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c Mic)ta~lA .. Gorlf«:fDi,cr.A, LLC . 
RENTAL REAL,ESTA/fE ~PASSIVEACTIVl'ff:•R 

·· ···¢~n~~ptual'.~lf~~ewolff 

Rental activities, by statute, are automatically passive ... period. There are only 2 ways that a rental activiy can get out of the 
"automatic" passive taint. 

First way out ofthe "automatic" passive taint: This is called the Real Estate Professional (REP) designation. A client that meets 
the REP rules can treat rental real estate activities as nonpassive activities. 

If this is the direction we want to go, then refer to Tab 8 of this binder and discuss with MAG. We will probably need to meet 
with the cient and document our conclusion. 

Second way out of the "automatic" passive taint: The 6 exceptions. These are found at IRS Reg. Section l.469-1T(e)(3)(ii). These 
are, typically, tool rentals, hotels, b&b's, golf courses, and hospitals. If a client meets one of these 6 exceptions (which will be 
rare), it means that they are not considered "automatically" passive. They must, then, meet one of the 7 tests for material 
participation ... or else they are still passive. 

The following pictorial/diagram illustrates the process we will need to go through. For documentation purposes you will need 
to fill out one of our "flowcharts" for each activity. These flowcharts should be in your Rental Real Estate Activity binders. 

PURGATORY 

lsTEP 1: I 
ROOM OF DOOM 6KEYS 

To escape Must apply the 7 tests for 
Automatically Passive ~ 

the "Room 
~ 

material participation r r 

of Doom" 

JsTEP 2: I 

THE 3 COPS (The 3 Recharacterization Rules} ..... these TRUMP rules above!! 
Cop #1: The self-rental rule (Income is reclassed as non-passive .... loss stays passive) 
Cop #2: The ground rents rule (If< 30% of basis is subject to dep'n, income is non-passive) 
Cop #3: Property rented incidental to a development activity 

Conceptually, completing Step 1 will bring you to an "tentative" conclusion regarding whether or not this is a passive 
activity. However, once that "tentative" conclusion has been reached, we must then look at the 3 recharacterization rules 
(the 3 cops, as I refer to them) to see if they overrule our "tentative" conclusion. The 3 recharacterization rules, if 
applicable, TRUMP whatever we concluded in Step I. 

0 
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!CLIENT NAME: 
rrepared by: 

Date: 

For NEW rentals 

• Use the Rental Setup excel worksheet (p:/Blankforms/Tax Worksheets) 

2 Issue re: holding each rental in a separate LLC 

• If possible, ascertain if each rental is held in a separate LLC ... indicate in connnents 
area . 

............................................................................................................................................................................................................. 1--+---+----ll------------l 

• If can't tell, or not sure, check front of Lead Sheet to print out our template LLC letter 
to send to client regarding this issue. 

3 Depreciation Issues 

• Remember, no § 179 on assets used in a rental activity . 
............................................................................................................................................................................................................. 1--+---+----ll------------l 
• Don't forget 50% bonus dep'n is still available for qualifying assets placed in service 

by 12/31/14. Did you consider electing out of bonus depreciation ifit is not 
advantageous to the client? ............................................................................................................................................................................................................. 1----+----l---+-------------I 

• 
EXTENDER BILL - QUALIFIED REAL ESTATE 
The 2 major provisions for "qualified real property" that applied for 2012 & 2013 
were extended to include tax years beginning in 2014. They are 15 year useful life 
and the availability ofIRC 179 (up to a maximum of$250,000). 

4 Sale of assets and activities ... 

• If a loss, was the sale to a related party? 
............................................................................................................................................................................................................. 1--+---+----ll------------l 
• § 1231 gain - any § 1231 losses in the past 5 years? 

.............................................................................................................................................................................................................. 1--+---+-----'l--------------l 
• Current yr Installment Sale - consider electing out, discuss and document. 

............................................................................................................................................................................................................. 1--+---+--l--------------l 
- Did you split Land & Building into two separate installment sales? 

............................................................................................................................................................................................................. 1--+---+----ll------------l 
• Consider whether the gain/loss might be "passive" . 

.............................................................................................................................................................................................................. 1-----11---+---1----------~ 

Was the rental previously used as a residence? If so, attach Sale of Residence 
• checklist. 

............................................................................................................................................................................................................. 1--+---+----ll------------l 
• § 1031 exchange - did you use our Excel worksheet to calculate any recognized gain & 

basis in new asset? 

s Refinancing activities 

• Get all closing docs 
.............................................................................................................................................................................................................. 1----+----lf----+-------------I 
• Obtain info on how proceeds were used . 

.............................................................................................................................................................................................................. f--+---+--1------------l 
• If needed, prepare Excel spreadsheet showing interest tracing allocations. 

6 Property taxes been paid by the lessee? Amount s/b included in rent income and 
deducted by taxpayer. GOAL: Want to see "property taxes" on Sch E. 

