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Material Participation, Recharacterization and Activity Based 
Reporting (edited transcript) 

 
[Applause] 

 
Kelly Myers: Thank you, Aaron. Uh, it's a privilege to be here on the part of the 

IRS as well as the other sponsors to speak to you on a variety of 
topics within the passive activity arena. I will be available, uh, for 
some questions at the end of the session, time permitting. 
Secondly, if you would like to, for me to contact you, I have put a 
gift, a blue gift bag over here on this corner, as well as back at the 
water at this rear of the building. If you would like, you can put a 
business card in there and I will personally e-mail you if you have 
a question, non-audit related, not involving an open case or 
anything, and then, lastly, when I exit the building, I'll exit out into 
the lobby and if you have questions, you can follow me out there if 
we don't have time for them in here. So, without any further ado, 
let's get started. So, again my name is –  

 
 
 Kelly Myers. I'm a senior technical advisor with Small 

Business/Self-Employed. I have 29 years nearly with the Service. I 
spent some time in public accounting prior to that. My areas of 
responsibility include IRC 469, the passive activity loss arena, as 
well as a lot of variety of real estate issues on 280A which is 
business use of a residence, um, mortgage interest limitations, 
1031 Exchange. Uh, most recently, we've picked up a new 
program, IRC 1411. Those of you who know who 1411 is, right? 
That nice Form 8960, a 3.8 percent tack-on that your client in 2013 
says, "Why do I owe more tax now?" So you have that 1411 tax, 
another new regime to administer.  
 
So let's get started. So we're going to talk about kind of three basic 
pieces of 469, not basic, but three parts of 469. We're going to talk 
about activity. You have to understand what the activity is before 
you – can apply passive activity loss rules, because it's activity-
driven. The passive activity law is activity, it's not passive entity, 
so if one has a partnership, you do not materially participate in a 
partnership, you materially participate in the activity that is passing 
through the partnership, and that's just a critical fundamental piece 
you have to understand. Secondly, we're going to talk about 
material participation, what kind of hours count when you're 
looking at trades or businesses, as well as looking at, at real estate, 
and then we're going to talk about some recharacterization rules. 
There are situations where the income coming out of an activity 
that may be, per se, passive because of failure to meet material 
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participation or some other rules but we have recharacterizations, 
and we'll talk about those.  
 
All right. So, when we talk about the activity, we're talking about 
you've got to identify the activity as to whether this is a trade or a 
business, whether it's a rental, because the rules are distinctly –
different under 469, okay? So, when we look at that, we're going to 
talk about if we understand the activity and before we can, before 
we can apply some of the other rules, like grouping, how do we 
deal with the aggregation of rental real estate? How do we deal 
with the economic grouping under 469-4 of the regs? You can't 
deal with that until you understand and identify the specific 
activities that you're talking about. What I like to say, we're going 
to the molecular level, going to this very fine level of the activity, 
and if we have time, we'll talk in just a moment about tiered 
activities. So, if we have tiered entities, we're going to talk about 
looking through those entities into the underlying activity. Okay? 
And again, real estate professional aggregation, the same thing. 
You have to identify each specific piece of rental, and we're not 
going to get into real estate pro heavily, but just recognize the 
same general principle applies.  

 
So, when we have a tiered entity, like what's showing here, where 
you have two taxpayers –and there are going to be a lot of other 
partners, obviously, but if you have two partners in a partnership 
and now the partnership also has an interest in another activity, we 
have two activities represented. So you have the husband, if you 
will, receiving a K-1 from the partnership, from the accounting 
partnership, but that accounting partnership also has income 
flowing in from the hotel partnership. So, even though his K-1, 
Box 1 only has one number on it, it represents two separate 
activities, and in applying the 469 rules, we have to look at both 
activities, and we look at them separately, at least initially, before 
we get into grouping or aggregation. If we're talking about 
grouping economic grouping, where we're aggregating, or not 
aggregating, we're grouping businesses, like-kind businesses, and 
we're not going to get deep into this, but there's a Revenue 
Procedure, Revenue Procedure 2010-13, and what 2010-13 does is 
require a –disclosure of when somebody is grouping certain 
businesses, that now we have a regulation, or a Revenue Procedure 
that requires you to make that disclosure. And again, lastly, where 
you see a lot of grouping, because again, for a real estate 
professional, if you have a tax, if you have a client who is a real 
estate professional, they had to make an election to aggregate the 
rental, all their rental properties, all interest they have in rental real 
estate into one single activity, whether that rental is coming 
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through a partnership, whether that rental is coming through a, uh, 
reported on Schedule E, Page One, coming through an S corp, any 
kind of a pass-through entity, that grouping would apply. Okay? 
And again, we just have to look at those activities on a molecular 
level. You have to understand. You just can't look at this, like here, 
we can't look at the partnership, accounting partnership K-1 and 
say, "I materially participate," for example, in that K-1 because it 
represents two separate activities that have to be evaluated. 

 
 So, when we look at material participation 
, and we'll talk a little bit here about it and talk about the seven tests involved, so the 

taxpayer has to meet material participation on an activity-by-
activity basis. When we look at it for a joint, for a married couple, 
a married couple meets, when they compute material participation, 
it's a joint test, so it's a husband and wife combined, and whether 
they're married filing separate, married filing joint, it's a combined 
test for material participation, so we're looking at two different 
pieces. We're looking at, there's really two components of material 
participation. One, we're looking at the quality. This is a qualitative 
test, and in the code, the qualitative test is under 469(h) that says 
we have to have activity that is, that is continual, regular, and 
substantial.  
 
