
WHO TO CONTACT DURING THE LIVE PROGRAM

For Additional Registrations:
-Call Strafford Customer Service 1-800-926-7926 x1 (or 404-881-1141 x1)

For Assistance During the Live Program:
-On the web, use the Chat function to send a message

If you get disconnected during the program, you can simply log in using your original instructions and PIN.

IMPORTANT INFORMATION FOR THE LIVE PROGRAM

This program is approved for 2 CPE credit hours. To earn credit you must:

• Participate in the program on your own computer connection (no sharing) – if you need to register 
additional people, please call customer service at 1-800-926-7926 ext. 1 (or 404-881-1141 ext. 1).  
Strafford accepts American Express, Visa, MasterCard, Discover.

• Listen on-line via your computer speakers.

• Respond to five prompts during the program plus a single verification code.  

• To earn full credit, you must remain connected for the entire program.
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Tips for Optimal Quality FOR LIVE PROGRAM ONLY

Sound Quality
When listening via your computer speakers, please note that the quality 
of your sound will vary depending on the speed and quality of your internet 
connection.

If the sound quality is not satisfactory, please e-mail sound@straffordpub.com
immediately so we can address the problem.
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Recording our programs is not permitted. However, today's participants can 
order a recorded version of this event at a special attendee price. Please call 
Customer Service at 800-926-7926 ext.1 or visit Strafford’s website 
at www.straffordpub.com.

http://www.straffordpub.com/


August 10, 2022

Real Estate Professional Tax Status: Electing Aggregation, 
Meeting the Material Participation Test, Avoiding NIIT

Brian T. Lovett, CPA, JD

Partner

Withum Smith+Brown

blovett@withum.com

Sara A. Palovick, CPA

Tax Partner

Withum Smith+Brown

spalovick@withum.com



Notice

ANY TAX ADVICE IN THIS COMMUNICATION IS NOT INTENDED OR WRITTEN BY 
THE SPEAKERS’ FIRMS TO BE USED, AND CANNOT BE USED, BY A CLIENT OR ANY 
OTHER PERSON OR ENTITY FOR THE PURPOSE OF (i) AVOIDING PENALTIES THAT 
MAY BE IMPOSED ON ANY TAXPAYER OR (ii) PROMOTING, MARKETING OR 
RECOMMENDING TO ANOTHER PARTY ANY MATTERS ADDRESSED HEREIN. 

You (and your employees, representatives, or agents) may disclose to any and all persons, 
without limitation, the tax treatment or tax structure, or both, of any transaction 
described in the associated materials we provide to you, including, but not limited to, 
any tax opinions, memoranda, or other tax analyses contained in those materials.

The information contained herein is of a general nature and based on authorities that are 
subject to change.  Applicability of the information to specific situations should be 
determined through consultation with your tax adviser.
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Overv iew
 Real estate professionals
 Passive vs non-passive 
 Material participation 
 Trade or business income – 199A
 Aggregation Election 



Why qualify as a Real Estate Professional
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 As will be discussed, real estate is per se 
passive under IRC 469
 As a result, losses from rental real estate 

cannot be used to offset income from active 
trades/business
 Historically, taxpayers with large rental real

estate endeavors throwing off losses would
be the ideal candidate for qualification



Why qualify as a Real Estate Professional
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 For a taxpayer with rental real estate losses, 
real estate professional status allows 
taxpayers to treat activities in which they 
materially participate as an active 
trade/business
 This would allow the rental real estate losses 

to offset active trade/business income
 In these cases, qualification can significantly 

lower the individual’s tax bill by freeing up 
these losses to offset other income



Why qualify as a Real Estate Professional
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 Example: Taxpayer is a real estate developer 
and is developing two properties. Property A 
is a residential building. The property will be 
developed and the units sold to 
homebuyers. Property B is a retail shopping 
center that will be developed and rented to 
retail tenants. Assume taxpayer realizes net 
income of $1,000,000 on the sales of units 
while losing $500,000 from the rental of the 
retail space



Why qualify as a Real Estate Professional
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 Example continued: Under the rules of IRC 
469, the taxpayer will be deemed to be 
conducting two separate businesses: (1) the 
nonpassive activity of developing and selling 
the residential units; and (2) the passive 
activity of developing and renting the retail 
space. As a result, without qualifying as a 
real estate professional, the losses from the 
rental activity will not be available to offset 
the income realized from the development 
activity.



