate Report at 722. See also 1986 Blue Book at 221.

' Reg. §1.469-2T(c).
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(i1) The corporation’s net active income for the tax year,
which is the CHC’s taxable income determined without re-
gard to:

1. Passive activity gross income,
2. Passive activity deductions,

3. Portfolio income, including gross income treated as
portfolio income under the regulations, such as gain
from the disposition of substantially appreciated prop-
erty formerly held for investment'”’”” or under certain
recharacterization rules,'”

4. Gross income subject to the oil and gas working in-
terest rule,'

5. Gross income and deductions from a trade or busi-
ness activity that involves trading personal property,”
if the CHC did not materially participate in the activity
for the tax year, and

6. Allocable interest expense and other deductions at-
tributable to portfolio income.'”™

The effect of the net active income rules is that a CHC’s
passive losses can be generally used against all of the CHC’s
income, except for:

1. Portfolio income, including income treated as portfolio
income under the regulations, reduced by portfolio ex-
penses,

2. Certain income from oil and gas activities, and

3. Gain or loss from the activity of trading personal prop-
erty, such as stocks or bonds, in which the CHC does not
materially participate in the trading activity.

Practice Point: Portfolio income is the most important of
the nonpassive items that cannot be sheltered by a CHC’s pas-
sive losses and credits. The 1986 Senate Report noted that it
is “not intended that incorporation of an individual’s portfolio
investments be available as a way to avoid the passive loss
rule.”"”

Example: Corporation X is engaged in a trade or business
activity in which it materially participates and a rental ac-
tivity. X has $60,000 of rental income and $100,000 of
rental deductions and $100,000 gross income and $80,000
of deductions from its business activities, as well as
$35,000 of portfolio income and $15,000 of expenses from
investments. X has $20,000 of net active income from its
business activities ($100,000 less $80,000). X’s passive
loss is $20,000, the amount by which passive activity de-
ductions for the tax year ($100,000) exceed the sum of
(a) passive activity gross income ($60,000) and (b) net ac-
tive income ($20,000). Therefore, X’s taxable income is

72 Reg. §1.469-2(c)(2)(iii)(F), discussed at V.D.3., below.
13Gee IV.C., above.

17 Reg. §1.469-2T(c)(6), discussed at IV.C.7., above.

3 Reg. §1.469-1T(e)(6).

6Reg. §1.469-1T(g)(4).

19771986 Senate Report at 722. See 1986 Blue Book at 221.
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$20,000 ($195,000 gross income less $175,000 allowable
deductions, i.e., total deductions less passive loss).""”

Example: Assume the same facts as the previous example,
except that X also has a net operating loss (NOL) carry-
over of $15,000. X’s net active income from its business
activities is $5,000 ($100,000 less $80,000 deduction and
$15,000 NOL), so its passive loss is $35,000 ($100,000
passive activity deduction less $60,000 passive gross ac-
tivity income and $5,000 net active income). X’s taxable
income would still be $20,000, as gross income and alloca-
ble deductions would both remain $195,000 and $175,000
respectively (allowable deductions would equal total de-
ductions of $210,000, which includes the NOL, less
$35,000 passive loss)."”

A similar rule provides that passive credits may offset
a CHC’s income tax liability for passive income and active
income, but not portfolio income. More specifically, passive
credits can offset a CHC’s net active income tax liability, which
is the difference in the CHC’s regular tax liability (within the
meaning of §26(b)) if passive activity income were excluded,
over the CHC’s regular tax liability if both passive activity in-
come and net active income were excluded.™ Any allowed
credits (other than passive credits) decrease the net active in-
come tax liability for purposes of this computation, without re-
gard to certain otherwise applicable credit limitations such as
the tax liability limitation."'

Practice Point: The CHC passive credit rule contains a tax-
payer-unfavorable ordering rule for a CHC that has nonpas-
sive credits. All nonpassive credits are deemed to first offset
the taxpayer’s tax liability on active income, thereby reducing
the remaining net active income tax liability that may be offset
by passive credits, even if the nonpassive credits are generated
from portfolio sources and would more properly offset portfo-
lio income tax liability. For example, if the CHC has an addi-
tional $100 of dividend income that is portfolio income, with
$21 of foreign tax credits from foreign dividend withholding
taxes, then its ability to use passive credits against tax liabili-
ty on active income is reduced by $21. The $21 of foreign tax
credits is not allocated to the $21 of tax liability on the $100 of
portfolio income.

Practice Point: To the extent that a passive credit is other-
wise allowed for AMT purposes, it appears not be allowed for
a CHC against the CHC’s AMT liability.

Note: If a CHC has an NOL carryback, the regulations pro-
vide that the NOL carryback is taken into account in comput-
ing the CHC’s net active income first, before the CHC’s pas-
sive losses are used against the CHC’s remaining net active in-
come.'™ The effect of this ordering rule is that the CHC uses

1978 §1.469-1T(g)(4)(iii) Ex. (1).
1981.469-1T(g)(4)(ii) Ex. (2).
%0 Reg. §1.469-1T(g)(5).
1 Reg. §1.469-1T(g)(5)(()(B)(2); §38(c)(1), §38(c)(6)(E).
'%2 Reg. §1.469-1T(g)(4)(iii) Ex. (2). See T.D. 8175 (Preamble to Tempo-
rary Regulations), 53 Fed. Reg. 5686, 5688-5689 (Feb. 25, 1988):
(“Since net active income is computed by modifying taxable in-
come, net operating loss carrybacks and carryforwards to the tax
year must be taken into account. Therefore, a net operating loss
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up the NOL carrybacks first, and the unused passive losses be-
come passive loss carryovers. The regulation is contrary to the
1986 legislative history, which indicated that a CHC’s “NOLs
are applied after the application of the passive loss rule,”'™ in
which case the passive losses are used first and the NOL carry-

overs are preserved for later tax years.

2. Consequences of Ceasing to Be a C Corporation
Subject to the Passive Loss Rules

A C corporation that is subject to the passive loss rules in
one tax year may not be subject to the rules in a later tax year.
For example, a CHC may have a public offering of its stock and
cease to meet the closely held stock ownership requirement,'
or a PSC may change its principal activity to one not related to
the performance of personal services.

The former CHC or former PSC is not subject to limita-
tions on the use of passive losses and passive credits arising
after its change in status, but passive loss carryovers and pas-
sive credit carryovers from prior tax years continue to be limit-
ed under the CHC or PSC rules.'” In the case of a former CHC,
such prior tax years’ passive loss carryovers and passive credit
carryovers still cannot offset portfolio income. In the case of a
former PSC, such prior tax years’ passive loss carryovers and
passive credit carryovers still cannot offset portfolio income or
other nonpassive income. Similarly, a former PSC that has be-
come a CHC cannot use passive loss carryovers and passive
credit carryovers from pre-change tax years against the former
PSC’s net active income in later tax years.

The 1986 Senate Report noted that when a CHC becomes
a former CHC:

[t]he corporation’s ownership has been so broadened

that the reason for limiting the corporation’s ability

to shelter its portfolio income becomes less com-

pelling. A corporation which is not closely held is

less susceptible to treatment as the alter ego of its

shareholders, but competing considerations also ap-

ply. So as not to encourage tax-motivated transac-

tions involving free transferability of losses, the sus-

pended passive losses are not made more broadly ap-

plicable (i.e., against portfolio income) by the change

in ownership, but continue to be applicable against

all income other than portfolio income of the corpo-

ration. Deductions arising in tax years after the tax

year in which the corporation’s status changes are not

subject to limitation under the passive loss rule.'™

In any event, a former CHC or former PSC can apply pas-
sive loss carryovers or passive credit carryovers against non-
passive income under the general passive loss rules, such as
income from the same activity'® or upon a full unrelated tax-

carryback which requires a closely held corporation to recom-
pute its net active income and net active income tax liability for
one or more years may also require a recomputation of the cor-
poration’s passive activity loss and passive activity credit for
one or more years.”).

1%831986 Senate Report at 723; 1986 Blue Book at 223.

'%¢ See 1986 Senate Report at 728; 1986 Blue Book at 230.

199 8469(f)(2).

1%%¢1986 Senate Report at 728. See also 1986 Conference Report at

11-139-140 (about former PSCs); 1986 Blue Book at 230-231.
197 8469(f)(2).
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able disposition of the activity.'” The former CHC’s or former
PSC’s use of carryovers is subject to the “former passive activ-
ity”'® rules that apply when a passive activity becomes a non-
passive activity. The former CHC or former PSC should con-
tinue to track material participation and apply the same passive
loss rules as before, until it no longer has any passive loss car-
ryovers and passive credit carryovers.

For an S corporation that becomes a C corporation, or vice
versa, §1371(b) generally provides that no carryforward or car-
ryback may be carried from a C corporation tax year to an
S corporation tax year, or vice versa. But in St. Charles Inv.
Co. v. Commissioner,”™ the Tenth Circuit Court of Appeals
held that a corporation’s passive loss carryovers, incurred in
tax years when it was C corporation, may be carried forward
and deducted in full in the tax year when it disposed of its pas-
sive activity following its election to be treated as S corpora-
tion. The general limitation on carryovers from C corporation
tax years to S corporation tax years was inapplicable, because
§469(b) more specifically provides that the passive loss carry-
overs shall be treated as an item with respect to the activity in
the next tax year “except as otherwise provided in this section
[469] 1091

If a CHC is closely held for several tax years during which
it earns portfolio income, and the CHC later undergoes an own-
ership change such that it is no longer closely held, the former
CHC’s net operating loss (NOL) from a later tax year can be
carried back and applied against the portfolio income earned in
the earlier (closely held) tax years.'””

B. Ordinary Income and Capital Gain, Capital Loss
Limitation (§1211)

The capital loss limitation in §1211 limits deductions for
capital losses to the amount of capital gains (plus $3,000, in
the case of an individual).'” Under the regulations, the capital
loss limitation is applied after the application of the passive loss
rules,' ™ which is a reverse from the order described in the 1986
Conference Report.'™”

1% 8469(g)(1). See V.H., below.
"%*See V.G.1., below.
199232 F.3d 773 (10th Cir. 2000), rev’g 110 T.C. 46 (1998).
%1 The decision reversed a contrary result at the Tax Court, in 110 T.C. 46
(1998), and the IRS National Office’s conclusion in TAM 9628002.
192p1 R 201017007. See V.A.1., above, for a discussion of a CHC’s NOL
carrybacks. The TCJA and the CARES Act generally eliminated carrybacks for
NOLSs generated in tax years beginning in 2021 and later.
19 For married individuals filing separately, the amount deductible is cap-
ital gains plus $1,500. §1211(b)(1).
" Reg. §1.469-1(d)(2).
1% See 1986 Conference Report at T1-144:
(The limitation on the deductibility of capital losses is applied
before the determination of the amount of losses allowable upon
the disposition under the passive loss rule. Thus, for example, if
a taxpayer has a capital loss of $10,000 upon the disposition of
a passive activity, and is also allowed to deduct $5,000 of pre-
viously suspended ordinary losses as a result of the disposition,
the $5,000 of ordinary losses are allowed, but the capital loss
deduction is limited to $3,000 for the year (assuming the tax-
payer has no other gains or losses from the sale of capital assets
for the year). The remainder of the capital loss from the disposi-
tion is carried forward and allowed in accordance with the pro-
visions determining the allowance of such capital losses.).
See also 1986 Blue Book at 227-228.
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Example: Taxpayer T has a $12,000 capital loss from a
passive activity and $10,000 of ordinary income from a
passive activity. T is allowed a $10,000 deduction under
the passive loss rules, with a $2,000 passive loss carryover
to the next tax year. Since the $10,000 deduction is a capi-
tal loss, T is allowed $3,000 of the capital loss against ordi-
nary income under §1211, and T has a $7,000 capital loss
carryover to the next tax year.'”

Example: In Year One, taxpayer T has a loss of $10,000 on
the disposition of a portion of land used in a rental activity
that is a passive activity. The land is not used in a trade or
business under §1231, and accordingly the loss is a capital
loss. T has $10,000 of capital gain from the sale of stock
in Year One. The $10,000 deduction is disallowed under
the passive loss rules. In Year Two, T sells the rest of the
land used in the passive activity for a gain of $6,000. The
passive loss carryover from Year One is allowed under the
passive loss rules, by reason of a fully taxable disposition
of his entire interest in the passive activity. The allowed
passive loss carryover results in a $10,000 capital loss in
Year Two, of which $9,000 is allowable in Year Two (Le.,
the $6,000 of Year Two capital gain plus $3,000).

Practice Point: Due to the interaction of the passive loss
rules and the capital loss limitation, the recognition of an item
of passive capital gain can lead to a decrease in taxable income.

Example: The taxpayer has $10,000 of capital gain from
a passive activity, $12,000 of ordinary loss from another
passive activity, and $10,000 of capital loss from a non-
passive activity. The taxpayer has a $2,000 passive loss,
and the taxpayer can net the $10,000 nonpassive capital
loss against the $10,000 passive capital gain. Thus, the tax-
payer has a $10,000 ordinary loss that can be deducted cur-
rently against other income, and a $2,000 passive loss car-
ryover to the next year.

Note: In CCA 201312041, the Chief Counsel’s Office ad-
vised that, upon a disposition of a property used in a passive
activity, ordinary losses generated by that property need not be
used against the capital gains generated from the disposition.
That is, gain from the disposition is treated as passive income
for purposes of allowing that gain to offset passive losses from
the same or other passive activities of the taxpayer. However,
once it is determined that passive losses are not disallowed, reg-
ular rules will control the extent to which those gains and losses
must offset each other for tax reporting purposes and for calcu-
lating the amount of tax due.

C. Items Allocable to a Passive Activity

The passive loss rules limit deductions from passive activ-
ities when the deductions are in excess of income from passive
activities. The passive loss rules also limit credits from passive
activities when the credits are in excess of the income tax lia-
bility allocable to passive activities. It is therefore necessary to

" Reg. §1.469-1(d)(2) Ex.
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determine when items of income, deduction, and credit are al-
locable to a passive activity.

The allocation of interest expense for passive loss purpos-
es, as with regard to portfolio income, is governed by the reg-
ulations under §163."” Thus, as discussed at III1.C.3., above,
with respect to the allocation of interest expense to passive in-
come and portfolio income, the disbursements of debt proceeds
are traced to specific expenditures.'” If debt is incurred to pur-
chase a portfolio asset, interest expense paid on this debt is
properly allocable to the portfolio asset’s gross income.'” The
same rules apply to interest expense allocable to passive in-
come, so that interest expense is allocated to a passive activ-
ity’s expenditure or a former passive activity’s expenditure is
taken into account for passive loss purposes in determining the
income or loss of the expenditure’s activity."”

Debt is generally allocated to expenditures in accordance
with the use of the debt proceeds, without regard to the type of
property that secures repayment of the debt.""”' Where debt pro-
ceeds are commingled with other proceeds (e.g., in a bank ac-
count), the debt proceeds generally are treated as expended be-
fore unborrowed dollars.""” A FIFO (first-in-first-out) rule ap-
plies where proceeds of more than one debt are commingled."”
However, if expenditures are made from an account within 30
days before or 30 days after the debt proceeds are deposited
in the account, the taxpayer may trace the expenditure to such
debt proceeds."™

As discussed at III.C.3.b., above, noninterest expenses are
treated as not from a passive activity only if they are “clearly
and directly” allocable to gross portfolio income."” The non-
portfolio noninterest expenses, such as general and administra-
tive expenses, are allocated between the taxpayer’s passive and
nonpassive activities. In the case of a building in which more
than one activity is conducted, expenses such as rent or depreci-
ation are allocated in proportion to the space occupied by each
activity."” For all other items, the regulations’ preamble ex-
plained that “the regulations do not require that any particular
method be employed in determining (a) whether items of in-
come are derived from an activity, (b) whether deductions arise
in connection with an activity, or (c) how shared costs should
be allocated among activities. The regulations contemplate the

"7 Reg. §1.163-8T, Prop. Reg. §1.163-14 (related to sections I-V of No-
tice 89-35), Reg. §1.163-15 (related to section VI of Notice 89-35).

10% Gee, e.g., PLR 200144013 (IRS ruled that to extent debt proceeds are
used to acquire property used in a passive activity, interest attributable to such
debt constitutes a passive activity deduction).

" Reg. §1.163-8T(a)(3).

"""Reg. §1.163-8T(a)(4)(1)(B).

''Reg. §1.163-8T(c)(1).

12Reg. §1.163-8T(c)(4)(ii)(A).

" Reg. §1.163-8T(c)(4)(ii)(B).

"""Reg. §1.163-8T(c)(4)(iii)(B), §1.163-15(a) (formerly in section VI of
Notice 89-35), finalized in T.D. 9943, 86 Fed. Reg. 5496 (Jan. 19, 2021), ap-
plicable to tax years beginning after March 21, 2021. See Reg. §1.163-8T(c)(4)
(iii)(B) Ex (2). Similarly, if a taxpayer receives debt proceeds in cash, the tax-
payer may treat any cash expenditure within 30 days before or 30 days after the
cash receipt as made from such debt proceeds and deemed to be made on the
date the taxpayer receives the cash. Reg. §1.163-7T(c)(5)(i), §1.163-15(a).

11%8469(e)(1)(A)()(AD); Reg. §1.469-2T(d)(4).

'1%1986 Senate Report at 743. See also 1986 Blue Book at 249-250.
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use of reasonable methods in making these determinations, and
the [IRS] will disregard unreasonable determinations.”"'”’

Note: State and local income taxes are always nonpassive
expenses, even if the taxes are imposed on passive income."”

When a change in the taxpayer’s accounting method re-
sults in either an increase or decrease in taxable income under
§481, a ratable portion of the positive (or negative) adjustment
that relates to a particular activity is treated as giving rise to
passive income or passive deductions, if the activity is a pas-
sive activity in the tax year in which the adjustment is made."”

The ratable portion that is so treated is determined by con-
sidering the extent to which positive adjustments to some ac-
tivities are offset by negative adjustments to other activities, or
vice versa.

Example: Taxpayer T has three activities (Activities A, B,
and C), of which Activities A and C are passive activities.
T has positive §481 adjustments of $1,000 with respect to
Activity A and $500 with respect to Activity B, and a neg-
ative §481 adjustment of $600 with respect to Activity C.
Of the net positive adjustment of $900, $600 is allocated to
Activity A, $300 to Activity B, and zero to Activity C.''"’
No negative adjustment is made with respect to Activity C
for passive loss purposes due to the absence of an overall
negative §481 adjustment for T.

Practice Point: A taxpayer may consider changing the sta-
tus of an activity from passive to active, or vice versa, in the tax
year of change in order to maximize its benefit or minimize its
detriment from a §481 adjustment.

For a discussion of what constitutes a change in a method
of accounting and the type of adjustments which are required
to be made, see TAM 201035016 (recharacterization of taxpay-
ers’ activities from nonpassive to passive for purposes of pas-
sive loss and passive credit rules is not a change in “method
of accounting” for purposes of §446(e) and §481(a)). For fur-
ther discussion of changes in method of accounting and §481
adjustments, see generally 572 T.M., Accounting Methods —
Adoption and Changes.

D. Disposition of Property Used in a Passive Activity

1. General Rule

A disposition of an interest in property that is used in an
activity generally gives rise to a gain or loss with respect to that
activity. The passive or nonpassive character of the disposition
gain or loss generally is determined by the nature of the activity
in the tax year of the disposition.""" The passive or nonpassive
character does not depend on whether the gain is capital gain or
ordinary income (such as from depreciation recapture). A spe-
cial rule in §469(g)(1) applies to the full unrelated taxable dis-
position of an activity, as noted at V.H., below.

7T D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5689 (Feb. 25, 1988).

% Reg. §1.469-2T(d)(2)(vi), discussed at III.C.7., above.

"%Reg. §1.469-2T(c)(5)(i), §1.469-2T(d)(7)(i).

"0 See Reg. §1.469-2T(c)(5)(iii), §1.469-2T(d)(7)(iii).

" Reg. §1.469-2T(c)(2)(i)(A), §1.469-2T(d)(5)(i).
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Example: A partnership is engaged in an automobile leas-
ing activity, which is not a rental activity because the av-
erage period of customer use is seven days or less. The ac-
tivity purchases an automobile in Year One and sells it at a
gain in Year Four. Taxpayer T, who owns an interest in the
partnership at all relevant times, materially participates in
the activity for the tax years Year One through Year Three
but not in Year Four. Thus, the activity is a passive activi-
ty for T in Year Four, but in no other tax year. In that case,
T’s share of the gain on the disposition is passive, like his
share of all other income or loss from the activity in Year
Four. It is irrelevant that some of the appreciation accrued
as unrealized gain in prior tax years.

Example: Assume the facts in the Example above. Assume
further that the disposition gain is reported under the §453
installment method, and a portion of such gain is recog-
nized in Year Five, a tax year in which T materially par-
ticipates in the activity. X’s share of the disposition gain
that is recognized in Year Five is passive by reason of the
activity’s character in the tax year of disposition (i.e., Year
Four), even though all other Year Five income is nonpas-
sive.

In Edelberg v. Commissioner,'"" the taxpayer sold its med-

ical billing and collection business in 1986, in exchange for fu-
ture payments based on the buyer’s collections and number of
billed patients. The Tax Court treated the payments received by
the taxpayer in 1988 through 1990 as capital gain from the sale
of the business’s goodwill (or other business assets), which is
nonpassive income because the taxpayer materially participat-
ed in the business in 1986.
The regulations’ preamble noted that the IRS:

recognizes that an approach that focuses on the char-

acter of the activity at the time of a disposition may

in many circumstances appear arbitrary, and consid-

ered various other approaches. These approaches, in-

cluding approaches taking into account the nature of

the activity or the use of the property during the tax-

payer’s entire holding period, were rejected because

they are found to be equally arbitrary and substantial-

ly more difficult to administer.""

A taxpayer might change the activity of a property before
its disposition, such as from a nonpassive activity to a passive
activity in order to create passive gain, or from a passive ac-
tivity to a nonpassive activity in order to create a nonpassive
loss.""* Three anti-abuse rules generally require taxpayers to
disregard the property’s last activity in certain circumstances:

""2T.C. Memo 1995-386, aff’d without pub. op., 111 F.3d 896 (11th Cir.
1997).

"ST.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5689-5690 (Feb. 25, 1988).

'"!* See 1986 Conference Report at I1-147 (regulations may be appropriate
for “activities previously generating active business losses that the taxpayer in-
tentionally seeks to treat as passive at a time when they generate net income,
with the purpose of circumventing the [passive loss] rule”). See also 1986 Blue
Book at 234-235.
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(1) The property is used in more than one activity during
the 12 months before disposition;''"

(2) The property disposed of is substantially appreciat-
e d;lllé or

(3) The property was held for sale to customers after use
in a nondealer activity.""”

In applying the disposition rule and its three anti-abuse
rules, each material portion of property is treated as a separate
interest in property.''® Reasonable allocations of adjusted basis
and amounts realized must be made when necessary to deter-
mine the gain or loss upon disposition of different interests in
property.'"” For example, separate floors in a building that are
used in different activities are separate interests in property,
even if the taxpayer does not maintain a separate adjusted basis
for each floor."” The basis allocation may be based on the
square footage of those portions of the building used in each
activity."”

In order for a disposition of property to be treated as giving
rise to income or loss from a passive activity, the property must
in fact be used in the activity."” For example, while a build-
ing that is held for rental may constitute one or more interests
in property used in a rental activity, a contract to acquire the
building does not so qualify because the contract itself is not
used in the activity. Accordingly, where a taxpayer enters into
such a contract, but sells his rights under the contract before ac-
tual acquisition, any gain or loss on such sale is not treated as
arising in a rental activity."”

Similarly, a partnership interest or S corporation stock is
not property used in an activity under the regulations."** As de-
scribed below, special rules apply to their dispositions.

2. Property Used in More than One Activity During 12
Months Before Disposition

If an interest in property is used in more than one activity
during the 12 months before the disposition, the disposition
gain or loss must be allocated among the activities on a basis
that reasonably reflects the use of the interest in the property
during the 12-month period."”

A reasonable allocation may be based on the number of
days of use in each activity or the amount of use in each activi-
ty."” The regulations’ preamble added that:

[t]he regulations provide only that the allocation of
amount realized and adjusted basis must be reason-
able. Examples illustrate that an allocation among ac-
tivities is considered reasonable if it is based on the
period for which the property is used in each such

"SReg. §1.469-2T(c)(2)(ii), §1.469-2T(d)(5)(ii).
"°Reg. §1.469-2(c)(2)(iii).

""Reg. §1.469-2(c)(2)(V).

""$Reg. §1.469-2T(c)(2)1)(C)(1).

""YReg. §1.469-2T(c)(2)()(C)(2).

'"'Reg. §1.469-2T(c)(2)(i)(D) Ex. (4).

'?IReg. §1.469-2T(c)(2)(i)(D) Ex. (4).

"2Reg. §1.469-2T(c)(2)(I)(A).

B Reg. §1.469-2T(c)(2)(i)(D) Ex. (3).

"*Reg. §1.469-2T(c)(2)(i)(B).

" Reg. §1.469-2T(c)(2)(ii), §1.469-2T(d)(5)(ii).
'2Reg. §1.469-2T(c)(2)(ii) Exs. (2), (3).
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activity during the 12-month period. These examples

are not intended to foreclose the use of other reason-

able allocation methods."”

The property’s use before the taxpayer acquires an interest
in it through a transaction other than a nonrecognition trans-
action is disregarded."* In other words, the taxpayer does not
need to look into the prior use of property acquired in a fully
taxable transaction. However, if a partnership distributes prop-
erty to the taxpayer partner in a nonrecognition transaction, the
partnership’s use of the property is counted.

Practice Point: If during the 12-month period a partner ac-
quired an interest in the partnership in a taxable transaction
(e.g., by buying it from a partner or in exchange for services
contributed to the partnership), the partnership’s use of the
property before the acquisition should probably be disregarded,
even if the taxpayer owned an interest in the partnership before
the acquisition. But see Reg. §1.469-2T(c)(2)(ii) Ex. (2),
which, while not on point, treats an allocation of the use of
property as being made by the partnership, rather than by a
partner.

Practice Point: The 12-month rule applies only if the prop-
erty is used in more than one activity during the 12-month pe-
riod, but not if there is only one activity that changes its nature
during that period."” For example, a decrease in material par-
ticipation in a later tax year may cause an activity to become
a passive activity, particularly if the disposition occurs early in
the later tax year before the hourly tests are met, which would
not trigger the 12-month rule.

Small interests in property are allowed a de minimis
rule,"* under which the disposition gain or loss can be allocat-
ed solely to the activity in which the property was predominant-
ly used during the 12-month period. The de minimis rule ap-
plies if the taxpayer’s interest in the property does not exceed
the lesser of (a) $10,000 or (b) 10% of the sum of the fair mar-
ket value of the interest and all other properties used in such
activity immediately before the disposition.

3. Disposition of Substantially Appreciated Property
Formerly Used in Nonpassive Activity

To the extent that the above 12-month rule does not treat
the disposition gain as nonpassive income,'"” a further rule ap-
plies to gain from the disposition of a taxpayer’s interest in sub-
stantially appreciated property that is used in a passive activ-
ity at the time of its disposition."*> An interest in property is
considered substantially appreciated if the fair market value of
such interest exceeds 120% of its adjusted basis."”

Gain from such a disposition is nonpassive unless the
property was used in a passive activity for either:

"'TD. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5690 (Feb. 25, 1988).

"8 Reg. §1.469-2(c)(2)(iv).

