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Advanced Rental Real Estate Issues 
 (edited transcript) 

 
 
Kelly Myers: 
 Thank you. It's a privilege and honor really to speak at these 

conferences, I enjoy it. Hopefully today we will learn something 
and cause you to what I would say sort of scratch your head a little 
bit when you leave, learn something that you didn't know, maybe 
recall something that you knew at one time and didn't think about. 
So we'll be doing that through hopefully this session as well as 
others throughout the day. Again, my name is Kelly Myers – 

 
 

I'm a senior technical advisor with small business self-employed 
with the IRS in headquarters in Washington, D.C. although I live 
in Huntsville, Alabama. So my areas of responsibility 
predominantly are 469, the passive activity loss arena as well as 
various real estate issues, 1031, 1033, interest tracing. I also get 
1411 which is the net investment income tax which came in with 
the ACA several years ago because of the heavy parallel there to 
469.  
 
Hopefully at the end of the session we may have a few minutes for 
some Q&A. If we do, I will prompt you for that and want you to 
step up to a mic and ask a question. If we do not have time for 
Q&A in the session, I will be going out these doors and across the 
hallway there's a piece of furniture being covered on the outside 
wall there, I will stand there and take your questions if you have 
questions and also give you my contact information if you'd like 
my contact information. You can take a picture of it, scan it, I have 
a QR code. So with that let's get into the content. 

 
 
 So often as preparers, we think about real estate. We have this 

advanced real estate issue so we think about real estate as being 
pretty benign, right? I mean we have a client that has a piece of 
rental property, they rent, they collect rent, they have some 
expenses, they make money, the real estate appreciates. Everything 
just goes along pretty generic, right? Then we have some 
interesting things that happen, right?  

 
We have the real estate debacle, right, of '08 timeframe. 
Everybody's real estate they bought in '06 that tanked in '08 and 
now they're still paying for that and there's a lot of implications to 
come along with that.  
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So we're gonna look at some of those things. So where are we 
headed with this? Some of this we want to look at interest tracing, 
okay? And what interest tracing – a lot of it is just what I say, 
follow the money.  
 
We're gonna look at kind of deferred deductions, okay? And this is 
like – there's a lot of deferrals that go on in the tax code and we'll 
look at a couple of those as it relates to real estate. 

 
 Talk about conversions, where we have conversions of property 

from personal, a residence to personal or a personal residence to 
rental. And I see people actually move back and forth between 
those by the definitions under 280A so we'll look at that and 
maybe some examples of what you need to think about when 
you're talking to your clients, whether it's tax planning or tax 
preparation itself.  

 
 Deferred gains, we're gonna take a look at that in terms of 1031, 

1033s and then we'll look at some foreign property situations as 
well 'cause there's some special rules there and we'll look at a 
couple of them.  

 
So interest tracing. Interest tracing comes under the regulation for 
163-8T. Okay, and 163, for those of you that memorize code, so 
163 is for interest and they're the regulations therein, okay? So 
mortgage interest. We know if you have a rental property, the 
mortgage interest paid on that rental property is deductible against 
the rental. 

 
 
 And we're talking about whether it's on Schedule E or whether it's 

on 8825 in a pass-through entity, right? So we have these rental 
properties. So just very generically speaking, you have a client that 
buys a rental property, $200,000.00, puts $25,000.00 down. They 
have $175,000.00 mortgage on the property. They pay that. The 
interest on that $175,000.00 is deductible against the rental 
property. You get a 1098, your client's gonna get a 1098, it's gonna 
say X dollars of interest paid. In the address box of that, it's 
hopefully going to say secured by such and such property, right? 

 
 So that all reconciles and ties to the tax return which is fine. But 

now let's morph those facts a little bit. If you morph those facts a 
little bit and now you have a client that has a property they've 
owned for some years, they have a $75,000.00 mortgage on it, now 
last year they go to the bank and they refinance it. Now they 
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refinance it for $175,000.00 and they take $100,000.00 out of that 
rental property, right? 

 
 
 They strip equity out. Now what happens? If they take that money, 

we have to determine where that $100,000.00 is expended. Your 
1098 is still gonna have all the interest for that $175,000.00, but 
only the interest associated with $75,000.00 is deductible on 
Schedule E say for example. The interest on the $100,000.00 is 
deductible depending on where they spend the money. You have to 
follow the money.  

