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INTRODUCTION

The Market Segment Specialization Program (MSSP) guide on passive activity losses
has been revised to reflect changes to section 469 of the Code and Treasury Regulations
through June of 1995. The guide was developed to provide revenue agents and tax
auditors with specific tools to examine issues relating to both income and losses. The
guide provides specific guidance on potential audit issues, suggestions for issue
identification, and lead sheets which can be used by the agent or auditor for assistance in
examining a given issue. Additionaly, it includes guidance on preparation of Form 8582,
Passive Activity Loss Limitations, as well as highlighting common errors.

The following page entitled "What's New" summarizes new information provided in this
revision to the Passive Activity Loss Guide. While most chapters have been enhanced,
including discussion of the new relief provisions for so-called rea estate professionas
and the final activity regulations, some information on the temporary activity regulations
has been deleted as the statute of limitations on most returns to which these regulations
applied has expired. Should the examiner need information relating to the temporary
activity regulations, he or she can refer to the training guide 3149-115 printed March
1994.

Audit lead sheets covering many of the common passive activity |oss issues are contained
in the exhibits along with other job aids. Examiners are reminded that the lead sheets are
provided to assist the examiner and are not all encompassing. IRC section 469 and the
related regulations may have to be researched. A summary of the exhibits can be located
in the beginning of the guide just before Chapter 1. A summary of court cases and
revenue rulings can be located in Exhibit 1-9.

The examples and the citations in this guide are based upon 1994 law. While some of
the provisions of IRC section 469 are explained, the primary focus of this module is not
an in-depth explanation of the law, but rather a guide to current audit issues. The reader
should be aware that regulations have not yet been issued on dispositions and trusts.

Since not many audit issues have been noted relative to passive activity credits, this
guide does not address the rules relating to them. However, should current tax law
change to allow an investment tax credit, passive activity credits could become a
significant issue.

This material can be used either in a classroom setting or as a self-study guide. Each
lesson is designed to be self-contained. However, in most instances, Chapter 1,
Overview, should be reviewed as the concepts are intrinsic to an understanding of
subsequent lessons.
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WHAT'SNEW?

Significant portions of the Passive Activity Loss Guide have been revised and enhanced
to reflect recent law changes, court cases, evolving issues, and additional audit
techniques. The following are some of the new items which an examiner might want to
review:

Chapter 1

Exhibit 1-7 Report Writing Aid
Exhibit 1-8 Helpful Hints for Form 8582
Exhibit 1-9 Summary of Court Cases and Rulings

Chapter 2

Real Estate Professional's (New section 469(c)(7))
Self-Rented Property (Now includes rentals to C-Corporations)
Exhibit 2-4 Lead Sheet-Real Estate Professionals
Exhibit 2-5 Lead Sheet-Recharacterization of Income

Chapter 3

Significant Participation Activities and Exhibits
Former Passive Activities (Passiveto Nonpassive)
Discussion of Toups, Goshorn and Seits Court Cases
Addresses Materia Participation and Income I ssues
Retired Farmer Exception

Exhibit 3-7 Records

Chapter 4

Application of Recharacterization of Income to C-Corporations
Expanded Discussion of Dispositions

Exhibit 4-8 Lead Sheet-Income Issues on Disposition

Exhibit 4-9 Lead Sheet-Dispositions Triggering Passive L osses

Chapter 5

Limited Liability Companies

Consolidated Corporations

Change in Corporate Status

Exhibit 5-3 Lead Sheet-Self-Charged Interest
Exhibit 5-5 TEFRA Check sheet

Chapter 6
Discussion of IRC Section 469(j)(7) Interest
Rehabilitation Credit

Exhibit 6-2 Lead Sheet-Partnership Basis
Exhibit 6-5 Lead Sheet-Interest on Rental Property (IRC section 469()(7))
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Chapter 7

Discussion of Final Activity Regulations
Exhibit 7-5 Lead Sheet-Fina Activity Regulations
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SUMMARY OF EXHIBITS

Chapter 1 - Overview of Law and Form 8582

1-1 Form 8582, Worksheets and Instructions
1-2 K-1with Notes

1-3 Modified AGI

1-4 Lead Sheet - Form 8582 Issues

1-5 Generd IDR

1-6 Classification Summary

1-7 Report Writing Aid

1-8 Helpful Hints for Form 8582

1-9 Summary of Court Cases and Rulings

Chapter 2 - Rental Issues

2-1 Lead Sheet - Equipment Rental

2-2 Lead Sheet - Active Participation

2-3 Lead sheet - Vacation Rentals

2-4 Lead sheet - Real Estate Professionals

2-5 Lead Sheet - Recharacterization of Income

Chapter 3 - Material Participation

3-1 Materia Participation Interview Questions
3-2 Lead Sheet - Materia Participation

3-3 Significant Participation Issues

3-4 IDR - Materia Participation Verification
3-5 Materia Participation Flowchart

3-6 Significant Participation Flowchart

3-7 Records

Chapter 4 - Income | ssues

4-1 Lead Sheet - Passive Income Issues

4-2 Non-Depreciable Property Computation
4-3 Self-Rented Property Computation

4-4 Disposition Computation

4-5 Installment Sale Computation

4-6 Substantially Appreciated Property

4-7 Deder Rules

4-8 Lead Sheet - Income Issues on Disposition
4-9 Lead Sheet - Dispositions Triggering PALsS
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Chapter 5 - Entity Issues

5-1 Partnership and Passive Activity Issues

5-2 S-Corporations and Passive Activity Issues
5-3 Lead Sheet- Self-Charged Interest

5-4 Sdf-Charged Interest Flowchart

5-5 TEFRA Check sheet

Chapter 6 - Interaction with Other Code Sections

6-1 Partner's Basis

6-2 Shareholder's Basis

6-3 Lead Sheet - Investment Interest Expense
6-4 Interest on Rental Property (469(j)(7))

Chapter 7 - Activity Rules

7-1 Proposed/Temp. Treas. Regulations

7-2 Identifying Activities Before 5/11/92

7-3 Flowchart - Aggregating Business Undertakings
7-4 Identifying Activities After 5/10/92

7-5 Lead Sheet - Activities After 5/10/92



Chapter 1

AN OVERVI EW OF THE LAW AND FORM 8582

| NTRODUCT| ON

Prior to 1986, a taxpayer could generally deduct |osses
in full fromrental activities and trades or businesses
regardl ess of his or her participation. This gave rise
to significant nunbers of tax shelters, many of them
abusi ve, which all owed taxpayers to deduct noneconom c
| osses agai nst wages and investnent incone, thereby
reduci ng or elimnating any tax.

The Tax Reform Act of 1986 (TRA '86) added I RC section
469 which limts the taxpayer's ability to deduct
| osses from busi nesses in which he or she does not
materially participate and fromrental activities.

As a general rule, the passive activity loss rules are
applied at the individual level. Al though IRC section
469 was enacted to di scourage abusive tax shelters, its
i npact extends far beyond shelters to virtually every
busi ness or rental activity whether reported on
Schedules C, F, or E, as well as to flow through incone
and | osses from partnerships, S Corporations, and
trusts. Cenerally, the | aw does not apply to regul ar
C-Cor porations although it does have limted
application to closely held corporations.

Ef fective beginning in 1994, a relief provision, IRC
section 469(c)(7), relating to rental real estate, was
enacted for taxpayers who spend nost of their tinme in
real property trades or businesses. This new provision
will allow certain taxpayers to deduct current | osses
fromrental real estate activities in full wthout any
passive loss limtation. The rules and potential audit
i ssues are discussed in Chapter 2.

The followng is a brief overview of the passive
activity loss rules. If an issue arises in any area,
see the cross referenced chapter for an in-depth

di scussi on.

1-1



TWO TYPES OF PASSI VE ACTI VI TIES

In general, after 1986, |osses generated by passive
activities can only be used to offset income generated
by ot her passive activities. Stated differently, a

t axpayer cannot deduct | osses from business activities
in which he or she does not materially participate nor
rentals unl ess he or she reports passive incone on the
tax return against which to offset the | osses.

Losses from passive activities cannot offset nonpassive
i ncome such as wages, salaries, portfolio, or invest-
ment incone (except upon disposition of a taxpayer's
entire interest in a passive activity, as explained in
Chapter 4). Simlarly, passive |osses cannot offset
nonpassi ve inconme from sol e proprietorships, farns,
partnerships, or S-Corporations in which the taxpayer
materially participates. "Passive incone" is incone
generated by a passive activity in the ordinary course
of business, but it is never portfolio or investnent

i ncone, typically reported on Schedules B or D. There
are two kinds of passive activities:

1. Rental s, including both equi pnent and rental real
estate, regardless of the |level of participation,
(but see IRC section 469(c)(7)) and

2. Busi nesses in which the taxpayer does not
materially participate on a regular, continuous,
and substantial basis. Thus inconme and | osses on a
tax return are divided into two categories:

a. Passive: Rentals and busi nesses w thout
material participation. Alimted partner is
general ly passive due to nore restrictive tests
for material participation (Treas. Reg. section
1.469-5T). As aresult, limted partners wll
general ly have passive incone or |osses from
the partnership. See Chapter 5.

b. Nonpassive: Businesses in which the taxpayer
materially participates. Al so, salaries,
guar ant eed paynents, 1099 conm ssion i ncone and
portfolio or investnent inconme are deened to be
nonpassive. Portfolio inconme includes interest
i ncone, dividends, royalties, gains and | osses
on stocks, pensions, lottery w nnings, and any
ot her property held for investnent.
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| ncone and | osses fromthe follow ng activities would
general |y be passi ve:

1

2.

Equi prent | easi ng

Rental real estate (except as provided in IRC
section 469(c) (7))

Sol e proprietorship or farmin which the taxpayer
does not materially participate

Limted partnerships with sone exceptions
Part nershi ps, S-Corporations, and limted liability

conpani es in which the taxpayer does not materially
partici pate.

| ncone and | osses fromthe follow ng activities would
general |y be nonpassi ve:

1

2.

o ok ow

Sal ari es, wages, and 1099 conm ssion inconme
Guar ant eed paynents

I nterest and di vi dends

St ocks and bonds

Sal e of undevel oped | and or other investnent
property

Royalties derived in the ordinary course of
busi ness

Sol e proprietorship or farmin which the taxpayer
materially participates

Part nershi ps, S-Corporations, and limted liability
conpanies in which the taxpayer materially
partici pates.

Trusts in which the fiduciary materially
partici pates.

ACTIVITY RULES

The termactivity under | RC section 469 does not
necessarily nmean a single business or separate entity
owned by the taxpayer. GCenerally, a taxpayer can treat
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several businesses as one activity if they form an
appropriate economc unit. For exanple, to neet the
500 hour test for material participation, a taxpayer

m ght want to group as one activity a Schedule C
restaurant together with another restaurant activity
whi ch he or she owns via a 75-percent partnership
interest. Because material participation is determ ned
for each activity, the way the taxpayer's business and
rental operations are conbined or divided into
"activities" is very inportant. Chapter 7 provides an
i n-depth di scussion of the regulations relating to
activities.

The tenporary activity regul ations, effective for tax
years endi ng after August 9, 1989, and before May 11,
1992, were long and conplex. The final activity
regul ations issued in 1994 (which can be applied back
to the 1992 tax year) are nuch shorter and easier,
applying a liberal "facts and circunstances" approach
to the definition of an activity. Businesses formng
an appropriate economc unit may be grouped into one
activity based on the following five criteria:

1. Simlarities/differences in types of activities
2. Extent of common contro

3. Extent of conmon ownership

4. Geographic location of the activities

5. | nt er dependence between activities.

It is not necessary to have all five factors to be
treated as a single activity. However, a rental
activity may not be grouped with a trade or business
unless it is insubstantial OR the taxpayer has the sane
ownership percentage in both the rental and business
activities, AND the rental property is used in the
trade or business. Activity issues are nost often seen
on the returns of high incone taxpayers with nultiple
busi ness enterpri ses.

EXCEPTI ONS TO THE LGSS DI SALLOMNCE RULE

In sinple terns, | RC section 469 contains only one
general rule: passive activity |osses can offset only
passive activity inconme. Stated differently, |osses
from passive activities cannot be deducted agai nst
wages, interest, dividends, and other portfolio incone.
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There are three exceptions to the |oss disallowance
rul e:

1. Rental real estate |osses up to $25,000 may be
deducted in full by anyone whose nodified adjusted
gross inconme is |ess than $100, 000 (ignoring any
passi ve | osses, |RA deduction, taxable social
security and self-enploynent tax). To qualify for
t he $25, 000 of fset agai nst wages and portfolio
i ncone, the taxpayer must actively participate
(maki ng managenent decisions), own at |east 10
percent and not be a limted partner. The $25, 000
exception is phased out at the rate of 50 cents for
every dollar of nodified adjusted gross incone over
$100, 000. Thus, when the taxpayer's nodified
adj usted gross inconme exceeds $150, 000, the $25, 000
offset is not allowed. See |IRC section 469(1).
Beginning in 1994, qualifying real estate
prof essionals may be able to deduct all current
rental real estate |osses. See Chapter 2.

2. Phase-in all owances for passive activities acquired
prior to October 23, 1986, were allowed as foll ows:
1987 - 65 percent; 1988 - 40 percent; 1989 - 20
percent; and 1990 - 10 percent. Wile these
phase-in all owances conceptually were sinple, in
practice they added enornous conplexity to Form
8582 and confusion for exam ners attenpting to
apply IRC section 469. The practical application
of the passive activity rules, including the
preparation of Form 8582, is significantly easier
beginning with the 1991 tax year. See |IRC section
469(m .

3. Di sal | owed passive activity | osses can be carried
forward indefinitely until there is passive incone
or an entire disposition which is fully taxable.
The net gain on a sale of a passive activity is
deened to be passive incone which can be offset by
ot her passive activity | osses.

PARTI Cl PATI ON RULES

There are two different and distinct types of
participation: Material Participation and Active
Participation. It is inportant to distinguish between
t hem



Material Participation

This concept generally applies to business activities.

| RC section 469(h)(1) states that if the taxpayer works
on a regular, continuous, and substantial basis (in
other words, materially participates) in an activity,
his or her |osses are deened to be nonpassive and are
deductible in full w thout applying any of the
limtations of IRC section 469. Tenp. Treas. Reg.
section 1.469-5T provides seven tests for materi al
participation which are discussed in detail in Chapter
3, Material Participation.

CGenerally, if a taxpayer either works nore than 500
hours a year or perforns substantially all of the work
in a business, he or she is deened to be materially
participating, and | osses and/or inconme are nonpassive.
Conversely, if he or she works 500 hours or |ess or
does not performnost of the work or fails to neet one
of the remaining tests, |osses are not allowabl e unless
he or she has passive incone.

Under the new relief provisions effective for 1994 in
| RC section 469(c)(7) for real estate professionals,
the concept of material participation is also applied
to rental real estate activities. See the third test
contained in Exhibit 2-4.

Active Participation

For taxpayers (other than sonme real estate professionals
as defined in I RC section 469(c)(7)), active participa-
tion must be net for rental real estate activities.

This concept relates only to rental real estate and is
a less stringent standard than material participation.
Until regulations are pronul gated defining active
participation, no specific nunber of hours are required.
| f a taxpayer is actively involved with his or her
rental real estate, maki ng managenent deci sions, he or
she can deduct up to $25,000 in | osses agai nst wages
and portfolio income. |If the taxpayer is not involved

i n managenent decisions, |osses are not allowabl e

unl ess he or she has other passive incone.

Chapter 2 on Rental |ssues addresses the concept of
active participation in depth.

It is inportant to note that neither the nateri al
participation standard nor the active participation
standard apply to | ong-term equi prent rentals.
Cenerally, losses fromlong-term equi pnent | eases are
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si nply not deductible unless the taxpayer has ot her
passi ve incone. Again, Chapter 2 on Rental |ssues wll
address this issue in significantly nore detail

Passive activity | osses which cannot be used in the
current year can be carried forward indefinitely until
there is passive incone or an entire disposition of the
activity in a fully taxable transaction.

FORM 8582

Passive activity | osses and inconme are nost conmonly
found on Schedule E in the formof rentals and fl ow

t hrough | osses from partnershi ps, S-Corporations, and
trusts in which the taxpayer does not materially
participate. The conputational formused to limt
these | osses is Form 8582, Passive Activity Loss
Limtations. The nonpassive |oss colum on the reverse
side of Schedule E contains |losses fromentities in

whi ch the taxpayer has worked on a regul ar, continuous,
and substantial basis. |In other words, if the taxpayer
materially participates in the activity, the |osses and
inconme are not entered on Form 8582.

Beginning in 1994, qualifying real estate professionals
who materially participate in their rental real estate
activities will not enter |osses nor inconme on Form
8582 as they will be deened nonpassive. It should be
not ed, however, that suspended | osses fromthese real
estate activities generally should be entered on Form
8582 line 1c. See chapter 2 and Exhibit 2-4 for

addi tional information.

Conpl etion of the Form and Wrksheets

From 1987 t hrough 1990, Form 8582 was significantly
nore conplex as it reflected all owabl e phase-in
percentages for activities acquired before Cctober 23,
1986. Now that these transition rules no | onger apply,
conpleting Form 8582 is nuch easier. Exhibit 1-1

provi des an exanple of Form 8582 as well as notes on

t he source of the nunbers and the actual cal cul ation of
al I owabl e | osses.

Part | of Form 8582 is sinply a breakdown of all the
passive activities in which the taxpayer is involved.
Rental real estate activities on line 1 (sumrarized on
wor ksheet 1) are separated fromall other passive
activities on line 2. Rental real estate activities
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Wi th active participation qualify for the speci al

$25, 000 all owance. All other activities, including
rental real estate w thout active participation, and
any equi pnment rentals are entered on line 2 (sunmari zed
on worksheet 2). Losses entered on line 2 are not
deducti bl e unl ess the taxpayer has passive inconme from
other activities. It should be noted that beginning in
1994 rental real estate inconme and | osses for
qualifying real estate professionals under |IRC section
469(c)(7) should not be entered on Form 8582.

It is inportant to recognize that inconme and | osses
fromreal estate rentals w thout active participation
and fromlong-term equi pnment | easing activities bel ong
on line 2 with all other passive activities. In
addition, any inconme and | osses froma Schedule K-1 for
alimted partner should be entered on line 2 as
[imted partners cannot neet the active participation
standard. Generally, limted partners are deened to be
passive. The entries on lines 1 and 2 nust be from
passive activities and are obtained fromthe follow ng
docunents: Schedules K-1; Schedules C, E, and F with
rentals or businesses with no material participation;
and Form 4797 net gain froman entire disposition of a
passive activity. Exhibit 1-2 (page 1-17) provides an
exanple of a Schedule K-1 with notations on how an
exam ner can determne a limted partner and ot her
pertinent itens.

Part Il is the calculation of the allowable portion of
the $25,000 rental real estate offset based on entries
on line 1. For assistance in conputing the nodified
adj usted gross incone on line 6, refer to the worksheet
in Exhibit 1-3. |If the taxpayer has no rental rea
estate activities entered on line 1 or if his or her
adj usted gross incone exceeds $150,000, there is no
need to conplete Part 1|1

Part 11l of Form 8582 sinply cal culates the total
al | owabl e passive activity | osses for the entire
return. In other words, line 11 (the last |line on Form

8582) allows | osses up to total passive incone plus any
all owabl e rental real estate loss up to $25, 000.

Wor ksheets 5 and 6 allocate the all owabl e | osses anpbng
t he taxpayer's passive activities. |If the taxpayer has
mul ti pl e passive activities, refer to these worksheets
to determne where the loss is reflected (Schedul es E
C, F, etc.) and in what anounts.