Okay? So what I like to say is I want to see your fingerprints on 
the activity. What would happen if your client didn't show up to 
the – activity for a month? Would the activity continue? Right? If 
they have a manager that's operating the business, what's the 
taxpayer doing if they've delegated all their authority for the day-
to-day operations, and we'll point out a couple court cases that 
have addressed that, but this is where you look for that qualitative 
measure of hours.  
 
So back to the example that we talked, and you might want to keep 
your thumb on that graph, so if we have this example of a, of an 
accounting partnership that, in turn, invests in the hotel 
partnership, the individual investor, again, has to show material 
participation in the accounting activity, and then they have to show 
material participation in the hotel activity. Two separate activities 
even though it's one K-1. You may have clients that have a 
partnership interest that has investments in other partnerships that 
have investments in other partnerships, right? There are two or 
three tiers. You have to look through those tiers to the underlying 
activity in order to – determine material participation. Okay? And 
again, for these purposes, we're, we're now assuming that these 
businesses don't have an economic grouping. An economic 
grouping, for example, would be if somebody had similar 
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restaurants or, you know, that all were treated as one single activity 
under -4 of the regs. All right, so earlier we stated there are seven 
material participation tests in the regulation, and this is the 
quantitative test. Okay? So we want what I would call good hours, 
and then we want sufficient quantity of hours.  
 
So the regulations, if you come back under 5T, or under -5 of the 
regs and 5T of the regs, where you find guidance on the seven 
tests, and again, keep in mind that this is a joint test, husband and 
wife, to determine material participation, and it's an annual 
determination, and whether or not the taxpayer has ownership. So a 
wife can have ownership in the activity –and the husband has no 
ownership, they're still going to count it joint. You don't have to 
have ownership if your spouse has ownership, because the hours 
are going to combine. Okay? So, in this case, the husband and wife 
both have an interest in the same activities, say in the accounting 
firm. If the husband has material participation in the accounting 
firm, the wife's interest is also going to be non-passive because 
they're going to track together. If you have husband and wife that 
have ownership, or if a taxpayer has ownership through multiple 
flows, those ownership interests, by the time they get to the 1040, 
say it's a partnership and it flows into an S corp, plus it flows 
directly to the taxpayer, those flows, when they get to the 1040, are 
going to be handled the same. It's the same activity when you have 
a tiered involvement there.  
 
So back to the accounting and, and hotel example. Assume both 
the husband and wife have ownership in the firm, as we displayed 
here; thus, they both have, and they both have indirect ownership 
because of the accounting –firm, they both have indirect ownership 
in the hotel. So, now their 1040s are going to reflect two inflows 
from the hotel, right, because they're getting, the husband gets a K-
1 from the accounting practice, which also has interest in the hotel, 
which represents part of it. The same with the wife, and then the 
wife also has a K-1 that's coming straight from the hotel. So, when 
you look at it from the 1040 standpoint, from the K-1s, there's 
really five different numbers flowing in from K-1, Box 1 to the 
1040. You have the wife's K-1 coming from the accounting 
practice that shows accounting income or loss and the hotel income 
or loss, the husband's K-1 from the firm is accounting and hotel, 
and then the wife has a K-1 directly invested into the hotel. Okay? 
But there's, there's five different inflows of numbers but there's 
only two activities represented. There's the hotel activity and the 
accounting activity, and that's what we're going to measure 
material participation against, the combined time of the –husband 
and wife to the accounting business, and the combined time of the 
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husband and wife to the hotel activity, and that's how you're going 
to determine material participation and passive or active treatment 
on those two activities. Okay? Now, as a point of caution, don't 
confuse the material participation test, the joint test with the test 
for real estate professional, and this isn't a real estate professional 
session, but real estate pro, when someone is making a test for real 
estate professional, it's a test by individual taxpayer, either 
something a husband has to meet or something the wife has to 
meet, if it's a married couple. Okay? And it's, it's one of those 
flukes in the law that we look to the individual as opposed to a 
joint when we have a joint return, so just, like I say, just a point of 
caution there. So let's talk some about these tests, and again, we're 
going to be relating back to that graph that you saw earlier, so if 
you want to keep that thumb in the printout that you have. 

 
 
 Test number one. Test number one is a test that is 500 hours in the 

trade or business activity. So, for, you know, for most of you here, 
so if you're in an accounting practice, that's your day job. You 
spend 500 hours throughout the course of the year, you probably 
spend 500 hours in the course of March and April, right? But you 
have, it's your day job. You work 1,500 to 2,000 hours a year in 
the trade or business. Clearly, you materially participate in that 
activity, and that's just kind of the common test. For your client 
that's the doctor, you know, a physician, the question whether they 
materially participate in the medical practice is really not a 
question, right, because that's their day job. They go to work every 
day, that's what they do. So the 500 hour test is, is very common 
for somebody that is kind of that day job environment. Okay? So, 
so in this case, if we have the taxpayer, he's working full time at 
the accounting practice, the wife works full time at the, at the 
hotel, they would be, be deemed to materially participate in both 
those activities –and we'll talk about that a little bit more, too. Test 
two.  