 
 So if you have that refinance, they have a $175,000.00 refinance, 

they take the $100,000.00 and they spend it on a trade or a 
business, that interest associated with the $100,000.00 is 
deductible and it follows I should say that activity. So if they used 
it and invested it in a Schedule C, that interest is gonna go under 
the Schedule C. If they invested it into a partnership, it's gonna 
track – 

 
 
 
 

and go to page two of the E typically against that rental or against 
that pass-through entity flow, okay? So keep those things in mind, 
that you have to follow the money. Now some people think this is 
just when you initially pull the money out and they say, "Oh, I'll 
fix the problem. I'll just go refinance. I'll go from Bank A over to 
Bank B and refinance that rental property so now it clears that 
taint."  
 
No, I mean it's a continual effect as long as you have that 
indebtedness. Now if they would have spent that money on that 
rental property, if they refinance that property, pulled the 
$100,000.00 of equity out and invested it back into the rental 
property, that's going to attach to the rental property. So again, you 
have to follow the money and you have to know what your clients 
are doing. 
 
Some of the things I look for, if I see interest on a particular 
activity, in this rental or really other activities as well and you see 
this rental expense, the mortgage interest on the rental property 
continuing to increase –  
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 or it takes a big jump and it goes from $15,000.00 this year to 
$40,000.00 the next year, well, it's like something happened, right? 
And so the question ought to be, "What happened, client?" right? 
You're asking your clients, "So we have all this increase in 
mortgage interest, what did you refinance? What did you do with 
the money?" And it may be a positive effect. So if you're following 
the funds, keep in mind, if it's a rental activity, it may be per se 
passive, right?  

 
 And so that interest ends up getting deferred under the 8582, but if 

they stripped equity out and put it into a Schedule C where that 
Schedule C is a restaurant where the taxpayer materially 
participates, now what do you have? You have deductible interest. 
So the deductibility could be impacted if they took that money and 
they purchased another asset. Say they purchased another rental 
property and were doing construction on it, now they're gonna 
have to capitalize that interest, right?  

 
 
 You have to follow that money and apply the appropriate rule 

attached. So now you have a caution on the 1098. So if you have a 
1098 issued to your client, it's going to have one address attached 
to that 1098 now, right? Well, what you have to be careful of is not 
to look at that 1098 and say, "This 1098 says 123 Main Street, 
therefore that interest attaches to 123." No, that just tells you what 
the mortgage is listed and attached to, right, what the security is. 
It's not telling you where the funds were spent. And if you have 
clients that have assets that are financed and there's a portfolio, 
right? So many people will have 15 assets and the bank takes an 
umbrella over all of them so they may have multiple pieces of 
security. The 1098's only gonna show one address, okay? So again, 
for your clients that have what I'd say kind of that's stepped up in 
complexity of –  

 
 
 rental property, you have to think about that when it comes to the 

1098s, the interest and the interest tracing. Now one last comment 
here would be on points paid. Points, as we know, on personal 
residences for qualified acquisition debt, right, and that's 
acquisition for the construction – purchase construction or 
substantial improvement of the personal residence, those points are 
deductible, right?  

 
Refinancing of a residence, we have to amortize those, but points 
on a rental property whether it's acquisition, refinance, interest 
tracing, those get amortized out over the life of the loan, then if 
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you pay it off early, you get to expense the balance, okay? And 
keep in mind, so if that $100,000.00, back to our example, if they 
refinanced, they stripped equity out of $100,000.00 and they took 
that $100,000.00 and they brought his wife a nice Mercedes, right, 
because he's just a nice guy, right? That's a personal expenditure. 
The interest on that $100,000.00 is never going to be deductible – 

 
 
 assuming there's no business use on that Mercedes, okay? And the 

points associated are not deductible because those are points 
associated with refinancing and debt and pulling out equity that 
was used personally. So that same tracing concept is going to apply 
to the points as well. Okay. 

 
 So here's a couple of examples. So if we're looking at 
interest tracing, and this will be interest borrowed, okay, interest 
borrowed on a personal residence, if it's qualified indebtedness up 
to a million dollars, right, of qualified indebtedness, acquisition, 
construction, substantial improvement, look under 163H. 
$100,000.00 of home equity, you can pull money out of that 
personal residence up to a $100,000.00. There's no tracing attached 
to it, okay? Now you can elect to treat the interest as not attached 
to the principal residence, okay? And that's under 10T(o)(5) of the 
regs and that would say if you had home equity, whether it's 
$100,000.00 or more than a $100,000.00 – 

 
  
 
 you can elect to treat it as not attached to the residence and then 

apply tracing rules to it, okay? Now absent that election and you 
have $200,000.00 in home equity debt, they only get interest on 
$100,000.00. They don't get interest on the other, it's just gone, 
okay? So you have to look at that election to whether you want to 
make that tracing election rule, okay? 