As stated earlier, the nost common schedul e i s Schedul e

E. If the sumof Schedule E lines 24 and 28b is nore
than Form 8582 line 11, the taxpayer is probably
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deducting nore than his or her allowabl e passive

| osses. Beginning in 1994, there is a major exception.
A qualifying real estate professional may deduct al
current losses fromrental real estate if he or she
materially participates in the rental real estate. Any
prior year |osses are still passive and subject to the
[imtations of section 469.

Refer to Exhibit 1-1 of Form 8582 (page 1-11) for

addi tional guidance in preparation of the formand the
wor ksheets. In addition, Exhibit 1-7 contains
information which will assist wth report witing.
Exhibit 1-8, set up in the format of Form 8582, provides
gui dance on what should and should not be entered on the
formfor |losses and inconme. This exhibit contains
general rules and can be used as a quick reference in
prepari ng Form 8582 or in identifying potential problens
on a given return.

Audit | ssues

On review of the Form 8582 and the Schedul es K-1

provi ded by the taxpayer on exam nation, a nunber of

i ssues can be raised. The |ead sheet in Exhibit 1-4 is
designed to be used as a guide to potential audit

i ssues and can be included as a part of the examner's
wor k papers. Sonme of these issues will be expanded upon
i n subsequent chapters. The Information Docunent
Request, Exhibit 1-5, provides the necessary docunent a-
tion to review a passive activity |oss issue. A
3-year conparison of passive and nonpassive activities
wi |l highlight inconsistent treatnent fromyear to
year.

| SSUE | DENTI FI CATI ON

SUMVARY

On perusal of a return either with or w thout Form
8582, potential passive activity |oss issues generally
can be easily identified. Exhibit 1-6 provides
instructions for classifiers as well as exam ners who
are pre-auditing a return. These potential audit

issues wll be discussed in detail in the follow ng
chapters.
1. The passive activity loss rules were enacted to

di scourage abusive tax shelters, but their
i nfluence extends to virtually all trades or
busi nesses and rental s.
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CGenerally, a passive activity is any rental
activity OR any business in which the taxpayer does
not materially participate. Nonpassive activities
are businesses in which the taxpayer works on a
regul ar, continuous, and substantial basis. In
addi tion, passive incone does not include salaries,
portfolio, or investnent incone.

As a general rule, a passive |oss cannot be
deducted unl ess the taxpayer has passive incone.
However, rental real estate |losses are allowed up
to $25,000 if the taxpayer actively participates
and his or her nodified adjusted gross incone
(MAG) is below $100,000. The $25, 000 speci al

al l omance is phased out at the rate of 50 cents of
every dollar of MAG over $100,000. Prior to 1991,
the phase-in rules allowed taxpayers to deduct a
portion of their passive |osses for activities
acqui red before COctober 23, 1986.

Begi nning in 1994, a taxpayer who spends nore than
hal f of his or her personal services in rea
property trades or busi nesses AND works nore than
750 hours a year AND materially participates in
each rental real estate activity may deduct rental
real estate losses in full.

Form 8582, Passive Activity Loss Limtation, is the
formused to conpute the all owabl e passive | oss.
Beginning in 1991, this formis significantly |ess
conpl ex and nuch easier to use.

Potential passive activity |loss issues can be

identified during classification of a given return
whet her or not a Form 8582 is attached.
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- 8582 Passive Activity Loss Limitations

P> See separate instructions.
Department of the Treasury
Internal Revenue Service (99) » Attach to Form 1040 or Form 1041.

OMB No. 1545-1008

1996

Attachment
Sequence No. 88

Name(s) shown on return

Identifying number

1996 Passive Activity Loss

Caution: See the instructions for Worksheets 1 and 2 on page 8 before completing Part I.

Rental Real Estate Activities With Active Participation (For the definition of active participation
see Active Participation in a Rental Real Estate Activity on page 4 of the instructions.)

la Activities with net income (from Worksheet 1, column (a)) . . . 1la
b Activities with net loss (from Worksheet 1, column (b)) . . . . 1b |(
c Prior year unallowed losses (from Worksheet 1, column (c)) . . 1c [
d Combine lines 1a, 1b, and 1c 1d
All Other Passive Activities
2a Activities with net income (from Worksheet 2, column (a)) . . . | 2a
b Activities with net loss (from Worksheet 2, column (b)) . . . . | 2b (
c Prior year unallowed losses (from Worksheet 2, column (¢c)) . . 2c |(
d Combine lines 2a, 2b, and 2c 2d
3 Combine lines 1d and 2d. If the result is net income or zero, see the instructions for line 3 on page
9. If this line and line 1d are losses, go to line 4. Otherwise, enter -0- on line 9 and go to line 10. 3
Part Il Special Allowance for Rental Real Estate With Active Participation
Note: Enter all numbers in Part Il as positive amounts. See page 9 of the instructions for examples.
4  Enter the smaller of the loss on line 1d or the loss on line 3 . 4
5 Enter $150,000. If married filing separately, see page 9 of the
instructons . . . . . . . . . . . . . . . ... LS5
6 Enter modified adjusted gross income, but not less than zero (see
page 9 of the instructions) . . . . . . . . . . . . . 6
Note: If line 6 is equal to or greater than line 5, skip lines 7 and
8, enter -0- on line 9, and then go to line 10. Otherwise, go to
line 7.
7 Subtract line 6 fromline5 . . . . . . . . . . . . . 7
8 Multiply line 7 by 50% (.5). Do not enter more than $25,000. If married filing separately, see
page 9 of the instructions 8
9 Enter the smaller of line 4 or line 8 9
sClgglll Total Losses Allowed
10 Add the income, if any, on lines 1a and 2a and enter the total 10
11 Total losses allowed from all passive activities for 1996. Add lines 9 and 10. See pages 10
and 11 of the instructions to find out how to report the losses on your tax return . 11

For Paperwork Reduction Act Notice, see separate instructions. Cat. No. 63704F

Form 8582 (1996)



Form 8582 (1996) Page 2

Caution: The worksheets are not required to be filed with your tax return and may be detached before filing Form
8582. Keep a copy of the worksheets for your records.

Worksheet 1—For Form 8582, Lines 1a, 1b, and 1c (See page 8 of the instructions.)

Current year Prior year Overall gain or loss
Name of activity
(a) Net income | (b) Net loss (c) Unallowed (d) Gain (€) Loss
(line 1a) (line 1b) loss (line 1c)
Total. Enter on Form 8582, lines 1a,
1b, and 1c. A €
Worksheet 2—For Form 8582, Lines 2a, 2b, and 2c (See page 8 of the instructions.)
Current year Prior year Overall gain or loss
Name of activity @ o) I © " p
a) Net income Net loss c) Unallowe i
(line 2a) (line 2b) loss (line 2¢) (d) Gain (e) Loss
Total. Enter on Form 8582, lines 2a,
2b, and 2c. N
Worksheet 3—Use this worksheet if an amount is shown on Form 8582, line 9 (See page 9 of the instructions.)
s Form or schedule ; (c) Special (d) Subtract column
Name of activity to be reported on (@) Loss (b) Ratio allowance (c) from column (a)
Total . . . > 1.00

Worksheet 4—Allocation of Unallowed Losses (See page 10 of the instructions.)

Name of activity fgrbrz ?épsocrft‘ggtgﬁ (a) Loss (b) Ratio (c) Unallowed loss

Total . . . . . . . . . ... ... ... P 1.00
Worksheet 5—Allowed Losses (See page 10 of the instructions.)

Name of activity It:c?rbrz ?gpiﬁ_?gglgﬁ (a) Loss (b) Unallowed loss (c) Allowed loss

Total . . . . . . . . . . . . . . . ... W




Form 8582 (1996) Page 3
Worksheet 6—Activities With Losses Reported on Two or More Different Forms or Schedules (See page 10 of
the instructions.)
Name of Activity:

(c) Ratio (d U?oasllsowed (e) Allowed loss

Form or Schedule
To Be Reportedon: _....__.....__.....

la Net loss plus prior year unallowed
loss from form or schedule . »

b Net income from form or
schedule . . . . . . . »

c Subtract line 1b from line 1a. If zero or less, enter -0- »
Form or Schedule
To Be Reportedon: _....__.....__.....

la Net loss plus prior year unallowed
loss from form or schedule . »

b Net income from form or
schedule . . . . . . . »

c Subtract line 1b from line 1a. If zero or less, enter -0- »
Form or Schedule
To Be Reportedon: _....__.....__.....

la Net loss plus prior year unallowed
loss from form or schedule . »

b Net income from form or
schedule . . . . . . . »

c Subtract line 1b from line 1a. If zero or less, enter -0- »

Total . . . . . . . . . . . . . ... .» 1.00




Exhibit 1-1 (4 of 5)

Instructions for Recreating Form 8582 and Worksheets 1-6 As They Appear in Exhibit 1-1.
Form 8582 enter the following information:

At the top of the form: “EXAMINER NEEDSALL K-1s AND WORKSHEETS 1-6"

Part | - Rental Real Estate Activities: “Not portfolio nor income from self-rented activities.”
Linela: “No limited partners no equipment rentals.”

Box la: “Worksheet 1"

Line 1b: “Tieto prior year F. 8582, worksheet 5.”

All Other Passive Activities. “= Businesses without materia participation, limited partners,
equipment rentals, etc. Never nonpassive income.”

Box 2b: “Worksheet 2"

Box 6: “AGI + PAL, etc.

Part 11

Line 9: “Portion of $25,000 Allowed”

Part 111

Line 10: “All passive income.”
Box 11: “Worksheet 5"

At the bottom of the form: “Line 11 is most commonly reported on Sch E lines 23 (rentals) and
27(9) (Partnersnips and S-Corporations)”

Worksheet 1

Under Name of Activity: “RENTAL REAL ESTATE - ACTIVE”
“Verify income or losstiesto K-1.”
“Verify taxpayer owns more than 10% and is not a limited partner.”
“Verify Sch. E losses are for rental real estate.”
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Exhibit 1-1 (5 of 5)
Worksheet 2

Under Name of Activity: “ALL OTHER PASSIVE ACTIVITIES’
“Verify income or losstiesto K-1.”

Worksheet 3

Under Name of Activity: “Real Estate”
“Allocates losses among real estate activities.”

First column: “Sch. E.”

Columns (a)-(c): “ Activity L oss ¢
Total rental real estate loss

Column (d): “To W/S 4 Column (@)

Worksheet 4

Under Name of Activity: “Combines rental real estate and other activities and allocates
unallowed losses.”

Worksheet 5

First Column: “Sch. E”
“Sch. C”
“Sch. F”

Column (b): “Carryforward to next year”

Column (c): “Tieto Sch. E, etc.”

Worksheet 6
Top of page: “Allocation of losses among various schedules.”

Bottom of page: “Note: Losses are most often reflected on Schedule E. Consequently,
worksheet 6 is frequently not needed.”
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SCHEDULE K-1
(Form 1065)

Department of the Treasury

Internal Revenue Service For calendar year 1996 or tax year beginning

Partner’s Share of Income, Credits, Deductions, etc.

P> See separate instructions.

OMB No. 1545-0099

, 1996, and ending

Partner’s identifying number »

. | 1996
Partnership’s identifying number » :

Partner’s name, address, and ZIP code

Partnership’s name, address, and ZIP code

A This partner is a [] general partner [ limited partner

F Partner’s share of liabilities (see instructions):
Nonrecourse . . . . $

1 limited liability company member

B What type of entity is this partner? » ... Qualified nonrecourse frnancrng $
C s this partner a [] domestic or a [ foreign partner? Other T
D Enter partner's percentage of: O teoreege W &L | G Tax shelter reglstratlon number . B
Profit sharing . . . . . . . ... % % | H Check here if this partnership is a publicly traded
Losssharing . . . . . . . ... % .. % partnership as defined in section 469(k)(2) .
Ownership of caprtal _________ % .. %

E IRS Center where partnership flled return: |

Check applicable boxes:

1) O Final K-1

2) [ Amended K-1

J Analysis of partner’s capital account:
(a)bCa_pitaI account at (b) Capital contributed (c;F;a’r;r:]zr’;sggrri (ifog?:s (d) W_ithciravyals and (ey)eg? Eig};%?:: lég}uar;ﬁg c(ja;)f
eginning of year during year Schedule M-2 distributions through (d))
(a) Distributive share item (b) Amount o) 1040 filers ﬁ,]“rfe(g)”(‘;
1 Ordinary income (loss) from trade or business activities 1 See pages 5 and 6 of
2 Net income (loss) from rental real estate activities . 2 parers 'Qi”(‘ggmslgoga
3 Net income (loss) from other rental activities . 3 '
> 4 Portfolio income (loss):
Q a Interest 4a Sch. B, Part I, line 1
=) b Dividends . 4b Sch. B, Part II, line 5
g ¢ Royalties . 4c Sch. E, Part |, line 4
8 d Net short-term caprtal gain (Ioss) 4d Sch. D, line 5, col. (f) or (g)
f= e Net long-term capital gain (loss). .o 4e Sch. D, line 13, col. (f) or (g)
f Other portfolio income (loss) (attach schedule) af Enter on applicable line of your return.
5 Guaranteed payments to partner 5 }ﬁ;‘i  bage b of partners 1
6  Net gain (loss) under section 1231 (other than due to casualty or theft) 6 (Form 1065).
7  Other income (loss) (attach schedule) . 7 Enter on applicable line of your return.
b o 8 Charitable contributions (see instructions) (attach schedule) . 8 Sch. A, line 15 or 16
.g g 9 Section 179 expense deduction . . 9 See page 7 of Partner's
85|10  Deductions related to portfolio income (attach schedule) . 10 {Eﬁiﬁci'gg‘é)f‘" Schedule K-1
11 Other deductions (attach schedule). 11 )
Sx |
% £ |12a Interest expense on investment debts . 12a Form 4952, line 1
© 2| b (1) Investment income included on lines 4a, 4b, 4c, and 4fabove | b(1) }ﬁiﬁrﬁft?gnz RGN
£ (2) Investment expenses included on line 10 above b(2) (Form 1065).
13a Low-income housing credit:
(1) From section 42(j)(5) partnerships for property placed in \
service before 1990 a(1)
(2) Other than on line 13a(1) for property placed in service before 1990 a2
(3) From section 42(j)(5) partnerships for property placed in > Form 8586, line 5
% service after 1989 aE)
g (4) Other than on line 13a(3) for property pIaced in service after 1989 a(4) )
5 b Qualified rehabilitation expenditures related to rental real estate
activities O [ )
c Credits (other than credits shown on lines 13a and 13b) related See page 8 of Partner’s
to rental real estate activities. . 13c Instructions for Schedule K-1
d Credits related to other rental activities 13d (Form 1065).
14  Other credits. . 14 J
For Paperwork Reduction Act Notlce see Instructlons for Form 1065 Cat. No. 11394R Schedule K-1 (Form 1065) 1996



Exhibit 1-2 (2 of 2)

Instructionsfor Recreating Schedule K-1 Asit Appearsin Exhibit 1-2

Schedule K-1 enter the following information:

Under Partner’s name, address, and ZIP code: “Limited partner if checked ‘No’. No active
participation. Generally no material participation.”

Under Partnership’s name, address, and ZIP code: “If out-of-state El#, question taxpayer’s level of
participation if losses are not on Form 8582.”

Line A: check limited partner box

Line D: “For rental rea estate, if ownership % is less than 10%, not active. For businesses, if
ownership % is small, questions material participation.”

Column (a):

Line 4. “Never belongs on Form 8582 (Except self-charged interest)”
Column (b):

Linel. “To8582line2"

Line2: “To8582linel"

Line3: “To8582line2"

Line9: “To8582line?2"
Line 12a “To 8582 line 2"
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Exhibit 1-3

MODIFIED ADJUSTED GROSSINCOME COMPUTATION

Rental Real Estate $25,000 Special Allowance

Adjusted Gross Income Per Return

+ Audit Adjustments Affecting AGI +/-

- Taxable Socia Security -
Line 21b on Form 1040

+ |[RA/SEP Deductions +
Lines 24a, 24b, or 27 on Form 1040
No Keogh

+ Deduction for ¥2 Self Employment Tax +
Line 25 on Form 1040

+ Passive Activity Losses +
Excess passive |osses after netting with passive income

+ Rental Real Estate L osses Allowed under Section 469(c)(7) +

+ Nontaxable Income from US Savings +

Bonds Used for Higher Education
Line 14 on Form 8815

Modified Adjusted Gross Income =

ALTERNATIVE COMPUTATION: Modified adjusted gross income can be determined
by computing adjusted gross income without any passive activity 10ss or passive income,
rental real estate losses allowed by section 469(c)(7), IRA/SEP, taxable social security or
one-half of self-employment tax. See IRC section 469(1)(3)(E).

LAW: For every dollar modified adjusted gross income (MAGI) exceeds $100,000, the
$25,000 offset for rental real estate is reduced by 50 cents. If MAGI exceeds $150,000, the
taxpayer is allowed none of the $25,000 offset. See IRC section 469(1)(3).

There are two exceptions to this phase-out rule: The deduction equivalent of the

rehabilitation credit is phased out beginning at $200,000 of MAGI, and there is no phase out
of the deduction equivalent of the low income housing credit. See IRC section 469(1)(3)(c).
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PART |

Exhibit 1-4 (1 of 2)
REVIEW OF FORM 8582 ON EXAMINATION

Verify that the sum of Schedule E lines 23 and 28b and 33b does not exceed line 11 of
Form 8582 . Form 8582 isalimitation form. Line 11 isthe sum of all the losses that
are deductible form passive activities on Schedules E, C, F, or anywhere else on the
return. (Worksfor al taxpayers except real estate professionals beginning with the 1994 tax year.)

Verify that income on Form 8582 lines 1a and 2a has been reported on Schedule E lines
22, 28a (column h), or 33a (column d). If there was a disposition, passive income
reflected on Form 8582 should aso be reported asagain on Schedule D. If Schedule
C or F was designated a passive activity, income could also be reflected on these
schedules.

LAW: Form 8582 is smply a computational form (smilar to depreciation) to calculate
the allowable passive loss. Income must still be reflected on the appropriate schedule
of the tax return.

Review Schedules K-1 and verify that no losses from alimited partnership have been
included on Form 8582, Line 1.

LAW: Limited partners cannot meet the active participation standard. Losses belong
onLine2. NOTE: Low income housing is an exception. Thisissue should be
researched.

Review Schedules K-1 and verify that no losses from a taxpayer with less than 10
percent ownership have been placed on Line 1.

LAW: Taxpayer with less than 10 percent interest cannot meet the active participation
standard.

Review Schedules K-1 and verify that no losses from a trust have been included on
Line 1.

LAW: Thereis no active participation provisions for trusts, only for individuals
(natural persons). Furthermore, passive losses from trusts are generally limited at the
trust level. Exception: grantor trusts.)

Verify that rental of equipment or other personal property is not reflected on Line 1.
Line1lisonly for rea estate with active participation.
LAW: Long-term equipment rentals are generally passive and belong on Line 2.

Verify that no portfolio income (interest, dividends, stock sales, etc.) from the
Schedules K-1, Schedule B, or any other place on the return, has been entered on Lines
laor 2a.

LAW: Passive income isincome derived from rentals or businesses in which the
taxpayer does not materially participate. It is not portfolio income. Reference: Treas.
Reg. section 1.469-2T(c)(3)(1). NOTE: Gain on disposition of a passive activity is
generally passive income.

1-21



Exhibit 1-4 (2 of 2)

If line 1areflects large amounts of rental income, peruse Schedule E for properties with
few expenses, indicating that may possibly be rented to an entity in which the taxpayer
materialy participates. If so, income is recharacterized as nonpassive. See Exhibit 2-5.