" A change in status from a nonpassive trade or business activity to a pas-
sive rental activity is likely to trigger the 12-month rule, because a rental activ-
ity is usually a separate activity from a nonrental activity. See Reg. §1.469-4(d)
(1) and II1.D.3.a., above.

30Reg. §1.469-2T(c)(2)(ii).

'BIReg. §1.469-2(c)(2)(iii)(E).

""2Reg. §1.469-2(c)(2)(iii).

"B Reg. §1.469-2(c)(2)(iii)(C).
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1. 20% of the period during which the taxpayer owned
such interest in the property; or

2. the entire 24-month period ending on the date of the dis-

position.'**

Practice Point: In contrast to the 12-month rule, the sub-
stantially appreciated property disposition rule applies only to
passive gains (not passive losses, nor nonpassive gains or loss-
es), and treats the gain entirely as nonpassive, with no proration
for the gain that accrued after the property was used in a pas-
sive activity.

For this anti-abuse rule, but apparently not for the other
anti-abuse rules, the date of disposition is the date on which the
taxpayer’s interest in the property becomes subject to an oral or
written agreement that either requires the owner or gives him
an option to transfer such interest for consideration that is fixed
or otherwise determinable on such date."* It is unclear whether
the oral agreement must be enforceable under local law, such
as due to any applicable statute of frauds.

Use in tax years before 1987 is relevant to this anti-abuse
rule. A taxpayer is treated as not having materially participated
for such tax years before 1987 except in the case of a tax year
in which he participated for more than 500 hours."*

As under the 12-month rule, the ownership and use of the
property before the taxpayer acquired an interest in the proper-
ty in a transaction (other than in a nonrecognition transaction)
is disregarded.'”’ The taxpayer can therefore disregard the prior
use of a property acquired in a taxable transaction, even if the
taxpayer owned an interest in the property (either directly or in-
directly through a pass-through entity) before such acquisition.

Gain from a disposition of substantially appreciated prop-
erty subject to the above rule is further treated as portfolio in-
come, if the property was held for investment for more than
50% of the time during which the taxpayer held an interest
therein in nonpassive activities."”

Example: Taxpayer A acquires a building on January 1,
Year One, and uses it in a trade or business activity in
which she materially participates until March 31, Year
Twelve. On April 1, Year Twelve, A leases the building to
B, in what is a rental activity for A. On December 31, Year
Thirteen, A sells the building. At the time of the sale, A’s
interest in the building is substantially appreciated. The
building was not used in a passive activity for the entire
24-month period ending on the date of the sale, as its pas-
sive activity use began on April 1, Year Twelve. In addi-
tion, the 21-month period during which the building was
used in a passive activity is less than 20 percent of A’s
holding period for the building (13 years). Therefore, the
gain from the sale is not from a passive activity."”’

"HReg. §1.469-2T(c)(2)(iii)(A). The date of disposition is the date on
which the taxpayer’s interest in the property becomes subject to an oral or writ-
ten agreement that either requires or gives an option to the owner to transfer
such interest for consideration that is fixed or otherwise determinable on such
date. Reg. §1.469-2(c)(2)(iii)(B).

"Reg. §1.469-2(c)(2)(ii)(B).

"0 See Reg. §1.469-11(c)(3) and §1.469-5(j); T.D. 8175 (Preamble to
Temporary Regulations, 53 Fed. Reg. 5686 (Feb. 25, 1988)).

"' Reg. §1.469-2(c)(2)(iv).

" Reg. §1.469-2(c)(2)(ii)(F).
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Any period during which a taxpayer holds an interest in
the property through a C corporation or similar entity is treated
as a period during which he holds an interest in the property for
investment.'*

Example: A, an individual, is a stockholder of corporation
X, a C corporation until its conversion into an S corpora-
tion on December 31, 20X1. X acquires a building on Jan-
uary 1, 20X1, which it sells on March 1, 20X2, at which
time A’s interest in the building held through X is substan-
tially appreciated. The building is leased to various tenants
at all times during the period in which it is held by X, in a
rental activity. The building is treated as held in a nonpas-
sive activity and as held for investment for the period that
it was held by X while X was a C corp (January 1, 20X1
through December 31, 20X1) and held in a passive activity
for the period that it was held by X while X was an S corp
(January 1, 20X2 through February 28, 20X2). A’s inter-
est in the building was not used in a passive activity for the
entire 24-month period ending on the date of the sale. In
addition, the two-month period during which A’s interest
in the building was used in a passive activity is less than
20% of the period during which A held an interest in the
building (14 months). Therefore, the gain from the sale is
not from a passive activity. The gain is treated as portfolio
income, because the property was held for investment for
more than 50% of the period during which A held it for
nonpassive activities (i.e., the entire 12-month period from
January 1, 20X1, to December 31, 20X1).""*

4. Property Held for Sale to Customers After Use in a
Nondealer Activity

A taxpayer may have held a property in a rental activity
for a long time before switching the property to being held pri-
marily for sale to customers in the ordinary course of a trade
or business, i.e., a dealer activity. Under the general disposition
rules, the disposition of the property would be attributable to
the dealer activity, instead of the rental activity or other prior
nondealer activity.

However, a special dealer rule provides that a disposition
of a taxpayer’s interest in property is attributable to the prior
nondealer activity, instead of the dealer activity at the time of
the disposition, if all of the following circumstances are met:''*

(1) At the time of the disposition, the taxpayer holds the
property in a dealer activity,

(2) The taxpayer has one or more other activities, i.e., non-
dealer activities, and the interest in the property was used
in the nondealer activity (or activities) for more than 80%
of the time that the taxpayer held its interest in the proper-
ty, and

(3) The interest in the property was not acquired and held
by the taxpayer for the principal purpose of selling the in-

" Reg. §1.469-2(c)(2)(iii)(G) Ex. (1).

”4°Reg. §1.469-2(c)(2)(iii)(D). An entity is similar to a C corporation for
this purpose if the owners of interests in the entity derive only portfolio income
(as defined for passive loss purposes) from it.

""'Reg. §1.469-2(c)(2)(iii)(G) Ex. (2).

""2Reg. §1.469-2(c)(2)(V)(A).
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terest to customers in the ordinary course of a trade or
business.

Conversely, the special dealer rule does not apply if any of
the following conditions are met:

(1) At the time of the disposition, the taxpayer is not en-
gaged in any nondealer activities, whether passive or non-
passive, or

(2) The property has been used in one or more nondealer

activities for only 80% or less of the time that the taxpayer

held its interest in the property, disregarding any time be-

fore the taxpayer’s acquisition of the interest in a fully tax-

able transaction.

There is rebuttable presumption ~ that a taxpayer acquired
a property for the principal purpose of selling it to customers in
the ordinary course of a trade or business, if either:

1143

(1) The taxpayer used the property in nondealer activities
for the lesser of (i) 24 months or (ii) 20% of the §168 de-
preciation recovery period applicable to the property, or

(2) The property was simultaneously offered for sale to
customers and used in the nondealer activity for more than
25% of the period during which the property was used in
the taxpayer’s nondealer activities. Property is not treated
as offered for sale to customers solely because a lessee has
an option to purchase the property."'*

In cases not subject to the special dealer rule, the use of the
property in a nondealer activity is disregarded during any peri-
od which the property is also offered for sale to customers.'*
Accordingly, such a property is used in the dealer activity. Gen-
erally, such a property is used in the dealer activity unless all of
the following three tests are met:

(1) The property was offered for sale for 25% or less of the
nondealer holding period,

(2) The nondealer holding period is more than 80% of the
total holding period, and

(3) The nondealing holding period is at least 24 months
(or 20% of the applicable depreciation recovery period, if
less).

Example: An individual acquires a residential apartment
building on January 1, Year One, and uses the building
in a rental activity. In January Year Four, the apartment
is converted into condominium units, which are held for
sale to customers in the ordinary course of business. The
condominium units are still rented out until they are sold
throughout Year Four."*

The special dealer rule applies in the example because:

(1) At the time of the disposition, the taxpayer holds the
condominium units in a dealer activity,

(2) The taxpayer has a nondealer (rental) activity, and the
building or condominium units were used in the rental ac-

" Reg. §1.469-2(c)(2)(V)(A)(1)(ii).

"4 Reg. §1.469-2(c)(2)(V)(A)(1)(ii).

""SReg. §1.469-2(c)(2)(v)(B).

!4 See Reg. §1.469-2(c)(2)(v)(C) Exs. (1), (3).
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tivity for the entire holding period, which is more than
80% of the holding period, and

(3) The original building was not acquired and held by the
taxpayer for the principal purpose of selling the building
to customers in the ordinary course of a trade or business.

The rebuttable presumption of dealer property does not ap-
ply in the example because:

(1) The taxpayer used the property in the nondealer (rental
activity) for more than 24 months, or

(2) The property was simultaneously offered for sale to

customers and used in the nondealer activity for a year,

which is 25% or less of the period during which the prop-

erty was used in the taxpayer’s nondealer activity (four

years).

In other words, the property is not used in the dealing ac-
tivity because all of the following requirements are met in the
example:

(1) The condominium units were offered for sale for 25%
or less of the nondealer (rental) holding period (sales peri-
od of up to 12 months compared to the rental holding peri-
od of four years).

(2) The nondealer (rental) holding period was 100% of the
total holding period, which was more than 80%, because
the units were rented up until their sales.

(3) The nondealer (rental) holding period was at least 24
months for the units.

Thus, the dealing activity is ignored, and the individual
generates passive income under the general disposition rule be-
cause the activity was a passive rental activity in the tax year
of sale. The 12-month rule does not apply because the condo-
minium units were held in a passive rental activity for all 12
months before sale. The substantially appreciated property rule
does not apply because of both the 24-month and 20% safe har-
bors.

Example: Assume the facts in the example above except
that the individual sold some condominium units in Year
Five. The rebuttable presumption of dealer property ap-
plies because the property was simultaneously offered for
sale to customers and used in the nondealer activity for
more than a year, which is over 25% of the period during
which the property was used in the taxpayer’s nondealer
activity. If the presumption is not rebutted, the taxpayer’s
gain from the sale of the condominium units in Year Five
is passive or nonpassive depending on the taxpayer’s ma-
terial participation in the dealer activity.

The special dealer rule applies only for purposes of the
disposition rules in Reg. §1.469-2T(c) and the character of the
gain or loss from the property’s disposition, and not for other
rules such as material participation in an activity.

5. Disposition of an Ownership Interest in an Entity

When a taxpayer recognizes gain or loss on the disposition
of an interest in a pass-through entity, the gain or loss is allo-
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cated to the activities conducted by the entity.""” All portfolio
assets of an entity are treated as held in a single investment ac-
tivity."* The rules apply to all types of gain or loss transac-
tions, such as a partnership distribution of money to a partner
in excess of the partner’s tax basis under §731(a) (including
from a reduction of allocated liabilities under §752(b)), or an S
corporation distribution to a shareholder in excess of the share-
holder’s tax basis under §1368(b)(2)."*

Different rules apply for gains and losses. If the taxpayer
recognizes gain on the disposition of an interest in a pass-
through entity, the gain is allocated only to the entity’s appreci-
ated trade or business, rental, or investment activities, i.e., the
entity’s activities that would have a net gain allocated to the
taxpayer if the entity were to dispose of the entire activity."”
The gain is allocated to each appreciated activity based on its
net gain relative to the total net gains from appreciated activi-
ties.

Conversely, if the taxpayer recognizes loss on the disposi-
tion of an interest in a pass-through entity, the loss is allocated
only to the entity’s depreciated trade or business, rental, or in-
vestment activities, i.e., the entity’s activities that would have a
net loss allocated to the taxpayer if the entity were to dispose of
the entire activity."”" The loss is allocated to each depreciated
activity based on its net loss relative to the total net losses from
depreciated activities.

Example: Taxpayer T sells a share of stock in an S cor-
poration for a gain of $5,000. The corporation conducted
three activities: Activity A, which would have yielded a
gain to the corporation of $80,000 upon disposition; Ac-
tivity B, which would have yielded a gain of $20,000;
and Activity C, which would have yielded a loss of any
amount (the actual loss amount does not affect the com-
putation). Only A and B are appreciated activities, so the
ratable portion of gain allocated to C is zero. Since four-
fifth of the net gain from appreciated activities is related to
A, four-fifth of the gain from selling the share of stock, or
$4,000, is allocated to Activity A, and one-fifth, or $1,000,
is allocated to Activity B. If Activities A and B are pas-
sive activities, while Activity C is a nonpassive activity
that would have given rise to a nonpassive loss upon dis-
position, that nonpassive loss is effectively used to reduce
only the passive gain from the disposition of Activities A
and B, instead of other nonpassive income.

The gain or loss computations take §743(b) adjustments
into account,'” as well as §704(c) gain or loss allocable to the
selling partner.''”’

It may be impossible to apply the above rules in some cas-
es, in which case the gain or loss on disposition of the own-
ership interest is allocated among the entity’s activities in pro-
portion to their respective fair market values, rather than with
regard to the amount of their appreciation or depreciation.'*

"TReg. §1.469-2T(e)(3).

""$Reg. §1.469-2T(e)(3)(V).

"Rev. Rul. 95-5. See also TAM 9501001.
"'Reg. §1.469-2T(e)(3)(ii)(B)(1).

"1 Reg. §1.469-2T(e)(3)(ii)(B)(2).

"2Reg. §1.469-2T(e)(3)(ii)(D)(2).

5Reg. §1.469-2T(e)(3)(vii) Ex. (2).
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The rules generally are applied by looking through a tiered
entity structure. For example, if an individual is a partner in
Partnership UTP, which itself is a partner in Partnership LTP,
and UTP disposes of an interest in LTP, then the individual is
treated as having indirectly disposed of an interest in LTP."”

a. Applicable Valuation Date

In all of the above cases, the pass-through entity can
choose the applicable valuation date for valuing its activities
and their net gains or net losses, as either (i) the date of the dis-
position or (i) the first day of the pass-through entity’s tax year
in which the disposition occurs."*® The method of selecting the
applicable valuation date is not specified in the regulations, but
it may be made separately with respect to each disposition.'”’

However, the pass-through entity must use the date of the
disposition if, during the period of its tax year before the date
of the disposition, any of the following events occur:

(a) the pass-through entity disposes of more than 10% of
its interest in any activity,

(b) an activity of the pass-through entity disposes of more
than 10% of its property,

(c) the taxpayer contributes substantially appreciated
property (fair market value exceeds 120% of adjusted ba-
sis) to the pass-through entity with a total fair market value
that is more than 10% of the holder’s interest in the pass-
through entity, or

(d) the taxpayer contributes substantially depreciated
property (adjusted basis exceeds 120% of fair market val-
ue) to the pass-through entity with a total adjusted basis
that is more than 10% of the holder’s interest in the pass-
through entity."*

In each case, the 10% valuation is made as of the begin-
ning of the tax year."”

b. Certain Gain upon Disposition of an Ownership
Interest, Otherwise Allocable to a Passive Activity,
Treated as Not from a Passive Activity

In certain circumstances where the above allocation rules
would result in allocating gain to a passive activity, the gain
may be recharacterized as from a nonpassive activity under ef-
fectively an extension of the recharacterization rules discussed
at IV.C,, above. The recharacterization rule applies if all of the
following three conditions are met:"'*

1. The taxpayer has gain from the disposition of an interest
in a pass-through entity that is allocated to a passive activ-
ity of the pass-through entity,"*"

2. If the passive entity had sold all of its property in the
passive activity, the taxpayer would have been allocated

I Reg. §1.469-2T(e)(3)(ii)(C).
'"Reg. §1.469-2T(e)(3)(ii)(D)(3).

' Reg. §1.469-2T(e)(3)(ii)(D)(1){).
TReg. §1.469-2T(e)(3)(ii)(D)(1){).
"8 Reg. §1.469-2T(e)(3)(ii)(D)(1)(ii).
" Reg. §1.469-2T(e)(3)(ii)(D)(1)(ii).
""Reg. §1.469-2T(e)(3)(iii).

81 Reg. §1.469-2T(e)(3)(iii)(A).
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nonpassive gain under any of the following five recharac-
terization rules:''®

a. The rule for substantially appreciated property for-
merly used in a nonpassive activity,"”

b. The oil and gas working interest rule,"*

c. The incidental-to-development rule,"®”

d. The self-rental rule,'* or

1167

e. The pass-through entity royalty rule, °" and

3. The amount of the nonpassive gain in condition #2,
hypothetically allocated to the taxpayer under the above
five recharacterization rules, exceeds 10% of the taxpay-
er’s gain under condition #1."®

In which case the taxpayer’s gain under condition #1 is
treated as nonpassive gain to the extent of the amount of non-
passive gain in condition #2.

Practice Point: The gain under condition #1 is limited to
the taxpayer’s interest being disposed, whereas the gain under
condition #2 is the taxpayer’s share of pass-through entity’s en-
tire gain from the activity, which can overstate the nonpassive
gain in some cases where the taxpayer is not disposing of its
entire interest in the entity.

If an upper-tier passthrough entity recognized gain from
the disposition of an interest in a lower-tier pass-through entity,
the above rules apply to the owners of the upper-tier pass-
through entity."®”

6. Tax Year of an Item

The tax year of a deduction item is generally the tax year
that the item would have been allowable as a deduction, under
the taxpayer’s method of accounting, if taxable income were
determined with regard to all Code provisions other than the
passive loss rules, the §613A(d) limitation of percentage deple-
tion to generally 85% of taxable income, and the §1211 capital
loss limitation."™ An item affects the net amount of passive in-
come or passive loss only when it is allowable under all other
Code provisions. The treatment of a deduction from an activity
therefore generally depends on the activity’s status for the cur-
rent tax year in which the deduction is allowed.

Example: A partner materially participates in a partnership
activity in 20X1, but a deduction relating to the activity
(and otherwise allowable for 20X1) is limited under
§704(d) due to the lack of partnership interest basis and
carried over. If, in 20X2, the deduction is allowable under
§704(d), but the partner is no longer materially participat-

12 Reg. §1.469-2(e)(3)(ii)(B).

" Reg. §1.469-2(c)(2)(iii), discussed at V.D.3., above.

16 Reg. §1.469-2(c)(6), discussed at IV.C.7., above.

"'Reg. §1.469-2(f)(5), discussed at IV.C.4., above.

'%Reg. §1.469-2(f)(6), discussed at IV.C.5., above.

" Reg. §1.469-2T(f)(7), discussed at IV.C.6., above.

"% Reg. §1.469-2T(e)(3)(iii)(C).

""“Reg. §1.469-2T(e)(3)(iii)(A).

'"Reg. §1.469-2(d)(8). For more about §613A, see Rev. Rul. 79-347; Las-
tarmco Inc. v. Commissioner, 79 T.C. 810 (1982), aff’d, 737 F.2d 1140 (5th
Cir. 1984).

A -96 (07/01/2026

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-348-0

ing in the activity, the deduction may be limited under the
passive loss rules in 20X2.""'

Where a partnership or S corporation (pass-through entity)
has a different tax year than a taxpayer who owns an interest in
the entity, the pass-through entity’s tax year is applied to deter-
mine participation of the taxpayer."”” The regulations’ pream-
ble explained that:

the treatment of an item of gross income, deduction,
or credit from a fiscal year partnership or S corpo-
ration as passive activity gross income, as a passive
activity deduction, or as a credit from a passive ac-
tivity, respectively, is determined by reference to the
taxpayer’s participation in the activity to which such
item relates for the partnership’s or S corporation’s
tax year in which the item arose."”

Example: T, a calendar year taxpayer, is a partner in a part-
nership that has a tax year ending in February. T’s tax re-
turn for 20X2 includes income and deductions from the
partnership, for the period from March 1, 20X1, through
February 28, 20X2. In determining how many hours T par-
ticipated in an activity of the partnership, T examines his
hours spent during the partnership’s fiscal year, not during
calendar year 20X2."'™ If the activity is conducted partly
by the partnership and partly by T in his individual capac-
ity, T presumably would determine participation in the ac-
tivity for 20X2 by adding together: (1) T’s hours of partici-
pation as a partner during partnership’s fiscal year; and (2)
T’s hours of participation as a nonpartner during the calen-
dar year.

Any deduction that is disallowed under the passive loss
rules is carried over to the next tax year, and treated as a deduc-
tion arising in that tax year."” The losses may be carried over
indefinitely until they are used.

7. Determination of Which Items Are Disallowed

Once the taxpayer has identified all items of passive ac-
tivity gross income and deduction, it is possible to determine
whether he has a passive loss that will be disallowed in the ab-
sence of the disposition rules. Passive losses and deductions are
disallowed only if they exceed passive gross income, and losses
or deductions from one passive activity can offset gross income
from another passive activity.'”

In applying the passive loss rules, the taxpayer should
compute separately the net gain or loss from each activity, as
well as for passive activities as a whole. This is necessary to
determine which deductions, from which activities, are disal-
lowed and become part of the passive loss carryover; this may
be relevant, for example, in applying the full unrelated taxable

'"'See T.D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg.
5686, 5691 (Feb. 25, 1988), and VL.D., below.

'"”Reg. §1.469-2T(e)(1).

">TD. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5697 (Feb. 25, 1988).

7 See Reg. §1.469-2T(e)(1) Ex.

'3 8469(b); Reg. §1.469-1(f)(4).

'1768469(a)(1), §469(d)(1); Reg. §1.469-1T(a)(1), §1.469-2T(b)(1).
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disposition rule or the $25,000 special allowance in a subse-
quent tax year.'”’

The loss, if any, from an activity, as determined for this
purpose, should reflect the allowance of any deductions against
nonpassive income by reason of the $25,000 §469(i) special al-
lowance described in V.F.1., below."™

Once the gain or loss from each passive activity has been
determined, the amount of any overall passive loss is allocated
among the loss activities in proportion to the amount of their
net losses."”

Example: Taxpayer T has three activities: Activities A, B,
and C. Activity A has a net loss of $9,000, Activity B
has a net loss of $16,000, and Activity C has net income
of $4,000. T’s overall passive loss is $21,000, of which
$7,560 ($21,000 multiplied by $9,000 divided by $25,000)
is allocated to Activity A and $13,440 is allocated to B."®

In determining the loss from each activity, SIPPAs that in
the aggregate generate net income are treated as a single activ-
ity that does not have a loss for the tax year.""'

Example: Taxpayer T has four activities: Activities A, B,
C, and D. Activity A has net income of $10,000, Activi-
ty B has a net loss of $5,000, Activity C has net loss of
$10,000, and Activity D has net income of $2,000. Activi-
ty A and Activity B are SIPPAs that generate $5,000 of net
nonpassive income in the aggregate, and they are therefore
considered a single activity that does not have a loss.""
The taxpayer’s $8,000 disallowed passive loss, from Ac-
tivity C and Activity B, is allocated solely to Activity C.

If any portion of the loss from a passive activity is dis-
allowed, a ratable portion of each deduction from the activity
is disallowed."® The ratable portion does not apply to certain
“excluded deductions,”"** which generally relate to working in-
terests in oil or gas property,"® property rented incidental to
development,'* property rented to a nonpassive activity,"* or
interegg in a pass-through entity engaged in licensing intangi-
bles."

Example: T had gross income of $5,000 and deductions
of $15,000 from a passive activity, which gives rise to a
$10,000 loss that is disallowed in full. Since the amount of
the disallowed loss is two-third of the amount of all deduc-
tions, two-third of each item of deduction is disallowed.

It is not necessary to identify each disallowed deduction
separately unless it may affect the amount of tax liability for

"7 For the full unrelated taxable disposition rule in §469(g), see V.H., be-
low. For the $25,000 special allowance in §469(i), see V.F., below.

""8Reg. §1.469-1T(f)(2)(i)(B).

'"Reg. §1.469-1T(H)(2)(i)(A).

""Reg. §1.469-1T(H)(2)(i)(D) Ex. (1).

81 Reg. §1.469-1T(f)(2)(i)(C). See IV.C.1., above.

2 Reg. §1.469-1T()(2)(i)(D) Ex. (2).

" Reg. §1.469-1T(H)(2)(ii)(A).

" Reg. §1.469-1T(H)(2)1)(A).

185Gee [V.C.7., above.

118 Gee TV.C.4., above.

"7 See IV.C.5., above.

188 GSee IV.C.6., above.
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any tax year."” Conversely, it is necessary to separately iden-
tify each disallowed deduction that could affect the amount of
tax liability for any tax year. Specifically, it is necessary to
identify disallowed deductions that are capital losses or section
1231 losses."™

Example: Taxpayer T disposes of a portion of a real prop-
erty used in a trade or business, held for more than one
year, and used in a passive activity. T recognizes $100 of
loss on the disposition, which is suspended under the pas-
sive loss rules and results in a $100 passive loss carryover
to subsequent tax years. In a later tax year, T has $100
of passive income that is offset by the $100 passive loss
carryover. The allowed $100 passive loss carryover results
in a §1231 loss in the later tax year, which may be rele-
vant for purposes such as the §1231 hotchpot in the later
tax year and any §1231(c) recapture in five subsequent tax
years. See generally 561 T.M., Capital Assets — Related
Issues.

Although spouses filing a joint return generally are treated
as one taxpayer for passive loss purposes,'®' they must sepa-
rately keep track of the disallowed deductions and credits aris-
ing with respect to their separate interests in passive activi-
ties.""” This requirement has no substantive effect on which de-
ductions or credits are disallowed (e.g., where other Code lim-
itations, such as the at-risk rules, also apply),'” but it can be
relevant if the spouses cease to file joint returns in subsequent
tax years."”*

8. Effect of Changes in the Composition of the
Taxpayer’s Activities

Passive loss carryovers and passive credit carryovers are
allocated with respect to each specific activity that gives rise
to the carryover."” Additional complications arise if the com-
position of the taxpayer’s activities changes from year to year.
Passive loss carryovers and passive credit carryovers from pri-
or tax years generally must be allocated among the current tax
year’s activities in a manner that “reasonably reflects the extent
to which each such activity continues the business and rental
operations that constituted the loss activity.”"'*

Example: Taxpayer B operates a restaurant and a catering
business, which are treated as a single passive activity in
Year 1. The passive activity gives rise to a $10,000 pas-
sive loss carryover to Year 2. In Year 2, the restaurant and
the catering business are treated as two separate activities.
The $10,000 passive loss carryover from Year 1 must be
allocated between the restaurant activity and the catering
activity in Year 2, in a manner that reasonably reflects the

¥ Reg. §1.469-1T(f)(2)(iii).

1% See Reg. §1.469-1T(f)(2)(iii)(C).
M Reg. §1.469-1T()(1).

"2Reg. §1.469-1T()(2)().

% Reg. §1.469-1T()(2)(ii).

"% See Reg. §1.469-1T()(3).

% See Reg. §1.469-1(f)(4)(iii) Ex. (1).
""" Reg. §1.469-1(f)(4)(1)(A).
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extent to which each of the separate activities continues
the prior year’s combined activity."”’

Several different methods may be reasonable in the same
situation and can ordinarily be used.