 
  
 

So let's change our thinking just a little bit about interest. So now 
what happens when you borrow money, right, against this 
investment property or a rental property or a business property, 
right? Not your principal residence 'cause you have two different 
sets of rules. So if you're borrowing against – so you borrow 
against the investment property, it's just bare land sitting there, 
waiting for future development.  
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It's an investment interest expense, goes onto 4952, right, limited 
investment income and those particular rules, okay? If you borrow 
against the rental property and you apply it against the rental 
property itself – 

 
 it's going to be an expense. If it's used during construction, you 

may be subjected to 263, right, for capitalization. So again, you 
have to follow that money and see where the money goes and how 
it's used in order to identify the character of the related interest 
expense.  

 
 If we take this interest and trace it to another activity, like I say, a 

Schedule C restaurant that your client's opening, now all of a 
sudden that interest attaches to the Schedule C. It may be passive, 
it may be active, just don't know, okay? So other residence. So if 
you take investment property and you borrow and it takes that 
$100,000.00 of equity and spends it on his principal residence, that 
interest is non-deductible. Even though it's spent on his residence, 
but residential interest under 163 for H requires your residential 
interest to be secured by said home. 

 
 
 So if you borrow money on the rental property or a commercial 

building so they can buy that final house they want to be at on the 
beach, that interest is non-deductible. Even though it traces to the 
residence, it doesn't meet the qualification of residential home 
mortgage, okay? So again, there's little nuances in there that you 
have to watch, okay? 

 
 And obviously if they pull money out of an investment property 

and they spend it otherwise personal, it's non-deductible, right, the 
Mercedes, they don't get it. Okay. And again, that's a cumulative 
effect. They're not going to receive that interested deduction now 
or ever until they pay that off with other funds, right, okay, 'til they 
retire that debt.  

 
 

So let's change gears a little bit [Clears Throat] -excuse me – and 
talk about deferred deductions, predominantly in the 8582, in the 
passive loss arena. There's lots of deferred deductions in the code 
and we all know that, right? Either deferred or capitalized so you 
have the passive loss rules, the deferred deductions and we'll talk 
about some of those.  
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 So in the real estate arena we have these deferred deductions and 
this 8582, when you look at it along with its seven worksheets, 
right, and you're going like, "I hope my software is doing it right 
because I really don't understand those seven worksheets," all 
right? And some of you are going like, "Yeah, that's why I buy the 
best software." And if your software doesn't do an 8582, you better 
go over to the vendor, right?  

 
So we're looking at this 8582 and it captures all of the activity with 
passive, all the income and losses from passive activities. So 
whether it's a 1231 gain or loss of a disposition – right, so if your 
client has a restaurant and it's a passive activity and they sell a 
piece of restaurant equipment, that's passive activity gain or loss 
that's showing up on the 4797 that should be flowing to the 8582, 
okay? So many times people think, "Oh, that 8582's only about 
rental real estate." Like no, no, no, no. Okay, it's much bigger than 
that, okay?  

 
 
 So just as a audit note or even potentially an amended return note 

to keep in mind, to carry forward losses, we see this on 8582s quite 
a bit as well as other areas, that 8582 is subject to examination, 
okay? So if you have an 8582 on your client's return and there's a 
$100,000.00 carry forward and they're fortunate enough to be the 1 
percent that gets selected for examination, you know, whatever the 
percentage of the year is.  

 
So if they get picked up for examination and there's $100,000.00 
carry forward in 2015, the auditor looks at the return and says, 
"You know what, we have problems here on the 8582 or on your 
rental properties that are flowing in or other activities that are 
flowing in and you know what, the loss in the current year has 
problems," and they make adjustments. And you're like, "I don't 
know, I started doing this return in 2015, I don’t own all this back 
history. I'm just responsible for cleaning it up, right?" Well, if they 
look back and now they say, "Well, if it's messed up in '15, it's 
probably messed up in '14 and '13 and on back." 
 

 
 So that $100,000.00 of suspended loss on the 8582 can be 

examined in full, even if those losses go back into closed statutes 
years because that 8582 is a deduction in the current year, okay? 
So books and records can be looked at in close statute years, tax 
can't be assessed. That's what's barred is the assessment or refund 
of tax, right? We have the tax is barred.  
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 So this applies across the board to capital loss carried forward, 
NOLs, right? Charitable contribution carry forwards. So just 
because your client says, "Well, that was in an old year, we don't 
have to worry about that," you're like, "Well, yeah, you do. You 
may need to." Now the flipside of that, if I take off my IRS exam 
hat and I put on a practitioner hat for a new client that came in with 
a bloody mess, right? Now you go, "Well, hold it, you missed a 
bunch of deductions back here and your carry forward loss on your 
8582 for your rental portfolio ought to be greater.  