Why qualify as a Real Estate Professional
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 In practice, we never worried about
qualification for individual taxpayer’s with 
rental income until January 1, 2013
 Income from rental real estate, just like 

income from an active trade/business, was 
taxable at the same rates regardless of the 
taxpayer’s participation level



Why qualify as a Real Estate Professional
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 When IRC 1411 became effective January 1, 
2013, we now had a reason to look at 
qualification as a real estate professional for 
taxpayers with rental income
 Under IRC 1411, an additional 3.8% surtax is 

assessed on all of a taxpayer’s passive 
income
 Again, rental income is per se passive under 

the default rules of IRC 469 without regard 
to the taxpayer’s level of participation



Why qualify as a Real Estate Professional
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 Unless a taxpayer qualifies as a real estate 
professional, their net rental income will 
remain passive and will be subject to the Net 
Investment Income Tax of 3.8%.
 As a result, IRC 1411 now provides an 

incentive for taxpayers with net rental real 
estate income to qualify as a real estate 
professional
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Passive Activ ity  Ru les - History
 Prior to Tax Reform Act of 1986 tax shelters were very 

popular.  Example:

In 1982 a lawyer earns wages from their practice of 
$300,000.  In hopes of sheltering the wage income they 
purchase a home and rent it at FMV.  Rental is low 
maintenance, and they rarely must do anything to manage 
it.  With big depreciation deductions, the rental generates a 
tax loss for the lawyer, which he uses to offset his wage 
income.

Tax Reform Act of 1986 put an end to these tax shelters by 
enacting IRC §469 which said that a taxpayer’s loss from a 
passive activity can ONLY offset income from a passive 
activity.



WithumSmith+Brown, PC    |  BE IN A POSITION OF STRENGTH

16
SM

Post-1986, Pre-1993 – IRC §469
 With enactment of §469 taxpayers believed 

they were being punished when all rental 
activities were considered per se passive.
 By 1993, Congress realized this and created 

§469(c)(7) to allow for a narrow category of 
taxpayers to qualify as real estate 
professionals.
• This allows the taxpayer to overcome the 

presumption that all rental real estate is per se 
passive.
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Passive Activ it ies Loss – Gen eral 
Ru les
 IRC limits the amounts of deductions and 

credits that certain taxpayers may claim arising 
from passive activities.

 A passive activity is an activity which involves 
the conduct of any trade or business in which 
the taxpayer does not materially participate. 

 IRC § 469(d)(1) limits the amount of passive 
activity losses that may be claimed to the 
amount of passive activity income the taxpayer 
receives during the year from all passive 
activities. 
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Passive Activ it ies Loss – Gen eral 
Ru les
 IRC § 469(d)(2) limits the amount of credit 

arising from passive activities to the regular 
tax liability for the taxable year arising from 
passive activities.
 Any loss or credit which is disallowed is 

treated as a deduction or credit to such 
activity in the next year. Upon disposition of 
the taxpayer’s entire interest in the activity, 
the taxpayer will be allowed to claim the 
disallowed passive activity loss.  
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Passive Activ it ies Loss – Gen eral 
Ru les
 The passive activity loss rules apply to individuals, 

estates, trusts, closely held C corps, and personal service 
corporations. A closely help corp. is a corporation in 
which more than 50% of the equity ownership is owned, 
at some point during the last half of the year, by 5 or 
fewer shareholders. 

 Although partnerships and subchapter S corps are not 
listed, the passive activity loss rules apply to the partners 
and S corp. shareholders, and a determination will be 
made as to whether the partner or shareholder 
materially participates in the activity.