 
Test two is a substantially-all test, which hasn't been really well 
defined by the courts. Uh, one of the courts actually notated that 
substantially-all is something significantly more than 50 percent, 
so we don't really know what the bright line is there. But, with 
substantially-all, we're talking about a taxpayer, to meet this test, 
would be, the taxpayer would work substantially-all, meaning they 
work more time, and I would say at a minimum 50 percent, they 
work more than all other people combined that touch that activity.  

 
So, if you have a tax, if you have a client that's, that's in a, uh, you 
know, has, has a side business and they work at it some, but if they 
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have a bunch of repair folks coming in or subcontractors, or family 
or volunteers or kids, we're going to compare the clients' time, 
husband and wife, to everybody else that touches that activity. This 
would be, a common test this would be used for outside of the real 
estate arena. Say –somebody is on a board of directors. They work 
60 hours a year serving on the board of the local bank, 60 hours. 
So step one, what do we do? We identified the activity. We know 
what the activity is. He's a board member. He's a consultant, right? 
Gets a 1099, he/she gets a 1099 and reports it on the Schedule C, 
or maybe just puts it on Line 21 because there's no expenses 
associated with it, so that's the activity. Does the, does the, does 
your client materially participate 60 hours in the activity? Yeah, 
they do more than anybody else because nobody else does 
anything, because the activity is the consultant. The activity isn't 
the bank, the activity is not the board. The activity is the board 
member is really a consultant, right? He's an independent 
contractor consultant type. So you have to identify the activity, so 
that's why we're looking at that. Now, if he's a freelancer and, you 
have a client that's a freelancer that writes tax software and he just 
gathers the contracts and then subs it all out, he may have – 80 
hours work in the business but he contracts it out to all these other 
people that put in 200, 300, 400 hours, you know, some side 
business. They're going to fail material participation because they 
fail test number two. They don't meet any of the tests. Okay? 
That's kind of test two. Test three is similar to two. Test three says 
that your client has at least 100 hours, and again, quality hours but 
at least 100 hours, and has more hours than any other single 
individual. So, where test two is, is, is your client facing everybody 
else, do they have enough hours, versus your client and now we're 
at a one-on-one. Okay?  
 
So, so it is that person that's the software, running a software 
business, has at least 100 hours, they have 300 hours of time, is 
there anybody else, contract employee, et cetera, that has more 
hours than the, than your client does? If the answer to that is, "No, 
they have more," then they're going to meet test three: the activity 
– is going to be active, it's going to be non-passive, as opposed to 
if they have a full-time employee and your client has 300 hours, it's 
going to be a passive activity because they fail test three. So, again, 
a lot of different scenarios. I want to try and give you a heads-up 
idea as to what you need to think about, because when you're 
inputting the tax return in the tax software, do you get all these, 
does it list out all these tests for you to check off like, "Okay. Well, 
nope, they don't meet this test. They meet, oh, this is the one they 
meet this year," because you can meet a different test every year 
and it's an annual determination, but your tax software doesn't do 
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that, right? Even the tax forms don't do that. All it says is, "Did 
they materially participate, yes/no?" Right? Boom, done, and they 
materially participated last year, or at least that's the box we 
checked, so that's what we check this year, and that's what we'll 
check next year, right, until somebody really stops and thinks 
about it. Okay? So significant participation – activity, test number 
four. Test number four, significant participation activity applies 
only to trades or businesses. Does not apply to rentals, and that's 
important to note. Okay? Only can use this test, number one, if the 
taxpayer has at least 100 hours in the activity, the activity fails all 
other material participation tests, so like they don't meet test 
number three, okay?  
 
So they fail all the other tests, and then we're going to take your 
multiple SPA activities − this is kind of a small business provision 
where I'm dabbling over here and I'm dabbling over there, so now I 
have multiple activities, three different activities with 200 hours 
each, quality hours in each one of the three activities. The SPA test 
says I add up activity number one, two, and three and, in totality, I 
have over 500 hours and now all three activities are deemed to be 
active. Okay? Now, let's talk about this in the example back to the 
accounting firm and the − 

 hotel. So, if you have an investor, the husband works 200 hours in 
the accounting firm or the husband and wife even combined hours, 
and the husband and wife have 350 hours in the hotel activity, 
they're going to be deemed passive, per se, passive looking at other 
tests. They're not meeting 500, et cetera. But those are both SPA 
activities because the taxpayer has at least 100 hours. So we take 
the 200 hours and the 350 hours and the total of 550, now they're 
deemed to materially participate in the two activities under the 
SPA test. Now, a word of caution. We're going to look at test 
number six, which may influence how you may do some of that 
analysis.  
 