 
 
 Right? You missed deduction. Why aren't you deducting your 

mortgage interest on your rental property?" "Well, it didn't make a 
tax difference so I didn't put it on there." "No, you can correct that, 
so even if you have old deductions, be careful about it and it has to 
be right, you have old deductions that passive loss carry forward, 
you could be correcting, right?  

 
You have to go back and compute all the prior years and make sure 
it wouldn't have been absorbed. If it's just a missed deduction, then 
it would have been utilized in that old year, it's gone. But if it 
impacts the carry forward, you can address those carry forwards." 
Again, NOL, charitable, whatever, okay? So the sword kind of cuts 
both ways, those carry forward losses. May be an opportunity for 
you and an opportunity for your client. 
 
When we talk about rental losses, just briefly there's the 
$25,000.00 special allowance under 469I. the 469I is if you're 
active, and don’t confuse that with material participation. But if 
you have active participation in the rental activity - 

 
 then your client is allowed up to $25,000.00 under what they called 

special allowance, right? $25,000.00. That phases out, most of us 
know that, married couple filing joint, phases out between 
modified adjustment gross income between 100 and 150, married 
filing separate, all those numbers are cut in half. It's 12-5 phased 
out between 50 and 75,000. Now word of caution, if you have a 
married filing separate and they can't figure out whether they want 
to live together or live apart, they only get the 12-5 if they live 
apart during the entire year, right?  

 
 So what I like to say is there's no sleepovers, right? So you get 

that, just be careful because someone will say, "Well, I want my 
12-5 because my income's low and we're married but we're filing 
separate," but they're filing separate because legal exposure or 
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prior year history of something, right? So they don't get that 12-5 if 
they're living together in any point in time during the year, okay? 

 
 So one other extension of this, and just talking briefly, talk about 

real estate professional. So real estate professional, we know 
somebody else can be in a real property trade or business, we're not 
gonna peel that back in any depth, okay? But the rental losses, 
once a person is a real estate professional, now they have to look at 
their rental losses individually or in the aggregate. They can make 
an election to aggregate their rental portfolio and then once they're 
a real estate professional, now they're gonna have to determine 
whether they materially participate in the specific rental activity 
either property by property or in the aggregate, okay?  

 
 Now there's a lot of mistakes that get made. Let's just blame it on 

the software, right, unless there's vendors in here. But we'll blame 
– but a lot of people will say, "Well, my client's a real estate 
professional," and they fail to think about or you fail to consider 
whether they materially participated in the activity. 

 
 Because the only thing real estate pro does is to take away the 

statutory characterization of rentals because under 469C2, it says 
rentals are passive, right? Real estate pro accepts rental out of that. 
But now they still have to materially participate, so you can have a 
real estate professional that has passive rentals. You know, you 
think about it, you have somebody who's in the construction 
business. They're a developer, they're a real estate professional, 
that's their day job, they're running an S corporation with a big 
development company.  

 
 If they have an apartment building across town and they have 

somebody managing that apartment building for them, they're a 
real estate professional, but it's going to be a passive rental because 
they don't materially participate in the rental. Okay. So that's a very 
prevalent problem that we see internally as the people think, "Oh, I' 
a real estate pro, all my rentals are non-passive." You have to do 
the material participation test on the rental activity, okay? 

 
 
 Now one other piece that we see under real estate pro that's a 

problem, is we'll see people include improper assets in a grouping 
or under the umbrella of real estate pro. So we have - under real 
estate pro you can aggregate your rentals, but now we have people 
want to take rental property for example that is less than seven 
days average customer use. That beach property, that property up 
at the lake that they rent out through VRBO or Airbnb or 
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HomeAway or one of these other platforms or they just hang a sign 
on it and say, "Please call me, I'll rent you my beach house," right? 
They may have their own website. 

 
 Well, when they do that, if the average customer use is seven days 

or less, it's excluded from the definition of rental under 469. Since 
it's excluded under the definition of 469, it doesn't fall under the 
real estate pro provision. It doesn't go into any aggregation 
elections for real estate pro. So you have to understand– 

 
 
 when you see properties that are I say kind of obvious, right it says 

beach or ocean or sand or something after them, right? Villa, ski, 
right, any of those. And you have to look and ask your client, 
"Okay, give me the management company, give me the occupancy 
reports. What's the average customer use?" Because in 2014 
average customer use may have been ten days because they had a 
snow bird down at their beach condo, right? In 2015, a snow bird 
didn’t come and so now their average customer use is just weekly 
and weekends and now their average use is maybe six days.  