 If an individual disposes of his interest in a partnership or 
S corp., it is treated as gross income from such activity for 
the taxable year in which the gain or loss is recognized.
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Passive Activ ity  Loss an d Ren tal 
Real Estate
 IRC § 469(c)(2) provides the term “passive 

activity” includes any rental activity
 IRC § 469(c)(4) provides that per se passive 

activity rule of IRC § 469(c)(2) applies without 
“regard to whether or not the taxpayer 
materially participates”

 Rental property does not include tangible 
property:
• The average period of rental is 7 days or less;
• The average period of customer use is 30 days or 

less and the owner provides significant services; or
• Extraordinary services provided
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Real Estate Profession als – Medicare 
Tax
 Treas. Reg § 1.411-4(g)(7)(i) provides a safe harbor
 In the case of a real estate professional (as defined in 

IRC § 469(c)(7)(B)) that participates in a rental real 
estate activity for more than 500 hours during such 
year, or has participated in such real estate activities 
for more than 500 hours in any five taxable years 
(whether consecutive or not) during the ten taxable 
years that immediately precede the taxable year, then:
• Such gross rental income from that rental activity is deemed 

to be derived in the ordinary course of a trade or business; 
and

• Gain or loss resulting from the disposition of property used in 
such rental real estate activity is deemed to be derived from 
property used in the ordinary course of a trade or business.



What is material participation?
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 Taxpayer must be involved in the activity’s 
operations on a regular, continuous and 
substantial basis

 What is participation?
• Work done by an individual in an activity in which 

they own an interest
• Work done is disregarded if (Reg. § 1.469-5T(f)(2):

 Work in not of a type customarily done by an owner, and
 One of the principal purposes of the work is to avoid the 

passive restrictions
 Work done as an investor does not qualify (reviewing

financials, monitoring finances)



Seven tests of material participation
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1. Taxpayer participates in the activity for 
more than 500 hours during the tax year 
(Reg. § 1.469-5T(a)(1))

2. Taxpayer’s participation constitutes 
substantially all of the participation in the 
activity by all individuals (including 
individuals who are not owners of an 
interest in the activity) (Reg. § 1.469-
5T(a)(2))



Seven tests of material participation 
(continued)
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3. Taxpayer participates more than 100 hours 
in the activity and such participation is not 
less then the participation of any other 
individual (including individuals who are 
not owners of an interest in the activity) 
(Reg. § 1.469-5T(a)(3))

4. Activity is a significant participation activity 
and aggregate participation in all significant 
participation activities exceeds 500 hours 
(Reg. § 1.469-5T(a)(4))



Significant Participation Activity
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 Reg. § 1.469-5T(c)(2) defines significant 
participation:
• An individual is treated as significantly 

participating in an activity for a taxable year if 
and only if the individual participates in the 
activity for more than 100 hours during the tax 
year



Significant Participation Activity
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 Reg. § 1.469-5T(c)(1) defines a significant
participation activity, as any activity of an
individual if and only if:
• It is a trade or business activity in which the 

individual significantly participates for the tax 
year; and

• It would be an activity in which the individual 
does not materially participate for the tax year if 
material participation for the year were 
determined without regard to Reg. § 1.469-
5T(a)(4)



Seven tests of material participation 
(continued)
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5. The individual materially participated in the 
activity for five (5) tax years (whether or 
not consecutive) during the ten (10) tax 
years that immediately precede the tax 
year (Reg. § 1.469-5T(a)(5))

6. The activity is a personal service activity 
and the individual materially participated 
for any three (3) years preceding the tax 
year (Reg. § 1.469-5T(a)(6))





Personal Service Activity
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 Reg. § 1.469-5T(d) explains what constitutes 
a personal service activity:
• If the activity involves the performance of 

personal services in the fields of health, law, 
engineering, architecture, accounting, actuarial 
science, performing arts or consulting.

• Any other trade or business in which capital is 
not a material income-producing factor.



Seven tests of material participation 
(continued)
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7. Material participation if, based on all facts 
and circumstances, individual participates 
in the activity on a regular, continuous and 
substantial basis during the year (Reg. §
1.469-5T(a)(7))



Material Participation Examples
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 Individual F operates a small ice cream stand in his 
community during summer months. F usually works 
at the stand about 2 hours per night throughout the 
summer. F hires part-time employees to cover for 
him during occasional nights off. Assuming F works 
175 hours during the summer, will he be deemed to 
materially participate?

 K, a full-time teacher, owns interests in Partnership 1 
and Partnership 2. K performs more than 100 hours 
of services for each partnership, but her other 
partners participate to a greater extent than K does. 
If K’s total hours were 175 hours in Partnership 1 and 
400 hours in Partnership 2, will K be considered to 
have materially participated?