So test five and test six. Test five and six are look-back tests. Test 
five says we're looking at this floating window, ten-year rearview 
look, and if the taxpayer, if your client materially participated in 
five out of the prior ten years, they're deemed to materially 
participate – in the current. So we're going to look from, from this 
window, and next year, it's going to move up a year, and the year 
after, it's going to move up a year. I think of this as kind of like the 
sabbatical provision, if you will. If you have a client and they've 
built up this business, they've worked in it for 15 years, and they're 
like, "I'm going to go see Europe for two years and end up in 
Australia, and come back through India and back to the U.S., and 
maybe go to work in two years," right? They're just out doing 
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whatever they want to do, pursuing other business ventures, 
whatever. If they're gone from the office for two years, they're still 
going to be deemed, they still have ownership, maybe the next 
generation is running the business, they still have ownership, 
they're going to be deemed to materially participate even though 
they've never shown up for work for two years. So that, that's 
going to go forward for five years because they're going to 
continually meet that five-out-of-ten-year rule until they get to year 
six out there, and then they're going to lose that rear window.  
 
So, if he goes on sabbatical for five years, he's okay; six year, it's 
going to go passive, and sometimes people say, "I never went to 
the office; therefore, my activity –is passive," and they don't want 
to be passive, or they need, it, it's not necessarily beneficial one 
way or the other, it depends on the particular situation, but you just 
need to apply the rule and let the numbers fall where they may. So, 
back to the example where the wife worked in a hotel, and say the 
wife worked in the hotel activity from 2005 to 2011, meeting test 
number one, now she's kind of established this base for test five, 
right? Now she goes on to other interests. Again, she's going to be 
deemed to materially participate in that hotel activity that's coming 
directly to her, as well as what's coming on to their tax return 
through the accounting practice, they're going to be deemed to 
materially participate in 2012 through 2016. If they never show up, 
if she's in India or laying in a coma, it doesn't matter, they're going 
to be deemed to materially participate. Both the husband's interest 
and the wife's interest, right, because it's one single activity, 
husband and wife, and we look at it together. Now, test six. Test 
six is similar to five. It's a look-back test but it has to do purely 
with –personal service activities. So a personal service activity of, 
you know, medicine, law, engineering, accounting, right, 
performing arts, those activities that are personal activities, now 
we look at a test that says, "If you materially participated in any 
three years," so we're looking back from the point in time where 
you had ownership, because you have to have ownership to have 
material participation, from the point in time where you have 
ownership to today. Any time back in there that you meet material 
participation at least three times, and, if you did, that activity is 
going to be non-passive forever. You have a physician that runs a 
medical practice, runs it for five years, and goes off and does 
research but still has an interest in the medical practice, that 
medical practice is going to be non-passive until he gets rid of the 
interest. It's going to lock in. Okay?  
 
That's just that personal service activity. So, if we go back to this 
activity of the, of the hotel and the accounting –firm, say the 
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husband worked full time in the accounting firm from '05 to 2000, 
moved on to other interests, still gets a K-1, the husband gets a K-
1, the wife gets a K-1. Their name is not on the board, they're, they 
don't have a desk anymore, they don't go to work. Their K-1s for 
the activity of the accounting practice are going to continue to be 
non-passive until the cows come home, until they're done. Okay?   
 
So, again, we're just going to have to look at that, all those 
scenarios. So, when we look at this SPA test, when we looked 
before, and we looked at the SPA test and we said, "Well, let's take 
the SPA test and apply it to the accounting firm," right? The 
accounting firm that had 200 hours and the hotel that had 350 and 
they were a SPA, if test six applies, the accounting firm doesn't go 
into the SPA test because it otherwise meets material participation. 
So, under the SPA test earlier, we had the hotel and the accounting 
firm that both were deemed to be non-passive, but now we look at 
the personal service test and go, "Oh, we have –a history here, so 
the accounting practice numbers come out, the hotel activity is 
going to be passive because they fail material participation. Again, 
a lot of different scenarios you could paint. So, finally, test seven, 
facts and circumstances. It's been, it's been debated and presented 
by practitioners, uh, extensively. It tends to be one of those issues 
that I know my tax, I know my client materially participates 
somehow, and so you go to facts and circumstances and try to 
build a case, and I would say that it's been litigated successfully 
once. Uh, it's just, it's just a difficult test. It's just isn't, "I meet 
payroll, and the business would go south without me." You know, 
"This business would not exist if it wasn't for my client." Well, 
you're right, because your client owns the business, right? But it 
doesn't create material participation, ownership doesn't create 
material participation.  

 
So let's look at a couple court cases here. The Williams case. The 
taxpayer in Williams owned a – small airplane. He handed the 
keys, if you will, over to a flight school, and the Service came in 
and said, "You have a rental activity, that's our primary position, 
because you're renting personal property at the flight school, and, 
secondarily, if you establish that it is a trade or business and not a 
rental of equipment, then we're going to say you don't materially 
participate. And what the court said, the court found in the rental 
decision. They didn't really rule on the rental decision. You find 
the courts often, the judges will take what I call the path of least 
resistance, and so sometimes you'll cite a court case and you're 
like, "Well this, this is what they, this is what they meant. Because 
they didn't address this point here, then I'm going to assume that 
they agree." Well, no. They just didn't say anything about it, right? 
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So, in that case they said, "Even if we assume Mr. Williams meets 
the exception and the airplane activity is not, per se, passive rental, 
Mr. Williams still must show that he materially participated in the 
airplane activity, and he did not," because he gave the keys to the 
airplane –to the flight school and said, "Use it for your pilot 
training and send me a check." Right?  
 