Review Schedules K-1 and verify that losses from limited partners are on Form 8582,
Line 2, rather than incorrectly as nonpassive losses on Schedule E, Part 11, Line 27,
column .

LAW: Limited partners are presumed to be passive. Reference: Treas. Reg. section
1.469-5T(e).

Verify that income on line 2 is not from a nonpassive activity, that is, a business that
the taxpayer participatesin on aregular, continuous, and substantial basis. If the EIN
is from the state in which the taxpayer lives, it could suggest possible materia
participation. If so, income belongs on Schedule E, line 28, column (k), but not on
Form 8582.

LAW: Passive losses can only offset passive income.

PART Il

Compare line 6 of Form 8582 with adjusted gross income on return. If they are the
same, line 6 has not been properly computed. Line 6 should reflect adjusted gross
income, increased by any loss from passive activities as well as several other minor
modifications. NOTE: If there are no losses on line 1, even if modified adjusted gross
income isincorrect, there is no need to recompute it.

IMPORTANT:

Review all Schedules K-1 for nonpassive losses entered on Schedule E, Line 27,
column (I). If taxpayer isalimited partner, losses generally should be entered on Form
8582, line 2. If taxpayer has no passive income, losses generally will be fully
disallowed. Materia participation should be questioned on Schedules K-1 from out-of -
state entities.

Verify materia participation on losses from Schedules C and F with out-of-state EIN's.
If it is determined that the taxpayer does not participate on aregular , continuous, and
substantial basis (materially participate), losses should be entered on Form 8582, and

will be disallowed in full unless the taxpayer has other passive income.
NOTE: Material participation tests can be located in Temp. Treas. Reg. section 1.469-5T(a).
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Exhibit 1-5

Form 4564 Department of the Treasury Request Nunber

Rev.

6/ 88 I nternal Revenue Service
| NFORVATI ON DOCUMENT REQUEST

TO

Pl ease return Part 2 with |isted documents
to requester identified bel ow.

Narme of Taxpayer and Co. Div. or Branch Subj ect

SAIN No. | Subrmitted to:

Dat es of Previ ous Requests

Description of Docunments Requested

Re: PASSI VE ACTI VI TY LOSSES

1. Form 8582 worksheets 1 through 6 for tax year

2. If there is a carryover of passive activity |osses fromprior years which is
bei ng used, Form 8582 worksheets 4, 5, and 6 fromprior years to verify the
anount of the carryover | oss.

3. Schedules K-1 to verify both passive and nonpassi ve | osses.

4. Log, calendar or narrative summary listing activities and hours for the

year.

(You may want to list Schedules E or C activities for which material participation is being questioned).
(While reviewing |l osses froma passive activity standpoint, you may want to raise the issue of whether
taxpayer has sufficient basis to deduct |losses. Note: Basis and at-risk provisions override passive
activity loss provisions.)

RE: BASIS

5. Basis calculations to support |osses deducted for the follow ng
activities:

6. Copies of docunents to support any |oans clained as part of basis.

Information Due By _ At Next Appointnent [ ] Mil In [ ]

Name and Title of Requester Dat e
FROM

O fice Location
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Exhibit 1-6 (1 of 2)

FORM 1040

ISSUE IDENTIFICATION: PASSIVE ACTIVITY LOSSES

IF NO FORM 8582 ISATTACHED TO RETURN:

Select returns where Schedule E losses in excess of $25,000 have been deducted and
thereis no Form 8582 and taxpayer is not areal estate professional.

LAW: IRC section 469 limits rental losses to $25,000 with active participation.
Beginning in 1994, certain taxpayers who spend most of their timein real property
businesses can deduct rental real estate

lossesin full.

Select returns where AGI exceeds $150,000 AND there are losses for rental real
estate and taxpayer isnot area estate professional.

LAW: The $25,000 offset is phased out at arate of 50 cents for every dollar of
modified AGI over $100,000.

Select returns with large losses in the block for nonpassive losses on Schedule E,
Part |1, particularly if thefirst two digits of EIN are from out-of-state. Also select if
return suggests: limited partnership, less than 10 percent ownership or tax shelter
(same partnership on Form 8271).

LAW: Temp. Treas. Reg. section 1.469-5T (@) requires more than 500 hours a
year, etc., to be materially participating.

Select Schedules C with equipment or vehicle rentals.

LAW: Equipment rentals are not eigible to receive $25,000 offset. Losses are
allowable only if taxpayer has other passive income. Rentals of personal property
should be reported on Form 8582, line 2 (never on line 1).

Watch for returns with Form 8582 AND Schedule A with large dollar investment
interest deduction.

LAW: Interest expense from limited partnerships trade or business activities,
rentals or any other passive activity isno longer deductible asinvestment interest.
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Exhibit 1-6 (2 of 2)
IF FORM 8582 ISATTACHED TO RETURN:

Select return if sum of Schedule E, lines 23 and 28(b) exceed line 11 of Form
8582.
Exceptions. Dispositions, PTPs and red estate professionals.

LAW: Passivelosses are limited to passive income and $25,000 offset. Line 11
of Form 8582 is the sum total of all PAL's that can be deducted on return.

Select return if large amounts of income on Form 8582 are offsetting large
passive losses, particularly if any of the following is suggested: incomeisfroma
nonpassive activity (same EIN as taxpayer's residence); income is not reflected
elsewhere on the return; portfolio income; income from self-rented property; or
installment sale income.

LAW: Passive losses can only offset passive income.

Check Form 8582, line 6 to verify that taxpayer is using modified AGI. If AGI
online 6 is same as AGI on Form 1040, Form 8582 isin error.

LAW: For every dollar over $100,000, the $25,000 offset is reduced by 50
cents. AGI ismodified by passive losses, taxable social security and any
IRA/SEP deduction.

If the tax return has attached Schedules K-1, check to seeif the taxpayer isa
limited partner.

LAW: Limited partners are presumed to be passive, and furthermore, cannot
meet the active participation standard. L osses should be reported on line 2.

Additionally, on rentals, if K-1 isavailable, verify that taxpayer owns more than
10 percent, isnot alimited partner, and is not abeneficiary in atrust. If not,
losses should be on line 2 as taxpayer does not meet the active participation
standard.

NOTE: Passivelossissuesare most likely to occur on returnsin TPl 534 and
above.
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Exhibit 1-7 (1 of 3)

REPORT WRITING: PASSIVE ACTIVITY LOSSES

NOTE: Worksheets 1 and 2 simply transfer over to lines 1 and 2 of Form 8582. If there are more than one
or two passive activities, while not required, you may want to use the worksheets. If the taxpayer has
numerous passive activities, an easy way to avoid entering all the dataisto lump all of the unadjusted
passive activities for rental real estate as one figure and enter them as"All Other Red Estate”. Similarly,
for line 2 with passive business activities, lump them together under thetitle, "All Other PALS".

IF PASSIVE LOSSES ARE ADJUSTED:

1. Remove full rental loss or K-1 loss from Form 8582.
In some cases, the rental 1oss OR the passive Sch. C or F 1oss OR the passive K-1 losswill not have been
entered on Form 8582 - so there will be nothing to remove.

2. Enter corrected loss per examination on line 1 (rental real estate if active) or line
2 (al other passive activities) of Form 8582 and recompute. Be sureto enter all
passive activity losses including those identified on examination.

3. Adjustmentis:
Form 8582, line 11, per return
LESS Form 8582, line 11, per audit

Adjustment*
* Adjustment = Corrected Sch. E (or C/F if passive) losses limited per IRC 469.

NOTE: If examiner determines that loss on Sch. C or F or E Part |1 Column (1) has been erroneoudly designated as
nonpassive (in other words, the taxpayer does not materially participate), the losses belong on Form 8582, line 2.

The RAR should reflect two adjustments:
1. Full disallowance of Sch. C or Sch. E loss determined to be passive.

2. Lossalowable per Form 8582 line 11 (detail on worksheet 5). Thiswill be reflected asan
overassessment amount on the report. 1n many cases, the allowable loss will be zero as passive business
losses are simply nondeductible unless the taxpayer has passive income reported on the return. If the tax year
is between 1987 and 1990, there are allowable phase-in percentages (65%-1987, 40%-1988, 20%-1989, and
10%-1990). An easy way to compute the allowable loss for activities acquired prior to 1987 without using
Form 8582 when there is no passive income is simply to multiply the loss by the phase-in percent.
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Exhibit 1-7 (2 of 3)

IF PASSIVE INCOME ISADJUSTED:
In some cases passive income will be determined to be nonpassive.

1. Income deemed nonpassive should be removed from Form 8582
(but never from Sch. E or D).

2.  Theadjustment for the report will be the difference between Form 8582
per return and the corrected Form 8582 per audit. Generally, the
adjustment will be the full amount of income removed from Form 8582.

IMPORTANT REMINDER: If examiner's adjustments of any kind for any reason, push modified AGI over
$100,000 and taxpayer has rental property, there may be an automatic passive loss adjustment. For every dollar
modified AGI exceeds $100,000, taxpayer loses 50 cents of his $25,000 offset. Seeline 6 of Form 8582.

INVESTMENT INTEREST: Generaly, investment interest from aK-1 should be deducted on Form 4952,
Investment Interest Deduction. Thisinterest should not be entered on Form 8582, line 1 or 2, and thereby subjected
to the passive loss limitations. However, interest expense directly related to a passive activity should be on Form
8582.

179 EXPENSE AND OTHER SEPARATELY STATED ITEMS: If activity is passive, 179 expense nor any
other K-1 separately stated item should be deducted. Instead they should be entered on Form 8582 line 1 or 2 with
the ordinary loss. EXCEPTIONS: Charitable contributions and expenses allocable to portfolio income.

PASSIVE ACTIVITY LOSS: The term means any passive |oss remaining after total passive losses have been
netted againgt total passive income.

PASSIVE INCOME isnot interest, dividends, royalties, portfolio, nor investment income. Passive income only
comes from passive activities, i.e. rental activities, limited partnerships and businesses with no material
participation.

MODIFIED AGI: AGI computed without any passive activity loss nor income, IRA/SEP, taxable social
security, ¥2 SE tax, nor any rental loss allowed under section 469(c)(7). No need to computed modified AGI if there
isno rentdl real estateloss.

SALESOR OTHER DISPOSITIONS: All current and carryover operating losses are deductible in the year of
an entire disposition in afully taxable transaction to an unrelated party. Figures should be entered on F. 8582 only
if thereisanet gain after subtracting all current and carryover losses. If so, the net gain from F. 4797 should be
entered on either line 1a or 2a as passive income. Current losses should be entered on line 1b or 2b, and carryover
losseson line 1c or 2c.

If there is an overall net loss (after subtracting current and suspended losses), hon of the gains nor losses should be
entered on F. 8582. Instead, they should be entered on the normal schedules.

BASIS: If taxpayer has no basis, he cannot deduct any passive loss.
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Exhibit 1-7 (3 of 3)

EXCEPTIONSTO PASSIVE LOSSLIMITATIONS: Low income housing AND oil & gas activities should
generally be entered in the nonpassive loss column on the back of Sch. E (and not on Form 8582). For low income
housing, however, if the taxpayer takes the credit, he agrees to subject himself to PAL limitations and losses should
be entered on Form 8582. On oil & gas activities, if taxpayer isalimited partner or an investor in an 1120-S, heis
subject to PAL limits and losses should be entered on Form 8582.

INSTALLMENT SALES: Current and suspended losses are deductible only inratio to gain reported. If gainin
current year exceeds current and suspended losses, no ratio is needed.

ALTERNATIVE MINIMUM TAX: If taxpayer has sufficient passive income to fully deduct his PALs, the
adjustment item for AMT (Form 6251, line 5r) will generally be the full amount of the adjustment and preference
items related to his passive activities. If taxpayers passive losses are not deductible because he has no passive
income or does not qualify for the $25,000 offset, there will not be an adjustment item for AMT on F. 6251, line 5r.
In other words, if line 11 of Form 8582 is zero, line 5r of Form 6251 will generally be zero. If the taxpayer's entire
activity is disposed of in afully taxable transaction to an unrelated party, current and c/o losses for AMT will be
triggered, and it islikely that line 5r will reflect a negative number in the transition years which ended in 1990. For
the post-transition years (1991 and subsequent), the disposition of passive activity frequently resultsin alternative
minimum tax - as al the accumulated preference and adjustment items are aso triggered (a positive number on line
11 of Form 6251).

LOW INCOME HOUSING: Low income housing LOSSES and low income housing CREDITS are each treated
differently. For current years, LOSSES are generally subject to the passive loss limitations. Since most investors
are limited partners and limited partners do not qualify for the active participation standard, losses should be entered
on Form 8582, line 2b. Consequently, no $25,000 offset is available and losses are deductible only up to passive
income reported on the return. However, a qualifying investor who owned alow income housing partnership
interest on 12/31/88 and the property was placed in service between 12/31/85 and 8/17/86 may deduct all losses.
Needlessto say, this exception is very restrictive.

Code section 469(1)(6)(B) provides an exception for low income housing CREDITS. Thereis no participation
requirement. Thus, even alimited partner may use the low income housing CREDIT. Furthermore, for tax years
after 1989, there is no phaseout of the credit based on modified AGI. Therefore, ataxpayer with any amount of
income may use the credit. However, we should remember that the credit is limited to the tax equivalent of
$25,000.

Ref.: IRC section 469 and related regulation, Pub. 925.
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Exhibit 1-8

HELPFUL HINTSFOR FORM 8582

PART |

Rental Real Estate with Active Participation

Line 1a Enter net rental real estateincome BUT ...

No interest, dividends, royalties or portfolio income (should be reflected on Sch. B, D or E).

No income from property rented to corporation or partnership in which taxpayer materially participates (unless
there is awritten binding contract prior to 2/18/88.)

No rental income from land or other nondepreciable property.

REMINDER: Income on line 1aor 2a should aso be reported on Sch. E, line 22 or line 27(h) generaly; or if
there was a sale of rental property or other passive activity, income should be reflected on Form 4797 line 26.

Line 1b Enter net rental real estate losses BUT ...

No losses unless active participation in rental real estate.

No equipment leases or rentals of personal property.

No limited partners (K-1 box A checked "No").

No investor losses with less than 10% ownership.

No trust losses.

Generally no losses from net leases (unlikely to meet active participation standard per Committee Reports).

Line 1c Enter unused real estate carryover losses from prior years.
(From prior year's Form 8582 worksheet 5(b)

All Other Passive Activities

Line 2a Enter net income from ...

K-1line 1 (ordinary income) of limited partnerships.

K-1line 1 for Form 1065 or 1120-S where taxpayer does not materially participate.
Sch. C or F in which taxpayer does not materially participate.

Gain on sale or disposition of apassive activity (F. 4797 line 26).

BUT no income from ...

Interest, dividends, royalties or other portfolio income (should be reflected on Sch. B, D or E).
K-1sor other businessesin which taxpayer materially participates - possible indicator isin-state EIN
(should be reflected on Sch. E line 27(K).
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Exhibit 1-8 (2 of 2)

Line 2b Enter net losses from ...
Limited partners- K-1line 1 or 3.

K-1 for 1065 or 1120-S where taxpayer does not materialy participate (possible indicator is out-of-state EIN).

Equipment rentals or leases of personal property.
Any real estate losses not entered above.
Any loss from any other passive activity.

Line 2c Enter unused losses from prior years except those on line 1c.

(From prior year'sworksheet 5(b)

PART I

Special Allowancefor Rental Real Estate with Active Participation

(No need to complete lines4 to 9 if there are no losses on lines 1b and 1c. Enter zero on line 9.)

Line 6 Enter modified AGI
(AGI computed without any passive activity loss, any renta loss allowable under section
469(c)(7), any IRA/SEP, any taxable socia security nor half self-employment tax).

PART I
Line 11 Total losses allowed from all passive activities ...

Line 11 allows passive losses to be deducted up to passive income reported on the return PLUS up to $25,000
in rental real estate lossesif taxpayer's modified AGI is below $100,000.

Generaly, line 11 isthe sum of losses to be entered on Sch. E line 23 (rental real estate losses) and line

27(g) (passive activity loss). If the taxpayer had a businessin which he did not materially participate or

arental activity on Sch. C or F, losses on Form 8582 line 11 could also be reflected on these schedules.
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Exhibit 1-9

SUMMARY OF RULINGSAND CASES

REVENUE RULINGS

Revenue Ruling 95-5, 1995-2, |.R.B.5 - Distributions in excess of basis are treated as gain from
sale or exchange of that interest from an S-Corporation. Treats these distributions as passive
income.

Revenue Ruling 92-92, 1992-45, |.R.B.21 - Character of COD income from a passive activity.

COURT CASES

William H. Schaefer v. Commissioner, 105 T.C., N16 (filed September 13, 1995) - Passive
versus nonpassive income. Tax Court upheld the validity of section 1.469-2T(c)(F)(iv) and
held that passive income does not include income from covenant not to compete.

Shirley McVay Wiseman v. Commissioner, T.C. Memo 1995-203 - Activity Rules under the
Temporary Treasury Regulations 1.469-4T - Taxpayer was not allowed to aggregate three
undertakings into one activity. Income from ground rents was recharacterized as nonpassive
with a corresponding adjustment to allowable passive losses. Government sustained.

Kevin and Marilynn K. Settsv. Commissioner, T.C. Memo 1994-522 - Passive Income versus
Investment Income - Gain from the sale of an apartment was considered investment income.
Self-serving statements not accepted. Government sustained.

William A. and Virginia O. Goshorn v. Commissioner, T.C. Memo 1993-578 - Material
Participation - Taxpayer did not materially participate in a chartering boat activity because the
taxpayer's participation was investor hours and the management company at the marina
performed more management services. Post-event ballpark guesstimates were not acceptable.
Government sustained.

Samuel G. and Elizabeth Shannon v. Commissioner, T.C. Memo 1993-554 - COD income
passive or nonpassive - Taxpayer's COD income was considered nonpassive because debt
originated from assets held in a prior farm business. Government sustained.

Floyd A. and Joanna R. Toupsv. Commissioner, T.C. Memo 1993-359 - Material participation
- Taxpayer did not materially participated in a vacation cottage rented on the average of 7 days
or less. Thetaxpayer's hours including travel were considered investors hours. Government
sustained.
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Chapter 2

RENTAL | SSUES

| NTRODUCTI ON

Beginning in 1994, newy enacted | RC section 469(c)(7)
provides relief fromthe passive loss |limtations for
so-called real estate professionals. Taxpayers who
spend nore than half their personal services on real
property businesses and work nore than 750 hours a year
and materially participate in their rental real estate
activities can deduct current rental real estate |osses
in full without limtation.

The majority of taxpayers will not qualify under IRC
section 469(c)(7) as it applies only to real estate
professionals. There are a nunber of audit issues which
can be raised relating to the passive activity rules for
rentals, and many of themare relatively easy! Under |IRC
section 469(c)(2) any rental activity is passive (with
the exception of qualifying real estate professionals

di scussed in the first paragraph). Thus, |osses for
rental activities generally are not allowable unless the
t axpayer has incone from another passive activity
reported on the tax return. The one mmj or exception to
this rule is the $25,000 special allowance (sonetines
referred to as the $25,000 offset) for rental real estate
with active participation. Wile sone exam ners feel the
active participation standard is so liberal it is not
worthwhil e raising issues, in fact, several sinple issues
can be raised which will result in quick adjustnents.