Material Participation Examples

32

WithumSmith+Brown, PC | BE IN A POSITION OF STRENGTHSM

 A has been a restaurant operator for 20 years 
but retired on Dec. 31, 2015. While continuing 
to own the restaurant, A no longer participates 
in the operations. Would income resulting 
from restaurant activities in 2016 be considered 
passive? What about income in 2021?

 X has been a partner in a law firm organized as 
a partnership. She retires from the firm but
continues to receive retirement payments from 
the partnership. How long with the retirement 
payments be considered nonpassive?



Material Participation of Limited 
Partners
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 The treatment of pass-through allocation from 
a limited partnership is addressed in Reg. §
1.469-5T(e)

 The Regulations provide that an individual shall 
not be treated as materially participating unless 
they meet one of the tests outlined in Reg. §
1.469-5T(a)(1), (5) or (6)

 Note that not all tests under Reg. § 1.469-5T(a)  
will qualify

 What about LLC interests?



Material Participation of Limited 
Partners
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 Proposed regulations would change the 
definition of what is considered a limited 
partnership interest (Prop. Reg. § 1.469-
5(e)(3):
• An entity classified as a partnership under Reg. §

301.7701-3; and
• The holder of the interest does not have rights

to manage the entity at all times during the tax
year.

 Under this rule, LLC interests would not be
considered limited partnership interests



Material Participation by Estates/Trusts
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 IRS has issued guidance regarding material 
participation by estates/trusts
 IRS guidance indicates that in order for a 

trust to materially participate, the executor 
or fiduciary must participate on a regular, 
continuous and substantial basis in the 
business activities of the estate or trust
 For grantor trusts, material participation is 

determined by reference to the activities of 
the grantor



Material Participation
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 Other items of note:
• Participation by one spouse is treated as 

participation in the activity by the other spouse 
during the year

• Proving participation can be done by any 
reasonable means, but contemporaneous time 
logs are the best bet
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Steps For  Qu alify in g As A Real 
Estate Profession al
1. Participate in a “real property trade or 

business“
2. Meet “material participation” standard and 

total hours for next steps
3. Pass §469(c)(7) more than half test
4. Pass §469(c)(7) more than 750 hours test
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Step 1:  Par t icipate in  a Real Proper ty  
Trade or  Bu sin ess
 IRC Code Section

469(c)(7)(C) lists the 
following businesses 
which qualify as “real
property trades or
businesses:”

– Development
– Redevelopment
– Construction
– Reconstruction
– Acquisition
– Conversion
– Rental
– Operation
– Management
– Leasing
– Brokerage (Real estate 

broker, not mortgage 
broker)
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Step 2: Mater ially  Par t icipate in  Real 
Proper ty  Trade or  Bu sin ess
• You must “materially participate” in a real 

property trade or business to count the 
hours in Step 2.
– Count a spouse’s hours to determine if 

TP materially participates.
– Take into consideration any grouping

election under 1.469-4(c).
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Step 2: Mater ially  Par t icipate in  Real 
Proper ty  Trade or  Bu sin ess
• Very important quirk: in Step 2, you must 

count a spouse’s hours to determine 
material participation.

• However, when you pull hours for Steps 3
and 4, you can only pull the hours of the
taxpayer, NOT the spouse.

• This is because a taxpayer must pass the
two tests of Steps 3 and 4 on his/her own.
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Step 2: Effect  of Spou se’s Hou rs
• Example: A and B are married. B is a lawyer and

works 2,000 hours at her job. A owns 3 rental
properties and spends 200 hours on each. That alone
would not be enough to materially participate, but B
also spends 305 hours on each rental.

• For Step 2, you must count A and B’s hours for
material participation in the rentals. Since A and B
spend more than 500 hours combined on the three
rentals, they materially participate in the rental
trade or business.

• For Steps 3 and 4, however, you can only pull A’s 600
hours on the three rentals to the two tests in Steps
3 and 4!! This will fail the > 750-hour test!

• See Oderio v. Commissioner, T.C. Memo 2014-39.
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Step 3: More Th an  Half Test
• The first quantitative test in Section

469(c)(7)(B) states: More than one-half of
the personal services performed in trades
or businesses by the taxpayer during the tax
year must be performed in real property
trades or businesses in which the taxpayer
materially participates

• Use the hours figured in Step 2 to see if 
you pass this test.

• Personal services do NOT include hours
spent as an employee unless you also own > 
5% of the activity.