Iverson. Iverson is a similar case. The taxpayer lived in Minnesota, 
had a successful business he had established. Purchased a 14,000 
ranch in Colorado. The Service came in and said, "No, you don't 
materially participate in the ranch. It's a passive activity. It wasn't 
the 183 argument. We're just saying it was passive." So the court 
came back and said, "A significant portion of the time Mr. Iverson 
spent at the Stirrup Ranch activities appears to have been more in 
the capacity as an investor." You don't have that quality time, 
right? Not involved in the day-to-day activities which, therefore, 
would not count under the facts-and-circumstances test. He was 
trying to reach test seven and didn't make it. The presence at the 
ranch of a full-time, paid ranch manager for most of 2005 and 
2006 disqualifies much of Mr. Iverson's time working at the 
Stirrup Ranch activities from counting under the facts and 
circumstances. He had somebody else running the activity. So, if 
you have a client that has a restaurant, and they have –a manager, 
assistant manager, a sous chef and all those folks, that's who's 
running the restaurant, right? Typically, and the, and your client is 
off running the law firm or whatever they're doing, so keep those 
kind of things in mind. And again, this is factual determinations. 
There's no, I can tell you there's no bright lines.  
 
Newhart is the last case, okay? Here what we had is, really, records 
get to be a real issue in a lot of court cases for material 
participation, as well as others. The taxpayer failed to materially 
participate in the restaurant. Non – this the court speaking, "Non-
contemporaneous, handwritten records to time spent were not 
credible. They contained unique and ambiguous time. Significant 
portions of the time were investor-type activities." Examples. This 
is the examples from the client, or from the, from the taxpayer that 
was litigating. "Analyze national restaurant statistics from the 
Internet. Study and review franchising information from on the 
Internet. Internet review restaurant statistics to see how we 
compare. Look at Internet – for stock data and comparative data." 
Taxpayer failed to call the day-to-day manager as a witness, so he 
had a restaurant manager and did not put him on the stand. The 
court inferred from the failure that the testimony of the witness that 
would not have been favorable to the taxpayer. They're saying if 
you would have put the, the restaurant manager on the stand, it 
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would have sunk your case. Okay? So these cases, along with 
others, give you some great resources to look at, uh, and to think 
about when looking at material participation.  

 
 
 

So the next area we want to delve into, you know, we've talked 
about activity, we're talked about material participation, and now 
we want to talk about some recharacterization, and 
recharacterization is something that's built into the regulations and 
the legislative history that's, that takes what would otherwise be 
passive income, it only re-characterizes income, re-characterizes 
income and places it as active so you don't end up with this income 
that's remaining passive that releases unrelated passive losses. 
Some of these you may be familiar – with and maybe some of 
them aren't, but we can kind of shed some light on it. Okay? So, 
again, it only re-characterizes income, so when the taxpayer, for 
example, rents property, personal property or real property, to a 
related entity in which the taxpayer materially participates, it's 
called self-rental. If you have an accounting practice, the 
accounting practice is hosted in an 1120S, however you have it set 
up. The 1120S turns around and, and you also own the building 
and a partnership. The partnership rents to the 1120S. That's a self-
rental. If that self-rental generates profit, it gets re-characterized as 
active income, as non-passive income, even though it's rental 
estate. Okay? So that's what this rule is saying, it's taking that 
otherwise passive income and re-characterizing it.  
 
So this can either be personal property or real property, it can be 
coming through from a pass-through entity, the trade or business 
can be in a pass-through, so it can be from an 1120S to an 1120 – 

 an 1120S at 1065. It could be a trust-involved. It can be a 1065 
back to the 1040, back and forth. Okay? What it cannot be, and I 
want to stress this, because we see this even earlier today, what it 
cannot be is a rental between the Schedule C trade or business and 
Page One of the E. If the taxpayer owns the Schedule C single-
member LLC, however they're structured, reporting on a 
Schedule C on the 1040, and you're also renting the rental property 
and you put it on Page One of the E, it's not held in a partnership, 
not held in an 1120S, that's, that's just not a valid transaction. 
IRC 162(a)(3) says you cannot rent to yourself  which you have an 
equity interest. Okay? So we, we see that problematic come up 
sometimes, so it's 162(a)(3), if you want to have some reading for 
tonight. Okay? 
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 SPA. Okay, significant participation activity. We talked about the 
SPA test, right? You have 100 hours and yet it fails to meet 
material participation. So what happens in that situation where the 
taxpayer has a, where your client has a SPA and yet it still fails 
material participation because he doesn't have other SPAs to 
aggregate them together with the hours. So let's go back to the 
example of the accounting practice and the hotel. Assume that 
neither taxpayer met material participation in the hotel, so the 
activity is generally passive. Say the, the accounting firm is still 
non-passive because they have this history, they meet another test. 
If the taxpayers jointly, say, have 150 hours in the hotel, because 
they're somewhat actively engaged, right? They're engaging having 
some material participation, quality 150 hours, it's a SPA activity. 
If that's the only SPA activity they have and the hotel is profitable, 
the regulations under 2T are going to –re characterize that income 
to active. It's the recharacterization rule. Okay? So you've got to 
look at those. You've got to look and see what material 
participation. When you look at material participation on someone 
that has multiple, multiple activities, you have to look at all their 
activities and all the time in the various activities. The last 
recharacterization we want to look at, and these are the three 
dominant ones we really deal with, is income from land. Land 
under 469 is real property that is 30 percent or less depreciable 
value.  