 
So one year, it's a rental, the next year it's excluded from the rental 
definition. It can come in and out of definition. It's a year-by-year 
determination, okay? So watch those peculiarities if you will. And 
a lot of times it could be beneficial for your client. If they have a 
short-term rental, they manage it themselves, it's excluded from the 
real estate professional rules – 

 
  
 
 but it's also excluded from the rental rules and we just look straight 

to material participation. So if they're managing their own rental 
property and meet one of the seven material participation tests, that 
beach house is going to be non-passive, okay? So again, just 
applying the rules. Now we've got some other considerations on 
there regarding 280A like personal use of that home and beach 
houses and things and that's something we'll discuss in a different 
session. We're not going into the depth here. 

 
 Okay, so again, just recognize those different characteristics. Now 

the other pieces – so now we're gonna have all these losses that are 
accumulated up and these losses have triggering events under 469. 
You have a qualifying disposition if the disposition is fully taxable 
event to an unrelated party and it's complete, then the accumulated 
losses on that particular activity, which may be a single property or 
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if they've chosen an aggregation, it's going to be their entire 
portfolio of rentals is going to be the activity.  

 
 
 But if they've not aggregated, they sell that property, now all the 

rental losses that have carried forward are gonna release. We'll talk 
about where some of these events don't release, okay? And that's a 
different triggering event for example than we mentioned briefly 
the interest, investment interest on the 4952, that excess interest 
will carry forward year after year. Disposition of the activity that 
generated that interest does not release the 4952. Investment 
interest expense has to have investment income, okay? 

 
 
 
 So a little bit different rules. Again, these just all tie together 

within this whole realm of real estate, okay? So let's talk briefly 
about deferrals so – or some of the conversions, I'm sorry. So 
conversion from personal to rental or from rental to personal can 
have tax implications, okay? 

 
 
 So it's gonna impact how the loss may be computed on disposition. 

It's going to depend on its impact basis. So for example, and this 
all comes under the IRC 280A and the definition of a residence, 
okay? And briefly put, 280A says the definition of a residence is a 
living unit, has a toilet, has a kitchen, has sleeping facility. So 
that’s everything from a boat to an RV to beach condo to a house, 
right? It's a living unit and now when your client has deemed 
personal use of a dual-pronged test here, dual-pronged test of more 
than 14 days, the greater of more than 14 days or 10 percent of the 
days at fair rental value of deemed use. So this is occupancy by the 
client, this is occupancy by any family member of the client 
regardless of rent paid unless the family member –  

 
 
 it's their principal residence, there's an exception. Or use by 

anybody else at less than fair rental value, right. So now you have 
this beach condo that the client goes to, they let their client go use 
it just for the cleaning fee and now all of a sudden you have all 
these personal use, now that condo becomes a personal residence 
because it violates 280A or it meets those tests and now in 2015 
now it's a personal residence in that year and there's limitations that 
get applied.  
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The next year they don't go there, it's not a personal residence, 
right? Not principal residence, but a personal residence. People can 
have more than one residence, more than one personal residence, 
right? Pick up the magazine and whatever the social magazine that 
coves Hollywood and the folks, right, how many houses do they 
have? Multiple residences, right? And so they have a principal 
residence and then they have others that are secondary homes. So 
what happens when we have these deferred losses on the 8582 - 

 
 
 and you convert from a rental into a personal residence? So you 

have $50,000.00 of suspended losses on the 8582. For simplicity's 
sake, the client decides to move into the rental property. Your 
client moves into the rental property, have they had a qualified 
disposition? No. Because they haven't sold it. They just converted 
it to personal use, that $50,000.00 is retained on the 8582. Now if 
they were active participants in the management of that rental, it 
used to be in part one, rental real estate with active participation on 
the 8582.  

 
 If they converted to personal, it goes to part three. And the 

distinction is because part one allows them the $25,000.00 offset. 
Part three does not. So if they convert it and they live in it, that 
carried forward loss that's being suspended out there on the 8582 is 
not allowed the $25,000.00 special allowance when they're 
occupying it. 

 
 
 
 Because in order to use the $25,000.00 special allowance, you 

have to have active participation in the year the loss was generated 
and in the year the loss has claimed. Well, you can't have active 
participation in a property that you're living in, right? Because it's 
not a rental. So that loss just gets suspended out there. So again, 
you have to be careful. Whether it's your software or whether it's 
your input to make sure that those losses don't release in that kind 
of scenario. 