WithumSmith+Brown, PC    |  BE IN A POSITION OF STRENGTH

43
SM

Step 3: More Th an  Half Test
• What is the purpose of this first test?

– Hours spent on real estate activities must
exceed hours spent on non-real estate
activities to show the TP truly earns a living in
real estate.

– This test keeps those who work in non-real
estate jobs from qualifying.

– If you work 2,000 hours in your day job, it’s
difficult to prove you spend 2,001 on your rental
activities.

– CPAs, attorneys, and even IRS agents have all
tried, unsuccessfully.
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Step 4: More Th an  750 Hou rs Test

• The second quantitative test in Section 
469(c)(7)(B) states: the taxpayer must 
perform more than 750 hours of services 
during the tax year in real property trades or 
businesses in which the taxpayer materially 
participates

• Again, use the hours figured in step 2 to see 
if you pass this test.
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Step 4: More Th an  750 Hou rs Test

• What is the purpose of this second test?
– To show that the taxpayer’s true profession is in

the real estate industry
– This minimum hour requirement prevents a

retiree who spends 400 hours a year managing 
a rental property from qualifying.



WithumSmith+Brown, PC    |  BE IN A POSITION OF STRENGTH

46
SM

Pass ALL Fou r  Tests
 Real Estate Professional

• Very narrow exception for taxpayers who 
truly earn their living in the real estate world.

– If you satisfy the real estate professional tests, it 
does not mean your rental activities are non-
passive.

– It simply means that you get the chance other 
taxpayers do not: to prove your rental 
activities are non-passive by establishing that 
you materially participate in them.
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Qu alify in g as Real Estate 
Profession al 
• A taxpayer either qualifies by meeting the 

tests under Section 469(c)(7)(B) or does not
• No specific “election” to be real

estate professional
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Real Estate Profession al Cases
 Martin v. Commissioner – fulltime jobs outside of 

real estate (salesman & office manager), owned two 
rental properties and managed them by arranging for 
3rd parties to provide maintenance.  Kept time logs 
but didn’t separate time between husband-and-wife 
activities.  Neither could establish how many hours 
they worked during years at issue on their full-time 
jobs. IRS denied losses saying they were passive.  
They failed to keep good records and failed to prove 
that if they spent 2,000 hours at their full-time jobs 
that they would have spent 2,001 hours on their 
rental properties.



WithumSmith+Brown, PC    |  BE IN A POSITION OF STRENGTH

49
SM

Real Estate Profession al Cases
 Stanley v. U.S., 2015 PTC 407 – pre-Feb, 1, 1994, Stanley practiced law, 

representing mostly real estate clients and financial institutions.  Post-Feb, 
1, 1994, he began working full-time at a property management company. 
The Stanley’s started acquiring minority ownership interests in entities that 
owned or operated the rental properties and golf courses owned by the 
property management company.  By 2010 they owned an either part or 
whole interest in more than 100 entities. For 2009 and 2010 they elected 
to group their real estate activities and reported all income and losses as 
non-passive on Sch E.  When Stanley left the property management 
company and the ownership interest he had relating to those companies 
transferred back to them.  The IRS audited them in 2009 and 2010 and 
reclassified their Sch E income as passive.  The Stanley’s argued that the IRS 
erroneously regrouped their Sch E and reclassified the activities as passive.  
They asserted that at the time, that Mr. Stanley was a qualifying taxpayer or 
real estate professional.  The IRS argued that he did not qualify as a real 
estate professional and they did not adequately substantiate their position. 
Court said: undisputed that he spent > ½ time working there, performed 
more than 750 hours and it was a property management business, and he 
spent more than 500 hours participating in the activity during each year. 
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Real Estate Profession al Exam ple
• TP is a real estate developer. He works

2,000 hours per year as a developer.
• He also owns three rentals and spends 275 

hours on each rental.
• The rentals each produce a loss.
• On their own, each rental does NOT rise 

to the level of material participation.
• Is TP a real estate professional?
• Are TP’s rental losses passive?
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Steps 1 & 2: Mater ially  Par t icipate In  
Real Proper ty  Trade or  Bu sin esses
• -Apply Steps 1 & 2 to TP

– TP is a developer. That is a “real property trade
or business.” Step 1 met.

– He spends 2,000 hours, which constitutes
material participation. Thus, TP materially 
participates in the development business. Step
2 met.