 
So, so generally we think, if somebody says land it's like, "Oh, it's 
a ranch property, right, or farm ground." But it's also things like, 
you know, pads for cell towers, land leased for windmills, 
outparcels at a, at a subdivision, right? Or not a subdivision but a 
development, a commercial development, a strip center, right? So 
they have the, the shopping center is back here and you lease the 
land to a particular restaurant, and they build on the outparcels. 
Those are all land leases. If they're profitable –that land lease is re-
characterized to active income. Okay? So, again, be on the watch 
for those. You know, when, I can tell you from a compliance 
standpoint, when we see positive income on an 8825 inside a pass-
through entity, or a Schedule E, you start saying, "Okay, is that 
really land?" right, because the mortgage is down, you don't have 
depreciation. That's just one thing to be on the lookout when you 
look at your clients' tax returns. Okay?  

 
So let's talk about a couple cases. Williams. A different Williams 
case than what I cited a minute ago. The Williams case discussed a 
bit earlier, and this one was upheld by the appeals court, the 
taxpayer owned an 1120S entity which held real estate, okay? I 
know S corps typically don't have real estate but they put their 
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rental property inside an S corp, and they rented it to the C corp. 
The C corp, the taxpayer, the husband materially participated in the 
C corp, so here what they –concluded, that it was a self-rental. The 
taxpayer was arguing that it was not a self-rental and not subject to 
recharacterization, and what the court said, quote, "We find no 
authority in the plain language of 469 to support petitioner's 
argument that the lessor, as a legal, distinct, pass-through entity," 
talking about the S corp that owned the, owned the real estate, 
"Must participate in the business of the lessee." The, the petitioner, 
they're trying to argue that the S corp had to materially participate 
in the C corp. S corporations don't materially participate in 
anything. It's the shareholders of the pass-through entity, it's the 
partners and the shareholders that materially participate.  
 
"Petitioners as individual taxpayers subject to the requirement of 
469 receive pass-through income in 2009 and 2010 from property 
that was rented for use in the trade or business which petitioner's 
husband materially participated. Accordingly, the requirements of 
469 haven't been met, and the income petitioner received from the 
real –property by, um, that BEX Real Estate received from BK 
Medical must be re-characterized as non-passive income which 
they may not offset passive losses." So, again, it's entity-to-entity 
you can have self-rental environments. In the Carlos case, here the 
taxpayers owned two parcels of land that were leased, and, in 
short, what they did is they were trying to net two self-rentals 
together, and the, the law doesn't provide for that.  
 
So, when you look at recharacterization of self-rentals, it's a 
property-by-property standard, so if you have, if you have three 
rental properties and they're all rent, self-rented to the same 
manufacturing company, each one has to be looked at separately. If 
one generates income, it's going to be get re-characterized. If 
another one generates a loss, it's going to remain passive, so it's a 
property-by-property measure. The last case that I have up here, 
the Samarasinghe. Here, the taxpayer operated a medical practice, 
separately owned the medical –building and rented to his practice. 
He had a pre-1988 lease, and there's a provision that if you had a 
pre-February '88 lease, remember this law came in in '86, if you 
had a pre-'88 lease, then you got grandfathered in if you had a 
binding lease, a binding lease being the rent and all the costs 
associated or fixed and determinable back at the time of that lease, 
and here's what the court said. They said, "On the facts, we 
conclude the petitioner has not proved that the 1980 lease," so 
we're talking 25 years later, "Was not binding contract for 2005 
and 2007. Petitioners have not proved that the 1980 lease was 
binding contract under New Jersey law and, in effect, in 2005 and 
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2007, petitioners have failed to prove that they qualify for 
transitional relief." So the, so the self-rental income out of that 
property became non-passive.  

 
So, lastly, we want to talk about activity-based reporting. 

 
 
 The, the guidance from the Service requires that a, that a tax return 

that's a pass-through entity have activity-based reporting. So, if we 
go back to, for example, the tax return that we have coming from 
the, uh, accounting firm that has ownership in the hotel, they're 
going to get a single number on K-1, Line 1, ordinary trade or 
business. The husband is going to get a K-1 showing that and so is 
the wife. That number represents both the accounting practice and 
the hotel. What they're required to do is have a supporting 
statement, a supplemental statement that says, "Oh, by the way, 
$200,000.00 of income, that $200,000.00 of income on K-1, Box 1 
really represents $250,000.00 of accounting income and a 
$50,000.00 loss for the hotel," whatever the numbers are, because 
you have to apply the law by activity.  

 
Now, if your client comes up with a K-1 and they don't have that 
detailed information – you need, you need to get it from whoever 
prepared the flow-through return, because they're required to 
prepare by activity, and you can't prepare an accurate tax return, or 
highly unlikely it will be accurate, I'll put it that way, if you don't 
have that level of detail. Okay?  
 
So, for example, you know, each shareholder, when you have these 
tiers, so if you have a lower tier that has a business in it and it 
flows into tier number two, and tier number two has another 
business, then that K-1 should have two activities reported to tier 
number three that has another business activity that reports off to a 
1040. You have three different business activities that go to the 
1040 that have to be separately stated as to what they are.  
 