 
 So if they moved back in and I say moved back in but it really 

could be a beach property that they just have this excess personal 
use now because they're retired and they're going to the beach for a 
month every year. So now it's a second home. But even if they 
move into it and they've lived in it for several years, now what 
happens, they go to sell it, not only is that suspended loss out there 
on the 8582, they go to sell it, now that that gain they have, right, 
they have a gain – 
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 on disposition, their 121 exclusion, right, the $500,000.00 has to be 

allocated between the years and months, literally the days where 
they had non-qualified use when it was a rental and the qualified 
use. So if they lived in it for five years and they had rented it 
previously to that for five years, if they have a $200,000.00 gain on 
the property and we're not gonna get into the depreciation 
discussion, but if they have a $200,000.00 gain on the property, 
half of that, half of that gain is deemed personable – personal 
qualified under 121, half of it's going to be taxable.  

 
Because 121 says after January 1st of '09, beginning then forward, 
you have to do this allocation when you convert from rental to 
personal, right? So again, you have to understand some of these 
issues that have arisen with your client. So now let's think about 
converting that rental or converting that residence rather to a 
rental. 

 
 
 So previously we're talking about rental to residence, now we're 

talking residence to rental. Your client moves out of state, they had 
a rental property or they had a residence and now they converted to 
a rental because they don't want to sell it or they may be moving 
back to the community, whatever the circumstances. So now what 
you have is when they move out, their tax basis has to be looked at 
because if they dispose of that property later at a loss, the 
computation for the loss is based on fair market value at the data of 
conversion.  

 
 So let's say for example your client buys a house in 2007, they pay 

a half a million dollars for the property, they move in it, they're 
happy, all of a sudden the market has done this, it's taken a dive. 
And now their house is worth $400,000.00 in 2010 and they decide 
they take a job in another city, they move. They rent the house out. 
And they rent the house out for the next five years. So now we 
have a fair market value of $400,000.00, a purchase price of 
$500,000.00, they've taken $100,000.00 loss - 

 
 
 market value drop in that property. So when they convert it to 

rental, that's the market value they have to use. That $400,000.00 is 
the value they have to use in determining losses. So say that 
property now, they've rented it for five years, 2015, the market 
recovers a little bit. They sell the house for, excluding the 
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depreciation discussion, they sell the house for $450,000.00. Have 
they incurred a loss on the property? 

 
 Yes, right? They lost $50,000.00. They paid $500,000.00, they got 

$450,000.00. Is that loss deductible? No. Because they have to use 
the $400,000.00 value in determining losses. So they converted at 
$400,000.00, they sold at $450,000.00, they bought it at 
$500,000.00. The $50,000.00 loss, non-deductible. 

 
 
 
 The $50,000.00 between date of conversion, to the date of sale, not 

taxable, okay? So it doesn't work both directions on market value, 
but it just is a computation of loss. Think about it. So your client 
can't move – they can't live in a property, take a huge market loss 
on it, move out, turn it into a rental and recognize the loss. That's 
the whole point, right? 'Cause that loss that occurred while they 
were occupying was personal, okay? So that's what that provision 
addresses. Okay.  

 
 
 
 Let's talk about deferred gains a little bit, okay? 1031s, 1033s. So a 

1031 exchange, very simply, right, we're gonna take one asset and 
we go, oh, I have an asset here. It's a rental property down the 
street, a duplex and I want to be in commercial real estate now. I 
sell the residence, the duplex and I buy a commercial building like 
kind, right?  

 
 
 So there's some rules in there we have to watch but it's light kind 

exchange, using a qualified intermediary. Whether it's a forward 
exchange or whether it's a reverse exchange, there's particular 
rules, right? We have to keep in mind just very general has to be 
like kind, right. It can be residential for commercial, it can be farm 
land for a commercial, it can be commercial down to farm land, it 
can be to investment property.  

 
Lots of latitude in there that's been evolving over the years in terms 
of what like kind. It has to be real for real, right? Has to be 
personal for personal. You see it a lot, right, business people have 
like kind exchanges all the time. They take their truck in, I want a 
new truck. Here's my beat up truck, give me the new truck. I trade 
it in, right? It's a like kind exchange, okay.  
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So 180. There's some timeframes we have to watch. You have to 
identify the property that you're going to acquire within 45 days 
after the disposition of the property you're losing and you have to 
purchase it within 180 days of when they sold the old one, right?  

 
 
 So you have those timeframes to contend with. And you have to 

make sure that it's qualified. So if it's a residence, you cannot trade 
out a residence for a rental, okay? So thinking about that. So what 
about that client that has that beach property? They've owned it for 
a number of years, they rented it themselves, they've had some 
280A implication, they allocate their expenses appropriately.  

 
 But now in the year of disposition they've had that property and 

they've used it some, family members have used it some. They 
exceed the 14 day, 10 percent rule so now it's deemed a residence. 
And they say, "You know what, we're done with the beach, we 
want to house in town, a duplex that we can rent out." So they sell 
the beach house and they 1031 it through a qualified intermediary 
to the duplex in town. Can't do that. Because that beach house is a 
deemed residence and it's not like kind. 