One of the mgjor reasons for the enactnent of |IRC
section 469 was to limt the deductibility of rental

| osses. Prior to 1986, there were numerous abusive tax
shelters which allowed taxpayers involved in tiered
entities (a partnership or corporation investing in

anot her partnership or corporation) to deduct inflated

| osses from equi pnent |easing, |ithograph activities,
real estate and many others, thereby offsetting a
significant portion of their wages and ot herw se taxable
i ncone. The enactnent of the passive activity loss rules
brought the abusive tax shelter industry to an abrupt
halt. It should be noted that the provisions of IRC
section 469 extend far beyond abusive tax shelters.
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EXCEPTI ONS TO RENTAL ACTI VI TI ES

Before we can begin to address rental issues, it is
inportant to understand that the follow ng six
activities do not neet the definition of a "rental" as
defined in Treas. Reg. section 1.469-1T(e)(3)(ii)(A. If
t he taxpayer neets any one of the follow ng exceptions,
he or she is not subject to the rental limtations, but

i nstead nmust neet the material participation rules, that
i's, by regular, continuous, and substantial involvenent
in an activity. Refer to Chapter 3 for audit assistance
on material participation.

1. The average period of customer use is 7 days or
| ess. The average period is figured by dividing
the total nunber of days for all rental periods by
the nunber of rentals. Conmmopn exanples are: a
video store renting novie cassettes; autonobile
rental s, tuxedos, tools, and the short-term use of
hotel and notel roons.

2. The average period of custoner use is 30 days or
| ess and significant personal services are provided
with the rentals. A hotel with maid service, for
exanple, would not be treated as a rental activity
as long as the average rental period does not
exceed 30 days.

Wil e the exam ner shoul d understand the remnaining
exceptions to rentals, they have not generated many
audit issues (except for the sixth one).

3. Extraordi nary personal services are provided in
connection wth custoner use. For instance, a
hospi tal whose primary function is providing
medi cal services is excluded fromthe definition of
a rental activity even though they are renting
beds. The rationale would apply to boarding
schools as the primary function is educational.

4. The rental is incidental to a nonrental activity.

5. The taxpayer customarily makes the rental property
avai |l abl e during defined business hours for
nonexcl usi ve used by various custoners. Exanpl es:
a golf course or a health spa.

6. The taxpayer provides the property for use in a
nonrental activity of his own partnership, S
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Corporation, or joint venture. \Whether incone is
passi ve or nonpassive depends on whether or not the
taxpayer materially participates in the entity
renting the property. Al so see the
recharacterization of income rules later in this
chapter.

Audi t Techni gue:

Watch for Schedules C and E with | osses deducted in
full which appear to have short-termrental
activities. Particularly, if there appears to be
on-site managenent, it would be difficult for the
t axpayer to neet the material participation
standard, that is, that he or she is working on a
regul ar, continuous, and substantial basis.
Additionally, if the Schedule C reflects an

out -of -state enployer identification nunber (EIN),
the possibility of a passive activity |oss issue
under the material participation rules is enhanced.

EQUI PMENT RENTAL | SSUES

Unl ess the equipnment rental falls in one of the
exceptions above, |IRC section 469(a)(2) defines it as a
passive activity and | osses are not deductible (unless
t he taxpayer has other passive incone). Long-term

equi pnent rentals (generally over 7 days) are passi Ve,
and | osses should be entered on Form 8582, line 2. The
net result is a conplete disallowance unless the

t axpayer has ot her passive activity inconme reported on
the return. Comon exanples are: |ong-term conputer

| eases, truck or heavy equi pnent rentals, nedical

equi pnent to partnerships, airplane | eases, office
machi nery, autonobiles, boats or any other equipnment or
personal property rented/| eased nore than 7 days to
anot her entity.

On | ong-term equi pnent rental s, sone taxpayers nmay
argue either the material participation or active
participation standard. Neither one applies. Losses
W t hout ot her passive incone are sinply not deductible
(unl ess the taxpayer neets one of the six exceptions
cited earlier).
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Exanple 1

The tax return contains a Schedule C for a

| ong-term "equi pnent |ease.” A $37,000 | oss
is deducted in full, no Form 8582 is attached
to the return, and there is no passive

i ncone. On exam nation, it is discovered that
t he taxpayer is renting equipnment to a
partnershi p under an annual |ease. The |oss
can be disallowed in full under I RC section
469(c)(2). If the exam ner wanted, he or she
could conplete a Form 8582 to acconpany his
or her report. However, since there is no
passi ve incone, the bottomline for allowable
passive activity |losses will be zero.

(Exhibit 2-1 contains a | ead sheet which can be used as
a work paper in addressing equi pnent rental issues.)

Only rental real estate losses qualify for the $25,000
of f set agai nst wages and ot her investnent incone.

Equi prent or personal property rental |osses of any
kind do not qualify for the special $25,000 all owance.
Exam ners should watch for Schedul e E | osses from any
activity which is not rental real estate. |If the

t axpayer has deducted the | oss w thout conpleting Form
8582 or entered it on line 1 of Form 8582 (thereby
giving hinself or herself the benefit of the $25, 000
offset in error), the tax return should be adjusted.

Exanple 2

John Gray's tax return contains a Schedule E for
two activities: (1) arental real estate property
in which the taxpayer actively participates with a
| oss of $12,000 and (2) equipnent rented to an
S-Corporation with a |l oss of $10,000. Both | osses
were placed on line 1 of Form 8582 (rental real
estate with active participation) and deducted in
full. The taxpayer had no passive incone. |In this
case, the exam ner has an adjustnent of $10, 000,
as the equi pnent | oss does not qualify for the
$25, 000 offset and shoul d have been placed on |ine
2 of Form 8582 (all other passive activities).
Since there is no passive inconme, the only
allowabl e loss is the $12,000 rental real estate

| oss, and the $10,000 is disallowed in full.



It has been noted that sone taxpayers have pl aced

equi pnent rental activities on Schedule C and deducted

| osses in full wthout entering the | oss on Form 8582 or
considering the passive activity loss limtations.

Qobvi ously, regardless of the schedule on which the

equi pnent | ease has been placed, the [imtations of IRC
section 469 remain the sane. Long-term equi pnment | osses
are sinply not deductible unless the taxpayer has other
passive inconme such as incone froma limted partner-ship
or the sale of a rental property. Chapter 4 addresses

i ncone issues in depth.

Audit Techni ques:

* The followi ng principal industry activity (PlA)
codes on Schedule C indicate that a passive |oss
i ssue shoul d be considered: 7773 for equi pnent
rentals; 7922 for conputer rentals; and 8813 for
auto rental s.

* Particularly on partnership equi pnent rentals, the
t axpayer may provide the exam ner wth | eases,
prospectuses, notes, |oans and ot her paperwork.
Regardl ess of the anmpbunt of docunentation, intent
for profit, or tine the taxpayer applies to an
equi pnent rental activity, the rules of |IRC section
469 remain the sane. Long-term equi pnent | osses
are passive and are deductible only if the taxpayer
has ot her passive incone to offset the |oss
agai nst.

* If the activity falls into one of the exceptions to
the rental definition, it does not nean | osses are
automatically deductible. The taxpayer nust neet
one of the material participation tests, the nost
common of which is the 500-hour test.

REAL ESTATE | SSUES

| RC section 469(c) defines all rentals as passive
activities. However, beginning with the 1994 tax year,
new | RC section 469(c)(7) excepts real estate

pr of essi onal s who spend nost of their tine in real
property businesses and materially participate in their
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rental real estate activities. See the segnent on "Real
Estate Professionals” at the end of this | esson and
Exhi bit 2-4.

For all other individual taxpayers owning rental real
estate, I RC section 469(1) allows up to $25,000 in

| osses agai nst wages and portfolio inconme if they
actively participate (and neet certain incone
restrictions discussed later in the chapter). The
active participation standard is |less stringent than
material participation (addressed in the follow ng
chapter). As long as the taxpayer participates in
managenent decisions in a bona fide sense, he or she is
deened to be actively participating. No specific
nunber of hours are involved, but the taxpayer nust be
exerci sing i ndependent judgnent and not sinply

rati fying the judgnents of a manager or nmanagenent
conpany (S. Rep. No. 313, 99th Cong., 2d Sess. 738
(1986)) .

Fl ow t hrough rental real estate | osses (generally
reflected on Schedul e K-1) from partnershi ps and
S-Corporations can qualify for the $25,000 offset as

|l ong as the taxpayer actively participates -- in a bona
fide sense. In other words, he or she is not sinply
rati fying a manager's decisions. Losses fromflow
through entities on line 1 of Form 8582 shoul d be
reviewed. Schedules K-1 should be scrutinized
carefully as limted partners and those who own | ess
than 10 percent of the activity do not neet the active
partici pation standard.

| f the taxpayer neets certain criteria, in many

i nstances, he or she is allowed to deduct $25,000 in
rental real estate |osses wthout conpleting Form 8582.
It should be noted that there is no active participation
requi renent for the | ow inconme housing or rehabilitation
credits. These | osses generally do not bel ong on Form
8582 and shoul d be researched. Chapter 6, Interaction
with O her Code Sections, contains additional
information on | ow i nconme housi ng.

Since active participation is a relatively liberal

st andard, sone exam ners have not raised the issue.
However, there are several |limtations on the active
participation standard, any ONE of which nmakes the
$25, 000 al | owance unavai |l abl e:

1. The taxpayer cannot be a limted partner (IRC

section 469(1)(6)(C). Exception: alimted
partner who is also a general partner.
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The taxpayer nmust own 10 percent or nore.

The | osses cannot be froma trust. (This rule does
not apply to grantor trusts as they are not
generally viewed as an entities in the eyes of tax
| aw. )

The | osses generally cannot be froman entity under
a net lease. A net lease is a rental agreenent
where the tenant pays nost or all of the expenses.
Net | eases are common in instances where the
taxpayer has a controlling interest in the S

Cor poration or partnership.

Audit Techni ques:

*

Losses from any one of the above four categories
bel ong on Form 8582 |ine 2. They should never be
placed on line 1 as that would all ow the $25, 000
offset. The | ead sheet on Exhibit 2-2 provides a
wor kpaper that the exam ner can use in raising the
active participation standard.

Some managenent firns are automatically issuing a
letter to their clients which states that the
client is "actively involved in managenent of the
rental " and approves tenants, arranges for repairs,
sets rental fees, etc. An accurate picture of the
relationship of the client and the managenent firm
may usual ly be obtained by inspecting a copy of the
contract with the managenent firm This docunent
usual |y specifies the exact responsibilities of the
managenent firmas well as the client's rights.

REM NDER: The Comm ttee Reports tell us that the

t axpayer nmust be nmaki ng managenent decisions in a
bona fide sense, not just ratifying an on-site
manager' s deci si ons.

A Schedul e E without interest or taxes or many
expenses is frequently indicative of a net |ease.
In other words, the building is being rented by an
individual to a corporation or a partnership which
pays nost of the expenses. |If the taxpayer falls
into any of the above categories, he or she
general ly does not neet the active participation
standard, and | osses are, therefore, disallowed in
full unless he or she has other passive incone.
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* Leases can be either witten or oral. The term
"net lease,"” is not specifically defined under IRC
section 469. However, the term neans a rental
agreenent where the tenant pays nost or all of the
expenses. It could include the follow ng: (a)
property where the deductions allowed solely by
reason of | RC section 162 are |ess than 15 percent
of gross rents fromthat property or (b) property
where the lessor is either guaranteed a specific
return or is protected in whole or in part against
| oss of incone.

Si nce depreciation, interest expense, and property
taxes are all owed because of |IRC sections 167, 163,
and 164, respectively (and not solely because of
section 162), the deductions referred to in this
definition are those deductions other than
depreciation, interest or taxes. The active
participation standard would be very hard to neet
in the case of a rental property where the tenant
is paying for nore of the upkeep and repairs,

si nply because the lessor is not doing any of the
wor k or maki ng any deci si ons.

Exhibit 2-2 provides a | ead sheet which can be used as a
wor kpaper in exam ning active participation issues.

$25, 000 O fset |ssues

Sone taxpayers have deducted Schedule E rental real
estate | osses in excess of $25,000 w thout conpleting
Form 8582 or Iimting the losses. (It should be noted
that although this is an automatic adjustnent with no
exceptions prior to the 1994 tax year, it was not being
pi cked up by sone service centers.) Simlarly, sonme

t axpayers with an AG over $100, 000 have deducted renta
real estate | osses without considering the passive |oss
limtations. |In addition, certain taxpayers renoved
rental | osses from Schedul e E and pl aced them on
Schedule Cwth creative titles such as "Real Estate
Managenment " or "Managenment Services."
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Exanple 3

Karen Shiner, an attorney, deducted $47,000 in
rental real estate losses in full on Schedule C
of her 1994 tax return. No Form 8582 was

conpl eted and she did not have any passive

i ncone.

Presum ng that Karen is nmaki ng managenent
deci sions, there would be an adjustnent of
$22, 000 conputed as foll ows:

Per return $47, 000
Per audit 25,000
Adj ust ment $22, 000

Beginning in 1994, the relief provision enacted for

real estate professionals (for exanple, an individual
who spends nost of his or her time in construction and
owns rental real estate) allows all current |losses to
be deducted if certain qualifications are net.
Consequently, prior to raising a $25,000 of fset issue,

t he exam ner should scan the Forns W2 and occupati on
of the taxpayer for indications that he or she m ght be
in a real property profession of some kind.

Limted Partner |ssues

It has been noted that |osses fromlimted partnerships
are being erroneously placed on line 1 of Form 8582,

t hereby incorrectly allow ng taxpayers the $25, 000
offset. Refer to Exhibit 1-2 at the end of Chapter 1
for an exanple of a Schedule K-1

I f the box on the Schedule K-1 by the general partner
guestion is checked NO the taxpayer is generally a
limted partner. Consequently, he or she cannot neet
the active participation standard, and | osses shoul d be
entered on line 2 of Form 8582. Thus, the | osses wll
only be deductible if he or she has other passive

i ncone.

Exanple 4

On inspection of Cathy Ranger's return it was
noted that she had a | oss of $6,500 on Form
8582 line 1. She also had passive incone of
$2,500 on Schedule E and on Form 8582. On



revi ew of her Schedules K-1, it was di scovered
that she was a limted partner in a real estate
vent ur e.

In this instance, there is an adjustnent of
$4,000 (the difference between the $6,500 | oss
per return and the $2,500 in passive incone).
Since Cathy is a limted partner, she does not
qualify for the $25,000 of fset as she cannot
meet the active participation standard.
Therefore her | osses bel ong on Form 8582 |ine
2. The net result is that she can deduct

| osses only up to passive incone reported on
the tax return.

Audit Techni ques:

* Wil e review ng Schedul es K-1, also verify that
the taxpayer owns at |east 10 percent. |If not, he
or she does not neet the active participation
standard, even if he or she is a general partner.

* Particularly on flow through | osses from
partnership and S-Corporation real estate
activities, probe to verify whether or not the
t axpayer i s maki ng managenent decisions in a bona
fide sense, especially if the activity is |ocated
at a significant distance fromthe taxpayer's
resi dence.

* In addition to pursuing a passive activity |oss
(PAL) issue, the exam ner nmay want to raise a basis
i ssue. To deduct a |oss, the taxpayer nust have
basi s, and the burden of proof is on the taxpayer to
provi de basis cal culations. Wen figuring allowable
| osses, the at-risk rules of IRC section 465 are
applied before the PAL rules of I RC section 469. On
an unagreed report, if both basis and PAL issues
have been rai sed, basis should be the primry
position. If the loss is froman S-Corporation,
guar anteed | oans do not increase basis.

Vacati on Rental |ssues

Many vacation rentals, whether a cottage, condom nium
or house, have an average period of custoner use which
is 7 days or less. As a result, the taxpayer falls
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outside of the definition of a rental, and the $25, 000
of fset does not apply. Instead, the far nore stringent
mat eri al participation standard nust be net.

It has been noted that the $25,000 offset is erroneously
used when the average period of custoner use is 7 days

or less and there is a managenent firm which would nake
it difficult for the taxpayer to neet the materi al
participation test. The |ead sheet on Exhibit 2-3 can be
used as a work paper in examning this issue. Al so see
Toups v. Comm ssioner, T.C Meno. 1993-359.

Audit Techni ques:

* At the initial interview, secure a statenent from
t he taxpayer on hours worked and activities
performed during the year under exam nation
Scrutinize travel time to ensure that the primry
purpose is for business rather than pleasure.

Rem nder: Hours spent reading reports and

ot herwi se nonitoring operations in a nonmanageri al
capacity should not be counted as they are investor
activities and do not constitute materi al
participation unless the taxpayer is directly

i nvol ved in day-to-day managenent or operations.

* When | oss di sall owances due to | RC section 469 are
proposed, sone taxpayers have asked that interest
and taxes be noved to Schedule A as an item zed
deducti on. However, under |RC section 469,
interest and taxes from a passive activity cannot
be treated as an item zed deduction. They nust be
carried forward to subsequent years until there is
passive inconme froma full disposition of the
activity.

* Be sure to verify that the personal use limtations
of I RC section 280A do not apply. |Inquire whether
famly or relatives or the taxpayers thensel ves
used it for nore than 14 days or 10 percent of the
property's rental time. The IRC section 280A
limtations (losses are limted to incone) apply
even if the related parties paid fair rental val ue
(unless it is their main hone) OR other individuals
are using it rent free. |If the personal use
[imtations apply, IRC section 469 is not
applicable. If IRC section 280A applies, an
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all ocable portion of interest and taxes are
deductible as item zed deductions. See the segnent
in lesson 6 on Rental of Personal Residence.

* | f the taxpayer is deducting interest citing IRC
section 469(j)(7), verify that the taxpayer has
spent nore than 14 days or 10 percent of the days
rented at the property as required under |IRC
section 280A. See the audit | ead sheet contained in
Exhibit 6-4. Mbst taxpayers check NO on line 2 of
Schedul e E, indicating they do not qualify under
| RC section 280A. Therefore, the interest on the
property woul d be deductible only if it is the
t axpayer's principal residence.

REM NDER: If the taxpayer's narrative summary does not
make good common sense, be sure to ask for other
docunentation or third party verification. The Service
does not need to accept at face val ue uncorroborated
testinmony if it is questionable, inprobable, or
unreasonable. Quock Ting v. United States, 140 U. S.
417, 420-21 (1891); Fleischer v. Comm ssioner, 403 F.2d
403, 406 (2d Cir. 1968) aff'g. T.C. Menon. 1967-85;
Boyett v. Conmi ssioner, 204 F.2d 205, 208 (5th Gr
1953), aff'g. 10 T.C M (CCH) 237 (1951); Tokarski v.
Comm ssioner, 87 T.C., 74, 77 (1986).

AUTOVATI C ADJUSTMENTS

Any adjustment to AG could result in a possible
automatic PAL adjustnent if the taxpayer is deducting
rental real estate |losses (and is not a real estate

prof essional who qualifies for relief fromthe passive
loss limtations). The $25,000 offset is phased out at
the rate of 50 cents for every dollar that exceeds the
taxpayer's nodified adjusted gross incone (MAQ).
Consequent |y, adjustnents of any kind to AG al so inpact
t he $25, 000 speci al all owance.

Mdified AQ is sinply AG conputed w thout any passive
activity losses or incone along with several other
generally mnor nodifications (taxable social security,
| RA/ SEP deducti ons, self-enploynment tax, and rental

real estate |osses allowed under new | RC section
469(c)(7)). Exhibit 1-3 at the end of Chapter 1

provi des a worksheet for the calculation of MAG. Wen
the taxpayer's nodified adjusted gross incone exceeds
$150, 000, none of his or her passive rental real estate
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| osses are allowable (unless he or she has other
passi ve incone, of course).

