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becomes worthless in conducting the activity. A partner is at risk not only
with respect to actual contributions to the partnership but also for any
amounts that the partner may be required to contribute to the partnership in
the future.49 Money the taxpayer borrows from a third party on personal
credit and then invests in an activity, whether a sole proprietorship,
partnership, or S corporation, is treated as borrowing with respect to the
activity. The investment is considered at-risk only if the borrowing
transaction passes muster under the several subsections of section 465
dealing with the treatment of borrowed funds.50

2. Borrowed Amounts

The taxpayer is also at risk for amounts borrowed with respect to the
activity to the extent of (1) the taxpayer's personal liability for repayment5'
or (2) the net fair market value of property pledged as security for
repayment of the debt. Partners are at risk for any portion of the partner-
ship's debts for which the partner bears the ultimate personal liability. 52

49 Compare Pritchett v. Comm'r, 827 F.2d 644, 647 (9th Cir. 1987) (holding that limited
partners subject to a cash call were at risk for a potentially required contribution), with
Callahan v. Comm'r, 98 T.C. 276, 283 (1992) (holding that partners were not at risk for a
cash call obligation contingent on partnership insolvency because the agreement permitted
individual partners to elect at any time before insolvency not to be subject to cash call
obligations after insolvency).
50 See Van Wyk, 113 T.C. at 448 (holding that pursuant to section 453(b)(3), an S
corporation shareholder was not at risk for amounts lent to the corporation because the
shareholder borrowed the funds from another shareholder to relend them to the corporation).51 See Berger v. Comm'r, T.C.M. (RIA) T 94,298 (1994) (when the taxpayer voluntarily and
without consideration converted nonrecourse debt into recourse debt, the taxpayer was not
at risk because the conversion of debt to recourse was unenforceable); Follender v. Comm'r,
89 T.C. 943,949 (1987) (finding the taxpayer liable for the principal but not the interest on
a note due in ten years and rejecting the Service's argument that the at-risk amount is net
present value of the future payment); Durkin v. Comm'r, 87 T.C. 1329, 1378 (1986), af'd,
872 F.2d 1271 (7th Cir. 1989) (holding that long-term recourse debt that was convertible to
nonrecourse debt on the happening of certain events and that was "without business purpose
and executed solely to gain tax benefits" did not give rise to at-risk amount, and other
short-term debt was at-risk).
52 See Melvin v. Comm'r, 88 T.C. 63, 75 (1987), aff'd, 894 F.2d 1072 (9th Cir. 1990)
(holding that partners are at risk for the partnership's debt obligations even if the debt is
payable in later years, and partners are obligors "of last resort" even if the partnership may
be able to discharge debt from its own resources, but each partner's liability is limited to the
partner's pro rata share of debt, and a partner is entitled to reimbursement from the others
if that partner pays more than that amount); Abramson v. Comm'r, 86 T.C. 360, 375 (1986)
(where each partner guaranteed a ratable share of the partnership's nonrecourse debt, each
partner was at risk in the amount he guaranteed because "each partner's liability. . . ran
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Sections 465(b)(2) and 465(b)(4) disqualify nonrecourse financing even if
the value of the pledged property so amply covers the indebtedness that the
likelihood of default is remote. However, if the nonrecourse debt satisfies
the special conditions under section 465(b)(6)53 for "qualified nonrecourse
financing," applicable to taxpayers engaged in the activity of holding real
property, sections 465(b)(2) and 465 (b)(4) do not disqualify the financing.
A taxpayer is not at risk with respect to a borrowed amount unless the
taxpayer is realistically liable for repaying borrowed funds if the net
income from the activity plus the value of the property used in the activity
and securing the debt are insufficient.54

Section 465(b)(3) disqualifies amounts borrowed from persons with an
interest in the activity (other than as creditors) or from persons related to
the taxpayer (as defined in section 267(b) or section 707(b), with certain
modifications). For example, amounts a limited partner in a tax shelter
borrows from the general partner or from the taxpayer/investor's relatives
are disqualified.55 Likewise, an S corporation shareholder is not at risk
with respect to the basis of stock the acquisition of which was financed by
borrowing the purchase price, or contribution, from another shareholder in
the corporation.56 A lender is deemed to have an interest in the activity
only if the lender has either a capital or a net profits interest in the
activity." A capital interest is an interest in the activity that is distribut

directly to the [obligee] and each partner's liability was personal").
Even though the at-risk amount is determined with reference to partnership liabilities,