Example: Taxpayer B operates a restaurant and a catering
business, which are treated as a single passive activity in
Years 1 and 2. The activity generated $20,000 of passive
loss carryovers in Year 1 that are carried to Year 2, which
are reduced to $10,000 of passive loss carryovers carried

to Year 3.
Restaurant| Catering Combined
Business Activity

Year 1 Gross $20,000 $60,000 $80,000
Income

Year 1 Deduc- | ($40,000) ($60,000)| ($100,000)
tions

Year 1 Net In- | ($20,000) $0 ($20,000)
come (Loss)

Year 2 Gross $40,000 $50,000 $90,000
Income

Year 2 Deduc- | ($22,000) ($58,000) ($80,000)
tions

Passive Loss ($8,000) ($12,000) ($20,000)
Carryover to

Year 2 (allocat-

ed based on

Year 1 deduc-

tions)

Year 2 Net In- $10,000 ($20,000) ($10,000)
come (Loss)

In Year 3, the restaurant and the catering business become
separate activities. In allocating the $10,000 passive loss
carryover from the Year 2 single activity to the Year 3=
separate activities, several allocation methods can ordinar-
ily be used:

(i) The $10,000 passive loss carryover is allocated
based on the single activity’s Year 2 deductions, in-
cluding the passive loss carryovers from Year 1 to
Year 2. The single activity’s Year 2 deductions are
$100,000, of which $30,000 (30%) is allocable to the
restaurant and $70,000 (70%) is allocable to the cater-
ing business. Thus, the $10,000 passive loss carry-
over can ordinarily be allocated as $3,000 (30%) to
the restaurant activity in Year 3 and $7,000 (70%) to
the catering activity in Year 3.""*

(i1) The $10,000 passive loss carryover is allocated as
if the activities were separate in Year 2. A separate
restaurant activity in Year 2 would have $10,000 net
income, while a separate catering activity in Year 2

"9 See Reg. §1.469-1(f)(4)(iii) Ex. (2).
" Reg. §1.469-1(f)(4)(ii) Ex. (3)(iii).
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would have a $20,000 net loss. Thus, the $10,000 pas-
sive loss carryover can ordinarily be allocated as all
$10,000 to the catering activity in Year 3."”

(iii) The $10,000 passive loss carryover is allocated
as if the activities were separate in Year 1 and Year
2 (and all other tax years). The $20,000 passive loss
carryover in Year 1 arose from the separate restaurant
activity in Year 1 and would be entirely allocated to
the separate restaurant activity in Year 2, instead of
$12,000 allocated to the separate catering activity in
Year 2. The separate restaurant activity would have
a $2,000 net loss in Year 2, while the separate cater-
ing activity would have an $8,000 net loss in Year 2.
Thus, the $10,000 passive loss carryover can ordinar-
ily be allocated as $2,000 to the restaurant activity in
Year 3 and $8,000 to the catering activity in Year 3.

(iv) Any other reasonable allocation method.

When an activity contracts or disappears due to a change
in how it uses its assets, the activity’s passive loss carryovers
are allocable to the activity that succeeds to the use of the as-
sets.

Example: Law partnership P owns a building, of which
several floors are used for its law practice and four floors
are rented out to third-party tenants in Year 1. P is engaged
in separate law practice and rental activities. If P converts
two of the rental floors for P’s use in Year 2, any passive
loss carryovers from the rental activity that are reasonably
allocable to those two floors are now allocated to P’s law
practice trade or business and may offset P’s taxable in-
come in Year 2. The reasonable allocated methods ordi-
narily include (i) an allocation of the rental activity’s Year
1 deductions with respect to the two floors, (ii) a calcula-
tion of the passive loss carryovers if the two floors were a
separate rental activity in Year 1, (iii) a calculation of the
passive loss carryovers if the two floors were a separate
rental activity in Year 1 and all earlier tax years, or (iv) a
50% allocation because two of the four floors were con-
verted for P’s use.”™”

A special rule applies when an activity with passive loss
carryovers is continued partly or wholly through a C corpora-
tion or similar entity.”” This can happen, for example, when
a taxpayer contributes the activity’s assets to a C corporation,
or if the activity is owned by an S corporation that becomes a
C corporation.”” Under this special rule, the taxpayer’s inter-
est in a C corporation (or similar entity) is treated as an inter-

" Reg. §1.469-1(f)(4)(ii) Ex. (3)(iv).

20Reg. §1.469-1()(4)(iii) Ex. (3)(v).

" Reg. §1.469-1(f)(4)(iii) Ex. (4). The rental passive loss carryovers that
now are allocated to the law partnership activity are covered by the rules for
former passive activities, and may presumably be deducted against nonpassive
income if the former rental floors are sold in an unrelated full taxable disposi-
tion. See V.G., below.

222 An activity is similar to a C corporation for this purpose if the owners
of interests in the entity derive only portfolio income (as defined for passive
loss purposes) from their interests. Reg. §1.469-1(f)(4)(ii).

12 See Reg. §1.469-1(f)(4)(iii) Ex. (6).
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est in the preexisting passive activity, but solely for purposes
of determining the current tax year activity to which prior tax
years’ passive losses are allocable.”™ Thus, while such treat-
ment is relevant to the application of the disposition rules (i.e.,
the taxpayer has not disposed of the activity until he dispos-
es of all of his stock in the C corporation or similar entity),
it does not cause portfolio income from the taxpayer’s inter-
est in the C corporation to be treated as passive income.”” In
other words, the taxpayer’s dividends, gains, and other portfo-
lio income from the C corporation cannot be offset by the pas-
sive loss carryovers from the activity contributed to the C cor-
poration, until the taxpayer sells the C corporation’s stock in
a full unrelated taxable disposition, at which point the passive
loss carryovers are allowed against all of the taxpayer’s income
(including gain from the C corporation’s stock disposition and
other portfolio income).

Example: Taxpayer D owns stock of an S corporation that
owns a rental activity, which resulted in $5,000 of pas-
sive losses allocated to D in Year 1. D has $2,000 of pas-
sive income from other activities in Year 1, which are off-
set by some of the passive losses. D has a $3,000 passive
loss carryover to Year 2. In Year 2, the S corporation fails
to maintain S corporation status due to the existence of a
second class of stock,” and the S corporation becomes
a C corporation. The $3,000 passive loss carryover is al-
located to the C corporation’s rental activity.”” D’s div-
idend income and gains from the C corporation are port-
folio income and cannot be offset by the $3,000 passive
loss carryover. The passive loss carryover may offset D’s
passive income from other sources. When D sells all of
his C corporation stock to an unrelated person in a fully
taxable transaction for $2,000 of gain, the $3,000 passive
loss carryover is allowed under the full unrelated taxable
disposition rule to offset the $2,000 of gain and $1,000 of
D’s other income. Alternatively, the C corporation elects
back to being an S corporation after around five years,"”
at which time the $3,000 passive loss carryover may offset
D’s share of rental income from the S corporation (and any
other passive income).

E. Passive Credits

The passive credits subject to the passive loss rules are
generally divided into two categories: (i) business-related cred-
its in §38 through §457Z; and (ii) certain miscellaneous credits
in §30 through §30D."” The §38 general business credit in turn
makes reference to various other credits in other Code sections.

The major types of passive credits include the following
general business credits under §38:

* §41 research credit;

% Reg. §1.469-1()(4).

2% See Reg. §1.469-1(f)(4)(iii) Ex. (5).

120681361(b)(1)(D); §1362(d)(2).

1207 See Reg. §1.469-1(f)(4)(iii) Ex. (6).

120881362(g).

12 See §469(d)(2)(A)(i) (reference to subpart D of part IV of subchapter
A (§38-§457)) and §469(d)(2)(A)(ii) (reference to subpart B (other than §27
(foreign tax credit)) of Part IV of subchapter A (§27-§30D)).
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* §42 low-income housing tax credit (LIHTC);
* §45 renewable electricity production credit;

¢ §45D new markets tax credit;

* 8§47 historic rehabilitation tax credit;

* §48 energy credit; and

* §51 work opportunity credit."”"

Other passive credits include the following:

* §30B alternative motor vehicle credit for a new qualified
fuel cell motor vehicle;

*§30C alternative fuel vehicle refueling property credit
(for property placed in service after 2005 and before July
1, 2026);

*§30D clean vehicle credit (for vehicles acquired after
2008 and before October 1, 2026);

¢ §40 alcohol fuels credit;
* §40A biodiesel fuel credit;

¢ §40B sustainable aviation fuel credit (for fuel sold after
2022 and before January 1, 2025);

* §43 enhanced oil recovery credit;
* §44 disabled access credit for an eligible small business;
* §45A Indian employment credit;

* §45B employer social security credit for certain employ-
ee cash tips;

* §45C orphan drug credit;

* §45E small employer pension plan startup cost credit;

* §45F employer-provided child care credit;

¢ 845G railroad track maintenance credit;

* §45H low sulfur diesel fuel production credit;

* §451 marginal well production credit;

* §45J advanced nuclear power facility production credit;
* §45K nonconventional source production credit;

* §45L new energy efficient home credit (for qualified new
energy efficient homes acquired after 2005 and before
June 30, 2026);

* §45N mine rescue team training credit;

* §45P differential wage payment credit for employees
who are active duty members of the uniformed services;

* §45Q carbon oxide sequestration credit;
* §45R small employer health insurance credit;
* §45S employer credit for paid family and medical leave;

¢ §45T retirement auto-enrollment credit for retirement
savings options provided by small employers;

"?"The §47 historic rehabilitation tax credit and the §48 energy credit
are components of the investment credit referenced in §38(b)(1). See §46(1),
§46(2).
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* §45U zero-emission nuclear power production credit (for
electricity produced in taxable years after 2023 and before
January 1, 2033);

* §45V clean hydrogen production credit (for qualified
clean hydrogen production facilities the construction of
which begins before January 1, 2028);

* §45W qualified commercial clean vehicles credit (for ve-
hicles acquired after 2021 and before October 1, 2025);

* §45X advanced manufacturing production credit (not ap-
plicable to any wind energy component produced and sold
after 2027, nor any metallurgical coal produced after
2030);

* §45Y clean electricity production credit (for property
placed in service after 2024);

* §45Z clean fuel production credit;

* §45AA military spouse retirement plan eligibility credit;
* §48A qualifying advanced coal project credit;

* §48B qualifying gasification project credit;

* §48C qualifying advanced energy project credit;

* §48D advanced manufacturing investment credit;

* §48E clean electricity investment credit (for property
placed in service after 2024);

* §1396(a) empowerment zone employment credit; and

1211

* §5011 distilled spirits credit.

Passive credits also include various §38 general business
credits that have not been codified, such as:

» the qualified disaster employee retention credit; "

» the California wildfire employee retention credit;*" and

* the Hurricanes Harvey, Irma, and Maria employee reten-
tion credits.”*"*

Some of the above credits have temporary effect and are
extended periodically.

Some of the credits are transferable under §6418, in which
case the transferee taxpayer may be subject to the passive credit
limitations, as described in IV.F., below.

Credits that are never passive credits include the §27 for-
eign tax credit, the §53 minimum tax credit, and all personal
tax credits, such as the §24 child tax credit, the §32 earned in-
come tax credit, and the §25D residential clean energy credit.
The foreign tax credit is excluded because Congress believed
that foreign tax credits were not being widely used by individ-
ual tax shelter investors, and that unnecessary difficulty would
result if taxpayers had to apply the complex FTC limitations

21 See §38 (listing current year business credits), §46 (listing components
of the investment credit).

"2 Taxpayer Certainty and Disaster Tax Relief Act of 2020, Pub. L. No.
116-260, Div. EE, Title III, §303(a) (2020 credit); Taxpayer Certainty and Dis-
aster Tax Relief Act of 2019, Pub. L. No. 116-94, Div. Q, Title II, §203(a)
(2019 and 2018 credit).

125 Bipartisan Budget Act of 2018, Pub. L. No. 115-123, §20103.

"2 Disaster Tax Relief and Airport and Airway Extension Act of 2017,
Pub. L. No. 115-63, §503.
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(e.g., under §904) to the passive loss rules.”” 6060 T.M., The
Foreign Tax Credit Limitation Under Section 904.

In general, the credits listed above are subject to the pas-
sive loss rules if they arise in connection with the conduct of a
passive activity."”"¢

Credits from passive activities are disallowed under the
passive loss rules only to the extent that their sum exceeds the
taxpayer’s regular tax liability allocable to all passive activi-
ties for the tax year."”"” The amount of regular tax liability allo-
cable to all passive activities for the tax year is the excess of:
(1) the taxpayer’s regular tax liability for the tax year; over (2)
the amount of such liability, determined by disregarding both
gross income and deductions from passive activities.””'® Net in-
come from passive activities is effectively “stacked last” —i.e.,
it is deemed to arise after nonpassive income in applying the
progressive marginal income tax rates. Absent net income from
passive activities, no credits from passive activities are allow-
able under the passive loss rules.

For purposes of this calculation, “regular tax liability” has
the meaning given such term under §26(b).”"” Thus, its deter-
mination involves disregarding not only the effect of credits on
the amount of tax paid, but also certain additional taxes, such
as the AMT, or various penalty taxes. The effective result is
that credits are determined to be passive or nonpassive solely
by reference to the regular tax liability, not the AMT liability,
caused by passive income.

Example: Taxpayer T’s first $100,000 of income is taxed
at 15%, and his next $100,000 is taxed at 28%. If T has
taxable income of $200,000 (exactly half of which is de-
rived from passive activities), his regular tax liability is
$43,000, and $28,000 of such liability is allocable to pas-
sive activities due to the last stacking rule. Accordingly, T
can use passive credits of at least $28,000 for regular in-
come tax purposes.”™ T’s usable passive credits may be
lower for AMT purposes.

If a pass-through entity has a different tax year than a tax-
payer who owns an interest in the entity, the tax year of the
pass-through entity is applied to determine participation (i.e.,
whether material, significant, or active participation) of the tax-
payer in the activity in which the credit arose.''

If any passive credits are disallowed for the tax year, a rat-
able portion of each credit from each of the taxpayer’s passive
activities is disallowed."”” The amount of net income from any
particular activity is irrelevant for this purpose. This determi-
nation is made after applying the $25,000 §469(i) special al-
lowance and after determining the effect of any election by the

1255 Rep. No. 99-313 (1986 Senate Report) at 723 n.10 (1986); see Joint
Comm. on Tax’n, General Explanation of the Tax Reform Act of 1986 (1986
Blue Book), JCS-10-87, at 228 n.18 (1987).

"26Reg. §1.469-3T(b)(1)(i)(A).

"2178469(d)(2); Reg. §1.469-3T(a).

28Reg. §1.469-3T(d)(1).

""YReg. §1.469-3T(d)(2).

120 Assuming rate progressivity, the taxpayer is favored by stacking pas-
sive income after nonpassive income.

221Reg. §1.469-3T(b)(3).

""2Reg. §1.469-1T(f)(3)(i). For the $25,000 special allowance in §469(i),
see V.F., below.
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taxpayer to increase the basis of property by the amount of a
disallowed credit.”” The taxpayer need not separately identify
disallowed credits if such identification would not affect tax li-
ability for any tax year.”

Once a passive credit is allowed for passive loss purposes,
the credit is aggregated with credits from the taxpayer’s non-
passive activities, for purposes of determining whether all such
credits are allowed in light of other credit limitations, such as
the tax liability limitation and certain AMT limitations."”” In
the event that any credit is not allowed because of these other
limitations, the passive credits that are allowable under the pas-
sive loss rules are treated as nonpassive credits arising in the
current tax year, with one-year or three-year carryback and
20-year or 22-year carryforward.”*

Upon a cessation or change in use (described in §50(a)(1)
or §50(a)(2)) that causes the recapture of credits, the credits al-
locable to a taxpayer’s activities must be adjusted by reason of
the recapture.”” If the recapture is of a passive credit suspend-
ed under §469, the passive credit carryover is adjusted accord-
ingly. It is less clear what happens in the case of recapture of
an allowed passive credit. The recaptured credit is an addition-
al tax in the tax year of the recapture with respect to a passive
activity, which conceptually should be offset by the tax-equiv-
alent amount of any passive loss carryovers. However, there is
no statutory or regulatory provision to allow such an offset.

Example: Taxpayer T owns a passive activity that gener-
ated an energy tax credit of $100 in Year One, which was
entirely allowed under §469 and §38 in Year One. In Year
Two, the activity generates a $200 passive loss. T disposes
of the activity in 2019 and triggers $80 of credit recapture.
The $80 recapture tax cannot be offset by the tax-equiva-
lent benefit of the $200 loss, though the tax may be offset
by other passive credits and passive credit carryovers.

Section 47(d) allows a historic rehabilitation tax credit for
an increase in qualified progress rehabilitation expenditures,
before the property is placed in service. Because it may not
be known, at the time that the credit is generated, whether the
progress rehabilitation expenditure property will be used in a
passive activity when it is placed in service, the regulations
provide that the historic rehabilitation tax credit is subject to
§469 if it is “reasonable to believe” that the property will be
used in a passive activity.”” It is unclear whether the taxpayer
should amend its tax returns if its reasonable belief turned out
to be incorrect.

P Reg. §1.469-1T(H)(3)(ii).

"Reg. §1.469-1T(f)(3)(iii).

1225 Reg. §1.469-3T(c); see 1986 Senate Report at 724; 1986 Blue Book at
224; see also §38(c)(1), §38(c)(6)(E).

1226839(a)(1) (one-year carryback and 20-year carryforward), §39(a)(4)
(three-year carryback and 22-year carryforward for applicable credits as de-
fined in §6417(b)); Reg. §1.469-3(e); see 1986 Senate Report at 724; 1986 Blue
Book at 224; see also Preamble to T.D. 8175, 53 Fed. Reg. 5686, 5696 (Feb.
25, 1988) (“In determining the years to which a general business credit may be
carried, the credit is treated for purposes of section 39 as a current year busi-
ness credit in the first tax year in which the credit is subject to section 469 but
is not disallowed thereby.”).

""Reg. §1.469-3(f). See CCA 201507020.

"®Reg. §1.469-3T(b)(2).
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Practice Point: Certain credits allow the parties to elect to
choose which taxpayer may claim the credit, which may impli-
cate the passive credit rules. In PLR 8951072, a lessor leased
a building to a related S corporation, which used the building
in a trade or business in which the S corporation’s sharehold-
ers materially participated. The building gave rise to a historic
rehabilitation tax credit, which if claimed by the lessor would
have generated passive credits as a result of the lessor’s pas-
sive rental activity. Instead, the lessor may elect under former
§48(d)"*” to allow the lessee S corporation to claim the credit,
which would give rise to nonpassive credits for the S corpora-
tion’s shareholders because of their material participation in the
S corporation’s trade or business.

Unlike passive loss carryovers, passive credit carryovers
are not allowed upon a disposition of the related activity.'” The
taxpayer may elect to increase the basis of the disposed proper-
ty by any unused passive credit carryovers.'”'

Note: Certain state income tax credits may be passive
credits subject to the passive loss rules for state income tax pur-
poses. California, for example, provides that passive credits in-
clude the California research tax credit,*” the California target-
ed jobs credit,”” the former California orphan drug credit,"
and the California low income housing tax credit.”” Other
states like New York do not apply passive credit limitations to
state income tax credits.'

F. Rental Real Estate Activities with Active Participation

1. Allowance of up to $25,000 of Losses

Although rental activities are per se passive, and their loss-
es generally cannot offset nonpassive income, the passive loss
rules contain a limited exception for rental real estate activ-
ities. This special rule, known as the “small landlord excep-
tion,” “$25,000 rule,” “$25,000 offset,” or “$25,000 special al-
lowance,” permits certain taxpayers to use up to $25,000 of
losses from rental real estate activities against nonpassive in-
come.”” The $25,000 special allowance is subject to a phase-
out as taxable income increases over $100,000.%*

Worksheet 5 of this Portfolio provides a link to a flowchart
of the application of the §469(i) $25,000 Special Allowance.

The 1986 Senate Report explained that:

[a] limited measure of relief [from the passive loss
rules] is believed appropriate in the case of certain
moderate-income investors in rental real estate, who
otherwise might experience cash flow difficulties
with respect to investments that in many cases are

12 Repealed in 1990 by Pub. L. No. 101-508, §11813(a), but still applica-
ble and incorporated by reference in §50(d)(5).

""For a discussion of the full unrelated taxable disposition rule in
§469(g), see V.H., below.

31 See V.H.8.b., below, for further discussion.

122Cal. Rev. & Tax Code §17561(b)(1), §17052.12.

23 Cal. Rev. & Tax Code §17561(b)(2), §17053.7.

124 Cal. Rev. & Tax Code §17561(b)(3), former §17057.

125 Cal. Rev. & Tax Code §17561(b)(4), §17058.

12%6See N.Y. Advisory Op. TSB-A-02(6)I (Sept. 18, 2002) (New York al-
ternative fuels credit).

1578469(i).

1238 8469(1)(3).
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designed to provide financial security, rather than to

shelter a substantial amount of other income."’

Practice Point: The $25,000 special allowance only applies
to rental real estate activities,"* but not to other rental activities
such as airplanes or equipment leasing.”*' As discussed at
III.B., above, certain activities, such as hotels and nursing
homes, are not rental activities, e.g., due to the rate of customer
turnover or the level of services provided, and therefore are not
eligible for the $25,000 special allowance.”” Such an activity is
generally a passive activity unless the taxpayer materially par-
ticipates in the activity.”*

The $25,000 special allowance applies only to: (1) rental
real estate activities in which the taxpayer actively participates
(active participation rental real estate activities, or APRRAs);
(2) taxpayers who are “natural persons”; and (3) to the extent
that the taxpayer otherwise would have a disallowed passive
loss.™ The term “natural persons” is used instead of “individu-
als” to make clear that the exception does not apply to trusts, so
that according to the 1986 legislative history, “individuals can-
not circumvent the $25,000 ceiling, or multiply the number of
$25,000 allowances, simply by transferring various rental prop-
erties to one or more trusts.”*” It is unclear whether an indi-
vidual may benefit from the $25,000 special allowance with re-
spect to income and deductions passed through from an estate
or nongrantor trust to the individual as beneficiary.

The $25,000 allowance is not available to taxpayers own-
ing interests in publicly traded partnerships (PTPs), except in
the case of certain low-income housing tax credits (LIHTC)
and historic rehabilitation tax credits."*

The $25,000 special allowance is applied to all of the tax-
payer’s APRRASs on an aggregate basis.””"’

Example: Taxpayer T, who is a natural person and not sub-
ject to the income phase-out, has two APRRAs: Activities
B and C. Even if Activities B and C each lose $25,000, on-
ly $25,000 of total losses are allowed against nonpassive
income.

71986 Senate Report at 718. See also 1986 Blue Book at 214.

" Harris v. Commissioner, T.C. Memo 1998-332 (mini-storage units are
rental real estate).

12411986 Senate Report at 737. See also 1986 Blue Book at 243; Schetzer v.
Commissioner, T.C. Memo 1999-252 (the $25,000 special allowance for rental
real estate activities, which does not apply to rental of personal property, is
not an unconstitutional denial of equal protection), appeal dismissed in unpub.
op., 14 Fed. App’x 738 (8th Cir. 2001), aff’d per curiam in unpub. op., 53
Fed. App’x 397 (8th Cir. 2002); Frank v. Commissioner, T.C. Memo 1996-177
(825,000 special allowance does not apply to airplanes); Kelly v. Commis-
sioner, T.C. Memo 2000-32 (same). See also Beasley v. Commissioner, T.C.
Summ. Op. 2008-159 (boat is not real estate).

21986 Senate Report at 737. See also 1986 Blue Book at 243. See TAM
9505002 (IRS National Office concluded that a beach resort condominium unit,
rented to third parties for an average period of seven days or less, is not a rental
activity and therefore does not qualify for the $25,000 special allowance; the
taxpayers actively participated but did not materially participate in the condo-
minium activity).

1283 See Madler v. Commissioner, T.C. Memo 1998-112.

2 846931)(1).

1231986 Conference Report at II-142. See also 1986 Blue Book at 218
n.12.

1498469(k)(1).

71986 Conference Report at II-141. See also 1986 Blue Book at 219.
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Example: Same facts as the previous example but Activity
B yields net income of $25,000 and Activity C yields a
loss of $25,000. No losses are allowed against nonpassive
income because there was no net loss from rental real es-
tate activities in which T actively participated.”**

Losses allowable under the $25,000 special allowance are
allocated among the taxpayer’s APRRAs in proportion to the
total losses from the APRRAs."**

Example: A taxpayer has two APRRASs: Activity B, which
has losses of $100,000; and Activity C, which has losses
of $50,000. Two-thirds of the losses allowable under the
$25,000 special allowance will be from Activity B.

If a taxpayer has more than $25,000 (or the lower amount
allowable under the income phase-out) of losses (or the deduc-
tion equivalent for credits) in a tax year from APRRAs, or if
any of the losses or credits are disallowed because the taxpay-
er’s modified adjusted gross income exceeds $100,000 as dis-
cussed at V.F.4., below, the remaining losses or credits are car-
ried forward and may be allowable in a subsequent tax year un-
der the $25,000 special allowance."”” The taxpayer must active-
ly participate, not only in the tax year when the losses arise, but
also in the tax year when the losses or credits are sought to be
used under the $25,000 special allowance.””' Conversely, pas-
sive loss carryovers or passive credit carryovers from rental re-
al estate activities in which the taxpayer did not actively partic-
ipate, are not allowed under the $25,000 special allowance in a
subsequent tax year even if the taxpayer actively participates in
that subsequent tax year."”” All passive loss carryovers (includ-
ing from APRRAs) may also be used under the general passive
loss rules, such as against other passive income.

In the event a taxpayer is allowed up to $25,000 of losses
due to active participation but has insufficient (or no) non-
passive income against which to apply the losses, the losses
can give rise to a net operating loss (NOL)."*” Under §172(b),
NOLs generated in tax years beginning in 2018 through 2020
may generally be carried back five tax years and carried for-
ward indefinitely, and NOLs generated in tax years beginning
in 2021 and later may generally not be carried back and may be
carried forward indefinitely. NOLs generated in tax years be-
ginning in 2017 and earlier may generally be carried back two
tax years and carried forward 20 years.”™ See 539 T.M., Net
Operating Losses — Concepts and Computations.

Example: In 2026, taxpayer T has $20,000 of salary in-
come and a $60,000 loss from a rental real estate activity
in which T actively participates. T is allowed $25,000 of
losses under the $25,000 special allowance. The losses re-
duce T’s 2026 taxable income to zero, and the remaining
$5,000 of allowed losses cannot be carried back but can

1281986 Conference Report at II-141. See also 1986 Blue Book at 219.
1298469())(4).

1208469(i)(1).

12911986 Conference Report at II-141; 1986 Blue Book at 220.

1221986 Conference Report at II-141 n.2; 1986 Blue Book at 220 n.13.
1231986 Senate Report at 722. See also 1986 Blue Book at 222.
'248172(b)(1)(A)(i) before amendment by Pub. L. No. 115-97, §13302(b).
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be carried forward indefinitely. T’s $35,000 of disallowed
losses are carried forward to 2027.

Example: Assume the facts in the Example above. Assume
further that in 2027, the above taxpayer T has $30,000 of
salary income but does not actively participate in the rental
real estate activity. The $35,000 of active participation
passive loss carryovers are not allowed in 2027 against
T’s nonpassive income (salary income). If T does active-
ly participate in the rental real estate activity in 2027, the
$35,000 of active participation passive loss carryovers re-
duce T’s 2027 taxable income to zero and generates a
$5,000 NOL that can be carried forward to 2028 and later
years.

2. Allowance of up to the Deduction Equivalent of
$25,000 for Credits

The $25,000 special allowance also applies to credits, in a
deduction-equivalent sense. In other words, the taxpayer is al-
lowed the amount of credits that would give the same benefit
as $25,000 (or less, if the income phase-out applies) of deduc-
tions."™ Additionally, the historic rehabilitation tax credit has
a higher phase-out threshold and the low-income housing tax
credit has no phase-out, as discussed at V.F.4., below."”

Example: Assume that allowing the taxpayer to deduct
$25,000 of losses would reduce his tax liability by $7,000
(due to the application of a 28% tax rate). The $25,000
special allowance allows the taxpayer to use no more than
$7,000 of credits against his tax liability with respect to
nonpassive income.