 
 
 You can't 1031 a residence. The converse of that is true too. You 

can't sell the duplex and go buy a beach house to use half of the 
year or into the dates to where you start exceeding the 280A 
limitations, okay? There's an exception in that and a revenue ruling 
for the personal use, but again, there's just – as a general rule, you 
can make sure it's like kind and people will get in trouble 
sometimes with exchanging these I'd say general terms vacation 
properties, right, for other investment properties or vice versa, 
okay? 'Cause that can be a real problem. 

 
 So just make sure when you see that 1031 you understand the facts 

of your client, what they've traded, what they've given up, what 
they've moved into, did they recognize the timeframes, do they 
have taxable boot coming out of it. If you have taxable boot 
coming out of a rental property, it's considered passive income if 
it's a passive activity whatever the character is. 

 
 
 Now keep in mind if they do a 1031 and they had suspended losses 

on the 8582, you have a $100,000.00 loss and let's not worry about 
whether it's personal use or not. So you have a duplex over here 
and they trade into commercial property. Well, if that's the case 
and you have $100,000.00 loss that's been accumulated on that 



  Page 16 of 21 

duplex and they move over to commercial, that's not a qualifying 
disposition. 'Cause a qualifying disposition has to be fully taxable, 
complete to an unrelated party.  

 
Well, a 1031's not a fully taxable. So the suspended loss, generally 
speaking, the suspended loss on that 8582 associated with the 
duplex is going to attach to the new activity, okay? It's gonna 
attach to that commercial building. Or it may attach to that 
farmland or investment property. It's gonna attach to whatever it 
was replaced with, okay? And you can end up with what they call 
kind of phantom 469 suspended losses. But it's gonna move over – 
it's not going to release. 

 
 
 And I can tell you historically I have seen where you, practitioners 

have prepared returns with a 1031 and the software, for whatever 
reason, I'm not gonna say it's a software error or an operator error, 
but it's one of the two because it's not a law error, right? So it's 
either the operator error or the software error releases that loss. It's 
a 1031, but they trigger the loss in full because it's viewed as a 
disposition. Now the asset disappeared off the return, but it was 
replaced via 1031 so it's not triggering event. 

 
 Now if you have that 1031 and you have boot, you have taxable 

boot, that taxable boot is gonna take on the character of the asset 
disposed of. If it's a rental property and it's been passive, it's going 
to be passive income being reflected on the 8582 and release 
related and unrelated losses, okay? And again, you have taxable 
boot for a lot of different reasons. Briefly on 1033, right, 1033 
operates a little different than 1031, but as I like to say, they're 
neighbors in the tax code, right? 

 
 
 So there's a lot of similarities because the code is grouped by 

concept, okay. 1033 is involuntary conversion. A little looser rules 
than a 1031 because with a 1033, you don't have to have a 
qualified intermediary. No one has to hold the funds independent 
of the client, right? They can take constructive receipt of the 
monies. They have a bigger time window generally speaking, 2 
years, 24 months to reinvest to condemnation. Right? So when the 
city comes through and say, "We want to put up a parking lot," 
right, "and we're gonna take your client's rental property," that's a 
condemnation, right? That eminent domain. 

 
 So that's where you start seeing some of those condemnations or 

involuntary conversion. You can have an involuntary conversion 
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the house burns down, right? Involuntary conversion. Droughts, 
right, you have involuntary conversion in that arena. We have to 
sell off all your cattle herd because of the drought. There's 1033 
provisions in there for that, okay? So just recognize. 

 
 
 And again, that's not a – I'm not hiding gain, I'm not eliminating 

gain, right? 1033 and 1031, all they're doing is kicking the can 
down the road, which for your client may be good, may not be 
good, all right, whether you're gonna go down that pathway. Okay.  

 
 

Foreign property. Let's just talk a few minutes about foreign 
property.  

 
We see more and more I can say from a compliant standpoint from 
within the IRS, and I'm sure you as well, depending on the 
structure of your practice and where you happen to practice, we're 
seeing more and more foreign rental property. And that foreign 
rental property can be in the form of your client, how many condo 
down in Cancun, right? They have something down in the 
Caribbean on the islands. They want a chalet that's over in the 
Alps, right?  
 
Depends on what income tier your client is. But the other piece 
you run into with foreign property is we have more and more 
diverse population. So now if you have somebody that has family 
connections back in another country – 

 
 
 I don't care whether it's Mexico, Canada or Africa, just doesn't 

matter. They say, "Well, I want to invest back in my home 
country." May want to do that for a lot of different reasons. Part of 
the reason we see it happen sometimes is they'll say, "I'm doing 
well here in the U.S. so I want to invest back in my home country 
for people to have better housing, for my family to have better 
housing," right? Whatever. So the rules of 469 and 280A for 
personal use still apply. 