– TP also has three rentals but has not made a
“-4” election to group them. As such, he does
not materially participate in the rental
business.
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Step 2: Mater ial Par t icipat ion  – Total 
Hou rs
• TP materially participates in the 

development business, so you can count his
2,000 hours towards the tests in Steps 3 
and 4.

• TP does not materially participate in the 
rental business, so you cannot count those 
825 hours.

• Total MP hours: 2,000



WithumSmith+Brown, PC    |  BE IN A POSITION OF STRENGTH

53
SM

Step 3: More Th an  Half Test
• TEST #1: More than one-half of the personal services 

performed in trades or businesses by the taxpayer
during the tax year must be performed in real 
property trades or businesses in which the taxpayer
materially participates

• In our case study, we took 2,000 of TP’s
hours in consideration in Step 2. Is this 
2,000 more than half of all of TP’s hours?

• 2,000/2,825 = more than 50%.
• TP passes this first test. Step 3 met.
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Step 4: More Th an  750 Hou rs Test

• TEST #2: the taxpayer must perform more than 
750 hours of services during the tax year in real 
property trades or businesses in which the
taxpayer materially participates.

• We are using 2,000 hours from Step 2.
Is that more than 750? Sure is. Step 4
met.
• TP qualifies as a real estate professional
• If TP proves MP in rentals, they will be 

non- passive
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Grou pin g – Elect ion  to Treat  All 
In terest  in  Ren tal Real Estate as On e 
Activ ity
 Taxpayer may elect to treat all interest 

in rental real estate activity as one 
activity under IRC §469(a)(7)(A)
• If taxpayer does not make election, each 

real estate activity will be treated as a 
separate activity

 Individual making election to group can 
include partnership and S corp. 
interests
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Electin g to Treat  All In terest  in  
Ren tal Real Estate Activ it ies as On e 
Activ ity
 Election is made by filing statement with 

taxpayer’s original income tax return
 Election must contain statement that 

taxpayer is qualified (as a real estate 
professional)
 Rev. Proc. 2011-34 – guidance for making 

late elections 
 Once a taxpayer has grouped the activities, 

the taxpayer may not regroup them.
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Election  to Com bin e Ren tal Real 
Estate Activ it ies 
• Taxpayer Name:
• Taxpayer ID #:
Regular Election Under IRC Sec. 469(c)(7)(A):
In accordance with Reg. 1.469-9(g)(3), the taxpayer 
hereby states that it is a qualifying real estate 
professional under IRC Sec. 469(c)(7)(B), and elects 
under IRC Sec. 469(c)(7)(A) to treat all interests in
rental real estate as a single rental real estate activity.
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Late Elect ion  Filed Pu rsu an t  to Rev . 
Proc. 2011-34

LATE AGGREGATION ELECTION UNDER IRC SEC.
469(c)(7)(A) FOR TAXPAYER’S TAX YEAR ENDING
DECEMBER 31, 2018

--For the taxpayer’s tax year ending December 31, 2018, the taxpayer qualified for relief from the 
passive activity loss limitation provisions under the special exception for taxpayers in real property 
businesses provided by IRC Sec.469(c)(7). For the tax year ending December 31, 2018, the taxpayer 
hereby makes a late election to treat all rental real estate activities as a single (aggregated) activity 
pursuant to IRC Sec. 469(c)(7)(A), Reg. 1.469-9(g)(3), and Rev. Proc. 2011-34.
--Taxpayer failed to make a proper aggregation election with his original return for the tax year 
ending December 31, 2018 solely because the requirement to include an election statement with
that return was not met.
--On the return for any tax year that would have been affected by making a timely aggregation 
election for the tax year ending December 31, 2018, the taxpayer has filed consistently with having
made the election in that year.
--The taxpayer timely filed each return that would have been affected by the aggregation election 
if it had been timely made with the return for the tax year ending December 31, 2018.
--The taxpayer had reasonable cause for failing to meet the requirement to include an election 
statement with his timely filed original return for the tax year ending December 31, 2018 because…
--Under penalties of perjury I declare that I have examined this election, including any accompanying 
documents, and, to the best of my knowledge and belief, the election contains all the relevant facts 
relating to the election and such facts are true, correct, and complete.
Signed on this day of