Similarly, if you have rental real estate in a very simplistic form, if 
you have rental real estate in a partnership, five rental properties 
reported on the 8825, K-1, Box 2, right –X dollars of income or 
loss netted all together for their portional interest, there should be, 
there's required to be a supporting statement on that K-1 that says, 
"Oh, by the way, here's the loss on Box 2, but it's representative of 
these five properties, and that partner share of each of those 
partner, or each of those property interests." Okay? Because some 
of those may be subject to recharacterization, some of it may be 
subject to grouping, some of it may be self-rental. You don't know 
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until they give you that data, right, that information. I can tell you, 
you know, some of the software will track those items through, 
some software doesn't, but it's the practitioner's responsibility to 
get that K-1 correct. Okay?  
So, if the software doesn't do it or you can't figure out how their 
tools do it, you need to attach something to the return, and it's not 
just Box 1 and Box 2, it's also Box 3 for rentals, right? So, if you 
have equipment rentals, that's going to show up on K-1, Box 3 
under other rentals for personal property, 1231 gains –179, uh, 
credits, all those items have to be separately stated by activity. 
Okay? And we're just talking about activity-based reporting. We 
haven't even gotten into the fact where you have basis, you've got 
risk, you have those issues that, you know, we don't want to be 
here all week, I don't think. We've already been here most of the 
week, right? But I mean there's all those factors that interplay, as 
well. Okay? So, again, you have to think about it and boil it down 
activity by activity, and again, it's not just a 469 issue. It can get 
into, into sub K, as well as partnership issues, as well. Okay? 

 
So how does this start impacting? So we have, you know, this 
information that needs to be around for, for assessing material 
participation. We have identified the activity. We know we have 
multiple rental properties. We know we have a hotel, we know we 
have an accounting practice. We have all these activities that the 
taxpayer has to identify so they can apply material participation. 
They have to apply 1031.  
 
So, so if you have a, for example – to illustrate further the 
importance, if you have five rental properties in a partnership and 
they're all passive activities, they're rentals, right, not a real estate 
pro, nothing of that nature, in a very simple illustration, five 
properties, they're all losing money because that's what real estate 
does a lot of times, at least on paper. So they're losing money, and 
now your client sells property number five. Property number five 
now has, let's just assume, it's a qualifying disposition. They sold 
the property, they had $50,000.00 of suspended losses associated 
with that property, and they sell it for a $10,000.00 loss.  
 
Collectively, there's $60,000.00 in loss that should be released on 
the front of the return because you had a qualifying disposition. If 
you've always rolled it up into one number, how do you know what 
to release? You've not had a qualifying disposition of the activity, 
right? I mean _____ you have it's the one property, but if all you've 
reported is K-1 – Box 2 all these years, all you have is a net of all 
five properties rolled up into one number, so you have disposition 
rules you have to deal with. Okay? What if it's a gain? What if it's 
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a self-rental with a gain? I mean you have all those pieces you 
need to know, and that's where the activity-based reporting comes 
into play. So self-rentals, we mentioned, and qualifying 
disposition. So, again, the partners, the beneficiaries, the 
shareholders, all those investors have to have that data for you to 
have. If they don't, you need to go back to whoever the preparer is 
of the pass-through entity and secure it. If you're preparing those 
pass-throughs and if your, if, if your client is the pass-through 
entity and you're preparing those K-1s without the data, just 
recognize those are subject to penalty. If it's an incomplete K-1, it's 
subject to penalty, and it's a per-K-1, per year, per month penalty. 

 
 
 Excuse me. Thank you. Okay. So then we have the Health Reform 

Act, right, ACA. For ACA, now we have activity-based reporting 
again, right? So, under ACA, it's activity-based, so if you don't 
have that activity-based reporting, how do you complete the 8960? 
How do you know what's subject to 3.8 percent surtax, because 
that's, that's what, 1411, what, leans back on 469 pretty big, so 
whether or not that number by activity goes in or out of 1411 and 
the 8960, it's a 3.8 percent question, and that could be good or bad, 
right? I'm not, I'm not saying there's an answer that's a magical 
answer. 

 
 
 Let's just make sure we get everything in the right bucket and in 

the right character, and then at least you have the right information. 
Okay? And you can get into some tax planning, there are some 
other things you can do that may be able to minimize your tax, 
minimize your, the tax on your client, but you have to get the 
characterization right and you have to get the activity correct. 
Okay? So we've talked about this activity, we have to have, we 
have to identify the activity. We have to know that there's an 
accounting practice and the accounting practice also has ownership 
in the hotel. Okay? And that's obviously a very simplistic 
illustration, but recognize that when you start getting tiers. You 
could have an entity that could have multiple businesses in one 
entity. That's multiple activities, even though it's in one tier, it's all 
in one partnership, but it's six different activities. Okay? Have that 
activity. You have to know how the material participation applies 
to each separate activity. 