 
 So if it's a rental property, it's going to statutorily passive, absent 

real estate pro, et cetera. If it's occupied by a family member and as 
their principal residence, 280A will not apply in terms of that 
relationship component, but what will apply is if you're renting it 
to your family member and not charging fair rental value – 
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 now it's deemed a personal home. So you invest in a property, your 
family's back in France and you buy an apartment building or you 
buy a house in France and you let your family live there and the 
fair rental value is, I'm gonna go to dollars, right, now in Euros, but 
say the value is $500.00 a month is the fair market value. And you 
only charge them $200.00. That's less than fair market value.  

 
Now it's deemed a second home. The income's taxable, but all the 
expenses are deemed personal, right? And so be very careful when 
you see that. If it's a valid rental that they have in another country, 
one of the primary differences from rental property here in the U.S. 
is it has a 40-year straight depreciation life, okay? So they don't get 
the 27 and a half acceleration. Any assets used outside of the 
country don't get MACRS, okay? So you have to recognize if it's a 
foreign property – 

 
 then you're gonna have to limit those deductions, okay? And again, 

I'm not gonna get deep into this personal use. We have another 
session we talk about that this afternoon, okay? So hopefully this – 
there's some of these items that hopefully will give you some – 
what I like to say give you angst, right? Be able to look out and 
somebody's going like, "Huh, never thought about that," right?  

 
 Or you're making notes, I need to go back and look at the Smith 

file or I better tell my other partner about this. That's what these 
sessions are about. So whether we're looking at property and we're 
looking at interest tracing, right, or we're looking at how they 
applied these funds they extracted out in equity, if we're looking at 
personal use, right? Those are things that are just not the norm, 
right? Remember I opened up and said, "Rental property's pretty 
benign." I mean most of us think about it, it's like, "Great, it goes 
on Schedule E. Any first-year tax preparer can figure it out." 

 
 
 But there's a lot of moving parts behind the scene there that we 

need to think about, okay?  
 

 
So let's talk about a few resources that are around. The one caution 
I give on this, and I talk a lot in code and even in sessions like this 
I tend to cite code sections because that's authority, right? 
Publication instructions are not authority. They're not legal 
authority. It's good reading material, but keep in mind that forums 
and pubs – honestly, forums and pubs are written to a seventh 
grade level.  
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So nothing – one of the things that gets my pet peeve is when I 
have an examiner contact me and they start out the conversation of, 
"Here's the issue and publication X, Y, Z says this." And it sort of 
stands the hair up on the back of my head. And I was like, "Let's 
talk about what does the code say? What do the regulation say?" 
Right? "What does the law say?" And I would say the same thing 
for practitioners. 

 
 
 "You need to be looking at authority." Now the pubs are a great 

thing I think to turn to the client and say, "Here's the plain 
language. You think you're a real estate pro, but here's the plain 
language." But you need to go to authority certainly when you're 
getting the technical piece. They may get you started in the right 
direction.  

 
So 527, 535, okay, the gains, the casualties, pub 925 again from 
passive loss, those are just all good resources. IRS.gov is a 
resource well. There's a Google on there. There's a Google search 
engine on IRS.gov that is pretty well-driven, okay, so you can find 
stuff on there and it'll give you a good starting point.  
 
 
 
The last piece here, it's probably a slide you'll see across all the 
platforms today, just kind of what's going on in the IRS. I'm not 
gonna read that to you.  
 
Some of the hot topics that I end up getting into is the whole 
shared economy piece and again whether that's an Airbnb or Uber 
and Lyft and all these shared assets that are happening – 

 
 
 within our current economy and shifting culture, okay? Now I 

mentioned I'll take questions and we're down to under three 
minutes. So I'm gonna go ahead and take questions outside, okay? 
So when we exit, there's a large buffet type of piece of furniture 
that's out this back door against the outside wall and I will stand 
out there and give you contact information or answer questions if 
you'd like. Want to wish you the best week. I will be around all 
day tomorrow and all day today so I may be around the hallways in 
between my sessions that I'm attending and presenting. Have a 
great day, enjoy the week, stay out of the heat, drink lots of water. 
[Applause] Thank you. 
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Glossary 
A 
Amortize - Amortization is a method of recovering (deducting) certain capital costs over a fixed 
period of time. It is similar to the straight line method of depreciation. 
 
 
N 
NOL – A net operating loss is the excess of deductions over gross income, computed 
with the modifications of §172(d) 
 
 
V 
VRBO – Vacation rental by owners  
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