TAX LAW

Are you a real estate professional (for tax purposes)?

The identification and
proper tax treatment of
passive activities is a com-
plex and often misunder-
stood area of tax law that

significantly
affects
taxpayers
involved in
rental real

estate.
Further
DED complicat-
Rowe ing passive-
activity loss

rules is the
special tax treatment for
individuals who qualify as
real estate professionals.

Passive activity loss and
rental real estate

Whether an activity
is passive or nonpassive
typically depends on the
taxpayer’s level of par-
ticipation. However, due to
their history of use in tax
shelters, rental real estate
activities are generally con-
sidered passive - regardless
of participation level.

The distinction between
a passive and nonpas-
sive activity is important
because under the passive
activity loss (PAL) rules,
aloss that is considered
passive can usually only
be used to offset passive
income.

Generally, any passive
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loss that exceeds passive
income is suspended and
carried forward to be
deducted in a future year.
There is an exception of up
to $25,000 for taxpayers
who actively participate in
arental real estate activ-
ity. Nonpassive loss on the
other hand can offset both
passive and nonpassive
income.

Qualifying real
estate professional

Although rental real
estate is generally a passive
activity regardless of par-
ticipation, an exception is
available to qualifying real
estate professionals.

If certain criteria are
met, those profession-
als can treat some or all
of their rental real estate
losses as nonpassive. This
will allow them to use those
losses to offset nonpassive
income, including interest
and dividends or wages and
other earned income.

The individual must be
involved in a real property
trade or business, which
includes development,
redevelopment, construc-
tion, reconstruction, acqui-
sition, conversion, rental,
operation, management,
leasing or brokerage. To
qualify, the taxpayer must
meet the following tests:

1) More than 50 percent
of the personal services
performed in all trades
or businesses during the
tax year are performed
in real property trades or
businesses in which they

materially participate.

2) They perform more
than 750 hours of service
during the tax year in real
property trades or busi-
nesses in which they mate-
rially participate.

These tests have cave-
ats that should be noted.
Married taxpayers cannot
combine their service hours
to satisfy the tests. Either
spouse must satisfy them
individually. Also, personal
services performed as an
employee do not count as
real estate trade or busi-
ness services unless the
employee owns 5 percent or
more of the employer.

Detailed and contem-
poraneous documentation
is key to supporting the
contention that a taxpayer
satisfies both tests. In an
IRS examination the tax-
payer will bear the burden
of proving their participa-
tion level.

Material
participation

To be considered mate-
rial, the participation
must be regular, continu-
ous and substantial to the
operations of the business.
Congress has developed
seven specific tests to deter-
mine whether a taxpayer
materially participates in
an activity.

The most commonly
used tests are based on
participation hours. For
example, participating in
an activity for 500 hours
or more during a tax year
will qualify as material

participation.

In contrast to the
qualifying real estate
professional tests discussed
above, married taxpayers
can combine the activity of
both spouses to meet the
material participation tests.

Material participa-
tion has two functions in
determining whether an
individual qualifies for the
relief provision as a real
estate professional.

First, in determining
whether the 50 percent
or 750-hour tests men-
tioned above are met, only
real property trades or
businesses in which the
taxpayer materially partici-
pates are counted.

Once the tests are met
and the taxpayer qualifies
as a real estate professional,
the special nonpassive
treatment only applies to
rental real estate activities
in which the professional
materially participates.

Grouping activities

With the requirements
that need to be met for
material participation, an
obvious problem arises for
taxpayers with multiple
rental properties. Because
each property is considered
a separate activity, one
must materially participate
with regards to each prop-
erty separately.

If a taxpayer owns three
rental properties and uses
a property manager, it is
unlikely they can partici-
pate for 500 hours per year
in each activity. Assum-

ing they had 350 hours

per property (1,050 hours
total) and also worked as
an attorney for 1,000 hours
per year, they would fail to
meet the 50 percent test

to qualify as a real estate
professional.

Only activities in which
they materially participate,
which in this case is none of
them, count toward the 50
percent test.

To help achieve material
participation when owning
multiple properties, taxpay-
ers are allowed to group
multiple rental real estate
interests — including those
held through passthrough
entities — into a single activ-
ity. This is done through
an affirmative election that
must be made with the tax
return for the first year this
grouping is desired.

The election is irre-
vocable unless there are
significant changes in cir-
cumstance in a future year.
By aggregating all of the
separate rental activities
into a single activity, the
taxpayer need only achieve
material participation for
the group as a whole.

Other considerations

Before deciding to make
the aggregation election,
potential downsides should
be considered.

If the rental properties
are producing net income,
which is passive, the elec-
tion is not helpful. The
passive income can be used
to offset any passive loss
from other activities and

aggregation may unneces-
sarily convert that passive
income to nonpassive.
Another downside is that
suspended passive losses
from prior years will not be
deductible until substan-
tially all of the activity is
disposed of. Selling one
of the grouped properties
may have previously freed
up suspended losses on that
property.

Once aggregated
though, all of the proper-
ties will likely need to
be disposed of to deduct
suspended losses.

Finally, while aggregat-
ing all rental activities
into a single activity can
accelerate tax deductions,
this might not be the best
strategy for all taxpayers.
While tax law changes are
likely between now and
2013, rates are currently
scheduled to increase then.
Some taxpayers may prefer
to reserve deductions for
the higher rate years.

To determine the proper
and most advantan-
geous strategy, taxpayers
involved in real estate
activities should consult a
tax advisor. Most impor-
tantly they should keep
detailed records of their
hours worked and duties
performed. The best tax
strategy is useless without
the proper documentation
to sustain it.
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