, 20 (Signature)
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Aggregatin g Active Real Estate w ith  
Lim ited Par tn ersh ip In terest
 If a taxpayer elects to aggregate rental real 

estate activities and at least one of the 
activities is held as a limited partnership, 
then the entire combined activity will be 
treated as a limited partnership interest for 
the purpose of applying the material 
participation test
 Generally, a limited partner shall not be 

treated as materially participating in a 
limited partnership
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Ren tal Real Estate Grou pin g –
Ben efits/ Detr im en ts
 What are the benefits and detriments that 

arise from electing to treat all real estate 
activities as one activity? 
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Ren tal Real Estate Grou pin g –
Ben efits/ Detr im en ts
 Grouping all interests in rental real estate 

activities as one activity may make it easier to 
meet the material participation test.  If the 
election is not made, the taxpayer will need to 
independently meet the material participation 
test for each activity.

 If rental activities produce positive income, 
taxpayer may not want to make election. By not 
making the election the income would be 
considered passive which can offset passive 
losses of other activities.  However, the net 
passive income will be subject to tax on net 
investment income.
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Ren tal Real Estate Grou pin g –
Ben efits/ Detr im en ts
 If the taxpayer is planning on selling an 

activity with suspended losses soon, it may 
be better to wait to make the election after 
the activity is sold. 
 By making an election, the taxpayer may be 

able to utilize suspended losses from other 
group members to offset current income 
arising from one of the other activities.
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Ren tal Real Estate Grou pin g 
Exam ple 1
 The taxpayer owns a bakery and a movie 

theatre in Baltimore and a bakery and a 
movie theatre in Philadelphia
 What are the possible ways the activities 

may be grouped?
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Ren tal Real Estate Grou pin g 
Exam ple 1 Con tin u ed
 Based on all the relevant facts and 

circumstances, the following groupings may 
or may not be permissible:
• As one single activity
• A movie theatre activity
• A bakery activity; or
• Four separate activities
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IRC §199A & Real Estate 
Profession als
 Enacted as part of 2017 Tax Cuts & Jobs Act
 Deduction up to 20% of qualified business 

income from qualified trades or businesses
 Qualified trades or businesses - §162 trade 

or business
 Commenters requested clarity on real estate 

as a qualifying trade or business 
• Wanted them to incorporate real estate 

professional provisions 
• Treasury declined
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Real Estate an d §199A
 Treasury stated “In determining whether a 

rental real estate activity is a section 162 trade 
or business, relevant factors might include, but 
are not limited to (i) the type of rented 
property (commercial real property versus 
residential property), (ii) the number of 
properties rented, (iii) the owner’s or the 
owner’s agents day-to-day involvement, (iv) the 
types and significance of any ancillary services 
provided under the lease, and (v) the terms of 
the  lease (for example, a net lease versus a 
traditional lease and short-term lease versus a 
long-term lease).
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Ren tal Real Estate – Trade or  
Bu sin ess?
• The Tax Court has held that the rental of a 

single piece of real property can constitute a 
Trade or Business (“TorB”)

• The IRS has stated that ownership and 
management of real property does not 
constitute a TorB as a matter of law.

• Owing rental property qualifies as a TorB if it is 
engaged in to earn a profit and activity is 
systematic and continuous. If not, rental 
ownership would be treated as an investment 
thus not qualifying for deduction.
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Ren tal Real Estate – Trade or  
Bu sin ess?
• Need to ask how extensive the taxpayer’s activities 

are personally or through the use of 
agents/employees. Are they so extensive as rising 
to the level of a TorB?

– How many hours involved with the activity?

– What does the taxpayer do as to the activity?

– Has the taxpayer documented their participation?
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Ren tal Real Estate – Trade or  
Bu sin ess?
• Factors for rental real estate activity as section 

162 trade or business:
– Type of property (commercial or residential)
– Number of properties rented
– Owner’s or agent’s day-to-day involvement
– Type and nature of services provided by lessor
– Lease terms (net v. traditional, duration)

• Owner with large number of commercial 
properties where owner provides significant 
services day-to-day under traditional long-term 
lease most likely to be viewed by IRS as a trade or
business
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Ren tal Real Estate – Trade or  
Bu sin ess?
 The rental or licensing of tangible or 

intangible property to a commonly 
controlled TorB is a TorB
• For this rule to apply, the same person or group 

of persons must own (directly or indirectly) 50% 
or more of the rental activity and the TorB.