Exanple 5

Tom M tchell has the following itens of incone
and | osses:

Wages $125, 000
| nt erest i1 ncone 5, 000
Limted partnership |oss (30, 000)
Rental real estate

(active participation) (22, 000)

Tom's nodified A is $130, 000 ($125,000 +
$5,000). Neither the limted partnership |oss
nor the rental real estate | oss are considered
in conputing Tom s nodified AG as they are
passive activity losses. As a result, the
$25, 000 offset is reduced as foll ows:

$25, 000 of f set $25, 000
Reduction ($30,000 X .5) 15, 000
Al lowabl e rental real estate | oss 10, 000

Since Tom has no passive incone, he nust
carryforward the remnai ning $12, 000 rental real
estate loss as well as the $30,000 limted
partnership | oss.

Audi t Techni gue:

It is the $25,000 offset which is reduced.
Consequently, if, for exanple, a taxpayer had a

nodi fied AD of $110,000, his or her $25,000 offset
woul d be reduced to $20,000. Thus, he or she would be
able to deduct rental real estate |osses up to $20, 000.

Several audit issues can result fromthe nodified

adj usted gross incone. First, some taxpayers are

si nply deducting Schedule E rental real estate |osses
wi th adjusted gross incones well in excess of $100, 000.
Form 8582 has not been used to limt the |osses. This
is sinply a conputational adjustnment which an exam ner
shoul d do whenever noted (unless the taxpayer is a
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qual i fying real estate professional beginning in the
1994 tax year). These issues are nost commonly seen on
sel f-prepared returns.

Secondly, any adjustnent to a taxpayer's Form 1040
which affects AG. will also affect nodified AG and
coul d produce an automatic statutory passive activity

| oss adjustnment simlar to the nedical expense adj ust
ment. For instance, using the exanple above with Tom
Mtchell, should an under reporter transcript (IRP)
reveal $6,000 in unreported dividend i ncome, Tom s

nodi fied A would increase to $136, 000 ($130, 000 pl us
$6, 000 i n unreported dividends), and the exam ner would
have two adj ustnents:

Unr eported dividends 6, 000
Aut omat i ¢ PAL adj ust nent:

$25, 000 of f set 25, 000

Reduction ($36,000 X .5) 18, 000

Al'l owabl e rental | oss 7, 000

Deducted per return 10, 000

Aut omat i ¢ PAL adj ust nent 3. 000
Total adjustnents 9, 000

In the above instance, the automatic PAL adj ust nent
coul d have qui ckly been conputed by nultiplying the
addition to adjusted gross incone (dividends of $6,000)
by 50 percent. However, this quick calculation wll
not yield the correct answer in all circunstances.

The follow ng are sone other common adjustnents which
coul d al so produce an automatic statutory PAL
adjustnent if they push the taxpayer's AG over

$100, 000 and a rental real estate |oss has been
deduct ed:

Unreported i nconme of any kind

Adjustnents to Schedul e E

Any adjustment to a nonpassive Schedule C

Any adj ustnment to Schedule D

Constructive dividends froma corporation

Fl ow t hrough adj ustnents from partnershi ps and
S- Cor por ati ons.

oukwhE

Audit Techni ques:

* Many taxpayers with rental real estate | osses |ess
t han $25,000 are not required to conplete Form
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8582. However, should audit adjustnents push
nodi fi ed AG over $100, 000, an automatic passive
| oss adjustnent could still result.

* Recharacterizing a Schedule C, E, or F l|oss from
passi ve to nonpassive could also result in an
automatic PAL adjustment to any rental real estate
activity loss which the taxpayer is claimng if
his or her nodified AG exceeds $100, 000 after al
adj ust nent s.

* | f an exam ner nakes an adjustnent to a Schedule E
| oss which was already limted per return by the
PAL rul es, obviously no adjustnent to nodified AGQ
will result.

REAL ESTATE PROFESSI ONALS

Beginning wwth the 1994 year, a taxpayer who neets ALL
of the follow ng can deduct current rental real estate
| osses in full regardl ess of how high his AG m ght be:

(Refer to the audit |ead sheet contained in Exhibit 2-4 as you review this section.)

1. More than half of the taxpayer's personal services
in all businesses nust be in real property
busi nesses. A real property business is real
property devel opnent, construction, acquisition,
conversion, rental, managenent, |easing, or
br oker age.

2. The taxpayer nust spend nore than 750 hours a year
in real property trades or businesses.

NOTE: For tine to be counted in either of the
above two tests, the taxpayer nust materially
participate in the activity.

3. The taxpayer nmust materially participate in each
rental real estate activity unless he or she has
filed an election to group all rental real estate
activities as one (for purposes of materially
participating).

For the first two tests, each spouse's tine is taken

into account separately. Thus, one spouse al one nust
satisfy the personal services and 750 hour requirenents.
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For the third test, both spouses' tinme together can be
counted, but only tine applied to the rental real estate
activity (and not to the real property business) is

counted. It is inportant to note that even if the
t axpayer neets all of the requirenents and can deduct
current rental real estate losses in full, prior year

suspended | osses remai n passive. Sone taxpayers
incorrectly thought that neeting the requirenments of
| RC section 469(c)(7) triggered the deductibility of
prior year suspended | osses.

It should al so be noted that these rules are not

el ective. Sone taxpayers may neet the three tests with
the result that their net rental income wll be
nonpassi ve and, consequently, the incone cannot be used
to offset other passive |losses, such as limted
partnership | osses, for exanple.

Audit Techni ques:

* If Forms W2 are fromactivities unrelated to a
real property business, it is an indicator the
t axpayer may not be able to neet the half persona
services test.

* At the initial interview, inquire which spouse
performs nost of the work with the rental real
estate and real property businesses.

* For the 750 hour test, verify that both spouses
time has not been conbi ned. One spouse al one nust
meet both of the first two tests.

* Verify that the taxpayer is in a real property
trade or business. An attorney or an accountant
who specializes in real estate, for exanple, would
not be a real property trade or business.

* For the third test, which requires materi al
participation in the rental real estate activities,
verify that the taxpayer materially participates in
each separate rental real estate activity (unless
an election has been filed to aggregate all rental
activities as one). For this test, the husband's
and wife's time may be conbined. See the |ead sheet
in Exhibit 2-4 for the material participation tests
as well as lesson 3 for an explanation of the
rul es.
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* Also verify that the taxpayer has not added his
or he tinme in real property businesses for the
third test. The taxpayer nust materially
participate in each rental real estate activity
w thout adding time fromhis or her real property
busi nesses.

* | f the taxpayer has filed an election to group his
or her rental real estate as one activity, verify
that he or she has grouped ALL rental real estate
activities together. He or she cannot pick and
choose only certain activities to group.
Furthernore, verify that the taxpayer is not
deducti ng suspended | osses based on the sale of one
of his or her properties (except to the extent of
net gain fromthe disposition). The regulations
i ndi cate that any remai ni ng suspended | osses
all ocable to the disposed property are triggered
only on disposition of substantially all of the
activity.

* Verify that the taxpayer has not deducted suspended
| osses -- unless he or she has (1) passive incone
fromhis or her rental real estate, (2) passive
incone fromother activities or (3) an entire
di sposition (or substantially all) of the property.
The taxpayer can, however, trigger up to $25,000 in
suspended | osses each year if he or she continues to
nmeet the active participation standard and his or
her AG is |less than $100,000. Renenber, however,
that rental real estate |losses allowable as a result
of I RC section 469(c)(7) are an addback to nodified
AGd . Consequently, nodified AG is increased and
t he taxpayer may not qualify for the $25,000 offset.

* A nunber of taxpayers have asked if the relief
provi sions can be applied retroactively to years
prior to 1994. The answer is clearly no.

* Finally, the exam ner should al ways verify that
| osses being deducted under | RC section 469(c)(7)
are true rentals, and not a hotel or sone other
activity which falls outside the definition of a
rental activity as defined in Treas. Reg. section
1.469-1T(e) (3).
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| NCOVE FROM SELF- RENTED PROPERTY

Up to this point, the | esson has addressed passive |oss
issues. Now we will address a frequently seen incone
issue relating to rental activities.

One of the nost common passive activity issues rel ates
to recharacterization (or, stated sinply, reclassifying)
passive incone fromrental activities. Under Treas.

Reg. section 1.469-2T(f)(6), if a taxpayer rents rea
property or equipnment to a trade or business activity
(whether in the formof a partnership, S Corporation,
trust, etc.) in which he or she materially

partici pates, net rental incone fromthe property is
treated as nonpassive incone. VWile it is stil
reportable on Schedule E, it should not be entered on
Form 8582 (thereby all ow ng passive |osses). NOTE:
This rule does not apply if there was a witten binding
contract entered into before February 19, 1988. See
the audit | ead sheet contained in Exhibit 2-5.

Over the years, it has been common tax practice for
sharehol ders in closely held corporations to personally
own the building (and sonetines equi pmrent and vehicl es
as well) and rent it to their corporation. The
tenporary regulations did not include activities
conducted through C Corporations; therefore, the
recharacterization of income rule did not apply to
regul ar G Corporations until 1992.

Wth the sunset of the tenporary activity regul ations,
this is no longer true. For taxpayers with taxable
years ending after May 10, 1992, net rental incone from
rental to a CCorporation in which the taxpayer
materially participates is recharacterized as
nonpassi ve. Consequently, beginning in 1993, a
sharehol der renting a building to a corporation in

whi ch he or she materially participates nmust report net
i ncome on Schedule E, BUT cannot use it to offset other
passive activities. In other words, it should not be
entered on Form 8582.

Since the regulations allow the taxpayer whose tax year
i ncludes May 11, 1992, an option of utilizing either
the tenporary or the final activity regulations, it

will be difficult to pursue audit adjustnents relative
to the recharacterization of inconme issue pertaining to
rentals to CCorporations until the 1993 tax year. See
the audit | ead sheet on recharacterization of incone
contained in Exhibit 2-5.
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Audit Techni ques:

*

Schedule E rental activities with few expenses and
significant net income could be indicative of a
self-rented situation. |If the incone is reflected
on Form 8582 line 1, be sure to ask the taxpayer
who the property is rented to AND if he or she
materially participates in the entity.

Be sure to request any | eases and verify when it
was execut ed.

On any closely held corporate exam nation, when
reviewi ng the shareholder's return, |ook for

evi dence of self-rented property and check whet her
net rental income has been reflected on Form 8582
line 1.

| SSUE | DENTI FI CATI ON

Returns which reflect or suggest the follow ng may have
potential passive activity | oss issues:

Schedules C wth | osses whose activities are

"equi pnent," "leasing," "conputers," etc. Witch
for PIA codes 7773, 7922, and 8813 which indicate a
rental or leasing activity.

Rental real estate |osses in excess of $25,000 and
no Form 8582 attached to the return. (Even a
qualifying real estate professional for the 1994
year woul d generally be expected to have Form 8582
as Code section 469(c)(7) does not trigger
suspended | osses.)

AG exceeds $100, 000, rental real estate | osses are
deducted and no Form 8582 is attached to the
return.

Rental s on Schedule E where there are few expenses
(other than interest, taxes and depreciation),
suggesting a possible net |ease.

Forms 8582 with large flow through | osses in Part |
for "Rental Real Estate with Active Participation.”
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SUMVARY

Forms 8582 where line 6 for nodified AQ is the
sanme as regular AG per return

There are six exceptions to the definition of a
rental, and if the activity falls into any one of

t he exceptions, the taxpayer nust neet the materi al
participation standard for that activity.

Long-term equi pnrent rentals, whether on Schedule C
or E, generally cannot be deducted unless the

t axpayer has reported other passive incone on the
return.

A $25,000 of fset has been allowed for taxpayers who
actively participate in rental real estate
activities. However, the active participation
standard generally cannot be nmet by the foll ow ng:
[imted partners, taxpayers who own |ess than 10
percent, rentals under a net |ease, and | osses from
trusts.

Exam ners should be particularly alert tolimted
partners who may erroneously deduct |osses on |ine
1 of Form 8582, thereby allow ng thensel ves the
$25, 000 of fset.

Short-termvacation rentals are generally subject
to the nore stringent material participation rules.
If there is a managenent firmor on-site nmanager,
it could be difficult for the taxpayer to neet the
mat eri al participation test.

Any audit adjustnment which affects adjusted gross
incone (AG) also affects nodified A and can
result in an automatic PAL adj ustnent.

Effective for 1994, taxpayers who spend nost of
their tinme in real property trades or businesses
may deduct rental real estate | osses without limt
if they materially participate in each rental real
estate activity.

I nconme from property rented to a partnership,
S-Corporation or C Corporation in which the
taxpayer materially participates is recharacterized
as nonpassive (unless there is a witten binding

| ease executed prior to February 19, 1988.)
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Passive activity loss adjustnments for rentals can
be relatively easily noted and cl assifi ed.
Classifiers may want to encl ose the appropriate

| ead sheet in the case file.
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Exhibit 2-1 (1 of 2)

EQUIPMENT RENTALS

|SSUE: Schedule C/E for

Arelosses limited as activity is passive?

(Generally, long-term equipment rentals are passive, and losses are not deductible unless taxpayer has passive income from another
activity. Short-term rentals must meet material participation to deduct losses.)

AUDIT PROCEDURE:

What is the average period of customer use? Days rented divided by number of
customers for the year.

If the average period of customer use is more than 7 days, activity is probably atrue equipment rental as defined by
IRC section 469 and Treas. Reg. section 1.469-1T(€)(3)(1), and losses are allowable only up to passive income from
other activities. (If customer useislessthan 7 days, taxpayer is subject to the material participation rules. Under
theserules, if taxpayer works more than 500 hours or does substantially all of the work, losses are allowable in full.
See materia participation workpaper for additional detail.)

LAW: Long-term rentals are passive, and losses are limited to passive income reported
on the return. Exceptions to the definition of arental activity per Treas. Reg. section
1.469-1T(e)(3)(ii), such as short-term rentals of 7 days or less, are subject to the material
participation rules. Equipment rentals of any kind do not qualify for the $25,000 offset
(that is, they should be reported on line 2 of Form 8582, never line 1). In summary, if the
equipment rental activity does not fall into any of the exceptions of Treas. Reg. section
1.469-1T(e)(3)(ii), losses are disallowed in full unless there is passive income.

NOTE: The taxpayer may provide the examiner with lots of documentation (leases, notes, prospectus, etc.). Nevertheless, long-term
equipment rentals under | RC section 469 are passive, and losses are not deductible unless the taxpayer has other passive income reported
on the return.

Under the 1.469-4 final activity regulations issued October 1994, ataxpayer generally cannot group rental activities with atrade or
business. However, if he or she owns the equipment rental activity in the same proportionate ownership as the business activity AND they
form an appropriate economic unit, equipment rental losses could be deductible under IRC section 469. However, even if this exception to
the passive loss provisions alows deductibility, if the equipment or persona property losses are from arental to a C- or S-Corporation,
examiner should consider whether losses should be disallowed as they are a corporate expense (unless there is a specific corporate
resolution requiring the taxpayer to pay the expenses out of hisor her salary). See Rev. Rul. 57-202; Roach v. Commissioner, 20 BTA
919 (1930); J.S King, 40 T.C. Memo 1980-373; G.P. Dietrick, CA-6, 89-2 U.S.T.C. 9469 (6th Cir. 1989) ; E.F. Grossman v.
Commissioner, 33 T.C.M. 1213, T.C. Memo 1974-269. REMINDER: It has been repeatedly held that the statute does not permit the
deduction by one taxpayer of the expenses of a separate and distinct taxpayer. Deputy v. Dupont, 308 U.S. 488 (1940) enunciated the
generd principle that expenses of a corporation paid by a shareholder are not ordinary and necessary, but instead are expenses of the
corporation. Similar rules also apply to partnerships.

If equipment falls into the short-term rental category and taxpayer meets the material participation test, be sure to verify the depreciable

basis of assets viareview of invoices and/or canceled checks before alowing the loss. If the activity appears to have elements of personal
pleasure or other indications of a possible hobby loss, be sure to raise IRC section 183. If flow through losses from a partnership or other
entity are for equipment which appears to be an abusive tax shelter, basis and at-risk under IRC section 465 should be considered as well.
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Exhibit 2-1 (2 of 2)

If the equipment rental activity reflects net income, it is subject to self-employment tax. IRC section 1402(a)(2) exceptsrea estate, but not
bare |ease equipment rentals from SE tax. See Carl Sevenson v. Commissioner, T.C. Memo, 1989-357. Furthermore, if equipment is
rented to an activity in which the taxpayer materialy participates, it is recharacterized as nonpassive and does not belong on Form 8582.

See Treas. Reg. section 1.469-1T(€)(3)(F)(vii).

CONCLUSION: Under IRC section 469, Schedules C/E equipment losses are/are not allowed.
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Exhibit 2-2

RENTALSAND ACTIVE PARTICIPATION

NAME OF ACTIVITY:

| SSUE: Active Participation under IRC section 469

NOTE: Beginning in 1994, the rules below do not apply if the taxpayer isareal estate professional who spends more than haf his or her
personal servicesin real property businesses AND more than 750 hours ayear AND materially participatesin hisor her rental real estate
activities.

Arerental real estate losses limited to $25,000 or up to passive income from another passive
activity?

If not, limit losses to $25,000, and continue on to verify active participation.
If yes, continue on to verify active participation.

Is taxpayer alimited partner (whois not also agenera partner)? (Schedule K-1)
EXCEPTION: Low income housing.

Does taxpayer own less than 10 percent? (Schedule K-1)

Are flow-through losses from atrust ? (Schedule K-1)
Conference Report, H. R. Rep. 99-841, 99th Cong., 2d Sess., pg, I1-141.
EXCEPTION: Grantor trusts.

Are losses from an activity other than rea estate?
(Equipment, computers, boats, vehicles, etc.)

Arelosses from anet lease? (Lessee/tenant pays most expenses.)

If any one of above five questions is answered Y ES, taxpayer does not qualify for $25,000 offset and loss should be moved to Line 2 of
Form 8582 and recomputed. |n effect, the loss will be disallowed (unlessthere is passive income from another activity reported on the tax
return).

If al answers above are NO, verify taxpayer is actively participating (making management decisions regarding tenants, terms, major repairs,
etc.) viataxpayer statement or oral testimony.

If modified AGI (AGI per return plus PAL and several other minor items) exceeds $100,000, verify that $25,000 offset has been reduced
by 50 cents for every dollar over $100,000.

If average period of customer useis 7 days or less, activity does not meet the definition of arental and the more stringent material

participation test must be met. With a management firm, it could be difficult to qualify for materid participation. Refer to lead sheet on
vacation rentals.

CONCLUSION: Taxpayer ig/is not actively participating.
Ref.: IRC section 469(1)(8); Treas. Reg. section 1.469-1T(e)(3), S. Rep. 313.
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Exhibit 2-3 (1 of 3)

VACATION RENTALS/CONDOSAND PASSIVE LOSSRULES

| SSUE: Schedule C/E for

should activity be treated as arental qualifying for the $25,000 offset, OR should it be treated
as abusiness in which the taxpayer is required to materially participate (work on aregular,
continuous, and substantial basis)?

If taxpayer is deducting losses from a vacation rental or condo on Schedule E, Schedule C, or
line 1 of Form 8582, thereby giving himself or herself the benefit of the $25,000 offset, ask:

Are the deductions limited under IRC section 280A(c)(5)?

In other words, did taxpayer or related parties spend more than 14 days or 10 percent of days rented at FRV? If so, IRC
section 469 does not apply. (IRC section 469(j)(10)). Pursue disallowance under |RC section 280A which generally
limits losses to income from the activity.

If IRC section 280A does not apply, pursue passive loss issue:

What is the average renta period?

LAW: The activity isnot deemed arental and does not qualify for the $25,000
offset if:

-- The average period of customer useis 7 days or less OR

-- The average period of customer useis 30 days or less and
significant personal services are provided (such as maid service,
cleaning services, etc.)