7 Out-of-state rentals 

• Are there any out-of-state rentals? 
.............................................................................................................................................................................................................. f--+---+--1-----------l 
• If YES, pull the filing requirements for that state and discuss with MAG. 

8 Have you filled out a FLOWCHART for each rental activity? 
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Michael A. Gordon, CPA, LLC 
Flowchart for Rental Activities 

Client Name: ____________ _ 

Activity: _____________ _ 

For Year: ____ _ Prepared By: __ 

,___~N~O~ ___ _, This is a rental activity stuck in the 1 of 6 exceptions met? 
Which one? 

NPA 

YES 

Material 
participation met? 
Which one? 
(Document below) 

Net Net 
income 

One of the 3 
Rech. rules apply? 
Which one? 

Yes... No 
NPA 

F8582 
Pg.2 
W3 

loss 

Almost always YES. But could 
be NO if Reg. iJl.1402(a)(4)(c) 

is properly applied ... see 
Example 3 in SE section. 

ROOM OF DOOM. 

Net income 

One of the 3 
recharacterization 

rules apply? 
Which one? 

NPA 

Not on 
F8582 

NO 

Net loss 

Active 
participation? 

YES 

F8582 
Pg. 2 
Wl 

NO 

F8582 
Pg.2 
W3 

NO .... Generally, not subject to SE 

But watch out for Reg. Section l.1402(a)-(4)(c) .... this is cited in PPC's 
1040 Deskbook, Key Issue l 6E, the preparation pointer just after the 6 

exceptions. Also see discussion in SE section. 

What documentation exists to verify that client met the material participation standard? Discuss below. 
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The SE tax rules have their own rules and exceptions for real estate that are independent of the passive 
activity rules. The passive activity rules are found in IRC 469 (and the regs thereunder) while the SE tax 
rules are found in IRC 1402 (and the regs thereunder). 

Thus, any conclusion about how an activity is classified under the passive activity rules has no bearing 
on its SE treatment. 

Generally, real estate rental income is exempt from SE tax. This is stated in Reg. Sec. l.1402(a)-4(a). 
However, in this same reg. there is an exception that subjects real estate rental income received by an 
individual in the course of his/her trade or business as a "real estate dealer" to SE tax. 

If the Reg. Sec. quoted above were all we had, we would conclude that the only real estate rental income 
subject to SE tax would be if our client was a "real estate dealer". Thus, for example, a hotel or B&B 
would not be subject to SE tax since they are clearly not considered a "real estate dealer" ... even though 
we would be reporting the activity on a Schedule C. 

So why is it that we subject our hotel and B&B clients to SE tax? Is it only because it is reported on a 
Schedule C? The answer is NO. The answer is stated in Reg. Sec. 1.1402(a)-4(c) which lays out the 
"services rendered for occupants" concept. 

Services rendered for occupants 
The regulation says that "services are considered rendered to the occupant if they are primarily for his 
convenience and are other than those usually or customarily rendered in connection with the rental of 
rooms or other space for occupancy only". So, if the services rendered meet this definition, then the 
rental income is subject to SE tax. If the services are "merely those that are usually or customarily ren
dered'', then the rental income is NOT subject to SE tax. Bifurcation may be necessary in certain situa
tions. 

Services that fit the definition of "merely those that are usually or customarily rendered'' include fur
nishing heat & light, cleaning public entrances, exits stairways and lobbies, or collecting trash. 

So, an example of services that would be considered "primarily for his convenience" would be maid ser
vices, according to the regulation (it's the only example given in the regulation). 

Rev. Rul. 57-108 
This revenue ruling is one of the only places we can see a real example. Here we have a taxpayer who 
rents beach houses and provides linens, tableware, swimming instructions, message and mail delivery, 
etc. In some cases, but not all cases, maid service was provided as well. The IRS found that these ser
vices were enough to cause the activity to be subject to SE tax. 

More examples 
On the next page are several examples that will attempt to apply the passive activity rules and the SE 
rules and show how they are separate and can have very different results than what might be expected. 
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NOT a "rental activity" .... NOT subject to SE tax 

Mike owns a condo in Portland. He and his wife vacation there on and off for a total of 24 days in 2011. 
When not there, a leasing company rents it out to various people. The average period of use was 6 days. 
No services were provided other than utilities, cleaning of public areas and trash collection. 

Passive activity rules: 
This activity meets one of the 6 exceptions (exception #1) and is, therefore, not considered a "rental ac
tivity" for purposes of the passive activity rules. Therefore, it must go to the 7 tests for material partici
pation to determine if it is a passive activity or not. If they materially participate, then the income or loss 
is non-passive. If they do not materially participate the income or loss is passive. Note, however, that a 
loss here would not be eligible for the special $25,000 allowance for "active participation" since the ac
tivity is not considered a "rental activity". 

SE tax rules: 
Irrespective of the passive activity rules above, any income will be exempt from SE tax since no services 
other than those usually or customarily rendered in connection with the rental of rooms or other space 
for occupancy only were provided to the occupants. 