• The rental of building to operating TorB are both 
treated as a TorB for 199A.
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Notice 2019-07, Section  199A Trade 
or  Bu sin ess Safe Harbor : Ren tal Real 
Estate
• Safe harbor treating a rental real estate

enterprise as a trade or business, solely for
purposes of §199A deduction

• Meet 3 requirements:
1. Keep separate income & expense books for 

each rental RE enterprise
2. Perform 250 or more hours of rental services
3. Maintain contemporaneous time spent logs
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Notice 2019-07: Con tem poran eou s 
Records
• Contemporaneous records, including time reports, 

logs, or similar documents, regarding the
following:
– Hours of all services performed
– Description of all services performed
– Dates on which such services were performed
– Who performed the services.

• The contemporaneous records requirement do not 
apply to taxable years beginning prior to January 1,
2019.
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Notice 2019-07: 250 Hou r  
Requ irem en t
• For 250+ hour requirement, rental services 

include:
– Advertising to rent the real estate
– Negotiating and executing leases
– Verifying info in tenant applications
– Collecting rent
– Operating, maintaining and repairing property
– Managing the property
– Purchasing materials for the property
– Supervising employees and contractors

• Rental services done by owner, employees, agents 
and/or independent contractors can count toward 
the 250 hours
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Notice 2019-07: 250 Hou r  
Requ irem en t
• These activities don’t count toward the 250 hours:

– Financial or investment management 
activities

– Purchasing properties
– Studying financial statements or reports on 

operations

– Planning, managing or constructing long-term capital
improvements

– Time spent traveling to and from the 
properties
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Notice 2019-07: In eligible Activ it ies

• Not eligible for the safe harbor:
– Real estate used by the taxpayer as a residence
– Real estate rented under a triple net lease 

(“NNN”)

• Although no safe harbor, NNN leases may still be a 
trade or business based on all facts and
circumstances

• Consider renegotiating NNN leases so owner can 
provide 250 hours of services annually (cumulatively 
on all properties that owner can aggregate)
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Triple Net  Lease
• The IRS defines a triple net lease as 

including a lease agreement that requires 
the tenant to pay taxes, fees, and insurance, 
and to be responsible for maintenance in 
addition to rent and utilities, etc.
– This includes a lease agreement that requires 

the tenant to pay for common area 
maintenance expenses.
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Notice 2019-07: Statem en t Requ ired
• An affirmative statement must be attached to 

the return if you are using the safe harbor.
• The statement must be signed by the taxpayer, or 

an authorized representative of an eligible taxpayer 
or relevant pass-through entity (“RPE”)
– “Under penalties of perjury, I (we) declare that I 

(we) have examined the statement, and, to the 
best of my (our) knowledge and belief, the 
statement contains all the relevant facts relating 
to the revenue procedure, and such facts are 
true, correct, and complete.”

• The individual or individuals who sign must have 
personal knowledge of the facts and circumstances 
related to the statement.



WithumSmith+Brown, PC    |  BE IN A POSITION OF STRENGTH

79
SM

Aggregation  of Com m on ly  
Con trolled TorB’s
• An individual or pass-through entity may 

be engaged in more than one T/B. Each 
T/B is a separate T/B for purposes of 
applying the W-2 wage limitation or the 
UBIA limitation.

• Taxpayer may choose to aggregate multiple 
trades or businesses into a single T/B for 
purposes of applying the limitations.
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Aggregat ion  Un der  Sec 199A
• 199A final regs allow aggregation of 

certain trades and businesses
• May increase deduction amount
• Factors for §199A aggregation:

– Whether businesses provide products or services 
typically sold together

– Whether businesses share centralized back- office
services

– Whether businesses are interdependent

• No cross reference to §469 grouping rules
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Aggregat ion  Un der  Sect ion  199A
• The following requirements must be met

for a taxpayer or a group of taxpayers to
aggregate T/B activities:
– Must own, directly or indirectly, 50% or more of 

each T/B for a majority of the tax year, including 
the last day of the tax year, and all trades or 
businesses use the same tax year end.

– None of the trades or business are a specified 
service T/B’s.

– The T/B’s meet at least two of economies of scale 
factors.
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