If none of the above apply, taxpayer may qualify for the $25,000 offset if he or she actively participates in the rental real estate activity.
If any of the above exceptions apply, the activity falls out of rental category, and taxpayer must meet the more stringent material
participation standard. See Toups v. Commissioner, T. C. Memo 1993-359.

QUESTIONS to ask if rental period requirement is not met, and taxpayer must meet the material
participation requirement:

|s there a management service?

How many hours a month does taxpayer spend working on the activity?

Theinitia interview isthe best time to secure an unbiased statement from the taxpayer of hours and types of
participation performed. Once the taxpayer realizes that |osses may be nondeductible or that certain participation does
not count (see Chapter 3), hours spent may be overstated and types of participation may change. It is not well settled
whether or not travel time should ever count. In casesin which satisfaction of the hourly tests of Temp. Treas. Reg.
1.469-5T(a) turns on travel time, the examiner should consult with the Office of Chief Counsel.

NOTE: If thereisamanagement firm, it could be difficult for the taxpayer to meet the materia participation

standard. However, if taxpayer meets any one of the following, he or she is deemed to be materially participating and
can deduct lossesinfull:
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Exhibit 2-3 (2 of 3)

Does taxpayer and/or spouse work more than 500 hours a year on activities
related to the vacation rental? Reading reports and otherwise monitoring the
condo in anonmanageria capacity does not constitute participation.

Does taxpayer perform substantially al the work?
If there is amanagement firm, the answer to this question isno. If taxpayer is managing the property himself or
herself, his or her losses would be deductible.

Does taxpayer put in at least 100 hours and no one else puts in more hours?

If there is amanagement firm, it would be difficult for taxpayer to meet this standard. See Treas. Reg. section
1.469-5T(f)(2)(ii). If taxpayer is not involved in "day-to-day management or operations,” certain activities are
disregarded when counting hours for materia participation. The following activities would not constitute
material participation: studying financia reports, preparing analysis for taxpayer's own use, and monitoring
finances or operations in a nonmanagerial capacity. Periodic consultation is not sufficient to meet material
participation standard. Telephone calls should be closely reviewed to ascertain whether or not taxpayer is smply
monitoring operations, and tel ephone bills should be reviewed to verify hours claimed.

Does taxpayer have several passive trade or business activities with losses in
which he or she participates 100-500 hours, and the total participation in these
activities exceeds 500 hours?

Did taxpayer materialy participate for any 5 out of 10 preceding years?

Do facts and circumstances indicate taxpayer is materialy participating? This test
does not apply unless taxpayer worked more than 100 hours ayear.

Furthermore, it does not apply if (1) any person received compensation for
managing the activity or (2) if any person spent more hours than taxpayer
managing the activity.

NOTE: If taxpayer's statements or narrative summary appears to be self-serving or questionable, be sure to request supporting
documents, telephone records, or third party verification. We need not accept at face value uncorroborated testimony if it is
questionable, improbable, or unreasonable. Quock Ting v. United Sates, 140 U.S. 417, 420-21 (1891); Fleischer v.
Commissioner, 403 F.2d 403 (2d Cir. 1968), affg. T.C. Memo 1967-85; Boyett v. Commissioner, 204 F.2d 205, 208 (5th Cir.
1953); Tokarski v. Commissioner, 87 T.C. 74, 77 (1986).

CONCLUSION: Vacation rental or condo does/does not meet the definition of arental per
Treas. Reg. section 1.469-1T(e)(3)(ii) and taxpayer does/does not meet the material
participation standard per Treas. Reg. section 1.469-5T. If activity is not rental and taxpayer
is not materially participating, lossis disallowed unless taxpayer has other passive income
reported on the return. See Toups v. Commissioner, T.C. Memo 1993-359.

ADJUSTMENT: If vacation rental/condo is not a"renta" activity and taxpayer does not materially participate, income/loss should be
moved from Form 8582, line 1 to line 2. The adjustment is the difference between line 11 of Form 8582 per return and the corrected Form
8582. If the taxpayer did not complete Form 8582 and there is no other passive income on the return, thelossis simply disallowed in full.

If vacation rental/condo is not a"rental" activity and taxpayer materialy participatesin activity, remove income/loss from Form 8582. It
would be reportable on Schedule E but not on Form 8582.

If vacation rental/condo is subject to limitation of IRC section 280(A)(c)(5), remove income/loss from Form 8582.

If taxpayer does not actively participate in vacation rental/condo, income/loss should be moved from Form 8582, line 1 to line 2.
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Exhibit 2-4 (1 of 2)

RELIEF PROVISIONS FOR REAL ESTATE PROFESSIONALS

RENTAL REAL ESTATE AND NEW SECTION 469(c)(7)

Impacts. Rental real estate activities

Effective: Jan. 1, 1994 and subsequent years. Does not apply to 1993 and prior years.

LAW: Renta rea estate losses are generally limited to $25,000 if taxpayer actively

participates (making management decisions -- IRC section 469(1)).

However, under new IRC section 469(c)(7), if taxpayer spends most of his or her time
in real property trades or businesses, meeting the %2 personal services and 750 hour
tests, rental real estate losses are no long per se passive. |If he or she materially
participates in each rental real estate activity, current year losses are fully deductible.

If not, losses are deductible only up to $25,000 if active.

Carryover losses from prior years are not triggered by new IRC section 469(c)(7). They
should continue to be entered on Form 8582 line 1c until the taxpayer has income from the
rental real estate, passive income from other activities or there is an entire disposition of the

Carryforward losses as result of |RC section 469(c)(7) are treated as from aformer passive activity.

Verify that taxpayer OR spouse meets BOTH of the following tests.

At theinitial interview, inquire which spouse performs most of the work with the real property businesses and/or the rental real
estate activities. At least one spouse alone must satisfy the following two tests.

FIRST TEST: Arehalf of persona servicesin ALL trades or businesses (1/8) for the

year performed in real property T/B?

Forms W-2 attached to return and occupation will provide some indication as to whether taxpayer OR spouse may meet this test.
If Forms W-2 for both husband and wife are from activities unrelated to real property businesses, it is a strong indication that
neither can qualify for the %2 personal services test.

-- Real property T/B =red property development, construction, acquisition, conversion, rental operation, management, leasing or
brokerage.

-- For time to be counted, taxpayer must materially participate in thereal property T/B. Material participation is meeting any one
of seventestsin 1.469-5T. The two most common are (1) does taxpayer spend 500 hours a year in the business or (2) does he
or she perform substantially all of the work?

NOTE: For purposes of thistest, each rentd real estate activity istreated like a trade or business subject to material
participation.

-- Time spent as an employee in real property activitiesin counted only if he or she is more than a 5-percent owner.
-- In counting time for thistest as well as the 750 hour test, each spouse's personal services are taken into account separately.

Thus one spouse must satisfy the requirement for half of his or her personal servicesin area property T/B and the 750 hour
test.

SECOND TEST: Does taxpayer spend more than 750 hoursin real property T/B in
which he or she materially participates?
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Exhibit 2-4 (2 of 2)

If answer isNO to either of above two tests, new 469(c)(7) does not apply to
taxpayer's rental real estate activities, and losses are limited to $25,000 plus passive
income if taxpayer actively participates.

If answer is Y ES to both tests, apply material participation tests to EACH rental
real estate activity to determine whether each activity is passive or nonpassive. In
other words, each rental real estate activity will be treated like a trade or business
subject to material participation to determine whether losses are or are not
deductible. The following are the seven material participation testsin 1.469-5T:

Does taxpayer and/or spouse spend more than 500 hours ayear involved in the activity?

Does taxpayer perform substantially al of the participation in the activity?

Does taxpayer put in more than 100 hours and no one puts in more hours?

Does taxpayer participate between 100-500 hoursin each of several otherwise passive activities, and does the total
participation exceed 500 hours?

Did taxpayer materialy participate in a personal service activity for any 3 prior taxable years?

Do facts and circumstances indicate taxpayer is materialy participating? Thistest does not apply unless taxpayer worked
more than 100 hoursayear. Furthermore, it does not apply if any person received compensation for managing the
activity OR if any person spent more hours than the taxpayer managing the activity.

NOTES:

1. Taxpayer may not group renta real estate with any business activity to meet material participation for purpose of this test.
Furthermore, he must materially participate in each separate rental real estate activity unless he makes the election discussed
below to group all hisrentd real estate interestsinto asingle activity.

2. Each rental real estate interest must be treated as a separate activity - unless the taxpayer has elected to treat ALL his
rental real estate interests as ONE activity by filing a statement with an original return. If al rental real estate
activities are treated as one, it will be easier to meet the 500 hour material participation test. However, if taxpayer
makes this election and subsequently disposes of a property, suspended losses will be triggered only up to the net gain
on disposition.

CONCLUSION:

1. Per 469(c)(7), the following rental real estate activities have been determined to be
nonpassive and current (but not carryover) losses are fully deductible:
Enter current losses on Sch. E but not on Form 8582.

2. Taxpayer did not materially participate in the following real estate activities, but does

actively participate (making management decisions):
Enter losses on Form 8582, line 1b. NOTE: The $25,000 offset is not reduced by losses allowable under section 469(c)(7).

3. Taxpayer does not actively participate in the following rental real estate activities:

Enter losses on Form 8582, line 1c.

IMPORTANT NOTE: Whilethis Check sheet primarily addresses losses, under section 469(c)(7), both income and losses could
be recharacterized as nonpassive.
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Exhibit 2-5

SELF-RENTED PROPERTY
INCOME RECHARACTERIZATION: SECTION 469

ISSUE: Should Schedule E net rental income for Property be recharacterized as
nonpassive (Treas. Reg. section 1.469-2(f)(6))? In other words, should income be removed
from Form 8582, Passive Activity Loss Limitations, thereby reducing allowable passive activity
losses?

NOTE: If Sch. E property reflects net income and appears to be under a net lease (interest, taxes and depreciation deducted with
few other expenses) it isindicative of a possible sdlf-rental situation.

AUDIT PROCEDURE:

Did the taxpayer materially participate in the business which rented the building
(or equipment) from the taxpayer individually?

For partnerships and S-Corporations, this can easily be determined by reviewing the income/losses on the reverse side of Schedule
E. If they arein the nonpassive income/loss column, the taxpayer isindicating that he or she materially participated in the
partnership or S-Corporation. For regular C-Corporations, check to seeif taxpayer received a W-2 from the corporation which could
indicate regular, continuous, and substantial participation in the corporation and ask the taxpayer how much time he or she spends on
corporate activities.

Material participation is defined as regular, continuous, and substantial participation in abusiness activity. |RC section 469(h),
Treas. Reg. section 1.469-5T.

The recharacterization of income rules did not apply to rentals to regular C-Corporations for years prior to 1992. However, with the
sunset of the Treas. Reg. section 1.469-4T temporary activity rules (May 11, 1992), net income from rentals to C-Corporations can

be reclassified as nonpassive (resulting in a corresponding disallowance of passive |osses).

Is there awritten, binding contract (lease) executed prior to February 19, 19887
If thereis alease, be sureto request it immediately to verify the date.

If the answer to the first question is Y ES and the answer to the second question is NO,

income should be recharacterized as nonpassive.

In other words, incomeis still reportable on Schedule E, BUT cannot be entered as passive income on line 1 of Form 8582, passive
activity loss limitation. For every dollar of income removed from Form 8582, allowable passive losses are reduced a dollar. REMINDER:
Passive |osses are deductible only up to passive income reported on the return PLUS $25,000 in rental real estate losses, if the taxpayer
actively participates.

LAW: Under Treas. Reg. section 1.469-2T(f)(6), if ataxpayer rents property to abusinessin
which he or she materially participates, net rental income (but not losses) iS treated as nonpassive.
Stated differently, rental income from essentially self-rented property cannot be used to trigger
allowance of passive losses on Form 8582. This rule does not apply if there is awritten
binding contracted entered into before February 19, 1988.

CONCLUSION: Passive losses in the amount of have/have not (circle one) been
adjusted due to income recharacterized as nonpassive.

NOTE: The rules above are only one of the recharacterization of income provisions. There are also rules treating income from
rental of nondepreciable property, rentalsincidental to a development activity and several other scenarios as nonpassive. See Treas.
Reg. section 1.469-2T(f).
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Chapter 3

MATERI AL PARTI CI PATI ON

| NTRODUCT| ON

To deduct losses in full froma trade or business, the
t axpayer nust materially participate on a regul ar,

conti nuous, and substantial basis. Both |osses and

i ncome from busi nesses in which the taxpayer materially
participates are treated as nonpassive and are fully
deducti bl e (presum ng the taxpayer has basis). The
material participation rules apply to Schedules C and F
as well as flow through | osses and i nconme from partner-
ships, S-Corporations and trusts. It is inportant to
note that nonpassive incone cannot be used to of fset
passi ve | osses. Therefore, it is essential to determ ne
if inconme and | osses are classified properly on a given
return.

The rules discussed in this |esson are applied at the
1040 Il evel for individuals involved in partnerships and
S- Cor por ati ons.

RULES OF Tl ME

Gener al

The taxpayer is required to identify the anmount of
participation in a trade or business activity for each
year. The type and quantity of tinme docunented
determ nes whether an activity should be treated as
passi ve or nonpassi ve.

Material participation is a year-by-year determ nation.
Consequently, it is conceivable that the taxpayer could
be passive in one year and nonpassive (in other words,
materially participating) in the subsequent year.

Rul e

Material participation requires the taxpayer to
participate in the operations of an activity on a

regul ar, continuous, and substantial basis. As a
result, it could be difficult for taxpayers to neet the
mat erial participation standard in out-of-state
partnerships, S-Corporations, trusts and joint

ventures. In addition, the exam ner should be alert to



in-state entities where incone is classified as
passive. The taxpayer may materially participate, and
the incone should not be used to offset passive |osses.

Audit Techni ques:

* On pre-audit of individual returns, watch for
out -of -state enployer identification nunbers (EIN)
on flow through | osses deducted in full in the

nonpassi ve | oss colum on Schedule E. Al so watch
for Schedules C and F with out-of-state EINs and
wages or |abor indicating an on-site nmanager.
Sone of the nobst productive PAL issues relate to
| osses which are never entered on Form 8582.

* For activities with passive inconme, be sure to
probe for material participation. |f the taxpayer
materially participates, incone is nonpassive and
cannot be used to trigger passive |osses. Prepare
initial interview questions focusing on the
taxpayer's tinme and participation in an activity.
Exhi bit 3-1 contains questions which could be used
to address this issue.

* A 3-year conparative analysis of passive and
nonpassi ve activities wll sonetinmes highlight
i nconsi stenci es, both for passive inconme and
passi ve | 0oss issues.

* The sane rational e above applies to pre-auditing
Forms 1120-S and 1065. Watch for investors with
out-of -state EINs as well as small percentages of
owner ship, both of which could indicate a | ack of
material participation. Be alert to in-state E
nunbers w th passive incone reported. |nspect
investor returns. Losses cannot be deducted
unl ess the taxpayer is materially participating or
unl ess he or she has passive incone.

Quantitative Tine Tests

Treas. Reg. section 1.469-5T(a) provides seven different
ways in which a taxpayer will be treated as materially
participating in a trade or business for any given year.
| f the taxpayer neets any one of the seven tests, he or
she is deened to be materially participating in the
activity. Consequently, he or she can deduct | osses in



full. On the other hand, if he or she does not
materially participate, |osses are not deductible
unl ess he or she has passive incone from anot her
activity. Exhibit 3-5 provides a flowhart for the
seven tests.

It is also inportant to renenber that nateri al
participation applies to income as well. If the

t axpayer works in a business on a regular, continuous,
and substantial basis, net income cannot be used to
of fset passive | osses and never bel ongs on Form 8582.
| ncone issues wll be addressed further in Chapter 4.

Al though there are seven tests for materi al
participation in Treas. Reg. section 1.469-5T, the
first two are the nost commonly seen. It is inportant
to understand these quantitative tests before the
docunentation requirenents are addressed. The |ead
sheet in Exhibit 3-2 can be used by the exam ner as a
wor k paper.

More Than 500 Hours

| f the taxpayer participates nore than 500 hours during
the year, income or loss fromthe activity wll be
treated as nonpassive. This nunerical test could be
met by participating one day a week or one week a nonth
in an activity. Participation of both spouses is
counted, but not participation of the children.

Keep in mnd the Code requires that the participation
be regul ar, continuous, and substantial. Wen auditing
t he taxpayer and not the return, an exam ner can
determ ne whether the quantity of tinme docunented is
reasonable in light of other obligations. For exanple,
it would be difficult for a surgeon who is on call to
materially participate in an activity operating in an
out-of -town | ocati on.

Audit Techni ques:

* Large W2 wages from an enpl oyer could indicate
that the taxpayer m ght have difficulty applying
500 hours to another activity, particularly if it
is located a significant distance fromhis or her
personal residence.

* The initial interviewis the best tinme to attenpt
to secure a statenent or list fromthe taxpayer of



hours and types of participation perfornmed. Once

t he taxpayer realizes that his or her | osses may be
nondeducti bl e or that certain participation

(di scussed later in the Chapter) does not count,
hours spent may be overstated, and the types of
activities may change.

* | f the taxpayer who purports to spend significant
hours on the phone, be sure to secure tel ephone
bills, asking the taxpayer to highlight calls.

Rem nder: All or sone of the tinme may constitute
"investor activities" (such as nonitoring an
activity in a nonmanagerial capacity) which are not
counted in the material participation test.

| nvestor activities are addressed later in the
chapter.

* On S-Corporation and partnershi p exam nati ons, ask
guestions at the initial interview regarding the
time and effort applied by each investor. On the
tour of the business, be aware of which investors
appear to be genuinely involved in its activities.

Substantially Al Participation

| f the taxpayer's participation is substantially al
the participation in that activity, the inconme or |oss
w Il be treated as nonpassive. An enployee or a

non- owner could cause the taxpayer to fail this test.
There are no quantifying hours wth this standard and
the term"substantially" is not defined, but the
followng exanple will illustrate this standard.

Exanple 1

The taxpayer runs an appliance repair service
out of his hone and has no enpl oyees. The

t axpayer has a W2 wage job during the week,
but works 2 days a nonth in the appliance
busi ness. Although the tinme spent in the
appl i ance busi ness does not exceed 500 hours,
all the work perfornmed in that activity is
performed by the taxpayer since there are no
enpl oyees.

100-500 Hours and Mbre Than Anyone El se

| f a taxpayer participates in an activity for nore than
100 hours, but not nore than 500 hours, and no ot her



i ndi vi dual participates nore than the taxpayer

(i ncludi ng any enpl oyee of the activity), income or
| osses fromthe activity would be treated as
nonpassi ve.

Exanple 2

Assune the sane facts as Exanple 1. 1In

addi tion, the taxpayer has an enpl oyee who
makes deliveries one day a nonth. The tine
spent in the activity is nore than 100 hours
and does not exceed 500 hours. |If the

t axpayer spends nore tinme than the enpl oyee,
the activity would be treated as nonpassi ve.

Exanple 3

Assune the sane facts as above except that the
enpl oyee works every Saturday maki ng basic
repairs. The taxpayer's participation would
remain nore than 100 hours and not nore than
500 hours. However, since the taxpayer's
participation does not exceed that of the

enpl oyee, the activity would be treated as
passi ve unl ess one of the other tests for
material participation is net.

Audit Techni ques:

* Particularly on Schedules C and F, be alert to
enpl oyees who are managi ng the business, indicating
that the taxpayer deducting | osses may not be
materially participating.