The $25,000 ceiling applies to losses and credits consid-
ered together, not to each separately.”” A taxpayer who
has both passive losses and passive credits first deducts
any passive losses and then uses the deduction equivalent
of the passive credits for any remainder of the $25,000
limit."*

Example: A taxpayer is entitled to the full $25,000 amount
but has $15,000 of losses from APRRAs. He can use cred-
its from these activities only in an amount that is the de-
duction equivalent of $10,000 (e.g., $2,800, assuming that
the relevant tax bracket is the 28% bracket).'*

The active participation requirement generally does not
apply to the historic rehabilitation tax credit described in §47 or
to the low-income housing tax credit described in §42.”* While
an activity giving rise to historic rehabilitation tax credits or
low-income housing tax credits does not require active partic-
ipation for the $25,000 special allowance to apply, the activ-
ity still must be a rental real estate activity. For example, the
rule does not apply to an interest in a hotel, because hotels are

1253 See §469()(5).
1208469(1)(3)(B), §469()(3)(C).
1278469(i)(2).

28 8469(1)(3)(D).

12%98469(1)(2), §469G)(5).

12600 8469(i)(6)(B).
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generally not rental activities for passive loss purposes.”®' See
generally 586 T.M., Rehabilitation Tax Credit, and 584 T.M.,
Low-Income Housing Tax Credit.

Note: The TCJA modified the historic rehabilitation tax
credit provisions to no longer allow a 10% credit for rehabilita-
tions of pre-1936 buildings that are not certified historic struc-
tures."” In addition, the 20% historic rehabilitation tax credit
for a certified historic structure is allowed ratably over a five-
year period, rather than all in the tax year the structure is placed
in service.”” A grandfathering rule applies to certain buildings
owned or leased by the taxpayer during the entirety of the peri-
od after December 31, 2017, if the two-year or five-year reha-
bilitation begins within 180 days of the enactment of the TC-
JA.]264

Former §469(i)(6)(B)(iii) also exempted the active partic-
ipation requirement to the portion of a passive loss attribut-
able to the former §1400I commercial revitalization deduction,
which allowed a 50% deduction or 120-month amortization
for certain revitalization expenditures for buildings in renewal
communities placed in service in late 2000 through 2009."* Al-
though taxpayers cannot incur new former §1400I commercial
revitalization deductions, taxpayers may have deduction carry-
overs from late 2000 through 2009 to the extent that those de-
ductions resulted in carryovers, e.g., because the deductions ex-
ceeded the $25,000 limit per tax year."”®

A partner in a publicly traded partnership (PTP) may use
the $25,000 special allowance for his share of the PTP’s low-
income housing tax credits or the PTP’s historic rehabilitation
tax credits, to the extent that he has not fully utilized the
$25,000 special allowance for passive losses and other passive
credits.” But the partner in the PTP cannot use the $25,000
special allowance for the PTP’s passive losses or other types of
passive credits.””*

3. Active Participation Requirement

Active participation is generally required to use the
$25,000 special allowance for a particular rental real estate ac-
tivity’s passive losses or passive credits (except for the §47 his-
toric rehabilitation tax credit or the §42 low-income housing
tax credit, which do not require active participation). As with
material participation, participation by a taxpayer’s spouse is
taken into account in determining whether one actively partic-
ipates,” whether or not the spouses are filing separate returns
or joint returns.

Note: When a taxpayer is using a passive loss carryover
of the rental real estate activity under the $25,000 special al-

12! See TIL.B.2., above.

"%Pyb. L. No. 115-97, §13402.

"% Pub. L. No. 115-97, §13402.

"2%Pub. L. No. 115-97, §13402(c)(2).

1265 Former §14001 and former §469(i)(6)(B)(iii) were enacted by the Con-
solidated Appropriations Act of 2001 (Pub. L. No. 106-554, §1(a)(7)) and were
repealed as deadwood by the Consolidated Appropriations Act of 2018 (Pub.
L. No. 115-141, §401(d)(5)).

1266 Consolidated Appropriations Act of 2018 (Pub. L. No. 115-141,
§401(e)) (general savings provision with respect to repealed deadwood provi-
sions).

1278469(k)(1).

2% 8469(k)(1).

128469(i)(6)(D).
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lowance, active participation is required for both the tax year
that generated the passive loss carryover and the tax year that
the carryover is being used under the $25,000 special al-
lowance."””" In other words, the $25,000 special allowance does
not apply to rental real estate losses originally incurred in a tax
year in which the taxpayer did not actively participate and that
are carried over under §469(b) to a tax year in which the tax-
payer does actively participate.'””' Conversely, if the rental es-
tate losses are originally incurred in a tax year in which the tax-
payer did actively participate, but the losses were not allowed
under the $25,000 special allowance due to the losses exceed-
ing $25,000 (or a lower limit due to the taxpayer’s modified ad-
justed gross income), the losses are carried over under §469(b)
to a subsequent tax year and can be allowed under the $25,000
special allowance in the subsequent tax year only if the taxpay-
er also actively participates in the subsequent tax year."””

Practice Point: A taxpayer can benefit from not actively
participating in rental real estate activities that have net income,
so that such income will not prevent them from having a loss of
at least $25,000 from other rental real estate activities in which
the taxpayer actively participates.

A taxpayer otherwise eligible for the $25,000 special al-
lowance cannot qualify as actively participating in a rental real
estate activity in two situations.

First, an individual cannot actively participate in a rental
real estate activity for a tax year when his interest (including
the interest of his spouse) is less than 10% (by value) of all in-
terests in the activity."”” A taxpayer cannot be treated as active-
ly participating for a period if, at any time during that period,
he owned less than a 10% interest.”” The 1986 Senate Report
indicated that “[i]n such situations, the taxpayer’s management
activity would relate predominantly to the interests of his co-
owners, rather than to the management of his own interest.”'*”

The 1986 Conference Report explains that a taxpayer can-
not fall short of the 10% threshold “at any time during the year
(or shorter relevant period for which the taxpayer held an in-
terest in the activity).”'”’® Thus a taxpayer cannot own a posi-
tive percentage interest between 0% and 10% at any time dur-
ing the tax year, whereas not owning any interest for a part of
the tax year (e.g., after a complete disposition) is allowed for
active participation during the tax year.

Second, an interest as a limited partner is not treated as
an interest with respect to which the taxpayer actively partic-
ipates.”” A limited partner does not actively participate even

17798469(i)(1). See H. Rep. 100-795, 100th Cong.2d Sess., at 32 (1988); S.
Rep. 100-445, 100th Cong.2d Sess. 33 (1988).

12718469(i)(1). See 1986 Conference Report at II-141; 1986 Blue Book at
220.

1228469(i)(1). See 1986 Conference Report at II-141 n.2; 1986 Blue Book
at 220 n.13.

173 8469(i)(6)(A). Interests of the spouse are counted toward the 10%
threshold even if the spouses do not file a joint return. 1986 Senate Report at
737.

27 8469(1)(6)(A).

1731986 Senate Report at 721. See also 1986 Senate Report at 737; 1986
Blue Book at 218, 244.

17761986 Conference Report at I1-141. See also 1986 Blue Book at 244.
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if he spends more than 500 hours working on the activity, and
would have been treated as materially participating if the activ-
ity were a trade or business activity.'””*

Practice Point: For a taxpayer who is both a limited partner
and a general partner, only the limited partner portion is subject
to the prohibition on active participation."*”

Practice Point: There is no guidance on whether a member
of a limited liability company could actively participate in
rental real estate activities. See IV.A.8., above, for a discussion
of material participation of LLC members.

Practice Point: Given that the $25,000 special allowance
applies to the taxpayer’s passive losses, the $25,000 special al-
lowance should apply after other provisions that convert pas-
sive income or loss into nonpassive income or loss, or vice ver-
sa.

Example: Taxpayer T has losses from more than one ac-
tive participation rental real estate activity, which losses
in the aggregate exceed the $25,000 ceiling. The amount
allowed under the $25,000 special allowance must be al-
located among such activities. However, if T sold one of
the activities during the tax year, losses from that activity
are nonpassive under the full unrelated taxable disposition
rule,"”® which allows more losses from the other activities
to be deducted under the $25,000 special allowance.

Active participation is not specifically defined in the
statute.”” The legislative history indicates that active participa-
tion standard is designed to be less stringent than the materi-
al participation requirement, in light of the relief nature of the
$25,000 special allowance and the special nature of rental ac-
tivities, which generally require less in the way of personal ser-
vices."” The 1986 Senate Report indicated that:

The difference between active participation and ma-
terial participation is that the former can be satisfied
without regular, continuous, and substantial involve-
ment in operations, so long as the taxpayer partici-
pates, e.g., in the making of management decisions
or arranging for others to provide services (such as
repairs), in a significant and bona fide sense. Man-
agement decisions that are relevant in this context
include approving new tenants, deciding on rental
terms, approving capital or repair expenditures, and
other similar decisions.

778469(1)(6)(C).

1778 See Reg. §1.469-5T(e)(2), discussed at IV.A.8., above.

17 Section 469(i)(6)(C) states that “[e]xcept as provided in regulations,
no interest as a limited partner in a limited partnership shall be treated as
an interest with respect to which the taxpayer actively participates.”; Reg.
§1.469-5T(e)(3)(ii). See also 1986 Senate Report at 738 and 1986 Bluebook at
244 (stating that limited partner is treated as not meeting the active participa-
tion standard “to the extent of his limited partnership interest”).

'%0See V.H., below.

181 Active participation standards under other Code provisions, such as
§464 and §2032A, are not the same as for the $25,000 special allowance. 1986
Senate Report at 736 n.23; 1986 Blue Book at 243 n.35.

12821986 Senate Report at 737. See also 1986 Blue Book at 244.
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Thus, for example, a taxpayer who owns and rents
out an apartment that formerly was his primary resi-
dence, or that he uses as a part-time vacation home,
may be treated as actively participating even if he
hires a rental agent and others provide services such
as repairs. So long as the taxpayer participates in the
manner described above, a lack of participation in
operations does not lead to the denial of relief.

. a lessor under a net lease is unlikely to have the
degree of involvement which active participation en-
tails. Moreover, as with regard to the material partici-
pation standard, services provided by an agent are not
attributed to the principal, and a merely formal and
nominal participation in management, in the absence
of a genuine exercise of independent discretion and
judgment, is insufficient.

In this regard, it is useful to compare the above ex-
ample of a taxpayer who owns and rents out an apart-
ment that formerly was his primary residence with a
tax shelter investor. The former taxpayer, even if he
hires a rental agent and uses contract or other ser-
vices to handle day-to-day problems such as routine
repairs, still is likely to participate actively in light
of the fact that he likely is not using it principally to
generate tax losses.

By contrast, consider the case of a taxpayer who
purchases an undivided interest in a shopping mall.
The taxpayer purchased his interest from a promoter,
based on a prospectus describing the investment op-
portunity and stressing the tax benefits of the $25,000
rule. Since one of the taxpayer’s principal interests
in the investment is to shelter income, he relies on a
professional management company, which also holds
an interest in the shopping mall, to make all signifi-
cant management decisions. In order to create an ev-
identiary record purporting to show active participa-
tion, the management company sends letters to the
investor detailing operating expenses, changes in ten-
ants and new lease terms. The management company
also informs the investor as to market trends, and re-
quests approval of decisions to seek certain types of
retailers as tenants. The investor ratifies such judg-
ments without independently exercising judgment.
The investor has not actively participated in the ac-
tivity."””

The Instructions to Form 8582 state:

Active participation is a less stringent requirement
than material participation... You may be treated as
actively participating if, for example, you participat-
ed in making management decisions or arranged for
others to provide services (such as repairs) in a sig-
nificant and bona fide sense. Management decisions
that may count as active participation include: ap-
proving new tenants, deciding on rental terms, ap-
proving capital or repair expenditures, and other sim-
ilar decisions.

1831986 Senate Report at 737-38. See also 1986 Blue Book at 244-45.
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A taxpayer may establish participation in an activity by
any “reasonable means,”** but it is not sufficient to make “a
postevent ‘ballpark guesstimate.””*® Examples of active par-
ticipation include arranging repairs and purchasing supplies'**
or meeting the material participation tests.” The 2005 IRS
Audit Guide explained that “there is no specific hour require-
ment. However, the taxpayer must be exercising independent
judgment and not simply ratifying decisions made by a man-
ager.”™ In Madler v. Commissioner,”® a taxpayer who con-
tracted with a management company to oversee the rental of a
condominium did not actively participate in the rental, because
he did not personally approve new tenants, decide rental terms,
approve expenditures for repairs and capital improvements, or
in any way participate in the management of the unit in a sig-
nificant and bona fide sense.

4. Adjusted Gross Income Phase-Out

The $25,000 special allowance is phased out ratably as the
taxpayer’s income increases. Specifically, the $25,000 ceiling
is reduced by 50% of the amount by which the taxpayer’s mod-
ified adjusted gross income exceeds $100,000.”” Thus, for a
taxpayer with modified adjusted gross income of $150,000 or
greater, the $25,000 special allowance is fully phased out.

Note: The modified adjusted gross income phase-out is
not adjusted for inflation and has been the same $100,000 to
$150,000 range ever since the Tax Reform Act of 1986, when
median household income was around $22,000. Median house-
hold income in 2024 was approximately $80,000.

Modified adjusted gross income, for this purpose, is the
§62(a) adjusted gross income modified by disregarding:

(1) the taxable amount of social security and tier 1 railroad
retirement benefits under §86;"

(2) the excluded amounts received as unemployment com-
pensation in a tax year beginning in 2020 under §85(c);"*”

(3) the excluded income from U.S. savings bonds used to
pay higher education tuition and fees under §135;"*”

18 See e.g., Goshorn v. Commissioner, T.C. Memo 1993-578.

" Moss v. Commissioner, 135 T.C. 365 (2010).

1286 Martin v. Commissioner, T.C. Memo 2018-109.

187 Ani v. Commissioner, T.C. Summ. Op. 2011-119.

%2005 IRS Audit Guide at 2-2.

The 2005 IRS Audit Guide also stated that the $25,000 special allowance
does not apply to “a taxpayer whose rental activity consists of a net lease. Un-
der a net lease, the tenant pays most of the expenses.”

¥T.C. Memo 1998-112.

108469(1)(3)(A). See also Sharma v. Commissioner, T.C. Memo
2020-147 (taxpayer’s modified adjusted gross income includes IRA distribu-
tions and distributions from pensions and annuities); Maguire v. Commission-
er, T.C. Memo 2012-160 (taxpayer had negative adjusted gross income due to
S corporation losses and qualified for $25,000 special allowance); Hamilton v.
Commissioner, T.C. Memo 2004-161 (California State lottery winnings caused
taxpayers to have more modified adjusted gross income and lose $25,000 spe-
cial allowance).

#1§469()3)(E)(D).

1228469(i)(3)(E)(ii), as amended by the American Rescue Plan Act of
2021, Pub. L. No. 117-2, §9042(b)(8), effective for tax years beginning in 2020
and later.

2 §469()3)(E)(ii).
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(4) the excluded amounts received under a qualified em-
ployer’s adoption assistance program under §137;"**

(5) deductions under §219 for contributions to individual
retirement accounts (IRAs) and §501(c)(18) pension

plans;'*”

(6) the deductions for up to $2,500 of interest paid on qual-
ified education loans under §221;*°

(7) for tax years beginning in 2020 and earlier, deductions
for up to $4,000 of qualified tuition and fees under former
§222;1297

(8) deductions for §250 income (which are not allowed for
an individual taxpayer) and for §951A income (presum-
ably for an individual who makes a §962 election);"”

(9) any passive loss;"*”

(10) any loss allowable by reason of real estate profession-
al status under §469(c)(7);"*

(11) the value of any medal awarded in, or any prize mon-
ey received from the United States Olympic Committee
on account of, competition in the Olympic Games or Par-
alympic games (determined without regard to the $1 mil-
lion adjusted gross income limitation of §74(d)(2)(A) for
the exclusion of the medal or prize money from gross in-
come).”"

Example: Taxpayer T has $120,000 of wage income and
a $30,000 loss from a rental real estate activity in which
T actively participates, but does not materially participate.
T is also a real estate professional with $40,000 of losses
from rental real estate activities in which T materially par-
ticipates. Although the $40,000 of real estate profession-
al losses reduce T’s adjusted gross income to $80,000, T s
modified adjusted gross income remains at $120,000. T’s
allowed special allowance is limited by the phase-out to
$15,000 ($25,000 maximum reduced by 50% of the excess
of $120,000 over $100,000). T’s adjusted gross income is
reduced by the rental real estate loss to $65,000. T has a
$15,000 passive loss carryover from the actively partici-
pating rental real estate activity to the next tax year.

294 8469(1)(3)(E)(ii).

1% 8469(i)(3)(E)(iii); IRS Pub. 925, Passive Activity and At-Risk Rules;
§219(b)(3). The §501(c)(18) plans are tax-exempt trusts created before June 25,
1959, and forming part of a plan providing for the payment of benefits under
a pension plan funded only by contributions of employees, if certain require-
ments are met.

129 £469(1)(3)(E)(iii).

27 Eormer §469(i)(3)(E)(iii), before amendment by the Taxpayer Certainty
and Disaster Tax Relief Act of 2020, Pub. L. No. 116-260, Div. EE, Title I,
Subtitle A, §104(b)(2) (citing former §222, repealed by Pub. L. No. 116-260,
Div. EE, Title I, Subtitle A, §104(b)(1), effective for tax years beginning after
December 31, 2020).

8 8469(i)(3)(E)(iii). See Reg. §1.962-1(b)(3) (individual who makes §962
election is allowed the §951A-related §250 deduction).

7§469()(3)(E)(iv).

P8469()(3)(E)(iv).

1§74(d)(2)(B).
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Example: Same as the above example, except that T’s
$40,000 loss from other rental real estate activities is rec-
ognized under the full unrelated taxable disposition rule,””
which treats the loss as a nonpassive loss. The $40,000
loss is allowed not solely due to T’s real estate profes-
sional status, and therefore T’s modified adjusted gross in-
come is reduced by the loss to $80,000. T is allowed the
full $25,000 special allowance, which reduces his adjust-
ed gross income to $55,000. T has a $5,000 passive loss
carryover from the actively participating rental real estate
activity to the next tax year.

Note: It is unclear how passive losses are added back to
modified adjusted gross income. The IRS Pub. 925 and the In-
structions for Form 8582, Passive Activity Loss Limitations,
provide that modified adjusted gross income does not take into
account any passive activity income or loss included on Form
8582 or any overall loss from a publicly traded partnership
(PTP). These modifications are not found in the statute. It is un-
clear when a taxpayer’s modified adjusted gross income would
ever contain net passive income, given that rental real estate
losses would offset any passive income from other sources be-
fore being available for the $25,000 special allowance. It is also
unclear what is an overall loss from a PTP.

Example: Taxpayer T has $120,000 of wage income and a
$30,000 loss from a rental real estate activity in which T
actively participates, but does not materially participate. T
also has a $40,000 loss from the disposition of all of his
interests in a PTP, which treats the loss as a nonpassive
loss under the full unrelated taxable disposition rule. T’s
modified adjusted gross income is reduced by the loss to
$80,000 under the statute, but may still be $120,000 under
the IRS publications.””

Note: IRS Pub. 925 and the Instructions for Form 8582,
Passive Activity Loss Limitations, state that modified adjusted
gross income is computed by adding back the §164(f) deduc-
tion for one-half of the §1401 self-employment tax. This mod-
ification, which is not found in the statute, creates an inconsis-
tency between the treatment of self-employed individuals and
employees, because the employees’ adjusted gross income is
not increased by the social security taxes paid by the employ-
e r'1304

'¥28eg V.H., below.

B%For the precedential effect (or lack thereof) of IRS publications, see
generally Johnson v. Commissioner, T.C. Memo 1978-426, aff’d, 620 F.2d
153 (7th Cir. 1980); Miller v. Commissioner, 114 T.C. 184 (2000), aff’d sub
nom., Lovejoy v. Commissioner, 293 F.3d 1208 (10th Cir. 2002); Boerner
v. Commissioner, T.C. Memo 1971-54; Fisher v. Commissioner, T.C. Memo
1997-225, aft’d per curiam, 141 F.3d 1158 (4th Cir. 1998); Bobrow v. Com-
missioner, Docket No. 7022-11, Order (T. C. Apr. 15, 2014) (“taxpayers rely
on IRS guidance at their own peril”).

5% The §164(f) above-the-line deduction for one-half of the taxpayer’s
self-employment taxes tends to equalize the treatment of self-employed indi-
viduals and employees, because the latter do not have income equal to the one-
half portion of such taxes paid by their employers. See H.R. Rep. No. 98-47, at
126 (1983) (Conf. Rep.).
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Practice Point: The §911 foreign earned income exclusion,
the §933 Puerto Rico income exclusion, and the §931 exclusion
for income from certain other U.S. possessions are not added
back to modified adjusted gross income for the $25,000 special
allowance. In other words, a U.S. individual who is a resident
of a foreign country may be able to reduce his or her modified
adjusted gross income by the applicable tax year’s §911 foreign
earned income exclusion amount, which is adjusted annually
for inflation.”” In contrast, the §911, §931, and §933 exclu-
sions are added back to modified adjusted gross income for the
phase-outs with respect to the §23 adoption expenses, §24 child
tax credit, §25A education tax credits, §25B retirement savings
credit, §36 first-time homebuyer credit (for certain periods in
2008 to 2011), §86 taxable social security and tier 1 railroad
retirement benefits, §135 excluded income from U.S. savings
bonds used to pay higher education tuition and fees, §221 de-
duction for interest on qualified education loans, and §530 con-
tributions to Coverdell education savings accounts.

For spouses filing a joint return, the income of both spous-
es is counted, but the $100,000 to $150,000 modified adjusted
gross income phase-out range is the same.”* If two spouses
file separately but live apart at all times during the tax year,
up to $12,500 of passive losses are allowed to each spouse,
and the phase-out range for each spouse runs from $50,000 to
$75,000.”” No passive losses or passive credits are allowed
to either spouse under the $25,000 special allowance for two
spouses who file separately but live together at any time during
the tax year."”

For the §47 historic rehabilitation tax credit, " a special,
higher phase-out range applies to single and married filing
jointly taxpayers with modified adjusted gross income from
$200,000 to $250,000. The phase-out range is halved for mar-
ried taxpayers who file separate returns and who live apart at all
times during the tax year, to a modified adjusted gross income
range from $100,000 to $125,000."'" No historic rehabilitation
tax credit is allowed under the $25,000 special allowance for
two spouses who file separately but live together at any time
during the tax year.""

There is no phase-out of the $25,000 deduction-equivalent
benefit for a passive credit attributable to the low-income hous-
ing tax credit,”" as long as the low-income housing project is
placed in service in 1990 or later.”" Furthermore, if the tax-

1309

""" The annual inflation adjusted §911 foreign earned income exclusion
amounts are provided in Tables, Charts & Lists, Foreign Earned Income EX-
clusion by Year. For a discussion of the §911 foreign earned income exclusion,
see 6080 T.M., Section 911 and Other International Tax Rules Relating to U.S.
Citizens and Residents (Foreign Income Series).

1% See Opperwall v. Commissioner, 105 F.3d 666 (9th Cir. 1997).

PS469()(5)(A).

13% 8469(1)(5)(B). See 1986 Conference Report at I1-142

(Absent such a rule, married taxpayers where one spouse would
be eligible for a portion of the $25,000 amount if they filed sep-
arately would have an incentive so to file; the conferees believe
that rules that encourage filing separate returns give rise to un-
necessary complexity and place an unwarranted burden on the
administration of the tax system).

See also 1986 Blue Book at 220.

1%8469(1)(3)(B).

P198469()(5)(A)(ii), §469()(S)(B).

118469()(5)(B).

128469(i)(3)(C).
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payer holds an indirect interest in the low-income housing pro-
ject, the interest must also be acquired in 1990 or later."”"* The
$25,000 deduction-equivalent of such a low-income housing
tax credit is therefore available for taxpayers in any income
range who are single, married filing jointly, or married filing
separate returns and who live apart at all times during the tax
year. However, no low-income housing tax credit is allowed
under the $25,000 special allowance for two spouses who file
separately but live together at any time during the tax year,"”"
even though their reason for filing separately may have noth-
ing to do with reducing their modified adjusted gross income to
claim more low-income housing tax credit.

Former §469(1)(3)(C) also exempted from any phase-out
that portion of a passive loss attributable to the former §1400I
commercial revitalization deduction, which allowed a 50% de-
duction or 120-month amortization for certain revitalization ex-
penditures for buildings in renewal communities placed in ser-
vice in late 2000 through 2009.”"® Although taxpayers can-
not incur new former §1400I commercial revitalization deduc-
tions, taxpayers may have deduction carryovers from late 2000
through 2009 to the extent that those deductions resulted in car-
ryovers, i.e., because the deductions exceeded the $25,000 lim-
it per tax year.”"”

If the taxpayer has passive credits that consist in whole or
part of historic rehabilitation tax credits or low-income housing
tax credits, special ordering rules apply to reflect the various
exceptions and phase-outs in the application of the rental real
estate active participation exception.”"* The $25,000 allowance
is applied first to the passive loss (other than the former §14001
commercial revitalization deduction),”" second to the former
§1400I commercial revitalization deduction,"” third to the pas-
sive credit other than the historic rehabilitation tax credit and
the low-income housing tax credit,”” fourth to the portion of
the passive credit applicable to the historic rehabilitation tax
credit (after application of the $200,000 to $250,000 adjusted
gross income phase-out),"””* and fifth to the low-income hous-
ing tax credit.””’

B3 Omnibus Budget Reconciliation Act of 1989, Pub. L. No. 101-239,
§7109(a). Low-income housing tax credits for pre-1990 low-income housing
projects are subject to a modified adjusted gross income phase-out of $200,000
to $250,000 for the $25,000 special allowance.

"4 Omnibus Budget Reconciliation Act of 1989, Pub. L. No. 101-239,
§7109(b)(2).

F1§469()(5)(B).

16 Eormer §14001 and former §469(i)(3)(C) were repealed as deadwood
by the Consolidated Appropriations Act of 2018, Pub. L. No. 115-141, §401(d)
5).

B Consolidated Appropriations Act of 2018, Pub. L. No. 115-141,
§401(e) (general savings provision with respect to repealed deadwood provi-
sions).

1 8469()(3)(D).

78469()(3)(D) (D).

B2 Former §469(i)(3)(D)(ii), repealed as deadwood by the Consolidated
Appropriations Act of 2018, Pub. L. No. 115-141, §401(d)(5). See Consolidat-
ed Appropriations Act of 2018, Pub. L. No. 115-141, §401(e) (general savings
provision with respect to repealed deadwood provisions).

12! §469(1)(3)(D)(i)-

%22 §469(1)(3)(D)(ii).