Reporting the activity: 
Either way, we would report this on a Schedule E. 

NOT a "rental activity" .... SUBJECT to SE tax: 

Same facts as in Example 1, except the leasing company also provided maid services to every occupant. 

Passive activity rules: 
The analysis here remains the same as above in Example 1. 

SE tax rules: 
Here's where we get a different result, according to the regulation. Since maid services constitute ser
vices that are "considered rendered to the occupant primarily for his convenience and are other than 
those usually or customarily rendered in connection with the rental of rooms or other space for occu
pancy only", income will be subject to SE tax. 

Reporting the activity: 
We would still report this on a Schedule E .... some PPC authors (in a TAM from 2003) might argue that 
this should be reported on a Schedule C. 

Example 3, on the next page, will show how and where and why a bifurcation may be necessary. 
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"Rental activity" .... Bl FU RCA TION for SE taxation 

Mike owns one apartment building. He is not a real estate dealer. The building has 4 apartments. 

Apartments 1 & 2 
These renters paid Mike $20,000 rent in 2011. No services are rendered to the renters other than trash 
collection and periodic cleaning of the parking area. He had the same renters all year. 

Apartments 3 &4 
These renters paid Mike $36,000 rent in 2011. These are rented for a higher dollar amount because Mike 
provides services rendered to the occupants (eg. maid services). 

Expenses for 2011 
2011 property taxes and interest totaled $30,000. Mike had to pay $6,000 for the maid services he pro
vided to the occupants of units 3 and 4. 

Passive activity rules: 
This activity does NOT meet one of the 6 exceptions and is, therefore, a "rental activity". 

SE tax rules: 
Here we have the need for bifurcation. The income from units 1 & 2 are clearly NOT subject to SE tax. 
However, the income from units 3 & 4 clearly ARE subject to SE tax. 

To get the right numbers, it helps to envision a Schedule E with 2 columns ... column 1 for units 1 & 2, 
and column 2 for units # 3 & 4. 

The $30,000 of taxes and interest will get allocated 50% to column 1 and 50% to column 2 (we are as
suming that this is a reasonable allocation based on square footage). The $6,000 direct expenses will be 
allocated 100% to column 2. 

So, column 1 will show a net income of $5,000 ($20,000 income less the $15,000 of allocated taxes and 
interest). That income will be passive, based on the analysis above, and will NOT be subject to SE tax. 

Column 2 will show a net income of $15,000 ($36,000 income less the $15,000 of allocated taxes and 
interest and the $6,000 of direct expenses). That income will also be passive, based on the analysis 
above, but WILL be subject to SE tax. Interesting side note: if this showed a loss, would it be available 
to offset SE income reported elsewhere in the return? 

Reporting the activity: 
You can see that my analysis above, under the SE tax rules, has everything reported on one Schedule E 
with 2 columns. A similar example with the same numbers was discussed in a 2003 TAM from PPC. In 
that TAM, the author specified that units 1 &2 should be reported on Schedule E, while units 3 & 4 
should be reported on a Schedule C. 

1811812015 p:/RentalREActivityBinder 
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SE tax as it relates to "vacation homes" 

Assume the same facts as in Example 1 except that Mike and his family used the condo for a total of 28 
days in 2011. Remember the vacation home rules found in IRC Sec. 280A ..... Mike's condo will be con
sidered a "vacation home" under the IRC Sec. 280A rules if personal use exceeds the "greater of 14 days 
or 10% of the rental days". In this case, assume it was rented for a total of 245 days. 

10% of 245 days is 24.5 days. Since personal use was 28 days, and that exceeds the 10% rule, Mike's 
condo is considered (for 2011) a "vacation home" and the rules under IRC Sec. 280A apply. 

Keep in mind that the rules under IRC Sec. 280A outline what is deductible and the bifurcation process. 
However, it does NOT have any bearing on whether or not the income/loss is subject to SE tax. Again, 
the SE issue is entirely separate and governed solely by IRC Sec. 1402 and the regs thereunder. Thus, 
classification as a "vacation home" should not automatically result in any particular SE treatment. 

So, we must apply the same rules as we have already been dealing with (in the prior examples) to deter
mine if a vacation home activity might be subject to SE tax. In other words we need to determine wheth
er or not Mike furnishes services to the occupants in addition to those "customarily furnished in connec
tion with renting space". If not, then the rental income/loss is NOT subject to SE tax. If yes, then the in
come/loss is subject to SE tax, but only if it rises to the level of a trade or business. To be engaged in a 
trade or business, Mike generally must be involved in the activity with continuity and regularity. 

Another practical application: 
Many taxpayers will rent their vacation home out only once a year for a short time. For example, Mike 
might rent his condo out for 3-4 weeks each summer and then use it personally for the rest of the year. 
Here, even though the "vacation home" rules will apply, it should be arguable that the SE tax is not ap
plicable because the activity is not continuous .... so, it is not a trade or business. 

1811812015 p:/RentalREActivityBinder 




























































































