* When review ng taxpayer's hours, watch for
"investor" activities defined in Treas. Reg.
1.469-5T(f)(2): review ng financial statenents,
preparing an analysis for the taxpayer's own use,
and nonitoring the activity in a nonmanageri al
capacity. The hours for these types of activities
do not count (unless the taxpayer is involved in
day-t o- day managenent or operations).

Significant Participation Activity (SPA)

A Significant Participation Activity (SPA) is a
busi ness in which the taxpayer spends nore than 100



hours, but not nore than 500 hours. (A rental activity
cannot be included in the Significant Participation
Test.)

Refer to Exhibit 3-3 at the end of this lesson for a
| ead sheet which can be used as a work paper in

addr essi ng SPA i ssues.

If the sumof all the tinme spent in SPAs exceeds 500

hours, all the SPAs will be treated as nonpassive. In
ot her words, the taxpayer can deduct |osses in full.

Exanple 4

The taxpayer has the follow ng activities:

Activity A 220 hours $4, 000 | oss

Activity B 250 hours $6, 500 | oss

Activity C 220 hours $6, 000 i ncone
690 hours

The taxpayer has treated all these activities
as nonpassive on the return and deducted a net
Schedul e C loss of $4,500. In Activities A
and C, the taxpayer has a part-tinme enpl oyee
who does not participate nore than the
taxpayer. In Activity B, the taxpayer has a
full time enpl oyee who runs the business
during the day.

Based on these facts, Activity A and C woul d
be consi dered nonpassi ve since the taxpayer
materially participates under Treas. Reg.
section 1.469-5T(a)(3). Accordingly, the

t axpayer woul d have net nonpassive incone of
$2, 000 and a passive |oss of $6,500 that woul d
need to be limted on Form 8582.

| f the taxpayer has nore than one SPA, but the
aggregate hours participating in all SPAs is
not nore than 500, he or she is not a material
participant in any of the SPAs.

Conput ation of Overall Gain or Loss on SPAs

The first step in determ ning the proper treatnent of
the gains or losses fromsignificant participation
activities is to conpute the current gain or |oss for



each activity without considering any prior years
unal l oned | osses. For any activity with a current
gain, prior years' |losses will then reduce that gain.

The second step is to conbine the results above to
determ ne the overall net gain or loss fromthe
significant participation activities.

Usi ng our exanple 4 above, we can apply the above
rules to determ ne overall net gain or loss fromthe
activities. The three activities had the foll ow ng
i ncone and expenses for the year.

A B C
Current G- oss |Incone 900 700 900
Current Deductions (200) (1000) (300)
Current Gain (Loss) 700 (300) 600
Prior Years'
Unal | owed Loss (300)
Net Gain (Loss) 400 (300) 600

By using the third step of conbining the results of al
the SPAs, we get an overall gain of $700 (400 - 300 +
600). This overall gain of $700 is recharacterized as
nonpassive. To do this, a ratable share of the gains
fromactivities X and Z will be recharacterized as
nonpassi ve.

Since the taxpayer did not neet the 500 hour test, if
the overall results fromthe SPA was a | 0oss, no
recharacterizati on woul d be done and all of the
activities would be treated as though they were

passi ve.

The net effect of this different treatnment of overal
gains and | osses is not popular with taxpayers because,
in either case, the Governnent appears to win. In this
situation where the taxpayer does not neet the 500 hour
test, overall gains are nonpassive and cannot be offset
by passive | osses. Overall |osses are passive and
cannot be used to offset nonpassive or incone.

Practical Note: Publication 925 contains worksheets
whi ch can be used in conputing SPA incone and | osses.

The regul ations do not currently explain the effect of
prior years' unallowed | osses on the recharacterization



rules. The only gui dance avail able can be found in
Publ i cation 925. An exanple where tinme spent in a SPA
does not exceed 500 hours is contained in Treas. Reg.
1.469-2T(f)(2)(iii) Exanple (1).

See Exhibit 3-6 for a flow chart on Significant
Participation Activities.

Audi t Techni gues

* Be alert for taxpayers who have nore than one
busi ness activity reporting passive incone,
especially if it appears that gains fromthese
activities are being used to offset rental | osses.
If this is noted, verify the taxpayer's parti cipa-
tion in these business activities. Possibly,
grouping the hours may result in nore than 500
hours with the result that the gains will be
treated as nonpassive incone.

* | f taxpayers are using test 4 of the material
participation tests to treat several SPAs as
nonpassi ve, check to be sure that each i ndividual
SPA has participation of nore than 100 hours
(those which are less are automatically passive).
Al so verify that the taxpayer's allocation of
hours is accurate and credible. Sonetines if the
participation in just one activity is reduced, the
hours clainmed fall bel ow 500 and the taxpayer w ||
fail the SPA test.

* | f a taxpayer argues that | osses have been
aggregated to neet the significant participation
test, verify that the taxpayer is not including an
activity in which he or she is performng
substantially all of the work (thus otherw se
materially participating). To neet the
significant participation standard, the | osses
must be from a passive activity. Should a
t axpayer have passive incone froma SPA, it is
recharacterized as nonpassi ve.

* Al so verify that the taxpayer has not included a
rental activity or investnent or portfolio
activity. A SPA is a passive business activity.

* Watch for returns where the taxpayer has many
busi ness (nonrental) entities or activities that
may gi ve the appearance of involving the taxpayer



only part-tine. |If these are reported as passive
and have an overall gain which is being used to
of fset rental |osses, consider whether the SPA
rules m ght apply.

Any 5 of 10 Past Years

Treas. Reg. section 1.469-5T(a)(5) treats an activity
as nonpassive if the taxpayer woul d have been treated
as materially participating in any 5 of the past 10
years (whether or not consecutive). |In other words the
t axpayer can deduct his or her losses in full if he or
she neets this test. However, the taxpayer has the
burden of proof regarding material participation in
past years including closed statute years. This is

wi thout regard to whether the rules under | RC section
469 have been in effect for the past 10 years.

REM NDER: |If a taxpayer materially participated any 5
of the prior 10 years, incone is nonpassive and cannot
be used on Form 8582 to trigger other passive |osses.

| ncone issues are nore commonly noted with this test
(and the next one as well) than with | oss issues.

Any 3 Years in Personal Service Activity

| f a taxpayer materially participated for any 3 years
in a personal service activity (whether or not
consecutive), the current year incone or loss wll be
treated as nonpassive. See Treas. Reg. section
1.469-5T(a)(6).

A personal service activity is any activity involving
the performance of services in the fields of health,

| aw, engi neering, architecture, accounting, actuarial
science, performng arts, consulting, or any other
field in which capital is not a material incone
produci ng factor. See Treas. Reg. section 1.469-5T(d).

Exanple 7

A taxpayer has retained a 10 percent interest
in a nmedical practice, but no | onger

participates in the operations. In prior
years, this was the taxpayer's primary source
of incone. 1In the current year the taxpayer

is reflecting net passive incone of $12,000
fromthis activity. |s the $12,000 properly
characterized as passive inconme?



Based on Treas. Reg. section 1.469-5T(a)(6),
because the taxpayer materially participated
in at least 3 prior years he or she is treated
as materially participating in the current
year. Therefore, the activity inconme would be
treated as nonpassi ve.

Audi t Techni gue:

* Because of these last two tests, taxpayers are |less
likely to neet the significant participation
standard. |If the taxpayer is treated as materially

participating in an activity due to the |evel of
participation in prior years, that activity cannot
be aggregated and consi dered for the SPA

Facts and C rcunstances

The facts and circunstances test may apply if none of
the other tests are net. This test does not apply

unl ess the taxpayer worked nore than 100 hours a year.
Furthernore, the taxpayer's tinme spent managi ng will not
count if: (1) any person received conpensation for
managi ng the activity; and (2) if any person spent nore
hours than the taxpayer managi ng the activity.

Audi t Techni gue:

* Taxpayers wll frequently argue the facts and
ci rcunst ances test when they fail the others.
However, due to the stringent limtations, few
t axpayers can neet the facts and circunstances
st andar d.

LI M TED PARTNERS

Limted partners are generally passive because they are
subject to a nore restrictive standard for nateri al
participation. A taxpayer's interest in a limted
partnership will be considered nonpassive if the
taxpayer qualifies under the follow ng materi al
participation tests: nore than 500 hours or the

| ook-back tests (5 of 10 years or any past 3 years in
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personal service activity). See Treas. Reg. section
1.469-5T(e)(2). If alimted partner also has a
general partnership interest in the sanme partnership
all year, he or she may use any one of the seven tests
to qualify for material participation. Additional

gui dance on |limted partners is provided in Chapter 5,
Entity Issues.

Audit Techni ques:

* The exam ner shoul d review Schedule K-1 on
fl owt hrough | osses before begi nning to address the
seven material participation tests. |If the
taxpayer is alimted partner, the exam ner should
review the partner's Schedule E. |If | osses have
been entered as nonpassive, passive |o0ss issue
shoul d be pursued.

* A 3-year conparative of passive and nonpassive
| osses using current, prior and subsequent years
wi |l sonetines highlight inconsistencies.

* It is critical that the exam ner consider what is
reasonabl e when applying these rules. The
taxpayer's total tinme commtnents should be
consi dered. Consider the taxpayer's W2 job, the
commute, the travel and out-of-town requirenents,
in addition to personal commtnents to children or
ot her special circunstances.

* Review the K-1 contained in Exhibit 1-2 (from
Chapter 1) for audit assistance with Schedul es
K-1. A snmall ownership percentage or an
out-of -state address is an indicator that the
t axpayer m ght not be materially participating.

* When exam ning a partnership or S Corporation, the
exam ner shoul d al ways question the | evel of
participation of each investor.

The Comm ttee Reports state that "the presunption
that a limted partnership interest is passive
appl i es even when the taxpayer possesses the
[imted partnership interest indirectly through a
tiered entity arrangenent."”
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RETI RED OR DI SABLED FARMER AND SURVI VI NG SPOUSE OF FARMER

If a farmer is retired or disabled, he or she is treated
as materially participating if he or she materially
participated 5 of the 8 years before the retirenent or
disability. A surviving spouse of a farmer is treated
as materially participating in a farmng activity if the
real property used in the activity neets the estate tax
rules for special valuation of farm property passed from
a qualifying decedent, and he or she actively manages
the farm

TREATMENT OF FORMER PASS| VE ACTI VI Tl ES

A former passive activity is any activity that is not
a passive activity in the current year, but was a
passive activity in any prior year. |f the forner
passive activity has net incone in the current year,
any suspended | osses fromprior years can be used to
of fset the net incone. Any renaining suspended | osses
are treated |i ke any other passive |oss. Passive

| osses can only be offset against passive incone.
Unused suspended | osses nmay be carried over
indefinitely. Change in status does not trigger a

di sposi tion.

Audi t Techni que

* Wat ch for deduction of suspended | osses fromrental
real estate that no longer qualify for the $25, 000
of fset because it falls outside the definition of a
rental activity (for exanple, short-termrentals
such as a vacation condo). Suspended | osses may
appear on Form 8582 line 1 and on Schedule E as a
deduction. The $25,000 offset applies only to
suspended rental real estate |osses if the taxpayer
actively participates in the year that the |oss
arose and the year deducted.

PROCE _OF PARTI Cl PATI ON

Treas. Reg. section 1.469-5T(f)(4) indicates that a
taxpayer's participation in an activity may be
established by any reasonabl e neans such as appoi nt nent
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books, cal endars or narrative sumrmaries. A discussion
of regulations, court cases and conmttee reports
relating to record keeping can be found in Exhibit 3-7.

Questions regarding material participation should be
asked during the initial interview and the taxpayer's
time and type of participation in an activity should be
ascertained. Exhibit 3-4 provides an IDRwth itens to
be requested to help substantiate the |evel of
participation. Mich of the "participation” that sone

t axpayers provide on exam nation is specifically

excl uded as investor type activities.

Several court cases have addressed the validity of the
taxpayer's narrative summaries. Seits v. Comm ssioner,
T.C.M 1994-52, pointed out that uncorroborated,
self-serving statenents need not be accepted at face
value if questionable, inprobable, or unreasonable. In
Goshorn v. Commi ssioner, T.C M 1993-578, the court
stated that "while the regul ati ons are sonmewhat

anbi val ent concerning the records to be maintained,

t hey by no neans all ow post-event ball park
guesstimates. "

QUALI FYI NG PARTI Cl PATI ON

Gener al

Once the taxpayer provides the type of participation
and the approxi mate hours spent perform ng that
participation, a determnation can be nade as to
whet her that participation (and tinme) qualifies.

There are several areas that the regul ati ons cover
concerning participation that is specifically excluded.

Rul e

Work perfornmed by an individual or the spouse will be
considered unless it falls under one of the
exceptions listed under "Non-Qualifying Time." If
the taxpayer is paid wages froman activity, the tinme
spent earning those wages woul d be consi dered

partici pation.

Work perforned by either spouse will be considered
even if the spouse does not own an interest in the
activity or does not file a joint tax return. This
rule applies only to the spouse and not to the
children of the taxpayer.
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Nonqual i fving Ti ne

Work perfornmed in connection with an activity will not
be treated as participation if it is not the type that
is customarily done by an owner, and one of the

princi pal purposes of performng the work is to avoid

t he di sal |l owance under |IRC section 469. Keep in mnd
that this is an area that is very subjective. It would
not be unreasonable for a spouse to assist the taxpayer
at the business site. The decision to raise this issue
shoul d be based on the type of business and the type of
servi ce perforned.

Exanple 9

A taxpayer has two activities. The first
activity is an accounting firm The spouse
is also a CPA and spends tine assisting
during busy periods. The second activity is
a 2-percent limted partnership in a health
club in which both taxpayers are nenbers.
The spouse spends 3 eveni ngs each week
"assisting” with the classes at the cl ub.
Both activities are treated as nonpassive on
the return.

The material participation issue should be

pursued on the health club activity. It
appears that the spouse m ght be using the
club rather than working. It is not likely

that a limted 2-percent owner would teach

cl asses. This issue mght be pursued as an
avoi dance of the passive activity rul es under
Treas. Reg. section 1.469-5T(f)(2)(l).

Tinme spent in investor-type activities is not counted
unl ess the individual is directly involved in the
day-t o-day operations or nmanagenent of the activity.
It is difficult for many taxpayers to neet this
standard unl ess they are at the business site on a
regular basis. It is also hard to justify day-to-day
i nvol venent if there is an on-site manager and the

t axpayer has full-time obligations el sewhere.

Note: Renenber that the Code requires that the

t axpayer participate on a regular, continuous, and
substanti al basis.

Work perfornmed in the capacity as an investor includes:

1. Studyi ng and review ng financial reports,
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2. Preparing summaries or anal yses for personal use,

3. Monitoring finances or operations in a
non- manageri al capacity.

Two court cases whi ch address i nvestor hours are:
Toups v. Comm ssioner, T.C.M 1993-359 and Goshorn v.
Commi ssioner, T.C M 1993-378.

PARTI Cl PATI ON | SSUES

A material participation issue can arise on different
schedul es of the return. Any |arge nonpassive business
| oss on Schedule C, Schedule E, or Schedule F with an
out -of -state enployer identification nunber should be
considered as an audit issue. If the taxpayer has a
full-time business el sewhere, the tinme allocation to a
mat eri al participation activity should be a
consideration as well. Schedule E partnerships,
S-Corporations, and trusts should be reviewed to
determne if their |osses are passive. O course, if
the K-1 indicates the taxpayer is a limted partner,
generally | osses are passive.

Passi ve busi ness inconme on Form 8582 should al so be
appl i ed agai nst the standards of material participation.
| f the taxpayer materially participates in the

busi ness, incone should not be reflected on Form 8582.
Taxpayers sonetinmes incorrectly reflect gains from

di spositions of business assets as passive incone even
t hough the assets are used in an activity in which the
taxpayer materially participates. Chapter 4 contains
addi tional information on incone issues.

Speci al consi deration should be given to the materi al
participation rules itemzed in Treas. Reg. section
1.469-5T(a) when conducting an initial interview Be
aware that the initial interview with the taxpayer may
be the only tinme that the examner will obtain a broad
scope of all the taxpayer's duties.

| SSUE | DENTI FI CATI ON

Returns which reflect or suggest the follow ng shoul d
be classified for a potential passive activity |oss
i ssue:
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1. Returns with |arge | osses in the block for
nonpassi ve | osses on Schedule E Part 1|1
particularly if the first two digits of the EIN are
fromout-of-state. (Al so classify for basis.)

2. Schedule Cor Fwith | osses and an out-of-state
EIN, particularly if wages, |abor or managenent
fees are a line item deduction.

3. | f Schedules K-1 are attached to the return, always
review themfor alimted partnership interest and
per cent age of ownershi p.

4. Forms 8582 with | arge passive incone reflected,
particularly if anything suggests that it is from
an in-state business.

SUMVARY

1. The material participation rules discussed in
Treas. Reg. section 1.469-5T are applied to any
trade or business activity. |If any one of the
seven tests are net, incone or loss fromthat
activity will be treated as nonpassive. These
rules are applied on an activity by-activity basis
and at the 1040 level. Different participation
rules apply to rental activities (as discussed in
Chapter 2).

2. The Code defines material participation as regul ar,
conti nuous, and substantial participation by a
t axpayer. There are seven tests under which a
taxpayer would be treated as materially
participating in an activity. The npbst conmon
situations are when the taxpayer spends nore than
500 hours or does substantially all the work
involved in an activity.

3. Limted partners are passive unless they work nore
t han 500 hours or neet one of the two tests
relating to material participation in prior years.

4. The taxpayer is required to substantiate the
participation in an activity by any reasonabl e
means. The taxpayer should be able to provide a
statenent of approxi mate hours spent and the type
of participation.
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The taxpayer's participation in any capacity wll
count toward the material participation standard.
Ti me spent by the spouse wll also be considered.

Participation will not be considered if it is not
customarily done by an owner and the primary

pur pose of such participationis to avoid the
passive loss limtations. In addition, time spent
as an investor will not be considered unless the
taxpayer is involved in day-to-day nmanagenent or
oper ati ons.

Activities in which the taxpayer works nore than
100 hours but not nore than 500 hours and does not
meet any of the material participation tests of
Treas. Reg. section 1.469-5(a) are known as
significant participation activities (SPAs).

A taxpayer mnust determ ne whether the result of al
SPA operations conbined is a net gain or a net
| oss.

a. If there is an overall net loss fromall SPAs,
the | osses and gains fromthese wll be
reported on Form 8582, and any al |l owabl e | oss
w Il be conmputed along with the taxpayer's
ot her passive activities.

b. If there is an overall gain fromall SPAs, the
net gain will be recharacterized as nonpassive.

c. The anmount to be recharacterized is spread
ratably between all SPAs with net gains.

d. The effect of this treatnent is that overal
| osses from SPAs are treated as passive | osses
and are limted, while overall gains from SPAs
are recharacterized as nonpassive and nmay not
be of fset by other passive | osses.
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Exhibit 3-1 (1 of 2)

IRC SECTION 469: MATERIAL PARTICIPATION -
INTERVIEW QUESTIONS

If Schedule E, line 27, column (1) Nonpassive Loss reflects large losses and partnership
EIN is out-of-state, examiner should question whether or not taxpayer is materially
participating. If not, losses should be reported on Form 8582, line 2 and are limited to
passive income.

Partnership/Activity:

Is taxpayer alimited partner? Review Schedule K-1.
Limited partners (with the exception of qualified investorsin low income
housing) are presumed passive. IRC section 469(h)(c)

Tests 1, 5, and 6 of the material participation tests in Temp. Treas. Reg. section 1.469-5T(€)(2) are the
exceptions. They are rarely seen on audit.

Inquire whether taxpayer has grouped businesses into ONE activity for purposes
of IRC section 469, and ask for list of businesses grouped and hours worked.