#8469 3)D) (V).
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Order Amount Active Modified
Limit |Participation| Adjusted
Required Gross
Income
Phase-Out
1. Passive loss $25,000] Yes $100,000 to
(other than the for- $150,000
mer §1400I com-
mercial revitaliza-
tion deduction)
2. Former §1400I $25,000 | No None
commercial revi-
talization deduc-
tion
3. Credits other $25,000] Yes $100,000 to
than the historic deduction $150,000
rehabilitation tax equivalent
credit and the low-
income housing
tax credit
4. Historic rehabil- $25,000 | No $200,000 to
itation tax credit deduction $250,000
equivalent
5. Low-income $25,000 | No None (if
housing tax credit deduction property
equivalent placed in ser-
vice in 1990
or later and
any indirect
interests are
acquired in
1990 or later)

Practice Point: Single and married taxpayers are generally
allowed the same $25,000 deduction and are subject to the
same modified adjusted gross income phase-out range of
$100,000 to $150,000 (or $200,000 to $250,000 for the historic
rehabilitation tax credit). Two unmarried persons with modi-
fied adjusted gross income of $80,000 each may claim a total of
$50,000 of the special allowance deductions, which is reduced
to zero deductions if they were married. Assuming a margin-
al federal income tax rate of 22%, the lost deductions corre-
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spond to $11,000 of additional federal income tax. This mar-
riage penalty in the $25,000 special allowance has existed since
the Tax Reform Act of 1986 and may discourage certain cou-
ples from getting married.

Note: Marriage may have nontax benefits.

5. Special Rule for Estates

For a decedent’s estate, the $25,000 special allowance ap-
plies to the estate’s tax years ending less than two years after
the decedent’s death, with respect to all rental real estate ac-
tivities with respect to which the decedent actively participated
before his death.”™ The 1986 Conference Report explained the
rule as “to facilitate the administration of the estate without re-
quiring the executor or fiduciary to reach decisions with respect
to the appropriate disposition of the rental real property within
a short period following the taxpayer’s death.”"*”

Practice Point: The estate is allowed the $25,000 special
allowance only for the rental real estate activities in which the
decedent actively participated before his death, even though the
decedent could have claimed the deduction equivalent of the
$25,000 special allowance for any historic rehabilitation tax
credits and low-income housing tax credits from activities in
which the decedent did not actively participate. In other words,
the estate is allowed the $25,000 special allowance for historic
rehabilitation tax credits and low-income housing tax credits
only from an activity in which the decedent actively participat-
ed before his death.

However, the amount allowable to the estate under the
$25,000 special allowance is reduced by the amount of the
$25,000 special allowance allowable to the decedent’s surviv-
ing spouse, in the tax year ending with or within the estate’s
tax year, but determined without regard to the general phase-
out for the surviving spouse’s modified adjusted gross income
over $100,000 (or over $200,000 for the historic rehabilitation
tax credit).”*

1324

§469(i)(4)(A). This rule also applies to a decedent’s qualified revocable
trust that is treated as part of the decedent’s estate under §645(a). See IRS Pub.
925; Bloomberg Tax Elections & Compliance Statements, Procedure and Ad-
ministration, Trust: Election to Treat Qualified Revocable Trust as Part of Es-
tate (§645).
13231986 Conference Report at I1-142. See also 1986 Blue Book at 220.
1208469(i)(4)(B).
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Order for a Amount Active Modified
Decedent’s Limit |Participation| Adjusted
Estate"”’ by Decedent Gross
Required Income
Phase-Out
1. Passive loss $25,000] Yes $100,000 to
(other than the for- $150,000
mer §1400I com-
mercial revitaliza-
tion deduction)
2. Former §1400I $25,000] Yes None
commercial revi-
talization deduc-
tion
3. Credits other $25,000] Yes $100,000 to
than the historic deduction $150,000
rehabilitation tax equivalent
credit and the low-
income housing
tax credit
4. Historic rehabil- $25,000] Yes $200,000 to
itation tax credit deduction $250,000
equivalent
5. Low-income $25,000] Yes None (if
housing tax credit deduction property
equivalent placed in ser-
vice in 1990
or later and
any indirect
interests are
acquired in
1990 or later)

G. Passive Loss Carryovers and Passive Credit Carryovers

Unused passive losses and passive credits from an activity
are treated as a deduction or credit allocable to the same activi-
ty in the next tax year."”” The passive loss carryovers and cred-
its can be carried forward indefinitely, though they cannot be
carried back."”

Once a passive credit is allowed for passive loss purposes,
the credit is aggregated with credits from the taxpayer’s non-
passive activities, for purposes of determining whether all such
credits are allowed in light of other credit limitations, such as
the tax liability limitation and certain AMT limitations."” In
the event that any credit is not allowed due to these other limi-
tations, the passive credits that are allowable under the passive
loss rules are treated as nonpassive credits arising in the current
tax year, with one-year or three-year carryback and 20-year or
22-year carryforward."'

27 §469()(3)(D).

1328 8469(b).

13298469(b).

1330 Reg. §1.469-3T(c). See 1986 Senate Report at 724; 1986 Blue Book at
224; §38(c)(1), §38(c)(6)(E).
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Passive loss carryovers are applied before current tax year
nonpassive losses and net operating losses (NOLs). In other
words, passive loss carryovers reduce the current tax year’s
passive income first, before any current tax year losses and
NOLs are applied against the net passive income. This permits
the taxpayer to obtain the full benefit of the passive loss car-
ryovers, before using any nonpassive losses or NOLs."*> How-
ever, see V.A.1., above, for regulations that provide a different
ordering rule for CHCs with passive losses and NOLs.

Under §172(b), NOLs generated in tax years beginning in
2018 through 2020 may generally be carried back five tax years
and carried forward indefinitely, and NOLs generated in tax
years beginning in 2021 and later may generally not be carried
back and may be carried forward indefinitely. NOLs generated
in tax years beginning in 2017 and earlier may generally be car-
ried back two tax years and carried forward 20 years."” These
carryforward and carryback periods begin after a loss is freed
from any passive loss limitations. A taxpayer may prefer to sus-
pend passive losses indefinitely instead of generating NOLs in
2017 and earlier with their limited carryover periods. Section
382(a) may apply to limit the NOL carryovers of a corpora-
tion that generally undergoes a 50% or more ownership change
over a three-year period, but §382 does not apply to a CHC’s
or PSC’s passive loss carryovers.”* In addition, states may dif-
fer in their treatment of passive loss carryovers compared to
NOL carryovers, with greater limitations on NOL carryovers.
For example, if an individual has both state NOL carryovers
and passive loss carryovers when he moves to a new state, the
old state NOL carryovers generally cannot be used against the
new state’s taxable income, but the passive loss carryovers can
give rise to deductions against the new state’s taxable income
when the passive loss carryovers are allowed for federal and
state income tax purposes. 539 T.M., Net Operating Losses
— Concepts and ComputaE

Note: A taxpayer who has passive loss carryovers should
keep all income tax returns and other records from the tax years
that generated those carryovers.””

Practice Point: Passive credits may be carried forward in-
definitely, whereas allowed business tax credits are generally
allowed a one-year or three-year carryback and a 20-year or

B3I Reg. §1.469-3(e); §39(a)(1) (one-year carryback and 20-year carryfor-
ward), §39(a)(4) (three-year carryback and 22-year carryforward for applicable
credits as defined in §6417(b)), added by Pub. L. No. 117-169, §13801(d), ef-
fective for tax years beginning after 2022. See 1986 Senate Report at 724; 1986
Blue Book at 224; T.D. 8175 (Preamble to Temporary Regulations), 53 Fed.
Reg. 5686, 5696 (Feb. 25, 1988) (“In determining the years to which a general
business credit may be carried, the credit is treated for purposes of section 39
as a current year business credit in the first tax year in which the credit is sub-
ject to section 469 but is not disallowed thereby.”).

13321986 Senate Report at 722-23. See also 1986 Blue Book at 222-23.

338172(b)(1)(A)(i) before amendment by Pub. L. No. 115-97, §13302(b).

133 Compare 1986 Conference Report at I1-194 (“The conference agree-
ment also expands the scope of section 383 to include passive activity losses
and credits and minimum tax credits”) with §383 (applying limitations to §39
general business credit carryovers, §52 corporate minimum tax credit carry-
overs, §1212 capital loss carryovers, and §904(c) foreign tax credit carryovers,
but not explicitly to passive losses or passive credits). In FSA 001682 (Sept. 7,
1995), a corporation’s passive loss carryovers were mentioned in the facts, but
the Chief Counsel’s Office analysis focused only on §382 limitations on the
corporation’s NOL carryovers.

1335 Gee Lowe v. Commissioner, T.C. Memo 2008-298.
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22-year carryforward."”* A taxpayer may prefer to suspend pas-
sive credits indefinitely, instead of allowing those credits and
being subject to the limited carryover periods. Section 383(a)
(2) may apply to limit the general business credit carryovers of
a corporation that generally undergoes a 50% or more owner-
ship change over a three-year period, but §383 does not apply
to a CHC’s or PSC’s passive credit carryovers.””’ See generally
506 T.M., Principles of Income Tax Credits.

1. Former Passive Activities

Passive loss carryovers are tracked with respect to each
separate passive activity that generates a passive loss carry-
over.”™ The fact that an activity ceases to be a passive activity
with respect to the taxpayer is not treated as a disposition and
does not trigger the allowance of passive losses. However, the
activity’s passive loss carryovers and passive credit carryovers
can be used against net income (and allocable tax liability) of
the activity from tax years after the activity ceases to be pas-
sive.”” Income from a former passive activity should be com-
puted in the same way as income from a passive activity —e.g.,
by disregarding items such as gross portfolio income (net of al-
locable expenses) and compensation for services.

The former passive activity rule requires careful record-
keeping to show that the passive loss carryovers and passive
credit carryovers are from the same activity."** If the taxpayer
does a §1031 like-kind exchange and the replacement property
is not used in the same activity, passive losses from the old ac-
tivity cannot be used against nonpassive income of the new ac-
tivity."”"!

Example: Taxpayer T has $100 of passive loss carryovers
from an activity that ceases to be passive. If T has at least
$100 of net income from the activity in the first tax year
after the change in character, the passive loss carryovers
are used against this net income (whether or not T has oth-
er passive income). In the absence of net income from the
nonpassive activity, the passive loss carryovers still can be
used against T’s other passive income."**

Practice Point: In determining the amount of tax liability
allocable to net income from a former passive activity, for pur-
poses of using the former passive activity’s passive credit car-
ryovers, it is not clear how such income is “stacked” — i.e.,
which marginal rate is deemed to apply. One possible solution
is to “stack” the income from former passive activities after any
passive income, but before any other nonpassive income.

1336839(a)(1) (one-year carryback and 20-year carryforward), §39(a)(4)
(three-year carryback and 22-year carryforward for applicable credits as de-
fined in §6417(b)), added by Pub. L. No. 117-169, §13801(d), effective for tax
years beginning after 2022.

%7 Compare 1986 Conference Report at 11-194 (“The conference agree-
ment also expands the scope of section 383 to include passive activity losses
and credits and minimum tax credits”) with §383 (applying limitations to §39
general business credit carryovers, §52 corporate minimum tax credit carry-
overs, §1212 capital loss carryovers, and §904(c) foreign tax credit carryovers,
but not explicitly to passive losses or passive credits).

1% See Reg. §1.469-1(f)(4)(iii) Ex. 1.

8469(f)(1).

101986 Senate Report at 727. See also 1986 Blue Book at 230.

13411986 Senate Report at 727, n.13. See also 1986 Blue Book at 229 n.21.

1342 See §469(f)(1); IRS Pub. 925, Passive Activity and At-Risk Rules.
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2. Carryover of Losses and Credits to Bankruptcy
Estates of Individuals (§1398)

A bankruptcy estate succeeds to the individual debtor’s
passive loss carryovers and passive credit carryovers in a case
under chapter 7 (relating to liquidations) or chapter 11 (relating
to reorganizations) of title 11. The passive loss carryovers and
passive credit carryovers are deemed to be tax attributes that
pass from the debtor to the bankruptcy estate and are deter-
mined as of the first day of the debtor’s tax year in which the
bankruptcy case commences. Any passive loss carryovers and
passive credit carryovers are transferred back to the debtor up-
on termination of the bankruptcy estate.”*’

If the estate transfers an interest in a passive activity or
former passive activity to the debtor (other than by sale or ex-
change) before the termination of the bankruptcy estate, the
transfer is not treated as a taxable disposition, although the
debtor succeeds to and takes into account the estate’s passive
loss carryovers and passive credit carryovers from the activity
(determined as of the first day of the estate’s tax year in which
the transfer occurs). In the case of a transfer of assets that con-
stitute part of an activity, the debtor succeeds to and takes in-
to account the allocable portion of passive loss carryovers and
passive credit carryovers as determined by the estate."**

H. Full Unrelated Taxable Disposition of a Passive

Activity

A taxpayer’s passive activity loss is the excess of (A) the
aggregate losses from all passive activities for the tax year over
(B) the aggregate income from all passive activities for such
year.”” Passive income generally includes all gain and ordi-
nary income recapture (such as under §467, §1245, §1250, and
§1254) from the disposition of a passive activity, and like-
wise passive activity loss generally includes any capital loss or
§1231 loss from the disposition of a passive activity. However,
a special rule provides that a loss from a full unrelated taxable
disposition of a passive activity can be a nonpassive loss.

1. General Rule

If a taxpayer disposes of his entire interest in any passive
activity in a fully taxable transaction (i.e., one in which all re-
alized gains or losses are recognized) with an unrelated party,
any excess passive losses and passive loss carryovers from the
activity may offset nonpassive income."*

Practice Point: The full unrelated taxable disposition rule
does not apply to passive credits or net passive income, which
remain passive.

The 1986 Senate Report indicated the reason for the full
unrelated taxable disposition rule is that:

When a taxpayer disposes of their entire interest in a
passive activity, the actual economic gain or loss on
his investment can be finally determined. Thus, un-
der the passive loss rule, upon a fully taxable disposi-
tion, any overall loss from the activity realized by the

#381398; Reg. §1.1398-1.
" Reg. §1.1398-1(d).
458469(d)(1).
H05469(2)(1)(A).
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taxpayer is recognized and allowed against income

(whether active or passive income). This result is ac-

complished by triggering suspended losses upon dis-

position.

The reason for this rule is that, before a disposition of the
taxpayer’s interest, it is difficult to determine whether there
has actually been gain or loss with respect to the activity. For
example, allowable deductions may exceed actual economic
costs, or may be exceeded by untaxed appreciation. Upon a tax-
able disposition, net appreciation or depreciation with respect
to the activity can be finally ascertained. Since the purpose of
the disposition rule is to allow real economic losses of the tax-
payer to be deducted, credits, which are not related to the mea-
surement of such loss, are not specially allowable by reason of
a disposition.”"’

A disposition is deemed to take place for this purpose in
the tax year in which recognition of the gain or loss occurs."**

Example: T, a calendar-year taxpayer who uses the cash
method of accounting, executes a contract of sale on De-
cember 15, Year 1, of property used in a rental activity. T
is not paid until January 15, Year 2. T properly includes
gain or loss from the sale in his tax return for Year 2, rather
than Year 1. Because such gain or loss is not recognized
until Year 2, losses are not allowed for Year 1 under the
full unrelated taxable disposition rule.

A special variant of the full unrelated taxable disposition
rule applies where some or all of the taxpayer’s realized gain
is recognized in later year(s) by reason of an installment sale
under §453.”* In the case of an installment sale of the taxpay-
er’s entire interest in a passive activity, the passive loss carry-
overs allowable by reason of the disposition are reduced to re-
flect the fact that gain from the sale is included only ratably.
The allowed percentage of the passive loss carryovers against
nonpassive income is equal to the percentage of gain reported
under the installment method for the tax year.”™ See 565 T.M.,
Installment Sales.

Example: Taxpayer T sells his only passive activity for a
gain of $100. The activity has $150 of passive loss carry-
overs. In Year 1, $30 of such gain is reported under the in-
stallment method. Accordingly, $45 (30% of $150) of sus-
pended losses are triggered, and the taxpayer is treated as
having a disposition loss of $15 ($45 minus $30) for the
tax year. If, in Year 2, $50 of gain is reported, then $75
of losses are triggered, giving rise to a disposition loss of
$25. The taxpayer may consider electing out of the install-
ment method under §453(d), so that all $150 of suspended
losses are allowed in the tax year of sale.

Practice Point: When the purchaser of property defaults on
a purchase money installment note, the seller may repossess
the real property. Under §1038, generally any loss on the reac-
quisition of the property is not recognized, and gain is recog-

13471986 Senate Report, S. Rep. No. 313, at 725. See also 1986 Blue Book
at 225.

1 5469(2)(1)(A).

¥5469(2)(3).

1308469(g)(3).
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nized only to the extent that prior cash and the fair market value
of other property received exceeds prior gain recognized. Al-
though the purpose of §1038 is to nullify the first sale, there is
no provision to recapture any passive losses previously allowed
under the full unrelated taxable disposition rule and the install-
ment sale rule.

Practice Point: Losses allowed for passive loss purposes
by reason of a disposition may nevertheless be suspended un-
der other Code provisions, such as the §1211 capital loss lim-
itation or the §461(l) excess business loss. Section 461(1) ap-
plies after §469."

If all gain or loss realized on a disposition of a passive ac-
tivity is recognized, the excess of: (1) any loss from the activity
for the tax year (including passive loss carryovers and any gain
or loss from the disposition of the passive activity); > over (2)
net income or gain for such tax year from all other passive ac-
tivities (including use of passive loss carryovers), is not a loss
from a passive activity.”” Thus, such excess loss may be used
to offset nonpassive income.

Example: Taxpayer T has two passive activities, with
$20,000 of passive loss carryovers for Activity A and
$20,000 of passive loss carryovers for Activity B. T sells
Activity A in a fully taxable disposition to an unrelated
party for $5,000 of gain. In the same year, Activity A has
$2,000 loss from operations and Activity B has $30,000
of passive income. T first determines its net loss from
Activity A of $17,000, equal to the $5,000 gain reduced
by $2,000 current year loss and $20,000 passive loss car-
ryover. The $17,000 net loss is next applied against T’s
$10,000 net passive income from Activity B. T’s remain-
ing $7,000 net loss from Activity A may offset nonpassive
income.

In TAM 9742002, the IRS National Office advised that
when a taxpayer disposes of a passive activity with current pas-
sive losses and passive loss carryovers that exceed the gain on
disposition, (1) the net passive income and net passive loss-
es from all of the taxpayer’s other passive activities should be
netted, before any excess passive income is applied against the
current passive losses and passive loss carryovers from the dis-
posed activities and (2) any excess losses from the disposed ac-
tivity are treated as nonpassive losses under the full unrelated
taxable disposition rule.

Example: Taxpayer T has three passive activities. T sells
Activity A in a fully taxable disposition to an unrelated
party for $15,000 of loss. In the same Year, Activity B has
$5,000 of passive loss and Activity C has $10,000 of pas-
sive income. The $5,000 passive loss of Activity B off-

131 8461(1)(6).

'32 See H. Rep. 104-586, 104th Cong.2d Sess., at 168-169 (1996) (“The
bill clarifies the rule relating to the computation of the overall loss allowed up-
on the disposition of a passive activity. The bill provides that, in a transaction
in which all gain or loss is recognized on the disposition of a passive activity,
any loss from the activity for the tax year (taking into account all income, gain,
and loss, including gain or loss recognized on the disposition) in excess of any
net income or gain from other passive activities for the tax year is treated as a
loss which is not from a passive activity.”)

1 §469(2)(1)(A).
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sets the $10,000 of passive income from Activity C. T’s
$15,000 net loss from Activity A is applied against T’s
$5,000 net passive income from Activity C. T’s remaining
$10,000 net loss from Activity A may offset nonpassive
income.

Practice Point: TAM 9742002 rejected an alternative and
less taxpayer favorable approach, where T’s $15,000 net loss
from Activity A is first applied against the $10,000 of passive
income from Activity C (and any other activities with passive
income). T would end up with a $5,000 net loss from Activity
A that may offset nonpassive income and a $5,000 passive loss
from Activity B.

Practice Point: The full unrelated taxable disposition rule
expressly applies to former passive activities that still have pas-
sive loss carryovers.” It should also apply to dispositions of
activities by corporations that have ceased to be PSCs or CHCs
but still have passive loss carryovers.

Practice Point: A loss under the full unrelated taxable dis-
position rule is allowed to offset nonpassive gain, but the dispo-
sition gain or loss is technically still considered passive. When
a full unrelated taxable disposition produces a gain, the gain in-
creases passive income and thus potentially permits the usage
of losses and credits from other passive activities. Similarly,
a full unrelated taxable disposition loss can offset the taxpay-
er’s passive income for the tax year and the amount of allow-
able passive credits. The allowance of disposition losses against
nonpassive income applies on an activity-by-activity basis.

Example: Taxpayer T disposes of one passive activity (Ac-
tivity A) for a $10,000 loss, and a second passive activity
(Activity B) for a $10,000 gain. T also has a $10,000
loss from all other passive activities. T offsets the $10,000
passive gain from Activity B with the $10,000 passive
loss from other passive activities and uses the remaining
$10,000 loss from disposing of Activity A against nonpas-
sive income.

Treasury is authorized to issue regulations to determine
the extent that a disposed activity’s income or gain from prior
years should reduce the net loss from the disposition that may
offset nonpassive income, to the extent necessary to prevent
the avoidance of the passive loss rules.”” Congress noted that
“[r]egulatory authority might appropriately be exercised, for
example, in situations where passive activities produce taxable
passive income in the initial years of an investment and then
a loss upon disposition, such as where the investment is struc-
tured so that income is recognized in years before the allowance
of related deductions.”*® No such regulations have been is-
sued.

2. Requirement that a Taxpayer Dispose of Entire
Interest in Passive Activity

Only a complete disposition of the taxpayer’s interest in
a passive activity triggers the special allowance of disposition

5469(g)(1).

135469()(1)(C).

H, Rep. 100-795, 100th Cong.2d Sess., at 32 (1988); S. Rep. 100-445,
100th Cong.2d Sess., at 33 (1988).
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losses.”™ The 1986 Senate Report reiterated that “[t]he taxpay-
er must dispose of his entire interest in the activity in order to
trigger the recognition of loss. If he disposes of less than his en-
tire interest, then the issue of of [sic] ultimate economic gain or
loss on his investment in the activity remains unresolved.”**

Once an “activity” is identified, it is necessary to deter-
mine whether a complete disposition of that activity has taken
place. The taxpayer must dispose of all assets that are used in
the activity. If a taxpayer’s interest in the activity is held entire-
ly through pass-through entities (e.g., partnerships and S cor-
porations), all of his interests in such entities must be disposed
of, though it is sufficient if the entities in which he retains an
interest dispose of all assets used in the activity.”” Similarly,
if a grantor trust conducts two activities and disposes of all the
assets of one activity, the grantor is considered as disposing of
his entire interest in that activity.”*

Example: Taxpayer T owns a limited partnership interest
in Partnership P, which conducts two passive activities. T
can dispose of T’s interests in both activities by selling
T’s entire interest in Partnership P. Alternatively, if Part-
nership P sells all assets used in one of the activities, T is
treated as having disposed of that activity."”® If one of the
activities is conducted jointly by Partnership P and Part-
nership Q (in which T is also a partner), Partnership Q
must dispose of all assets used in that activity as well (or T
must dispose of T’s interest in Partnership Q) in order for
the full unrelated taxable disposition rule to apply to T.

The taxpayer can elect to have a qualifying “partial dispo-
sition” treated as a complete disposition, by electing to have a
narrower definition of “activity” apply — for all passive loss
purposes, including determining material participation — sole-
ly for the tax year when the taxpayer engages in the qualify-
ing partial disposition.”** Eligibility for partial disposition treat-
ment generally requires that the taxpayer dispose of “substan-
tially all” of the larger activity.

3. Requirement of a Fully Taxable Transaction

The full unrelated taxable disposition rule does not apply
if the disposition is not a fully taxable transaction with an unre-
lated party."”®

The 1986 Senate Report explained that:

[a] fully taxable disposition generally includes a sale
or exchange of the property to a third party at arm’s
length, and thus, presumably, for a price equal to its
fair market value ... . Where the taxpayer transfers an

1357 $469(g).

1% 1986 Senate Report at 725. See also 1986 Blue Book at 226.

1% See 1986 Senate Report at 725. See also 1986 Blue Book at 226.

%1986 Senate Report at 725-26. See also 1986 Blue Book at 226.

136! See 1986 Conference Report at II-145 (reversing rule from 1986 Senate
Report, at 726, that a limited partner had to dispose of his entire interest in the
partnership in order to benefit from the full unrelated taxable disposition rule
for an activity conducted by the partnership, because “it is not appropriate to
disallow a true economic loss realized upon the disposition of the taxpayer’s
entire interest in an activity by reason of the taxpayer’s form of ownership
[through a limited partnership]”).

1362 See Reg. §1.469-4(g), discussed at I11.D.4., above.

7 §469(2)(1)(B).
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interest in a passive activity in a transaction in which

the form of ownership merely changes, suspended

losses generally are not allowed, because the gain or

loss he has realized with respect to the activity has

not been finally determined. (Such suspended loss-

es are allowed, however, to the extent that any gain

recognized on such a transfer, together with other in-

come from passive activities for the year, exceeds

losses from passive activities for the year.)”®

Other dispositions that give rise to the recognition of tax-
able gain or loss (e.g., an abandonment of the activity under
§165(a) or the worthlessness of a security under §165(g))"*
similarly trigger application of the full unrelated taxable dispo-
sition rule.”® The 1986 Conference Report clarified, however,

that a transaction constituting a sale (or other taxable

disposition) in form, to the extent not treated as a tax-

able disposition under general tax rules, does not give

rise to the allowance of suspended deductions. For

example, sham transactions, wash sales, and transfers

not properly treated as sales due to the existence of

a put, call, or similar right relating to repurchase, do

not give rise to the allowance of suspended losses."”

An exchange of a taxpayer’s interest in an activity (in-
cluding, e.g., all assets used in the activity) in a nonrecognition
transaction, such as an exchange governed by §351, §721,
§1031, or §1033, does not trigger passive loss carryovers.”(’8
If gain is recognized in the nonrecognition transaction (e.g.,
boot), such gain is a passive item like any other gain.”*

Example: Taxpayer T purchases real property for
$1,000,000 on a recourse mortgage. T is engaged in a pas-
sive rental activity under §469, and T accrues passive loss

141986 Senate Report at 725. See also 1986 Blue Book at 226.

131986 Conference Report at I1-143—44. See also 1986 Blue Book at 227.
See Bilthouse v. United States, 553 F.3d 513 (7th Cir. 2009), aff’g 2007-2
USTC 50,680 (N.D. I11. 2007) (taxpayers failed to demonstrate S corporation
stock became worthless under §165(g) in claimed tax year, thus precluding the
full unrelated taxable disposition rule for that tax year).

13% The 1986 Conference Report at II-143 also provided clarification:

with respect to certain transactions involving dispositions of in-
terests in syndicates that insure U.S. risks. Generally, when an
owner of an interest in such a syndicate that is treated as a pas-
sive activity enters into a transaction whereby he disposes of his
interest in the syndicate in a fully taxable closing transaction, he
is treated as having made a disposition of his interest in the pas-
sive activity.

See also 1986 Blue Book at 227.

13671986 Conference Report at I1-143. See also 1986 Blue Book at 227. For
a detailed discussion of the requirements that must be satisfied to establish a
deductible loss, see 527 T.M., Loss Deductions.

1% See Ramsburg v. Commissioner, T.C. Memo 2005-252 (§731 distribu-
tion of partnership assets to partner). See also TAM 9739004, where the IRS
National Office advised that although §469(g) does not list transactions under
former §1034 as failing to trigger passive loss carryovers, the list of nonrecog-
nition transactions was not exclusive and the full unrelated taxable disposition
rule “unambiguously states” that all gain or loss realized on a disposition must
be recognized to trigger passive loss carryovers.