 
 
 You have to know the activities before you get into any grouping 

rules. Okay? So, again, that fundamental piece of the equation, 
knowing the activities. Recharacterization, sometimes something is 
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going to look passive, smell passive, and walk passive, and we're 
going to look at it and say, "Nope, it's active," right, because we're 
going to re-characterize it, that self-rental, that land rental _____ 
positive. They have to have positive income before we re-
characterize. We don't re-characterize losses. And then, finally, we 
get into the activity-based reporting, and again, those I hope were 
some very simple illustrations but that will help you understand 
that you have to know that level of detail. Okay? And, again, I 
think once you understand your client, and you're, you're meeting 
with them and you're, you're walking alongside them through life, 
to an extent, right, especially your more complex clients, you'll get 
to know those things, and they drop this comment to you out on the 
golf course about, "You'll never know what I just bought into," and 
you're thinking, "Oh great, now he –bought into that. Now does he 
have basis, is he at risk, did he materially participate? Why didn't 
you ask me first before you bought whatever you bought?" Okay?  

 
So, but it was a great deal because they were on vacation in 
Orlando and they had to have it. Uh, so, with that being said, we're 
going to take some questions. Actually, I'm not going to take 
questions because our question clock is going to run down, but as a 
question reminder, if you drop a card in one of the two bags, I will 
personally e-mail you back, or when we're done here in a couple 
minutes, we'll exit out the back and you can ask me questions. 
Again, please avoid the questions of something that's under audit 
or a current examination.  
 
Resources. There's, there's a lot of resources out there. There's the 
instructions, and I hate to point you to instructions because I scold 
examiners for auditing by pub when I have them tell me the pub or 
the instructions say this and they use that in an authoritative tone, it 
just irritates me. Okay? And I've had practitioners do it, as well, 
and it irritates me equally – right?  
 
So, so our authority obviously is back to the code and regs, but the 
instructions and publications often, and I've done this, as well, 
often get you down the right pathway, right? Just like this, these 
seminars, we aren't giving you the answers. We're trying to get you 
kicked off to think about things, and when you can start thinking 
about, you know, what's an activity for profit or what's passive or 
what's my basis in my S corporation, that's what we're really here 
about, right? It's, it's awareness training. So, again, the pubs are the 
same way. Audit Technique Guide. The Audit Technique Guide 
for passive activity is pretty voluminous. It's out online. Just 
Google it. Uh, there are several others out there, too, and some of 
them are older but, but in terms of technique and the law, a lot of 
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the issues just have not changed, right? I mean the passive activity 
audit technique guide, real estate professional has a couple pieces 
that need to be updated, and there's probably a couple other, you 
know, cases that could be updated, but the fundamental law and 
the regulations haven't changed. We have a couple revenue rulings 
and rev procs. So – as a whole, those items are current. 

 
 IRS.gov, which I call as all things IRS, right? And you guys have 

probably been told, "Go visit IRS.gov." Uh, but it's, it does, it 
haves some interesting, uh, it can get you pointed in the right 
direction, right? Okay? And again, there's, and then you have to 
really peel back the books and start looking at case law and 
applying your facts, and there's, there's not a one, one-answer fits-
all. It's tax law, right? That's why we, that's what we love about it, 
and that's what we hate about it, right? Uh, we all curse it and say 
it's so complicated, but if there's still something that just drives our 
juices that make us like it in a morbid kind of sense, right? Okay, 
so I have just a minute left up here. I'm going to give you that time 
back. Again, I'm going to head out, and I thank you for your 
attendance. Have a great week, travel safe back, and we will see 
you next year. Thank you. 
 

[Applause] 
 
[End of Audio] 
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Glossary 

 

Activity Based Reporting-  Generally, when you group activities into appropriate 
economic units, you may not regroup those activities in a later tax year. You must meet 
any disclosure requirements of the IRS when you first group your activities and when you 
add or dispose of any activities in your groupings.   However, if the original grouping is 
clearly inappropriate or there is a material change in the facts and circumstances that 
makes the original grouping clearly inappropriate, you must regroup the activities and 
comply with any disclosure requirements of the IRS. If any of the activities resulting 
from your grouping is not an appropriate economic unit and one of the primary purposes 
of your grouping (or failure to regroup) is to avoid the passive activity rules, the IRS may 
regroup your activities. 

Material Participation - You materially participate in an activity if you are involved in 
the operation of the activity on a regular, continuous, and substantial basis. In general, 
rental activities, including rental real estate activities, are also passive activities even if 
you do materially participate. However, rental real estate activities in which you 
materially participate are not passive activities if you qualify as a real estate professional. 
Additionally, there is a limited exception for rental real estate activities in which you 
actively participate. The rules for active participation are different from those for material 
participation.  

Passive Activity - Generally, losses from passive activities that exceed the income from 
passive activities are disallowed for the current year. You can carry forward disallowed 
passive losses to the next taxable year. A similar rule applies to credits from passive 
activities. Passive activities include trade or business activities in which you do not 
materially participate.  

Recharacterization - To the extent that any income or gain from a trade or business is 
recharaterized as “not from a passive activity” by reason of § 1.469–2T(f)(2), § 1.469–
2(f)(5), or § 1.469–2(f)(6), such trade or business does not constitute a passive activity 
within the meaning of paragraph (b)(1)(ii) of this section solely with respect to such 
recharaterized income or gain. To the extent that any income or gain from a trade or 
business is recharacterized as “not from a passive activity” and is further characterized as 
portfolio income under § 1.469–2 (f)(10) or § 1.469–2(c)(2)(iii)(F), then such trade or 
business constitutes a passive activity within the meaning of paragraph (b)(1)(ii) of this 
section solely with respect to such recharacterized income or gain. 
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