Inquire whether taxpayer has grouped unrelated activities together under the
significant participation test in Treas. Reg. section 1.469-5T. See SPA lead sheet.

How many hours does taxpayer spend on the business?

NOTE: Early inthe audit, be sure to inquire whether spouse worksin the business. Both spousestimeis
counted. Temp. Treas. Reg. section 1.469-5(T)(a)(1) requires 500 hours ayear or substantialy all of the work,
etc. Refer to material participation lead sheet and Temp. Treas. Reg. section 1.469-5(T)(a).

What records does taxpayer have to substantiate hours worked?

NOTE: Temp. Treas. Reg. section 1.469-5(T)(f)(4) states participation may be substantiated by any reasonable
means including appointment books, calendars, or narrative summaries. |If taxpayer spends substantial hours on
the phone, be sure to secure telephone bills with calls highlighted.

If taxpayer has no records, ask him or her to write down what he or she does,

when, and how many tours he or she spends.
NOTE: Certain activities are disregarded when counting hours for material participation. See next page and
Temp. Treas. Reg. section 1.469-5T(f)(2).

Where isthe principal location of the activity? Does taxpayer live within the
physical area? How can taxpayer be materialy participating if he or she does not

live nearby?
NOTE: Committee Reports state the proximity of the taxpayer's residence to the businessis significant.

What activities does taxpayer perform? If taxpayer is involved in a partnership,

regquest copy of partnership agreement with portion relative to taxpayer's
involvement in partnership highlighted.
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Exhibit 3-1 (2 of 2)

If taxpayer is claiming that his or her participation isin a management role, the
following questions should be asked to verify that his or her participation isavalid,
genuine, and significant involvement.

|s taxpayer directly involved in day-to-day management? Temp. Treas. Reg.
section 1.469-5T(f)(2)(ii) requires direct involvement in the "day-to-day
management or operations.” Unless the taxpayer isinvolved in day-to-day
management or operations of the activity, the following items are not included
in determining material participation: studying financia reports, preparing
analysis for taxpayer's own use, and monitoring finances or operationsin a
non-managerial capacity. Periodic consultation is not sufficient to meet the
material participation standard.

Is the work taxpayer performs customarily done by an owner? If not, work is
disregarded. Temp. Tress. Reg. section 1.469-5T(f)(2)(1)

|s there an on-site manager/supervisor/foreman?
Does taxpayer have signatory authority on checks?
Does taxpayer have authority to borrow money? Hire/fire personnel?

|s taxpayer merely approving decisions recommended by a paid
manager/supervisor/ advisor? In other words, is taxpayer merely "rubber-
stamping" expert decisions without any material input? Could the decisions
have been made without taxpayer's involvement?

Iswork being performed by taxpayer required or necessary to the activity?
|s taxpayer compensated for participation? If not, why?

What is taxpayer's percentage of ownership (Schedule K-1)? Isit reasonable
based on size of ownership that taxpayer is involved in management?

Taxpayer need not meet all these criteriato show valid, genuine, and significant involvement. However, if taxpayer's
statements are self serving, be sure to ask for documentary evidence or third party statements verifying hours claimed.

LAW: Per IRC section 469, business activities in which the taxpayer does not
materially participate (regular, continuous, substantial basis) are passive, and losses are
deductible only up to other passive income reported on the tax return. (Material
participation does not apply to the following: rental real estate with active participation
except IRC section 469(c)(7), long-term equipment rentals, low-income housing, and
working interestsin oil and gas.

CONCLUSION: It has been determined that taxpayer is/is not materially participating.
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Exhibit 3-2 (1 of 2)

PASSIVE ACTIVITY LOSSESAND MATERIAL PARTICIPATION

NAME OF SCHEDULE C,E,ORFACTIVITY:

|SSUE: Are losses limited under IRC section 469 as taxpayer is not materially
participating? OR - |staxpayer materialy participating in the activity, and,
therefore, income is nonpassive and cannot be used to offset passive losses?

Does taxpayer materialy participate (regular, continuous, and substantial) in the
activity? IRC section 469(h).

If answer is yes, neither income nor losses belong on Form 8582. Instead they
belong on Schedule E in the nonpassive income and |oss columns.

If answer is no, Form 8582 (starting with line 2) must be completed and
taxpayer may deduct only losses for which there is passive income.

IMPORTANT: If taxpayer isalimited partner, he or sheis presumed to be passive,
and losses should be entered on Form 8582, line 2. IRC section 469(h)(2).
See Temp. Treas. Reg. section 1.469-5T(e)(2) for exceptions.

To determine material participation, taxpayer must meet one of the following (first two are
most common):

1 Does taxpayer and/or spouse work more than 500 hours a year in the business?

QUESTION TO TAXPAYER: How many hours aweek do you spend in the business and what activities do you perform?
NOTE: Reading reports and otherwise monitoring operations in anonmanagerial capacity does not constitute participation.
Also, Committee Reports state that  proximity of business to taxpayer's residenceis significant. Thus, if activity isin
Cdliforniabut taxpayer livesin New Hampshire, how can he or she be materially participating 500 hours?

2. Doestaxpayer perform substantially all of the participation in the activity? Even if
the taxpayer does not meet the 500 hour test, but his or her participation is the only
activity in the business (including employees), he or she would meet the materia
participation test. Example: sole proprietor with no employees.

3. Does taxpayer put in more than 100 hours and no one puts in more hours?
Example: If owner putsin 175 hours a year and an employee works 190 hours a
year, taxpayer would not meet material participation test.

4, Does taxpayer have severa passive activities in which he or she participates between
100-500 hours each, and the total participation exceeds 500 hours?

The following activities should not be included in the above test: rental activities: activities involving portfolio or investment
income, activities in which the taxpayer performs substantialy al of the work and thusis materialy participating.
Furthermore, the time should not include investor-type activities such as reviewing financial statements and monitoring
operationsin a nonmanageria capacity.
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Exhibit 3-2 (2 of 2)

5. Did taxpayer materially participate in activity for 5 out of 10 preceding years (need
not be consecutive)? Example:  taxpayer who retired and his or her children now run
business, but he or she stills owns part of partnership.

6. Did taxpayer materially participate in a personal service activity for any 3 prior

taxable years (Need not be consecutive.)?
Personal service activity includesfields of health, law, engineering, architecture, accounting, actuarial
science, performing arts, and consulting.

7. Do facts and circumstances indicate taxpayer is materially participating? Test does
not apply unless taxpayer worked more than 100 hours ayear. Furthermore, it does
not apply if (1) any person received compensation for managing the activity; or (2)
if any person spent more hours than taxpayer managing the activity.

If answer to any of the above questionsis YES, taxpayer meets material participation
standard, losses nor income should not be on Form 8582, and taxpayer may deduct the full
amount of loss in the current year.

Itisnot well settled whether travel time should ever count. In cases where satisfaction of the hourly teststurns on travel time,
Chief Counsd's Office should be consulted.

REMINDER: Limited partners by Code are generally passive. The exceptionsto the limited partner rule aretests 1, 5, and 6
above.

If answer is NO to all of the above or taxpayer is alimited partner and the answer is no to
tests 1, 5, and 6, material participation standard is not met. Loss should be placed on line 2
of Form 8582 and the form completed. Taxpayer will be allowed only losses up to passive
income (unless there isa full disposition of the activity).

If the taxpayer provides a narrative summary or ora testimony which is self-serving or questionable, be sure to ask for
supporting documentation or third party verification. The Service need not accept at face value uncorroborated testimony if it
is questionable, improbable, or unreasonable. See Seitsv. Commissioner, T.C.M. 1994-52, Quock Ting v. United States, 140
U.S. 417, 420-421 (1891); Fleischer v. Commissioner, 403 F.2d 403, 406 (2d Cir. 1968) affg. T.C.M. 1967-85; Boyett v.
Commissioner, 104 F.2d 205, 108 (5th Cir. 1953), affg. Memo Opinion; Tokarski v. Commissioner, 87 T.C. 74, 77(1986).
In Goshorn v. Commissioner, T.C.M. 1993-578, the Court held, "While the regulations are somewhat ambivalent concerning
the records to be maintained, they by no means allow the type of post-event ballpark guesstimates that petitioner used. Asa
matter of proof, therefore, he hasfailed to establish that he materially participated***."

CONCLUSION: In accordance with IRC section 469, it has been determined that the
taxpayer isis not materially participating.
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Exhibit 3-3

AGGREGATION OF SIGNIFICANT PARTICIPATION ACTIVITIES (SPAS)

Names of SPAS: , ,

AUDIT PROCEDURE:

For each SPA, verify that taxpayer isworking at least 100 hours, but not more than 500

LAW:

hours ayear.

Verify that the SPA isnot arenta activity. A SPA must be atrade or business. Temp.
Treas. Reg. section 1.469-5T©

For each SPA, request records on hours worked and verify that taxpayer has not
included investor-type activities (reviewing financial reports; preparing analysis for hisor
her own use; and telephone calls or other activities which are monitoring operationsin a

non-managerial capacity) to meet the minimum 100 hours. Temp. Treas. Reg. section
1.469-5T(f)(2)(ii).

For each SPA, verify that taxpayer is not materially participating because he or she
performs substantially all of the work. Each SPA must be a passive activity.

Temp. Treas. Reg. section 1.469-5T(c)(ii). If the taxpayer is performing substantialy all of the work, he or she is deemed
to be materially participating and the losses from that particular activity would be allowable, but the time does not enter
into the SPA calculation asit is not a passive activity.

Verify that taxpayer did not materially participate in the SPA activity 5 of the prior 10
years. For example, if he or she performed substantialy all of the work in prior years, he
or she would be deemed to materially participate under test 5 in Temp. Treas. Reg.
section 1.469-5T. Similarly, if the activity is a persona service activity, verify that the
taxpayer did not materially participate in any 3 prior years.

Verify that timeis not for investment or portfolio activities which by Code are
nonpassive.

Review prior and subsequent year returns, and verify that income from SPAS has not
been entered on Form 8582 in full. In other words, a portion of the income has been
recharacterized as nonpassive. Pub. 925 provides worksheets. Consider doing a 3-year
comparative analysis of SPAs.

If the total of all SPAs exceeds 500 hours, losses can be deducted in full. A SPA isa

trade or business in which the taxpayer worked for more than 100 hours in the year, but did not
materialy participate. Temp. Treas. Reg. section 1.469-5T(c).

CONCLUSION: SPAs have/have not been properly aggregated in accordance with Temp.
Treas. Reg. sections 1.469-5T(a)(4) and 1.469-5T(c).
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Exhibit 3-4

Form 4564 Departnment of the Treasury Request Nunber
Rev. 6/88 I nternal Revenue Service
| NFORVATI ON DOCUMENT REQUEST

TO Name of Taxpayer and Co. Div. or Branch Subj ect

SAIN No. | Subrmitted to:

Dat es of Previ ous Requests

Pl ease return Part 2 with |isted documents
to requester identified bel ow.

Description of Docunments Requested

The taxpayer is required to establish the type of services provided to each activity and
t he approxi mate nunmber of hours spent perform ng such services during the year. Tenp.
Treas. Reg. Section 1.469-5T(f)(4) provides several suggestions for verifying the
participation in an activity including appoi ntnent books, cal endars or narrative
sunmaries. It is essential to determne the nunber of hours spent perform ng various
duties in the follow ng activities:

Schedul e C -
Schedul e E -
W2 Position -

Pl ease keep in mind that the performance of services in these activities includes travel
and neetings. |f a conplete cal endar/appoi ntnent book was not naintained, the necessary
informati on mi ght be reconstructed using other records available. For exanple, phone
bills would provide a good starting point for tinme spent in an activity which is out-of-
state. In addition, credit card receipts for travel will be hel pful when trying to
reconstruct travel periods.

| f taxpayer’s statenents or narrative sunmary is self-serving be sure to ask for third
party evi dence or documentary evidence supporting his or her testinony.

| nformati on Due By At Next Appointnent [ ] Mil In [ ]

Name and Title of Requester Dat e

FROM
O fice Location
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Exhibit 3-5

Material Participation

Did the TP participate more than 500 Yes

hours in day to day operations?

No

Did the TP do substantially all the work Yes

in the activity?

No

Did the TP participate more than 100 Yes

hours and more than anyone else?

No

Did the TP participate more than 100
hours but not more than 500 hours in two Yes

The TP is a material

or more activities so that the total
participation is more than 500 hours?

No

Did the TP materially participate in this Yes

participant in the
\&tivity.

activity for any 5 of the last 10 years?

No

If this is a personal service activity, did Yes

the TP materially participate for any 3
years before this year?

No

Did the taxpayer have any other facts or

circumstances which indicate material Yes

participation?

No

The TP is NOT a
material participant
in this activity.
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Exhibit 3-6

Treatment of Gains or Losses from
Significant Participation Activities
(SPA's)

Does TP have more
than one SPA?

No

Yes

Is the TP's total
participation in all

TP is a

SPA's more than
500 hours?

No

Does TP have

Yes material
participant in
all SPA's
All SPA gains
No and losses are

overall gains from
all SPA's? J

Yes

The overall
net gain from all
SPA's is reclassified
as nonpassive
gains.

passive and
reported on
Form 8582.

Recharacterized gain
is reported directly
on return.

Note: The gain to be recharacterized is spread ratably between all SPA’s with individual net gains.

Remaining passive gains and all
passive losses are reported on
Form 8582 to determine additional
amounts to be reported on return.
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Exhibit 3-7 (1 of 2)

RECORDS: PASSIVE ACTIVITIES
CODE SECTION 469

Temp. Treas. Reg. section 1.469-5T(f)(4) indicates that a taxpayer's participation in an
activity may be established by any reasonable means such as appointment books, calendars,
or narrative summaries. (Most taxpayers provide narrative summaries.) Remember, the
regulations require they be reasonable.

Post-event ballpark guesstimates -- In Goshorn v. Commissioner, T.C.M. 1993-578, the Court
held, "While the regulations are somewhat ambivalent concerning the records to be maintained,
they by no means alow the type of post-event ballpark guesstimate that petitioner used. Asa
matter of proof, therefore, he has failed to establish that he materialy participated***."

Self-serving uncorrobor ated testimony -- The following are quotes from Seitsv.
Commissioner, T.C.M. 1994-52: "The only evidence petitioners offered in support of their
position is petitioner's self-serving statements. We need not accept at face value such
uncorroborated testimony if it is questionable, improbable or unreasonable." Quock Ting v.
United Sates, 140 U.S. 417, 420-421 (1891); Fleischer v. Commissioner, 403 F.2d 403, 406 (2d
Cir. 1968) affg. T.C.M. 1967-85; Boyett v. Commissioner, 104 F.2d 205, 108 (5th Cir. 1953),
affg. Memo Opinion; Tokarski v. Commissioner, 87 T.C. 74, 77(1986). "The failure of a party
to introduce evidence...favorable to him gives rise to the presumption that if produced it would
be unfavorable." Wichita Terminal Elevator Co. v. Commissioner, 6 T.C. 1158, 2285 (1946),
affd. 162 F.2d 513 10th Cir. 1947).

Investor-type hours. Temporary Treasury Regulation section 1.469-5T(f)(2)(ii) states that
work performed by an individual in the individual's capacity as an investor in an activity shall not
be treated as participation unless the individual is directly involved in the day-to-day
management or operations of the activity. Examplesinclude: 1) studying and reviewing financial
statements or reports on operations of the activity; 2) preparing or compiling summaries or
analyses of the finances or operations of the activity for the individual's own use; and 3)
monitoring the finances or operations of the activity in a non-managerial capacity.

In Toups v. Commissioner, T.C. 1993-359, involving a short-term cottage rental, the taxpayer's
activities, were found to be superficial and did not materially change the operations or
management of the activity. Furthermore, the Court found that the activities appeared to be
"Investor-type" hours, not work of atype that is customarily done by an owner, and fell short of
meeting the regular, continuous, and substantial requirement of IRC section 469(h)(1) for
material participation.

In Goshorn v. Commissioner, T.C. 1993-578 (material participation relating to a charter boat),
the taxpayer clamed he prepared budget anayses, negotiated insurance and financing; arranged
for repairs and performed on-site inspections. The Court found, "*** even if petitioner expended
the hours he clams *** alarge part of these activities would not be considered participation
under section 1.469-5T(f)(2)(ii)." They further stated, "We reject petitioner's claim that we
should consider his travel time *** The most that can be said about thistimeisthat it as spent on
an investment-related activity."
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Exhibit 3-7 (1 of 2)

Management time: Relative to management activities, the following are comments from the
Committee Reports. "Even an intermittent role in management, while relevant, does not establish
material participation.” "The fact that one has responsibility for making significant management
decisions with respect to an activity does not establish material participation.” The Committee
Reports repeatedly indicate that the taxpayer must be involved in operations. At one point, they
state, "In order to satisfy the material participation standard, the individual's involvement must
relate to operations.” In another paragraph, they indicate, "Participation in management cannot
be relied on unduly both because its genuineness and substantiality are difficult to verify, and
because a general management role, absent more, may fall short of the level of involvement that
the material participation standard in the provision is meant to require." Management services
rendered by an individual are likely to be substantial and bona fide "when the individual rendering
them ison afull-time basis and the success of the activity depends in large part upon his exercise
of business judgment.”

Periodic consultation: The Committee Reports express the following: "Periodic consultation
with respect to general management decisions does not satisfy material participation in the
absence of regular, continuous and substantial involvement in operations.” " A taxpayer is most
likely to have materialy participated in an activity where involvement in the activity ishis
principal business." "Another factor that may be highly relevant *** is how regularly the
taxpayer is present at the place where the principal operations of the activity are conducted.”
The Committee Reports further indicate that the taxpayer has not materially participated if
"decisions could have been made without his involvement.”

Travel time: In Goshorn v. Commissioner, T.C.M. 1993-578, the Court refused to consider the
taxpayer's travel time, stating, "The most that can be said about thistime is that it was spent on
an investment-related activity rather than the charter business." In Toups v. Commissioner,
T.C.M. 1993-359, the Court held that, since the taxpayers were not involved in day-to-day
operations of the cottage, driving time was an investor activity for which hours are not counted
in the material participation test -- or possibly the driving time was a personal activity since a
considerable portion of the hours claimed occurred during the 14 days they spent on vacation at
the cottage. In those cases in which satisfaction of the hourly tests of Treas. Reg. section
1.469-5T turns on travel time, the examiner should consult with Chief Counsel's Office.
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Chapter 4

PASSI VE | NCOVE | SSUES

| NTRODUCT| ON

Because passive activity |losses (PAL) generally can be
of fset only by incone froma passive activity, one of
t he nost conmon issues i s whether incone on Form 8582
is truly passive incone. While many individuals think
of interest, dividends, stock gains, and other
portfolio income as "passive," for purposes of IRC
section 469, these are generally not passive incone and
shoul d not be entered on Form 8582. Taxpayers who are
not entitled to the $25,000 of fset cannot deduct any
PALs unl ess there is passive incone. Consequently,
sone taxpayers have attenpted to "create" passive
income. Significant passive incone issues have been
noted on 1991 and subsequent year returns.

This issue can be sinply illustrated by a taxpayer who
is apilot with interest income of $10,000 and a rental
| oss of $12,000 with an adjusted gross income (AG) of
$160,000. Wth an A exceedi ng $150, 000, the taxpayer
is not entitled to the $25,000 of fset. Thus, none of
the taxpayer's rental |oss would be deducti bl e.

However, if the interest inconme were incorrectly
treated as "passive" and entered on Form 8582, the

t axpayer woul d erroneously be all owed $10, 000 in
passi ve | osses.

None of the follow ng constitute passive incone:

1. Portfolio inconme, lottery winnings or any other
i nvest ment incone
2. Sal ari es, wages