131986 Senate Report at 726-27; 1986 Blue Book at 216 n.8.
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carryovers of $100,000 over the next three tax years. In the
fourth tax year, T defaults on the mortgage and the lender
forecloses. The FMV of the property is $825,000 and T’s
adjusted basis is $800,000, with a remaining balance on
the mortgage of $900,000 at foreclosure. The lender can-
cels the remaining $75,000 on the mortgage ($900,000
mortgage less $825,000 FMV of property), which T ex-
cludes from gross income under §108 due to insolvency.
Foreclosure on real property comprising T’s entire interest
in a passive (or former passive) activity is subject to the
full unrelated taxable disposition rule. T may use the activ-
ity’s $100,000 of passive loss carryovers to offset nonpas-
sive income. Additionally, T does not reduce the $100,000
passive loss created by the excluded mortgage discharge
due to insolvency because the reduction of tax attributes
under §108(b)(2) is made after determining the income tax
for the tax year of discharge.""

If a taxpayer makes a §1031 like-kind exchange of all as-
sets used in a passive activity, the replacement property might
be used in the same passive activity or in a different activity. If
the replacement property is used in the same passive activity,
or in a new activity that is a passive activity, the passive loss
carryovers can offset the passive income from the replacement
property."””" If the replacement property is used in a nonpassive
activity, the old activity’s passive loss carryovers cannot offset
income from the new activity,”” but a disposition of the new
activity or its assets is treated as a disposition of the old activity
for purposes of allowing the old activity’s passive loss carry-
overs."'”

When a passive activity is contributed to a corporation un-
der §351, a sale of the corporate stock can be a taxable dispo-
sition event that frees up passive loss carryovers.”” If the cor-
poration is an S corporation, the passive loss carryovers should
also be allowed upon the S corporation’s taxable disposition of
the contributed passive activity.

In CCA 201428008, the Chief Counsel’s Office discussed
the interaction of the full unrelated taxable disposition rule with
the §121 exclusion for generally up to $500,000 of gain from
the sale or exchange of real property that the taxpayer used as
a principal residence in at least two of the five years before the
sale or exchange. A principal residence eligible for the §121
exclusion may have passive loss carryovers, e.g., if the proper-
ty was held for rental before or after the two years of principal
residence use. The Chief Counsel’s Office advised that a tax-
payer may benefit from the full unrelated taxable disposition
rule even if some of the gain is excluded under §121, because
§121 is an exclusion provision and not a nonrecognition provi-
sion.

708108(b)(4). See CCA 201415002.

711986 Senate Report at 727. See also 1986 Blue Book at 229.

1321986 Senate Report at 727 n.13. See also 1986 Blue Book at 229 n.21.
1731986 Senate Report at 727.

1741986 Senate Report at 727.
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Example: Taxpayer T buys a residence for $700,000 and
uses it as a principal residence for two years, before con-
verting the property into a rental property. After the prop-
erty generates $30,000 of passive loss carryovers over less
than three years, T sells the property to an unrelated third
party for $800,000. All $100,000 of gain is excluded un-
der §121, and T may use the $30,000 of passive loss car-
ryovers against nonpassive income under the full unrelat-
ed taxable disposition rule. The excluded gain does not re-
duce the passive loss carryovers allowed.

Practice Point: The disposition of the principal residence
(or former principal residence) must otherwise qualify for the
full unrelated taxable disposition rule. For instance, the proper-
ty can be sold to a related party and still result in gain excluded
under §121, but the related party transaction would not allow
the suspended passive loss carryovers under the full unrelated
taxable disposition rule.

Practice Point: The full unrelated taxable disposition rule
should also apply to other Code provisions that effectively re-
sult in gain exclusion instead of nonrecognition, such as the
§1400Z-2(c) basis step-up with respect to the sale or exchange
of certain investments in qualified opportunity funds held for at
least 10 years.

Note: A fully taxable disposition does not include a filing
for bankruptcy, the transfer of assets to a bankruptcy estate, and
the transfer of the estate’s losses back to the taxpayer.””

4. Related-Party Transactions

The full unrelated taxable disposition rule does not apply
to an otherwise fully taxable transaction to a related party
(within the meaning of §267(b) or §707(b)(1), including applic-
able attribution rules).”™ The related parties are:

(1) A person and his or her family members,"””” which in-

cludes only siblings (including half-siblings), spouse, an-
cestors, and lineal descendants.””

(2) An individual and a corporation owned more than 50%
in value by the individual.”” Constructive ownership rules
apply to stock ownership, including attribution of owner-
ship (i) from a corporation, partnership, trust or estate pro-
portionately to its shareholders, partners, and beneficia-
ries, respectively,”® (ii) between family members,"”*' and
(iii) an individual constructively owns any stock owned
(directly or indirectly) by his partner.”**

Note: The scope of the §267(c)(3) partner-to-partner at-
tribution rule is unclear and potentially very broad. For

1375 See §1398(f)(1) and V.G.2., above.

17°8469(g)(1)(B).

B778267(b)(1).

¥788267(c)(4). In contrast to §318(a), the §267 constructive ownership
rules do not have an exception for legally separated spouses or have a specific
provision for adopted children. A son-in-law is not a member of the family
(Topek v. Commissioner, 9 T.C. 763 (1947)), nor is a stepmother (Rev. Rul.
71-50). For a detailed discussion of the attribution rules, see 554 T.M., The At-
tribution Rules.

¥79§267(b)(2).

08267(c)(1).

13818267(c)(2).

1¥28267(c)(3).
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example, an individual owns 1% of a partnership, which
owns 100% of the stock of a corporation. The individual
may be related to the corporation, because the individual
is attributed the other 99% of the partnership owned by
the individual’s partners. In the personal holding company
context, §544(a)(2) partner-to-partner attribution has been
limited in one PLR to attribution between only individual
partners and not entity partners.” The Revenue Act of
1937 modeled the §267(c)(3) partner-to-partner attribution

rule on the §544(a)(2) partner-to-partner attribution rule

and may similarly count only individual partners,” es-

pecially since the partner-to-partner attribution provisions
were enacted at a time when partners were mostly individ-
uals and had a close fiduciary relationship to each other."*

(3) Two corporations which are members of the same con-
trolled group,™ as modified to include parent-subsidiary
controlled groups with more than 50% common ownership
and brother-sister controlled groups generally where the
corporations are more than 50% owned by five or fewer
individuals, estates, or trusts when only identical over-
lapping ownership is taken into account.” Constructive
ownership rules apply through certain entities, option at-
tribution, and with one’s spouse and sometimes children,
grandchildren, parents, and grandparents.”* Controlled
group members include foreign corporations.”*

Practice Point: Two C corporations wholly owned by the
same partnership are not considered related for this pur-
pose, as long as the partnership is widely held (not more

BSPLR 201208025. See H. Rep. No. 75-1546 at 7 (1937) (emphasis
added) (“Corporation A owns all the stock of corporation B. In determining
whether or not, and the extent to which, the stock of corporation B is considered
to be held by individuals the proposed amendments look through corporation
A and provide, in effect, that the stock of corporation B is owned by the share-
holders of corporation A instead of by corporation A, itself. A similar rule is
applied in a case in which the stock is held by a partnership, estate, or trust —
the partners or beneficiaries are deemed to own the stock. The rule applies to
the portion of the stock of B owned by A, and the rule also applies if there is a
chain of corporations.”); Daniel Rosen and David Madden, Oh No! Attribution
Rules!, Journal of Corporate Taxation (May/June 2014).

. Rep. No. 75-1546 at 27 (1937) (“[t]he amendments made [to section
267(c)] further strengthen the existing law by applying, for the purpose of de-
termining stock ownership in a corporation, substantially the same rules as used
in determining the stock ownership of a personal holding company.”).

'35 See H. Rep. No. 75-1546 at 7 (1937) (“[Blecause of the close business
relationship existing between members of a partnership, your committee is of
the opinion that it is proper to extend the [attribution] provision so as to in-
clude in determining the ownership of stock by an individual the stock owned
by or for a partner of such individual.”); Meinhard v. Salmon, 164 NE 545 (NY
1928) (“Joint adventurers, like copartners, owe to one another, while the enter-
prise continues, the duty of the finest loyalty. Many forms of conduct permissi-
ble in a workaday world for those acting at arm’s length, are forbidden to those
bound by fiduciary ties. A trustee is held to something stricter than the morals
of the market place. Not honesty alone, but the punctilio of an honor the most
sensitive, is then the standard of behavior.”).

1H08267(b)(3).

P78267(f)(1) (reference to §1563(a) with modifications). See also
§1563(f)(5); Reg. §1.1563-1(a)(3)(ii)(C); Complete Fin. Corp. v. Commission-
er, 766 F.2d 436 (10th Cir. 1985), aff’g 80 T.C. 1062 (1983).

8881563(d); §1563(e); §1563(H)(2); §1563()(3); Reg. §1.1563-3. The
§267(c) constructive ownership rules do not apply to controlled groups. See J.
Comm. on Tax’n, General Explanation of the Revenue Provisions of the Deficit
Reduction Act of 1984, JCS-41-84, at 544 n.23 (1984); TAM 9538002; PLR
200133030.

"% See CCA 200233011; Reg. §1.1563-1(a)(1)(ii).
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than 50% owned directly or indirectly by five or fewer in-
dividuals, estates, or trusts).

(4) Certain trust relationships: a grantor and his trust,””

two trusts if the same person is a grantor of both trusts,”' a
trust and a beneficiary of such trust,"””* a trust and a benefi-
ciary of another trust if the same person is a grantor of both
trusts,”” and a trust and a corporation owned more than
50% in value by the trust or a grantor of the trust.”** No
constructive ownership rule applies to trusts, and thus two
trusts are not related if they have different related grantors,
even if they have the same beneficiaries."”

(5) A person and a §501 tax-exempt educational or chari-
table organization that is controlled by such person or the
person’s family members."*

(6) A corporation (either a C corporation or an S corpo-
ration) and a partnership, if the same persons own more
than 50% in value of the corporation’s stock and more
than 50% of the capital or profits of the partnership.”*”’
Constructive ownership rules apply to stock ownership,
including attribution of ownership by a family member or
partner.”” The §267(c) stock constructive ownership rules
apply to ownership of the capital or profits of the partner-
ship, except there is no partner-to-partner attribution and a
corporation’s ownership of partnership interests is attrib-
uted only to shareholders who own 5% or more of the cor-
poration by value.””

(7) Two S corporations, or an S corporation and a C cor-
poration, if the same persons own more than 50% in value
of both corporations."*” Constructive ownership rules ap-
ply to stock ownership, including attribution of ownership
by a family member or partner."*”"

(8) An executor of an estate and a beneficiary of such es-
tate, except in the case of a sale or exchange in satisfaction
of a pecuniary bequest."*”

13%08267(b)(4). The statute refers to the “fiduciary” of the trust, which
means the trust itself and not the fiduciary acting in his personal capacity. Rev.
Rul. 59-171. A corporate grantor and its employees’ pension trust are relat-
ed. Rev. Rul. 61-163; Dillard Paper Co. v. Commissioner, 42 T.C. 588 (1964),
aff’d per curiam, 341 F.2d 897 (4th Cir. 1965).

18267(b)(5).

1328267(b)(6). A trust and its remote contingent beneficiary are related.
Wyly v. United States, 662 F.2d 397 (5th Cir. 1981), aff’g 80-2 USTC q 9645
(N.D. Tex. 1980).

133 §267(b)(7).

14 §267(b)(8).

"% Widener Tr. v. Commissioner, 80 T.C. 304 (1983), acq. See also Scully
v. United States, 840 F.2d 478 (7th Cir. 1988), aff’g 629 F. Supp. 1534 (C.D.
I11. 1986).

13%68267(b)(9).

78267(b)(10).

13%8267(c).

1%8267(e)(3). See Joint Committee on Taxation, General Explanation of
the Revenue Provisions of the Deficit Reduction Act of 1984, at 543 n.20
(1984) (“The partnership constructive ownership rules of section 267(e)(3) are
to apply for all purposes of section 267, such as for example, section 267(b)
(10).”).

14908267(b)(11), §267(b)(12).

1#01$267(c).

428267(b)(13).
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(9) A partnership and a person owning more than 50%
of the capital or profits of the partnership.*” The §267(c)
stock constructive ownership rules apply to ownership of
the capital or profits of the partnership,** except there is
no partner-to-partner attribution and a corporation’s own-
ership of partnership interests is likely attributed to only
its 5%-or-more (by value) shareholders."*”

(10) Two partnerships in which the same persons own
more than 50% of the capital or profits interests."” The
§267(c) stock constructive ownership rules apply to own-
ership of the capital or profits of a partnership,*” except
there is no partner-to-partner attribution and a corpora-
tion’s ownership of partnership interests is likely attrib-
uted to only its 5%-or-more (by value) shareholders." "

Practice Point: The actual overlapping ownership between
two related partnerships (or S corporations) can be minimal.
For example, if a partnership is owned 1% by individual A
and 99% by individual B, and a second partnership is owned
99% by A and 1% by B, the two partnerships are related under
§707(b)(1)(B) even though their economic overlap of owner-
ship interests is only 2%. In contrast, two C corporations are
related only if the economic overlap of ownership is over 50%.
For a more detailed discussion, see 554 T.M., The Attribution
Rules, and 564 T.M., Related Party Transactions.

Note: Reg. §1.267(b)-1(b) states that §707 applies to trans-
actions between a partner and his partnership, with a 50% own-
ership threshold, but that §267(b) can apply to transactions be-
tween a nonpartner and a partnership, under an aggregate the-
ory of partnerships and without any threshold of related own-
ership. In other words, if a partner sells to a partnership owned
40% by the partner, the partner and the partnership are not
related because §707(b)(1)(A) has a 50% ownership thresh-
old; but if a nonpartner sells to a partnership owned 40% by
the nonpartner’s sibling, the nonpartner and the partnership
are 40% related under §267(b), in which case the full unre-
lated taxable disposition rule does not apply to the sale. Reg.
§1.267(b)-1(b) was issued in 1958,"“” at a time when §707(b)
(1)(A) applied only to partners in the partnership and before
§707(b)(1)(A) was amended in 1986 to cover nonpartners who
are more than 50% related to the partnership.*'” One argument
is that the 1986 expansion of §707(b)(1)(A) to nonpartners
should further preempt Reg. §1.267(b)-1(b) and also cause all

R §707(b)(1)(A).

1494 8707(b)(3).

14058267(e)(3). See PLR 200133030 (§267(e)(3) applies to related parties
under §1239(c)(1)(B), which is similar to §707(b)(3)).

1 §707(b)(1)(B).

78707(b)(3). See PLR 200133030 (§267(c)(3) applies to related parties
under §1239(c)(1)(B), which is similar to §707(b)(3)).

4% 8267(e)(3). See Joint Committee on Taxation, General Explanation of
the Revenue Provisions of the Deficit Reduction Act of 1984, at 543 n.20
(1984) (“The partnership constructive ownership rules of section 267(e)(3) are
to apply for all purposes of section 267, such as for example, section 267(b)
(10).).

“9T D. 6312, 23 Fed. Reg. 7035 (Sept. 11, 1958).

“19Tax Reform Act of 1986 (Pub. L. No. 99-514, §1812(c)(3)). See 1986
Senate Report at 960 (“the bill provides that the provisions of section 707(b)
(1)(A) and 707(b)(2)(A) will apply whether or not the person constructively
holding a 50% partnership interest was himself a partner”); Reg. §1.707-1(b)
(3). Proposed rules would amend Reg. §1.707-1(b) to conform it to the 1986
statutory changes. See REG-131756-11, 88 Fed. Reg. 82,792 (Nov. 27, 2023).
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transactions between partnerships and nonpartners to be sub-
ject to only §707. In 2023, however, the IRS issued proposed
rules that would remove Reg. §1.267(b)-1(b), terminate the ap-
plication of Q&As 2 and 3 in Reg. §1.267(a)-2T(c), and amend
Reg. §1.707-1(b) to reflect Congress’s intent that partnerships
should be viewed as an entity — rather than as an aggregate
of its partners — when applying the loss disallowance rules of
§267(a)(1) and §707(b)(1)."*"

In contrast, Reg. §1.267(a)-2T(c) Q&A 2, issued in
1984, had a similar aggregate rule for transactions between
two partnerships, but it was explicitly superseded by the Tax
Reform Act of 1986’s amendments to §707."*" As a result, sales
between two partnerships are governed exclusively by §707(b)

(DH(B).

>50% related 50% or less related
Sale between a |Related under Not related.
partner and his [§707(b)(1)(A)
partnership
Sale between a |Related under Related (partially) un-
nonpartner and |§707(b)(1)(A) (af- |der Reg. §1.267(b)-
a partnership ter 1986) 1(b), but arguable that

the 1986 expansion of
§707(b)(1)(A) to non-
partners preempted
Reg. §1.267(b)-1(b).
Furthermore, Reg.
§1.267(b)-1(b) would
be removed by REG-
131756-11, 88 Fed.
Reg. 82,792 (Nov. 27,
2023).

Not related. (Previ-
ously related in 1985
and early 1986 under
Reg. §1.267(a)-2T(c)
Q&A 2, which is pro-
posed to be removed
by REG-131756-11,
88 Fed. Reg. 82,792
(Nov. 27, 2023)).

Related under
§707(b)(1)(B)

Sale between
two partner-
ships

! See REG-131756-11, 88 Fed. Reg. 82,792 (Nov. 27, 2023).

“I2T D. 7991, 49 Fed. Reg. 46,992 (Nov. 30, 1984). Proposed rules would
remove Q&A 2 of Reg. §1.267(a)-2T(c). REG-131756-11, 88 Fed. Reg. 82,792
(Nov. 27, 2023), effective for tax years ending on or after the date final rules
are published in the Federal Register.

"B Tax Reform Act of 1986 (Pub. L. No. 99-514, §1812(c)(3)). See 1986
Senate Report at 960 (“the bill provides that the deferral provisions of section
267(a)(2) will apply to two partnerships in which the same persons hold a
more than 50% of the capital interests or profits interests. This rule is intended
to replace the rule in the Treasury regulations [fn. 7: Temp. Reg. Sec.
1.267(a)-2T(c), Questions 2 and 3.], which was suggested by the 1984 Com-
mittee Reports, relating to transactions between related partnerships with com-
mon partners.”). Proposed amendments to the regulations under §267(a) would
terminate the application of Reg. §1.267(a)-2T(c) Q&A 2 and Q&A 3 for tax
years ending on or after the date final rules are published in the Federal Regis-
ter. REG-131756-11, 88 Fed. Reg. 82,792 (Nov. 27, 2023).
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Practice Point: Proposed rules issued in November 2023
would modify the above rules regarding related-party trans-
actions.'”" Those proposed rules would remove Reg.
§1.267(b)-1(b), terminate the application of Q&As 2 and 3 in
Reg. §1.267(a)-2T(c), and amend Reg. §1.707-1(b) to reflect
Congress’s intent that partnerships should be viewed as an en-
tity rather than as an aggregate of its partners when applying
the loss disallowance rules of §267(a)(1) and §707(b)(1). The
changes would apply to tax years ending on or after the date fi-
nal rules are published in the Federal Register.

Comment: The original transferor is entitled to claim loss-
es under the full unrelated taxable disposition rule even if the
second transferee is a related party with respect to the first
transferee, as long as the second transferee is not related to the
original transferor.

Example: Taxpayer A sells property to her brother B in a
fully taxable transaction. A’s passive loss carryovers are
not allowed because siblings are related under §267(c)(4).
B later sells the property to his daughter C in a fully tax-
able transaction. A’s passive loss carryovers are allowed at
the time of the later sale, because aunts and nieces are not
related under §267(c)(4). To the extent B has any passive
loss carryovers from his holding period for the property,
B’s own passive loss carryovers are not allowed because
parent and child are related under §267(c)(4).

Practice Point: The original transferor still must dispose of
his entire (pre-transfer) interest. Thus, if the transferor retains a
portion of his interest in the activity, or gives different portions
of his interest to two different related parties, an otherwise ap-
propriate subsequent disposition by one transferee does not suf-
fice to trigger the full unrelated taxable disposition rule.

5. Disposition by Death

If a taxpayer who owns an interest in a passive activity
dies, the decedent’s passive loss carryovers are allowed gener-
ally on the decedent’s final income tax return against nonpas-
sive income."*”” However, the allowed passive loss carryovers
are reduced by the amount that the basis of that interest in the
hands of the transferee exceeds the adjusted basis of such prop-
erty immediately before the death of the taxpayer.''® In other
words, the decedent’s passive loss carryovers allowable by rea-
son of death are reduced by the step-up in basis to fair market
value at death under §1014.

1414 See REG-131756-11, 88 Fed. Reg. 82,792 (Nov. 27, 2023).

1415 §469(g)(2). See Bloomberg Tax Elections & Compliance Statements,
Deductions & Credits: Business, Individual: Passive Activity Loss Deductible
at Death (§469(g)(2)).

14168469(2)(2). See, e.g., FSA 200106018 (decedent was the sole benefi-
ciary of a qualified subchapter S trust (QSST) that held stock in an S corpora-
tion with passive loss carryovers, and the passive loss carryovers were allowed
on the decedent’s final income tax return against nonpassive income to the ex-
tent that the carryovers exceeded the basis step-up at death). Note that for dece-
dents that died in 2010, if the executor of the estate made an election to apply
the modified carryover basis rules in §1022 instead of the step-up basis rules
of §1014, property owned by the decedent at death was treated under §1022
as having been transferred by gift and, therefore, §469(j)(6) (discussed in the
section immediately below), rather than §469(g)(2), applied to determine the
decedent’s adjusted basis. Rev. Proc. 2011-41, §4.06(4).
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Example: Taxpayer T dies owning a building used in a
passive activity. The building has an adjusted basis of $10,
a fair market value of $30 for §1014 purposes, and passive
loss carryovers of $35. T has net passive income of $50
from other activities in the tax year of death. T can use all
$35 passive loss carryovers against its $50 of passive in-
come. The passive loss carryover is not reduced by reason
of the step-up in basis under §1014, since the losses are al-
lowable without reference to the disposition at death due
to T’s $50 of net passive income.

Example: If T does not have net passive income from ac-
tivities other than the building, the passive loss carryover
allowable against nonpassive income is only $15 ($35 mi-
nus the $20 step-up in basis). The other $20 of passive loss
carryovers are not allowed as a deduction for any tax year.

The reduction in passive loss carryovers allowable by rea-
son of a disposition applies on an activity-by-activity basis.

Example: At the time of the taxpayer’s death, Activity A
has a passive loss carryover of $10,000 and a basis step-
up of $9,000, and Activity B has a passive loss carryover
of $10,000 and a basis step-up of $100,000. A disposi-
tion loss of $1,000, nonetheless, will be allowed on the
decedent’s tax return with respect to Activity A, since the
taxpayer otherwise would have a passive loss of at least
$1,000.

Note: Because of the reduction of passive loss carryovers,
in some instances a taxpayer would benefit more from a dispo-
sition before death rather than a step-up in basis. For example, a
taxpayer T has an activity with a fair market value of $100,000
and $10,000 in adjusted basis and $100,000 in suspended pas-
sive losses. Under either a sale before death or a step-up in ba-
sis with death, T’s heirs will receive an asset with a $100,000
basis and fair market value, and T can use $10,000 of the sus-
pended passive losses. However, if the gain on sale and sus-
pended losses are taxed at different rates, T could benefit from
using the suspended losses via disposition, rather than letting
them be reduced by basis step-up at death.

Practice Point: In a community property state, the surviv-
ing spouse’s one-half share of community property generally
obtains a basis step-up under §1014(b)(6), which effectively al-
lows both spouses’ halves of the community property to ob-
tain a basis step-up, as the decedent’s one-half share is included
in the decedent’s estate. The surviving spouse’s one-half share
should not reduce any passive loss carryovers, as that share of
the community property was not transferred by reason of death.

6. Gifts

A gift by the taxpayer of part or all of his interest in a pas-
sive activity does not trigger the allowance of passive loss car-
ryovers. Instead, the passive loss carryovers are added to the
basis of the property transferred, immediately before the gift."*"”
In the event the gifted activity is transferred at a loss, the basis
of the property would be the lesser of carryover basis from the

*7§469G)(6)(A).
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donor or the fair market value at the time of the gift.""® For a
detailed discussion of the tax consequences related to gifts, see
845 T.M., Gifts.

A gift includes any transfer of property between spouses,
including transfers incident to a divorce between spouses or
former spouses."*"”

A gift also generally includes any transfer of property to
a charitable organization. The basis step-up from unused pas-
sive loss carryovers generally provides no benefit to the donee
charitable organization,'”’ who can sell the property at any gain
without being subject to tax, but the basis step-up may benefit
a donor in cases where the charitable contribution deduction is
limited to the basis of the property.'*'

Practice Point: In the case of a gift of an activity consisting
of more than one asset, the basis must be allocated, though the
allocation method is not specified in the Code or the regula-
tions. A donee can benefit from the step-up more quickly if the
step-up is allocated to personal property and other short-lived
assets instead of long-lived buildings and land. A taxpayer may
presumably use any reasonable method of allocation, perhaps
by analogy to §755 or §1060.

Practice Point: For a gift of a partnership interest, the step-
up applies to the basis of the partnership interest, not the ba-
sis of the partnership’s assets. As a gift is not a sale or ex-
change, a step-up of the partnership’s assets is not available un-
der §743(b) even if the partnership makes a §754 election.

7. Distribution to Beneficiaries by Estate or Trust

An estate or trust’s passive loss carryovers allocable to an
interest in a passive activity that is distributed by the estate or
trust to beneficiaries are not allowed as such. Instead, the basis
of the interest immediately before the distribution is increased
by the passive loss carryovers.'*” The legislative history indi-
cates the basis increase would only be applied upon the distrib-
ution of an entire interest."*” However, the statute states that the
basis increase applies to any interest distributed by an estate or
trust,"** presumably including a partial interest. Gain or loss to
the estate or trust, and the basis of the property in the beneficia-
ry’s hands, will be determined after the distribution under the
usual applicable tax rules."*”

Practice Point: If a passive activity is distributed to a ben-
eficiary in satisfaction of a pecuniary bequest, it is possible for
the suspended passive losses to be deducted instead of being
added to basis. For purposes of the full unrelated taxable dispo-

41581015(a).

41981041(b) (treated as acquired by the transferee by gift for purposes of
subtitle A, §1 through §1563). A gift also includes transfers in connection with
decedents dying in 2010, if modified carryover basis rules in §1022 were ap-
plied instead of the step-up basis rules of §1014. See Rev. Proc. 2011-41.

“YSome charitable organizations are subject to tax on their gains from
sales of certain donated properties, such as a 1.4% to 8% tax on the endowment
investment income of certain private universities under §4968 or a 1.39% tax
on investment income of private foundations under §4940.

14216170(e)(1). For a discussion of the charitable contribution rules, see
521 T.M., Charitable Contributions: Income Tax Aspects.

M2 8469(3)(12).

12 See H. Rep. No. 100-795, at 34 (1988); S. Rep. No. 100-445, at 34
(1988).

4248469(j)(12).

1425 Gee H. Rep. No. 100-795, at 33 (1988); S. Rep. No. 100-445, at 34
(1988).
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sition rule, an estate and a beneficiary are not deemed related
in the case of a sale or exchange in satisfaction of a pecuniary
bequest."**

8. Treatment of Credits upon Disposition

a. In General

Credits, in contrast to losses, are not specially allowable
by the full unrelated taxable disposition rule.'*”” The 1986 Sen-
ate Report noted that “[s]ince the purpose of the [full unrelated
taxable] disposition rule is to allow real economic losses of the
taxpayer to be deducted, credits, which are not related to the
measurement of such loss, are not specially allowable by rea-
son of a disposition.”***

Practice Point: While a passive activity’s passive credits
are not triggered by a disposition of the passive activity, a dis-
position can generate passive income and permit the taxpayer
to use more passive credits. If the disposition generates passive
losses, the losses reduce the taxpayer’s net passive income and
reduce the tax liability that can be offset by passive credits.

b. Elective Basis Adjustment

When a taxpayer makes a full unrelated taxable disposition
of an interest in an activity, a special rule applies if: (1) the
taxpayer has passive credit carryovers with respect to the ac-
tivity; and (2) a basis adjustment was made, by reason of such
credit carryovers, when the property to which the credits relate
was placed in service."” Under these circumstances, the tax-
payer may elect to increase the basis of the credit property (by
an amount no greater than the amount of the original basis re-
duction) to the extent that the passive credit has not previously
been allowed by reason of the passive loss rules."* As a result

14208267(b)(13), §469(2)(1)(B).

278469(2)(1).

121986 Senate Report at 725. See also 1986 Blue Book at 225.

* See §50(c).

1308469(j)(9). For a sample election statement, see Passive Activity Elec-
tive Credit Basis Adjustment (§469(j)(9)) in the Bloomberg Tax Election &
Compliance Statements Library.
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of making the election, the passive credits are lost and the orig-
inal basis decrease is reversed.'”'

Example: In Year 1, Taxpayer T places in service rehabili-
tation credit property which is the only asset used in a sep-
arate passive activity and which generates a passive credit
of $1,000. The basis of the property is reduced by $1,000
under §50(c). If T is allowed $600 of this passive credit
against passive income in Year 1 and if T disposes of the
property in Year 2, T can elect to increase the basis of the
property by $400, at the cost of losing the remaining $400
passive credit.

Practice Point: The election, which is irrevocable," is

made by the due date (including extensions) of the tax return
for the first tax year to which the election applies.'**’ The elec-
tion is not allowed for a disposition that is only partially tax-
able, or otherwise does not qualify for the full taxable disposi-
tion rule, in which case the basis is not increased and the tax-
payer continues to have the passive credits to offset tax liability
attributable to other passive income.'***

Practice Point: The language of §469(j)(9) allows for an
election “by an amount equal to the portion of any unused cred-
it.” This seems to indicate that the option to make an elective
basis adjustment is an “all or nothing” proposition with no op-
tion to make a partial election. In the above example T would
not have the option to elect to make a $200 basis election and
leave $200 of carryover credits remaining.

Practice Point: In the case of the energy credit and the
clean electricity investment credit (for property placed in ser-
vice after 2024), the basis of the property is reduced by only
50% of the allowed credit amount."**

18469(3)(9).

"2Reg. §301.9100-7T(a)(4)(i).

"5 Reg. §301.9100-7T(a)(2)(i).

14341986 Conference Report at I1-145. See also 1986 Blue Book at 228.

33850(c)(3), as amended by Pub. L. No. 117-169, §13702(b)(4), effective
for property placed in service after 2024.
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VI. Passive Loss Rules and Other Provisions

A. Alternative Minimum Tax (§55)

The passive loss rules apply in determining the noncorpo-
rate alternative minimum tax (AMT),"** just as in determining
regular taxable income and the regular tax. For a detailed dis-
cussion of the noncorporate AMT, see 587 T.M., Noncorporate
Alternative Minimum Tax.

For taxable years beginning after 2022, the alternative
minimum tax imposed on applicable corporations is based on
an applicable corporation’s adjusted financial statement in-
come;*” the AMT adjustments and preferences under §56
through §58 do not apply to the post-2022 corporate alternative
minimum tax. For a detailed discussion of the corporate AMT,
see generally 752 T.M., Corporate Alternative Minimum Tax
at IX.

AMT adjustments and preferences under §56 (e.g., per-
centage of completion method for certain long-term contracts)
and §57 (e.g., excess of percentage depletion over adjusted ba-
sis) must be taken into account before applying the passive loss
rules for noncorporate AMT purposes.'**

Example: Taxpayer T, an individual, actively participates
in a rental real estate activity that generates a $20,000 loss.
T has less than $100,000 of modified adjusted gross in-
come, so that the entire $20,000 loss is allowed under the
$25,000 special allowance for regular tax purposes. T has
$5,000 less depreciation for AMT purposes under §56(a)
(1) with respect to personal property not subject to bonus
depreciation,*” and the rental real estate loss is reduced to
$15,000 for AMT purposes. T must report a $5,000 adjust-
ment on Form 6251 (Alternative Minimum Tax — Indi-
viduals), on the passive loss adjustment line instead of the
depreciation adjustment line."**

The passive loss rules apply the same way for noncor-
porate AMT purposes as for regular tax purposes in other re-
spects. For example, the maximum amount allowable under the
$25,000 special allowance in light of the §469(i)(3) income
phase-out is identical for regular tax and noncorporate AMT
purposes; adjusted gross income (as modified for purposes of
the phase-out) is not adjusted to reflect the noncorporate AMT
treatment of any item.

Three special passive loss rules apply differently for AMT
purposes relative to regular income tax purposes:

1. tax shelter farm activities;'**'

1442

2. insolvent taxpayers; "~ and

1436 §58(b).

7 See §55(b)(2) (computation of a corporation’s tentative minimum tax),
§59(k)(1) (applicable corporation defined), §56A (definition of adjusted finan-
cial statement income).

14 §58(b)(1).

9 See §168(k)(2)(G) (in determining AMTI under §55, the depreciation
deduction for bonus depreciation qualified property is determined without re-
gard to any adjustment under §56).

140 Announcement 88-45.

1441 §58(a).

*2858(c).
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3. material participation in research and development ex-
penditures.'*

In addition, fewer tax credits are allowed for noncorporate
AMT purposes compared to regular tax purposes,'** such as the
research and development tax credit for larger taxpayers."** In
light of the computational and substantive differences between
the passive loss rules as applied for regular and noncorporate
AMT purposes, taxpayers may often have different amounts
of passive loss carryovers for regular and noncorporate AMT
purposes. Even if a taxpayer does not incur AMT liability in
a particular tax year, it may be necessary to make all passive
loss computations for the tax year under the noncorporate AMT
rules in order to determine the passive loss carryovers for non-
corporate AMT purposes.

1. Tax Shelter Farm Activity

No loss from any “tax shelter farm activity” is allowed for
noncorporate AMT purposes.'*® The disallowed loss is carried
forward indefinitely for noncorporate AMT purposes until the
taxpayer has income or gain in a subsequent tax year from the
same activity or disposes of its entire interest in the activity."*"’
Congress generally intended that the loss carryover should be
allowed only “upon an appropriate disposition (i.e., a disposi-
tion that would qualify under the passive loss rules as triggering
the allowance of suspended losses from the activity),”** which
is generally a disposition subject to the full unrelated taxable
disposition rule, discussed at V.H., above.

The 1986 Senate Report explained the reason for the tax
shelter farm rule:

In the case of farming losses of individuals who do
not materially participate in the farming business, the
committee believes that an additional and stricter rule
should apply for minimum tax purposes, preventing
any loss with respect to a passive farming activity
from offsetting other income of the taxpayer before
disposition. The committee believes that such a rule
is needed in the farming context, in addition to the
rules generally applying to nonparticipatory business
losses, in light of the harm to taxpayers active in the
farming business that has resulted from the prolifer-
ation of tax shelter farming activities that exploit the
competitive cost advantage of passive investors who
can use tax losses derived from farming to offset un-
related income."**

" 56(b)(2).

144 See §38(c), as amended by the Inflation Reduction Act, Pub. L. No.
117-169, §10101(d), effective for taxable years beginning after December 31,
2022 (adding §38(c)(6)(E), which modifies the application of §38(c)(1), §38(c)
(2), and §38(c)(4) for corporations). For a detailed discussion, see 752 T.M.,
Corporate Alternative Minimum Tax at IX.

1445 §41.

146858(a)(1). In determining the loss from the tax shelter activity, the alter-
native minimum tax adjustments of §56 and §57 apply under §58(a)(3). Farm-
ing is generally defined under §464(e) as the cultivation of land or the raising or
harvesting of any agricultural or horticultural commodity. Trees are not treated
as an agricultural or horticultural commodity, unless they bear fruit or nuts.

#7§58(a)(1)(B), §58(c)(2).

1451986 Blue Book at 447.

1491986 Senate Report at 519-20. See also 1986 Blue Book at 434.
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The tax shelter farming activity is applied on an activity-
by-activity basis, with no netting between different tax shelter
farming activities."*"

Example: Taxpayer T, an individual, has a net $40,000
loss from one tax shelter farm activity and a net $50,000
gain from another tax shelter farm activity. The $40,000
loss is allowed for regular income tax purposes but is
not allowed for AMT purposes. In other words, T has a
$40,000 AMT adjustment that increases alternative mini-
mum taxable income."”' The $40,000 loss is carried for-
ward for AMT purposes until T has net income from the
same tax shelter farm activity or has disposed of his entire
interest in that activity.

The tax shelter farm activity rule is applied, in computing
noncorporate AMT income, before the passive loss rule,*”
so that the only tax shelter farm activities that enter into the
passive loss computation for noncorporate AMT purposes are
those that generate net income or gain or those that the taxpayer
disposed of during the tax year. The income or gain can then be
offset, for noncorporate AMT purposes under the general pas-
sive loss rule, against passive losses from other activities.

A “tax shelter farm activity” is generally any one of the
following broadly defined types of farming businesses:

1. Any passive activity consisting of farming.'**’

2. Any partnership or any enterprise (other than a C cor-
poration), engaged in the trade or business of farming, if
at any time interests in such partnership or enterprise have
been offered for sale in any offering required to be regis-
tered with any federal or state agency having authority to
regulate the offering of securities for sale.'*** Registration
includes the filing of a notice of exemption from registra-
tion."*”

3. Any partnership or any enterprise (other than a C cor-
poration), engaged in the trade or business of farming, if
more than 35% of the losses during any period are allo-
cable to limited partners or limited entrepreneurs (persons
who have an interest in an enterprise other than as a limited
partner and do not actively participate in the management
of such enterprise)."** Special rules treat certain persons as
neither limited partners nor limited entrepreneurs,'*”’ such
as an individual whose principal residence is on the farm.

Practice Point: As the first definition covers all passive
farming activities, the second and third definitions of “tax shel-
ter farm activity” are relevant only to nonpassive farming ac-

1401986 Senate Report at 528; 1986 Blue Book at 446-47; Announcement
88-45.

! See 1986 Blue Book at 446—47.

*2 See 1986 Blue Book at 447.

147 §58(2)(2)(B).

H8461(0)(1)(A).

“Reg. §1.448-2(b)(2)(ii), as amended by T.D. 9942, 86 Fed. Reg. 254,
269 (Jan. 5, 2021) (generally applicable to tax years beginning on or after Jan-
uary 5, 2021, but taxpayers may rely on the regulations for tax years beginning
after December 31, 2017), Reg. §1.448-1T(b)(2) (applicable to tax years be-
ginning before January 5, 2021); see generally FSA 200018018; GCM 39781
(Sept. 23, 1988).

14846 1(1)(1)(B).

478461(k)(2).
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tivities. Similar definitions of a “tax shelter” apply to a non-
farming entity under §448(a)(3), generally if interests in such
business have been offered for sale in any securities offering or
if more than 35% of its losses during any period are allocable
to limited partners or limited entrepreneurs. This definition of
“tax shelter” is relevant for the §448 cash method of account-
ing rules, the §163(j) business interest deduction limitation, the
§263A uniform capitalization rules, and various other Code
provisions. The regulations and several PLRs have clarified
that an entity is a “tax shelter” under the 35% losses rule only if
it in fact has actual tax losses that are allocated to limited part-
ners or limited entrepreneurs, as determined on a year-by-year
basis."**

2. Insolvent Taxpayer

The amount of a taxpayer’s noncorporate AMT passive
loss, otherwise disallowed, is allowed to the extent that the tax-
payer is insolvent at the close of the tax year. Similarly, the
amount of a loss otherwise disallowed under the tax shelter
farming activity rule is allowed to the extent that the taxpayer
is insolvent at the close of the tax year."”

Note: The taxpayer-favorable insolvent rule was enacted
by the Tax Reform Act of 1986,“* and the Congressional intent
for the rule is unclear."*'

A taxpayer is considered “insolvent” to the extent of lia-
bilities in excess of fair market value of assets."*”

This special rule for insolvent taxpayers applies only for
noncorporate AMT purposes but not for regular tax purposes,
which may lead to a greater deduction for AMT purposes than
for regular tax purposes.

Example: Taxpayer T, an individual, has a net $40,000
loss from a passive activity for both AMT and regular
tax purposes. However, T’s liabilities exceed his assets by
$30,000 at the end of the tax year. T has a $30,000 al-
lowed loss for AMT purposes and a $10,000 AMT passive
loss carryover, while he has no allowed loss for regular tax
purposes and a $40,000 regular tax passive loss carryover.
The loss may create an AMT net operating loss (NOL),
which is generally limited to offsetting 90% of AMT tax-
able income in a carryover year,*” compared to how a reg-
ular tax NOL arising in tax years beginning in 2018 and
later is generally limited to offsetting 80% of regular tax-
able income in a carryover tax year that begins in 2021 or
later."***

Practice Point: The insolvent taxpayer rule is not optional
and requires the insolvent taxpayer to generally deduct all pas-

8 Reg. §1.448-2(b)(2)(iii)(A) (generally applicable to tax years beginning
on or after January 5, 2021, but taxpayers may rely on the regulations for tax
years beginning after December 31, 2017), Reg. §1.448-1T(b)(3) (applicable
to tax years beginning before January 5, 2021), Reg. §1.1256(e)-2(a); PLR
9535036, PLR 9415005, PLR 9407030, PLR 9335041. See generally Libin
Zhang, Links to the Past: Old Exceptions to New Interest Limitations, 162 Tax
Notes 271 (Jan. 21, 2019).

#U458(c)(1)(A).

40Pyb. L. No. 99-514, §701(a).

146! See 1986 Senate Report at 528.

142 §58(c)(1)(B) (similar to §108(d)(3)).

14 856(d)(1)(A)G)(ID.

164 8172(a)(2).
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sive losses in the tax year of insolvency for noncorporate AMT
purposes and thereby reduce the AMT passive loss carryovers
to future tax years. The reduced AMTI in the tax year of in-
solvency may result in the taxpayer paying regular income tax
in that tax year, but then paying more AMT in subsequent tax
years due to the lack of AMT carryovers. In contrast to the §53
minimum tax credit that generally applies to a taxpayer who
pays AMT first and regular tax later on the same items due to a
timing mismatch, there is no tax credit mechanism for a taxpay-
er who pays regular tax first and AMT later on the same items
due to a timing mismatch in the opposite direction.

3. Material Participation in Research and Experimental
Expenditures

For amounts paid or incurred in tax years beginning after
2024, taxpayers are allowed an immediate deduction for any
domestic research and experimental (R&E) expenditures,® but
must amortize foreign R&E expenditures over a 15-year peri-
od."* For noncorporate AMT purposes, the amount allowable
as deductions for foreign R&E expenditures under §174(a) and
domestic R&E expenditures under §174A(a) instead must be
amortized ratably over a period of 10 tax years."*” The taxpayer
may also elect to amortize the domestic R&E expenditures rat-
ably over 10 tax years for regular tax purposes.'*®

However, the noncorporate AMT 10-year amortization re-
quirement does not apply if the taxpayer materially participates
in the activity in which the expenditures were incurred.*” The
exception was enacted in order to “treat individuals actively en-
gaged in an activity involving research and experimental ex-
penses in the same manner as corporations,”*” as corpora-
tions beginning with the Tax Reform Act of 1986 did not have
to amortize research or development expenditures under the
pre-2018 corporate AMT for incentive reasons."”'

The taxpayer may elect to amortize its pre-2022 R&E ex-
penditures ratably over a period of generally five tax years,*”
which applies for both regular tax and noncorporate AMT pur-
poses. A five-year amortization period is generally mandatory
for R&E expenditures paid or incurred in tax years beginning
in 2022 through 2024."”

For further discussion of the treatment of §174 and §174A
research and development expenditures under the noncorporate
AMT, see 556 T.M., Research and Development Expenditures,
and 587 T.M., Noncorporate Alternative Minimum Tax.

1638174A(a), as added by the One Big Beautiful Bill Act (OBBBA), Pub.
L. No. 119-21, §70302(a).

14668174(a), as amended by the OBBBA, Pub. L. No. 119-21, §70302(b).

1467 856(b)(2)(A)(ii), as amended by the OBBBA, Pub. L. No. 119-21,
§70302(b)(3).

1468859(e)(2)(B), as amended by the OBBBA, Pub. L. No. 119-21,
§70302(b)(4).

9 856(b)(2)(C)  (references
§469(h)).

"“H, Rep. No. 101-247, at 1346 (1989).

711986 Senate Report at 520-521. See also 1986 Blue Book at 433.

1472 See former §174(a)(2)(B) (2014).

47 See former §174(a) (2017).
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B. Self-Employment Tax, Base Erosion and Anti-Abuse
Tax (§59A) and Other Taxes

The §1401 self-employment tax can apply to passive in-
come.™ A suspended passive loss is not taken into account
as a deduction in the computation of any tax imposed by §1
through §1563. Thus, a suspended passive loss does not reduce
the §1401 self-employment tax until the passive loss carryover
is used."*” For circumstances where an individual may have in-
come subject to neither the §1401 self-employment tax nor the
§1411 net investment income tax, see III.C.8. (payments to re-
tired partners), IV.A.8. (limited partners), and IV.B.1.a. (real
estate professionals).

C corporations are generally subject to a base erosion and
anti-abuse tax (BEAT) in 2018 and later tax years under §59A.
The BEAT generally applies to any corporation that: (a) is not
a REIT, regulated investment company (RIC), or S corpora-
tion;'*’° (b) is a member of an aggregate group with average an-
nual gross receipts of at least $500 million for the prior three
tax years;*” and (c) is a member of an aggregate group that
has a “base erosion percentage” of 3% or higher."”® A taxpayer
subject to the BEAT must generally pay the greater of its 21%
U.S. federal regular corporate income tax or its BEAT, which
is generally imposed on the taxpayer’s taxable income modi-
fied by an addback of certain “base erosion tax benefits” from
transactions with foreign related parties that generally own at
least 25% of the corporation’s stock.'”” The minimum tax rate
is 5% in 2018, 10% in 2019 through 2025, and 10.5% in 2026
and later."* The BEAT cannot be reduced by foreign tax cred-
its and most other tax credits."*

A corporation that is subject to the BEAT may also be a
closely held corporation (CHC) or personal service corporation
(PSC), in which case the passive loss rules may apply different-
ly to the separate computations of taxable income and modified
taxable income for regular tax and BEAT purposes. For further
discussion, see 6125 T.M., Base Erosion and Anti-Abuse Tax
(BEAT) (Foreign Income Series).

Note: Base erosion tax benefits and payments do not in-
clude any amounts paid or accrued in tax years beginning be-
fore 2018, such as passive loss carryovers from before 2018
that are attributable to amounts paid or accrued to foreign re-
lated parties. Such amounts are not taken into account in deter-
mining base erosion percentage or modified taxable income."**

C. Investment Interest Limitation (§163(d))

Under §163(d), a noncorporate taxpayer’s deductions for
investment interest are generally limited to the amount of net

147 Norwood v. Commissioner, T.C. Memo 2000-84. For further discus-
sion, see IV.A.8., above.

4 TAM 9750001.

#76859A(e)(1)(A); Reg. §1.59A-2(b)(1).

“T7859A(e)(1)(B); Reg. §1.59A-2(c)(1), §1.59A-2(d).

“78859A(e)(1)(C); Reg. §1.59A-2(c)(1), 1.59A-2(e)(1). The aggregate
group’s base erosion percentage threshold is reduced to 2% for certain banks
and securities dealers. §59A(b)(2)(B); Reg. §1.59A-2(e)(2).

79 859A(b), §59A(c).

'$0859A(b)(1)(A), as amended by the One Big Beautiful Bill Act (OBB-
BA), Pub. L. No. 119-21, §70331. See pre-OBBBA §59A(b)(1)(A).

*1859A(b)(1)(B).

"2 Reg. §1.59A-3(b)(3)(vi).
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investment income."** To ensure that §163(d) and §469 do not
overlap, §163(d)(4)(D) provides that investment income and
expenses do not include “any income or expense taken into ac-
count under section 469 in computing income or loss from a
passive activity,” while §163(d)(3)(B)(ii) provides that invest-
ment interest does not include any interest taken into account in
computing passive activity income or loss under §469. Nonpas-
sive income or gain under the nondepreciable property rule,"
the equity-financed lending rule,"** and the pass-through entity
royalty rule'™ is further treated as net investment income,*"’
which increases the amount of investment interest expense de-
ductible under §163(d). For further discussion, see 536 T.M.,
Interest Expense Deductions.

Section 163(d)(3)(A) provides that the term “investment
interest” expense means any interest allowable as a deduction
that is paid or accrued on indebtedness properly allocable to
property held for investment. Section 163(d)(5)(A)(ii) provides
that “property held for investment” includes any interest held
by a taxpayer in an activity involving the conduct of a trade or
business that is not a passive activity and with respect to which
the taxpayer does not materially participate. The two such types
of trade or business activities are oil and gas working inter-
ests,'* and an activity of trading personal property for the ac-
count of owners of interests in the activity."**

Long-term capital gain, such as gain from the sale of a
stock, bond, PTP interest, or oil and gas working interest, and
qualified dividend income are net investment income only to
the extent that the taxpayer elects to pay income tax on the
long-term capital gain or qualified dividend income at ordinary
income tax rates."*”

In Rev. Rul. 2008-12, PRS is a partnership that is engaged
solely in the trade or business of trading securities for its own
account and not for customers. LP is a noncorporate taxpayer
that owns an interest in PRS as a limited partner. LP does not
materially participate in the activity in which PRS is engaged.
PRS incurs indebtedness in its trade or business of trading secu-
rities. The ruling concluded that since LP’s share of PRS’s in-
terest expense is allocable to PRS’s trading activity, LP’s share
of PR’s interest expense is subject to the §163(d) investment in-
terest limitation. Given that the degree of participation by each
noncorporate partner could limit the deductibility of the allocat-
ed interest expense, PRS must separately state this expense.'*”'

4 8163(d)(1).

14 See TV.C.2., above.

1485 GSee IV.C.3., above.

1488 Seel1V.C.6., above.

“STReg. §1.469-2(f)(10).

1488 Gee TV.C.7., above.

“®Reg. §1.469-1T(e)(6) (discussed at IIL.A.2., above).

1408163(d)(4)(B)(iii), §1(h)(2). See Reg. §1.163(d)-1(a); PLR 200146018.

“I'Rev. Rul. 2008-38 held that LP’s share of the investment interest ex-
pense (after §163(d)(1) limitation) is an above-the-line deduction against LP’s
adjusted gross income, because it is attributable to a trade or business, and
therefore is not a §63(d) itemized deduction. Announcement 2008-65 con-
firmed that the investment interest expense (after §163(d) limitation) is proper-
ly reported on Schedule E, as a separate line of “investment interest” followed
by the name of the trading partnership. See also III.A.2., above.
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D. Interest Capitalization (§263A), Business Interest
Deduction Limitation (§163(j)), At-Risk Rules (§465),
Excess Business Loss Rules (§461(1))

The TCJA enacted a revised §163(j) limitation on a tax-
payer’s deduction of net business interest expense in a current
year, generally limited to the sum of 30% of the taxpayer’s
adjusted taxable income (ATI), 100% of the taxpayer’s busi-
ness interest income, and any floor plan financing interest.'*”
ATI is generally the taxpayer’s tentative taxable income com-
puted without regard to nonbusiness items, any §172 net op-
erating loss deduction, any business interest expense or busi-
ness interest income, any §199A pass-through business income
deduction, and for tax years beginning after 2017 and before
2022, and after 2024, any deductions for depreciation, amorti-
zation, or depletion."*” For taxable years beginning after 2025,
ATl is also calculated without regard to CFC inclusions.'*”* The
§163(j) limitation generally applies at the partnership level for
partnership interest expense, ™ and at the S corporation level
for S corporation interest expense.'***

The business interest deduction limitation applies after the
application of provisions that subject interest expense to dis-
allowance, deferral, capitalization, (but for years beginning af-
ter 2025, see the discussion of interest capitalization in the
following paragraph) or other limitation'*”” such as §163(e)(5)
(deferral of original issue discount for debt held by related
foreign person), §163(e)(5) (deferral or disallowance of origi-
nal issue discount on certain corporate high yield obligations),
§163(f) (disallowance of interest deduction for certain debts not
in registered form), §264(a) (debt to acquire certain types of
life insurance, endowment, or annuity contracts), §163(1) (dis-
allowance of interest deduction for certain corporate debt in-
struments payable in kind), §163(m) (disallowance of interest
deduction for nondisclosed reportable transactions), §265 (dis-
allowance of interest expense relating to tax-exempt income),

28163(j)(1). §163(j)(12), as redesignated by the One Big Beautiful Bill
Act (OBBBA), Pub. L. No. 119-21, §70341, (July 4, 2025). Likewise, under
former §163(j)(10) taxpayers were limited to 30% of ATI for tax years begin-
ning in 2019 and 2020 (for partnerships only in 2020), and permitted to elect
2019 ATI for tax years beginning in 2020. A taxpayer could also elect to use
its 2019 adjusted taxable income in 2020.

19 8163(j)(8). As enacted by the TCJA in 2017, §163(j)(8) excluded de-
preciation, amortization, or depletion deductions from the computation of ATI,
but included a built-in provision which reversed the exclusion (thus, depreci-
ation, amortization, and depletion deductions were included in the ATI com-
putation) for taxable years beginning after 2022. Section §163()(8)(A)(v), as
amended by the OBBBA, Pub. L. No. 119-21, §70303(a), permanently reinstat-
ed the exclusion of depreciation, amortization or depletion deductions, effec-
tive for taxable years beginning after 2024. See also Reg. §1.163(j)-1(b)(1) for
an expanded definition of ATI that is adjusted for capital loss carryovers, de-
preciation recapture, and depreciation or amortization capitalized under §263A.
Note: The regulations have not been amended for changes made by the OBB-
BA.

9§163(j)(8)(A)(vi), added by the OBBBA, Pub. L. No. 119-21, §70342,
(excluding from the computation of ATI: (i) amounts included in gross income
under §951(a) (subpart F income), §951A(a) (net tested CFC income (NCTI;
formerly known as GILTI)), and any associated gross-up under §78, and (ii) the
portion of the deductions allowed by reason of those inclusions under §245A(a)
(certain foreign-sourced dividends) and §250(a)(1)(B), effective for taxable
years beginning after 2025).

" 8163G)(4).

°§163G)(4)(D).

“Reg. §1.163())-3(b)(2); §1.163(j)-3(b)(3).
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§267(a)(2) (matching of interest income and deduction for re-
lated parties), §267(a)(3) (matching of interest deduction and
income for foreign lenders), §263A (uniform capitalization
rules for interest), §267A (hybrid transactions and hybrid enti-
ties), §279 (disallowance of certain interest deductions on debt
incurred by corporation to acquire stock or assets of another
corporation), §1277 (deferral of interest deduction allocable to
accrued market discount), and §1282 (deferral of interest de-
duction allocable to short-term debt obligation)."**

However, for taxable years beginning after 2025, calcu-
lation of the business interest deduction limitation is required
before applying any provisions that require interest to be cap-
italized (other than interest capitalized under §263(g) (interest
allocable to personal property that is part of a straddle) or
§263A(f) (interest allocated to property produced by the tax-
payer)."*” The §163(j) limitation is first applied to the aggregate
amount of capitalized interest, and second, to the aggregate
amount of interest to be deducted.”® Thus, the §163(j) limita-
tion offsets amounts that would otherwise be capitalized under
§263A, and only the excess (if any) is deductible. No portion
of any disallowed interest carried forward under §163()(2) (in-
cluding any interest capitalization provision that previously ap-
plied to such portion) shall be treated as interest to which an
interest capitalization provision applies."™”'

The §163(j) business interest deduction limitation applies
before the application of §461(1)"*” (excess business loss limita-
tion for a noncorporate taxpayer in tax years after 2020), §465
(at-risk rules), and the §469 passive loss rules.”” Section 465
applies before the §469 passive loss rules,”™ whereas §461(1)
applies after the passive loss rules.”” The basis adjustment
rules for partners (§704(d)) or S corporation shareholders
(§1366(d)) apply before §469 passive loss rules,”” before the
§465 at-risk rules,”” and after the §163(j) business interest de-
duction limitation."””

Based on the transitive property of deduction limitations,
the order of their application is generally:

(1) interest disallowance, deferral, or other limitations;
(2) §163(j) business interest deduction limitation;
(3) §263A capitalization;

“BReg. §1.163(j)-3(b)(2); §1.163(j)-3(b)(3). See also Reg. §1.163(j)-3(c)
(7) Ex. 7, H. R. Rep. No. 115-466, at 387 (2017).

1998163(j)(10)(A), added by Pub. L. No. 119-21, §70341(a). See also
§163()(5), as amended by Pub. L. No. 119-21, §70341(b), (excluding interest
which is capitalized under §263(g) or §263A(f) from the definition of business
interest), effective for taxable years beginning after 2025.

5% 8163(j)(10)(B), added by Pub. L. No. 119-21, §70341(a).

15018163(j)(10)(C), added by Pub. L. No. 119-21, §70341(a). An “interest
capitalization provision” is defined as any provision under which interest is re-
quired to be charged to a capital account, or may be deducted or charged to a
capital account. §163(j)(10)(D), added by Pub. L. No. 119-21, §70341(a).

1%28461(1)(1)(B), as amended by the One Big Beautiful Bill Act (OBB-
BA), Pub. L. No. 119-21, §70601, making the limitation permanent, effective
for taxable years beginning after December 31, 2026.

"% Reg. §1.163(j)-3(b)(4). However, in determining tentative taxable in-
come for purposes of computing ATI, §461(1), §465, and §469 are taken into
account. Id.

"% Reg. §1.469-2T(d)(6)().

15058461(1)(6).

PReg. §1.469-2T(d)(6)().

PReg. §1.469-2T(d)(6)(iv).

P%Reg. §1.163(j)-6(h).
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(4) basis limitation under §704(d) for partners or §1366(d)
for S corporation shareholders;

(5) §465 at-risk limitation;
(6) §469 passive loss limitation; and

(7) §461(1) excess business loss limitation.

Example 1 — Post-OBBBA: In 2026, Taxpayer T has: (i)
a §163(j) business interest deduction limitation of $100x;
(ii) $70x of interest expense, and (iii) $50x of capitalized
interest. The limitation under §163(j) applies to T for 2026
because total capitalized interest and interest expense ex-
ceed $100x. Applying §163(j) to both interest expense and
capitalized interest, the statute’s limitation first applies to
disallow the taxpayer’s deduction for interest expense and
then applies to reduce capitalization of interest. Thus, T’s
deduction from interest expense is reduced from $70x to
$50x, and T’s capitalized interest remains at $50x."”

Example 2 — Pre-OBBBA: Taxpayer T is engaged in a
rental activity that is a passive activity and is a trade or
business for §163(j) purposes. T receives $200 of rental
income and incurs $300 of rental expenses, consisting of
$150 interest expense, $60 maintenance expenses, and $90
depreciation expense. T’s adjusted taxable income (ATI)
is $400. T’s §163(j) business interest deduction limita-
tion is $120 (30% of $400 ATI), which disallows $30 of
its $150 interest expense. The $30 disallowed interest ex-
pense is carried forward as a disallowed business inter-
est expense carryforward. T has a $70 passive loss from
the rental activity, equal to $200 rental income reduced
by $120 of allowed interest expense, $60 maintenance ex-
pense, and $90 depreciation expense. The $30 disallowed
business interest expense carryforward is not a deduction
under the passive loss rules for the tax year, but it may re-
duce passive income (or increase a passive loss) in a later
tax year when allowed under §163(j)."”"

Example 3 — Pre-OBBBA: Taxpayer T has $1,000 of ATI
from a passive activity and $1,000 of business interest ex-
pense, of which $900 (90%) is allocable to a passive ac-
tivity and $100 (10%) is allocable to a nonpassive activ-
ity. T’s §163(j) business interest deduction limitation is
$300 (30% of $1,000 ATI), which disallows $700 of T’s
$1,000 business interest expense. The $300 of allowed in-
terest expense is allocated proportionately as $270 (90%)
to a passive activity and $30 (10%) to a nonpassive activi-
ty. The $30 disallowed business interest expense carryfor-
ward is not a deduction under the passive loss rules in the
tax year.”"

Any §163(j) business interest expense carryforward re-
tains its character as either passive or nonpassive in the hands

%% See Samuel Pollack, The OBBBA Changes the Capitalized Interest
Rules Under §163(j), TM1J (July 18, 2025).

1510 §ee Reg. §1.163(j)-3(c)(3) Ex. 3. The example assumes that the rental
activity is a trade or business.

B! See Reg. §1.163(j)-3(c)(4) Ex. 4.
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of the taxpayer when the carryforward is allowed under
§163(j), such as in the hands of the partner in a partnership (or
the shareholder in an S corporation) that is allocated the busi-
ness interest expense.”"”

Although the §465 at-risk limitation, the §469 passive loss
limitation, and the §461(1) excess business loss limitation apply
after §163(j) in computing a taxpayer’s allowable business in-
terest deductions, the calculation of ATI for §163(j) purposes is
done after taking into account §465, the passive loss limitation,
and §461(1).""

Example: Taxpayer T has $500 of passive income, $400
of business interest expense, and $600 of noninterest busi-
ness expense with respect to a passive activity. In deter-
mining T’s tentative taxable income for purposes of com-
puting ATI, §469 is taken into account, and interest ex-
pense is not subject to any §163(j) limitation.”"* Since T
has only $500 of passive income, T is allowed only $500
of deductions in computing ATI with respect to the passive
activity, due to the passive loss rules. The $500 of deduc-
tions is allocated pro rata between the types of expenses, as
$200 of disallowed business interest expense and $300 of
disallowed noninterest business expense. T’s ATI is $200,
equal to $500 passive income minus $200 allowed nonin-
terest business expense. In computing T’s taxable income
(instead of ATI), T can deduct $60 of business interest ex-
pense under §163(j) (equal to 30% of its $200 ATI) and
have a $340 business interest expense carryforward. T has
a net loss of $160 (equal to $500 passive income minus
$600 nonbusiness deductions and minus $60 allowed busi-
ness interest expense), which becomes a $160 passive loss
carryover to the next year.”"

In the next year, T has $500 of passive income, $100 of
business interest expense, and zero other business expenses.
Since T has $500 of passive income, T is allowed the $160 pas-
sive loss carryover in computing ATI under the passive loss
rules, which results in $340 of ATIL In computing T’s taxable
income, T can deduct $102 of business interest expense (equal
to 30% of its $340 ATI), which uses its $100 of business inter-
est expense and $2 of its $340 business interest expense carry-
forward. T has $238 of net income, equal to $500 passive in-
come minus $102 allowed business expense and minus $160
passive loss carryover).”'

Practice Point: The §163(j) regulations do not explain how
to calculate a partnership’s ATI in connection with the passive
loss rules, especially if some partners materially participate in
the partnership’s activities and other partners do not. It is pos-
sible that the passive loss rules do not apply to a partnership’s
ATI at all, because the partnership itself is normally never sub-
ject to the passive loss rules. Another possibility is that a part-
nership’s ATI is determined based solely on the material partic-
ipation of its direct partners (to the extent that any of them are

PReg. §1.163(j)-6(c)(4), §1.163()-6(1)(2).

PP Reg. §1.163(j)-3(b)(4).

PReg. §1.163(j)-1(b)(43).

PReg. §1.163(j)-3(c)(5) Ex. 5. The $160 passive loss carryover is allocat-
ed between T’s two types of deductions, as $14.55 of business interest expense
and $145.45 of noninterest business expense.

11 See Reg. §1.163(j)-3(c)(6) Ex. 6.

A-124 07/01/2026

© 2026 Bloomberg Industry Group, Inc., Arlington, VA
ISBN 978-1-63359-348-0

individuals or other taxpayers subject to the passive loss rules,)
without regard to the material participation of indirect partners,
similar to how §163(j) and §163(d) are applied to a trading part-
nership only by taking into account the material participation of
the partnership’s direct individual partners, and without regard
to any material participation of the partnership’s indirect part-
ners, as described in III.A.2., above.

For further discussion about the §163(j) business interest
deduction limitation, see 536 T.M., Interest Expense Deduc-
tions, at V.E.

Where deductions in any amount are disallowed under the
at-risk rules, a ratable portion of each deduction from the ac-
tivity (as defined for at-risk purposes) is disallowed.”" For ex-
ample, assume that an at-risk activity gives rise to two depre-
ciation deductions in the amounts of $2,000 and $3,000, re-
spectively (for a total of $5,000). Assume further that deduc-
tions in the amount of $4,000 are disallowed under the at-risk
rules from that at-risk activity. Four-fifths of the overall deduc-
tions, and thus four-fifths of each deduction, is disallowed: i.e.,
$1,600 with respect to the first deduction, and $2,400 with re-
spect to the second deduction. In the tax year when a deduc-
tion (or portion thereof) is allowed under the at-risk rules, it be-
comes subject to the passive loss rules if derived from a passive
activity. The character of the activity is determined as of that
tax year."”"

Similarly, where deductions in any amount are disallowed
under the basis limitation rules for partners under §704(d) or S
corporation shareholders under §1366(d), a ratable portion of
each deduction from the partnership or S corporation (as the
case may be) is disallowed."”" For example, a partnership’s ac-
tivities give rise to two deductions, and the amounts of these
deductions allocable to the taxpayer/partner are $4,000 and
$6,000, respectively (for a total of $10,000). Deductions of
$9,000 from the partnership are disallowed under §704(d).
Nine-tenths of the overall deductions, and thus nine-tenths of
each deduction, is disallowed: Le., $3,600 with respect to the
first deduction, and $5,400 with respect to the second deduc-
tion. In the tax year when a deduction (or portion thereof) is
allowed under §704(d) or §1366(d), such deduction becomes
subject to the passive loss rules if derived from a passive ac-
tivity. The character of the activity is determined as of that tax

On the interaction between the passive loss rules and
§704(d) (and presumably other limitations that apply before the
passive loss rules), the regulations’ preamble noted that:

[I]f a partner’s distributive share of a partnership de-
duction is disallowed under section 704(d) in 1987,
but is not disallowed under section 704(d) (or any
other provision other than section 469 or 1211) in
1988, the deduction is treated as arising in 1988. This
rule has two significant effects. First, a deduction is
not taken into account in computing the passive ac-
tivity loss and credit until the first tax year in which
the deduction is not disallowed by any applicable

P Reg. §1.469-2T(d)(6)(iii).
B Reg. §1.469-2(d)(8).
BYReg. §1.469-2T(d)(6)(ii).
"0 Reg. §1.469-2(d)(8).
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limitation other than those contained in sections 469
and 1211. Second, the determination of whether a
deduction from an activity is a passive activity de-
duction does not depend on the character of the ac-
tivity in tax years in which the deduction is disal-
lowed under limitations other than section 469. Thus,
in the example ... the determination of whether the
partner’s deduction is a passive activity deduction in
1988 depends solely on whether the activity in which
it arises is a passive activity of the partner in 1988."*'
Other provisions that apply either before or after the §469
passive loss limitation include:

1. The §470 limitation on deduction for property used by
tax-exempt entities applies before the §469 passive loss
limitation."*

2. The §461(j) limitation on excess farm losses of certain
taxpayers that receive farming subsidies applies before the
passive loss limitation,"” though §461(j) does not apply to
any taxpayer after 2017 and is replaced by the broader lim-
itation on excess business losses for non-corporate taxpay-
ers in §461(1).”*

3. Under pre-2018 law, former §163(j) limited a corpora-
tion’s interest expense deductions with certain related for-
eign persons or REITs. Section 465 and §469 applied be-
fore applying former §163(j),”” and there is no recompu-
tation of deductions under §469."%

4. Under §613A(c), independent producers and royalty
owners generally can use percentage depletion with regard
to oil and gas wells, but §613A(d) prevents the use of
such percentage depletion deductions to offset more than
65% of a taxpayer’s income with certain adjustments. The
passive loss regulations provide that the limitation under
§613A(d) applies after application of the passive loss
rules.””” Percentage depletion carryforwards are not sub-
ject to the passive loss rules."”

E. Use or Rental of Residence

Qualified residence interest, as defined in §163(h)(3) to
generally include debt incurred to acquire the taxpayer’s princi-
pal residence or a second residence, is excluded from the com-
putation of passive losses."”

2T D. 8175 (Preamble to Temporary Regulations), 53 Fed. Reg. 5686,
5691 (Feb. 25, 1988).

1928470(e)(3).

3 8461()(7).

19248461(1)(1)(A), as amended by the OBBBA, Pub. L. No. 119-21,
§70601(b), effective for taxable years beginning after December 31, 2026. For-
mer §461(1)(1)(A) was amended by Pub. L. No. 117-2, §9041(a) and Pub. L.
No. 117-169, §13903(b)(1), to suspend §461(j) for taxable years beginning in
2018 through 2028.

1525 Eormer §163(j) repealed by the TCJA, Pub. L. No. 115-97, §13301(a).

152 Former Prop. Reg. §1.163(j)-7(b). See generally N.Y. State Bar Ass’n,
Report on Proposed Regulations Under Section 163(j), Tax Report #701, at
35-7 (Oct. 23, 1991).

B Reg. §1.469-1(d)(2).

"% Reg. §1.469-2(d)(2)(ix).

19228469(j)(7); Reg. §1.163-8T(m)(3). See Reg. §1.163-10T(p) (defining
principal residence and second residence).
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In addition, all income, deduction, gain, or loss allocable
to the use of a dwelling unit subject to §280A(c)(5) is not taken
into account under the passive loss rules.”* In such cases, the
income, gain, or loss from such use of the dwelling unit is per
se nonpassive.'”'

Section 280A(c)(5) contains its own loss disallowance and
carryover rules.”” See generally 547 T.M., Home Office, Va-
cation Home and Home Rental Deductions. Although the loss-
es of the dwelling unit are nonpassive and therefore not subject
to the passive loss rules, the losses are subject to more re-
strictive deduction limitations under §280A(c)(5) that generally
prevent some or all of the losses from being used against other
income in the same tax year and subsequent tax years. The
2005 IRS Audit Guide provided for greater scrutiny of a real
estate professional’s rental properties that may be used as a res-
idence."™

Practice Point: Section 280A and §469 are mutually exclu-
sive in applying to an activity’s income or loss. If a taxpayer’s
dwelling unit is subject to §280A(c)(5), the passive loss rules
do not apply to the unit’s income or loss, even if the use gen-
erates net income and is not actually limited by the §280A(c)
(5) deduction limitations.”* The entire gain from the sale of
the dwelling unit is nonpassive income under §280A, including
any the appreciation that occurred before §280A applied to the
property.

Practice Point: Even if a dwelling unit’s rental income or
loss is subject to §280A(c)(5) instead of the passive loss rules,
the taxpayer’s participation with respect to the dwelling unit’s
rental activity may be relevant for purposes of the taxpayer’s
material participation in other activities or the taxpayer’s real
estate professional status.'

The rental use of a dwelling unit is generally subject to
§280A(c)(5) if the taxpayer uses the dwelling unit as a resi-
dence, which is defined as using the unit (or portion thereof)
for personal purposes for more than 14 days (or more than10%
of the number of days during the tax year that the unit is rented
at fair rental, if greater)."”* A day of fair rental does not include
a day that the unit is used for personal purposes."” Personal use

13308469(j)(10); Reg. §1.469-2(d)(2)(xii).

"1 Reg. §1.469-2(c)(7)(vii), §1.469-2(d)(2)(xii).

1332 See Prop. Reg. §1.280A-2(i).

5% See 2005 IRS Audit Guide at 7-5. (“Watch for Schedule E rentals with
the same or similar address as on the front of the return. Unusually low gross
receipts during peak rental periods may indicate rental at less than fair market
value or possible personal use. Property that has little or no advertising and was
unrented for many weeks during the year may indicate high personal use.”).

13 See H. Rep. 100-795, 100th Cong.2d Sess., at 33 (1988) (“The bill pro-
vides that income, deductions, gain or loss from rental use of a dwelling that the
taxpayer uses as a residence (or from certain other business uses of a dwelling),
for any tax year in which deductions from such use are limited to the amount
of income from such use under Code section §280A(c)(5), are not taken into
account in determining the taxpayer’s passive activity loss for the year. This
provision eliminates the partial overlap of the deduction limitations imposed
by section §280A(c)(5) and by the passive loss rules, principally in the circum-
stance of rental use of residences, and thus tends to simplify the application of
these rules.”); S. Rep. 100-445, 100th Cong.2d Sess. 34 (1988).

155 Gee, e.g., Simonelli v. Commissioner, T.C. Memo 2017-188, aff’d, 790
Fed. App’x 870 (9th Cir. 2020) (taxpayer could not prove real estate profes-
sional status based on activities with respect to a vacation home used for both
rental and personal purposes).

15368280A(d)(1); Prop. Reg. §1.280A-1(d)(1).

57 §280A(d)(1).
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of the unit by the taxpayer’s spouse, siblings, ancestors, or lin-
eal descendants is considered use for personal purposes,”* un-
less the unit is rented at a fair rental for use as a principal resi-
dence.””

The use of a dwelling unit as an office, storage facility,
or children’s day care facility can also be subject to §280A(c)
(5).1540

A dwelling unit includes a house, apartment, condomini-
um, mobile home, boat, or similar property, and all structures
or other property appurtenant to such dwelling unit (such as a
garage appurtenant to a house),”™' but it does not include that
portion of a unit which is used exclusively as a hotel, motel,
inn, or similar establishment.””” A portion of a unit is used ex-
clusively as a hotel, motel, inn, or similar establishment only if
(1) it is regularly available for occupancy by paying customers
and (ii) no owner uses or is deemed to have used it as a resi-
dence during the tax year, such as “a portion of a home used to
furnish lodging to tourists or to long-term boarders such as stu-
dents.”"*

Example: A taxpayer rents out a portion of his or her per-
sonal residence, such as a spare bedroom, on Airbnb, Vr-
bo, HomeAway, or a similar platform. If the portion of the
residence is used exclusively for such purposes, the por-
tion may not be considered part of the dwelling unit that is
subject to §280A(c)(5) because it is used exclusively as a
hotel or similar establishment, in which case the portion of
the residence is subject to the passive loss rules described
above. The Airbnb rental may be a trade or business activ-
ity for which the taxpayer materially participates and has
nonpassive income or nonpassive loss. But if the portion
of the residence used in the Airbnb activity is also used by
the taxpayer for personal purposes, §280A(c)(5) may ap-
ply to the Airbnb activity’s income or loss so that general-
ly any loss is disallowed and carried over under §280A(c)
(5) and any net income is nonpassive income.

F. Transferable Tax Credits

The Inflation Reduction Act of 2022"* added §6418 to the
Code, which allows the transfer of certain federal income tax
credits in tax years beginning after December 31, 2022. In gen-
eral, a taxpayer (the “transferor taxpayer””) may elect to trans-
fer some or all of its “eligible credit” to another taxpayer (the
“transferee taxpayer”) that is not related to the transferor tax-
payer. If the transfer occurs, the transferee taxpayer “shall be
treated as the taxpayer for purposes of this title with respect to
such credit (or such portion thereof).”"**

If the transferee taxpayer is an individual or other taxpayer
subject to §469, then the transferee taxpayer’s use of the trans-

153 8280A(d)(2)(A); Prop. Reg. §1.280A-1(e)(1).

1539 8280A(d)(3)(A).

1340 See §280A(c)(5) (cross reference to §280A(c)(1), §280A(c)(2), and
§280A(c)(4)); Prop. Reg. §1.280A-2(b), §1.280A-2(c), §1.280A-2(d),
§1.280A-2(e), §1.280A-2(f).

141 8280A(f)(1)(A); Prop. Reg. §1.280A-1(c)(1).

1342 8280A(f)(1)(B).

S Prop. Reg. §1.280A-1(c)(2).

1% Ppyb. L. No. 117-169.

1586418(a).
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ferred credit is subject to §469 under §6418 regulations.”** The
regulations apply to tax years ending on or after April 30, 2024,
but taxpayers may elect to apply all of the §6418 regulations to
earlier tax years in their entirety and in a consistent manner.""
Under the regulations, the transferee taxpayer is treated as if it
generated the transferred credit in connection with the conduct
of a trade or business,”* which may result in the transferred
credit being a passive credit if the transferee taxpayer does not
materially participate in the trade or business. The transferee
taxpayer is not treated as owning an interest in the trade or busi-
ness (which is required for material participation) by virtue of
having the transferred credit, unless the transferee taxpayer ac-
tually owns an interest in the transferor taxpayer’s trade or busi-
ness that generated the credit at the time it was generated."”

The transferor taxpayer is not subject to any limitations
under §469 for the transferred credit.” In contrast, the trans-
feror taxpayer is subject to the §49 at risk rules for the trans-
ferred credit.”””'

Example: An individual generates $100 of credits from an
activity in which the individual does not materially partic-
ipate. The transferor individual sells the credits to a trans-
feree individual for $90 cash. The transferor individual
has $90 of tax-free income. If the transferee individual
does not materially participate in the activity, then the pur-
chased credits may offset up to $100 of the transferee in-
dividual’s tax liability imposed on other passive income.
Any unused credits are carried forward under the passive
credit carryover rules. If the transferee individual materi-
ally participates in the activity in the year that the credit
was generated by the transferor individual, such as if the
transferee is an employee and also an owner of the activ-
ity, then the transferee individual may use the purchased
credits against any $100 of tax liability.

Practice Point: Employees of a credit-generating activity
may be interested in purchasing credits to offset their own tax
liabilities. If they spend enough hours to otherwise materially
participate in the credit-generating activity, they may acquire a
small interest in the activity in order to materially participate in
the activity and cause the credits to be nonpassive credits. Al-
ternatively, they may invest in the activity through a tax credit
partnership, which automatically provides them with an inter-
est in the activity.

Note: The original proposed regulations under §6418 pro-
vided that (i) the transferee taxpayer is not considered to own
an interest in the transferor taxpayer’s trade or business at the
time the work is done, as required for material participation
and (ii) the transferee taxpayer cannot change its participation
in the transferor taxpayer’s trade or business by using any of
the grouping rules in Reg. §1.469-4(c).” In response to com-

"% Reg. §1.6418-2(H(3)().

""Reg. §1.6418-2(g).

8 Reg. §1.6418-2(H)(3)(ii).

" Reg. §1.6418-2(H)(3)(ii).

"Reg. §1.6418-2(d)(1).

""'Reg. §1.6418-2(d)(2).

"2Prop. Reg. §1.6418-2(H)(3)(ii). REG-10610-23, 88 Fed. Reg. 40,496
(June 21, 2023).
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ments,”” the final regulations removed the anti-grouping rule

and acknowledged that some transferee taxpayers may already
own an interest in the trade or business that generated the cred-
its.

Note: The full gamut of §469 rules apply to the transferee
taxpayer’s transferred credit. For example, a transferee taxpay-
er that is a CHC may use the transferred credit against corpo-
rate tax liability from active income.

The transferor taxpayer’s payment received from the
transferee taxpayer is not included in the transferor taxpayer’s
gross income and is not deductible by the transferee taxpay-
er.” If the transferor taxpayer is a partnership or an S corpora-
tion, the payment is treated as tax-exempt income for purpos-
es of §705 and §1366."” Furthermore, for a transferor taxpayer
that is a partnership or an S corporation, the payment is treated
as arising from an investment activity and not from a trade or
business for purposes of §469(c)(1)(A).”*® The payment there-
fore does not increase the passive income of the transferor part-
nership’s partners or transferor S corporation’s shareholders.

The transferee taxpayer does not have gross income from
buying the transferred credits at a discount.”””’

A transferee taxpayer may be a partnership or an S cor-
poration, in which case it allocates the transferred credit to its
partners or shareholders.” Any passive loss limitation on the
transferred credit would apply at the partner or shareholder lev-
el.

Transferable credits include the §30C alternative fuel re-
fueling property credit (for depreciable property, i.e., not a per-
sonal home electric vehicle charger), the §45 renewable elec-

1553 See e.g., N.Y. State Bar Ass’n Tax Section, Report No. 1475 — Report
on the Transferability of Energy Tax Credits Under Section 6418 (March 28,
2023).

386418(b)(2).

S Reg. §1.6418-3(a)(2).

"Reg. §1.6418-3(a)(5).

Reg. §1.6418-2(f)(2) (“For example, a transferee taxpayer who paid
$9X for $10X of a specified credit portion that the transferee taxpayer then
claims on its return does not result in the $1X difference being included in the
gross income of the transferee taxpayer.”).

PB¥Reg. §1.6418-3(b)(4), §1.6418-3(c)(2).
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tricity production credit, the §48 energy credit, the §45Q car-
bon oxide sequestration credit, the §45U nuclear power pro-
duction credit, the §45V clean hydrogen production credit,
the §45X advanced manufacturing production credit, the §45Y
technology-neutral clean electricity production credit, the §45Z
clean fuel production credit, the §48C qualifying advanced en-
ergy project credit, the §48E technology-neutral clean electric-
ity investment credit, and the §40A(b)(4) small agri-biodiesel
producer biodiesel fuels credit (for fuel sold or used after June
30, 2025)."*

A taxpayer may also elect direct pay under §6417 for the
§45V clean hydrogen production credit, the §45Q carbon ox-
ide sequestration credit, §45X advanced manufacturing pro-
duction credit for tax years beginning in 2032 or earlier.”* Di-
rect pay effectively causes the credit to be fully refundable to
the electing taxpayer. The electing taxpayer may be a taxable
entity, partnership, or S corporation.” If the electing taxpayer
is a partnership or an S corporation, the direct credit payment
is treated as tax-exempt income for purposes of §705 and
§1366,"°" and the payment is treated as arising from an invest-
ment activity and not from a trade or business for purposes of
§469(c)(1)(A).”” The payment therefore does not increase the
passive income of the transferor partnership’s partners or trans-
feror S corporation’s shareholders.

Practice Point: The §469 passive loss rules apply to a
transferee taxpayer that acquires the §45V clean hydrogen pro-
duction credit, the §45Q carbon oxide sequestration credit, or
§45X advanced manufacturing production credit, but the pas-
sive loss rules do not apply if the transferor taxpayer instead
elects direct pay under §6417 for the three credits. Depending
on the transferable credits market, it may be preferable to elect
direct pay for the three credits instead of transferring them,
even if a transfer would result in more immediate cash payment
and not require waiting until the filing of the year’s tax return.
Direct pay may also have certain other limitations.

15986418(f)(1)(A).
13086417(d)(1)(E)(ii).

S'Reg. §1.6417-3. §1.6417-4.
2Reg. §1.6417-4(c)(1).
PSReg. §1.6417-4(c)(3).
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