each partner's at-risk amount is not a partnership item that a partnership-level audit
proceeding can determine, but rather is an affected item that a partner-level proceeding must
determine. See Hambrose Leasing 99 T.C. at 305 (1992).
53 See supra text accompanying notes 38-41.
'4 See Berger, T.C.M. (RIA) 94,298 (holding that the taxpayer's motive for assuming the
liability is irrelevant).
" See Rev. Rul. 80-327, 1980-2 C.B. 23 (putting the taxpayer at risk only to the extent of
the cash down payment because the taxpayer borrowed the balance from a general partner,
who has an interest other than that of a creditor); Peters, 77 T.C. at 1164-65 (1981) (the
disqualification of amounts borrowed from related persons applies to section 465(c)(1)
activities whether or not the taxpayers used the activities as tax shelters). But see Levy v.
Comm'r, 91 T.C. 838, 868 (1988) (holding investor/lessors in an installment sale- leaseback
transaction were at risk when the creditor/lessee's interest was not one that might realistically
cause the creditor to act contrary to how an independent creditor would act).
16 See Van Wyk, 113 T.C. at 446 (holding that an S corporation shareholder was not at risk
where the shareholder borrowed funds from another shareholder to relend them to the
corporation).
57 Prop. Treas. Reg. § 1.465-8(h). Compare Pritchett v. Comm'r, T.C.M. (P-H) 1 89,021
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able on liquidation of the activity.5" Exclusion from the taxpayer's at-risk
amount of borrowing from other persons with an interest in the activity or
from related parties currently is limited to the activities specified in section
465(c)(1). Activities brought under the scope of section 465 by section
465(c)(3)-for example, certain research and development activities-are
subject to this rule only as provided in regulations, and the Service has not
issued final regulations on this point.59

Pledged property cannot be counted in the at-risk amount if the
taxpayer either uses it in the activity or directly or indirectly finances it
with debt secured by property contributed to the activity.' For example,
if the taxpayer borrows on a nonrecourse basis against the taxpayer's
residence, contributes the funds to a covered activity, and then pledges
activity property as security for the nonrecourse debt, the latter is viewed
as the true security for the debt. Therefore, the debt is disqualified, just as
it would have been if the taxpayer had borrowed the funds solely on the
security of the activity property.

In some cases the borrower may be at risk for some debts but not for

(1989), aff'd by order, 944 F.2d 908 (9th Cir. 1991) (holding that a mineral royalty interest
only provides the lender an interest as a creditor, but a mineral net profits interest provides
the lender an interest other than as a creditor) with Waddell v. Comm'r, 86 T.C. 848 (1986),
affd, 841 F.2d 264 (9th Cir. 1988) (if payments on a note are contingent on profits, the
holder of the note has an interest other than as a creditor); and Brady v. Comm'r, T.C.M. (P-
H) 90,626 (1990) (the right to rental payments computed with respect to gross receipts is
not a prohibited interest). Krause v. Comm'r, 92 T.C. 1003 (1989), affid sub nom.
Hilderbrand v. Comm'r, 28 F.3d 1024 (10th Cir. 1994) (the promotor-creditor did not have
a prohibited interest where profits and capital interests were limited to securing repayment
of loan), and Rubin v. Comm'r, T.C.M. (P-H) 89,484 (1989) (a creditor-lienholder's right
to act as the property owner's agent to sell or release equipment on the termination of an
existing lease is not a prohibited interest), and Bennion v. Comm'r, 88 T.C. 684 (1987) (if
a taxpayer is liable primarily to general creditors in a chain, and the ultimate creditor, who
may proceed directly against the taxpayer on default, has no interest in the activity, the
taxpayer is at-risk even though intermediate creditors have an interest in the activity).
58 See Brady, T.C.M. (P-H) 90,626 (determining that a creditor who leased equipment
from the owner and subleased the equipment to the user did not have a capital interest in the
owner's leasing activity).59 See I.R.C. § 465(c)(3)(D); Alexander v. Comm'r, 95 T.C. 467,473 (1990), aff'd by order
sub nom. Stell v. Comm'r, 999 F.2d 544 (9th Cir. 1993) (interpreting § 465(c)(3)(D) to state
that § 465(b)(3) only applies to the extent provided in regulations prescribed by the
Secretary to an activity described in § 465(c)(3)(A), and that regulations have not been

escribed to date).
See I.R.C. § 465(b)(2)(B).
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others, or at risk with respect to a portion of a debt but not with respect to
the balance. The former situation occurs, for example, when one loan is
from an unrelated creditor with no interest in the activity and another is
from a partner in the activity.6' The latter case occurs, for example, when
the taxpayer personally guarantees only a portion of a nonrecourse debt or
is protected from loss by a collateral agreement that assures indemnifica-
tion for only a portion of the amount that the taxpayer is required to pay on
a recourse note.62

3. Protection Against Loss

Under section 465(b)(4), no amount may be included in the taxpayer's
at-risk investment to the extent that nonrecourse financing, guarantees,
stop-loss agreements, or similar arrangements protect the taxpayer against
loss. 63 Because nonrecourse financing is not at-risk initially under section
465(b)(2), section 465(b)(4) is aimed at other arrangements that achieve a
similar effect. The proposed regulations set forth examples of other
arrangements that constitute protection against loss,' and numerous cases
have applied section 465(b)(4) to a wide variety of arrangements. As a
practical matter, the issue of whether or not a taxpayer is at risk is
"resolved on the basis of who realistically will be the payor of last resort
if the transaction goes sour and the secured property associated with the
transaction is not adequate to pay off the debt."65  Any contractual
arrangements effectively limiting or eliminating any risk of economic loss

61 See Bennion, 88 T.C. at 695.
62 See Durkin, 87 T.C. at 1380.
63 Insurance against casualties or tort liabilities, however, does not ordinarily constitute

protection against loss within the meaning of section 465(b)(4). See Prop. Treas. Reg.
6 1.465-5, 1.465-6(b), 1.465-6(c).

See Prop. Treas. Reg. § 1.465-6; see also Rev. Rul. 81-283, 1981-2 C.B. 115 (recourse
loan, which debtor could change to nonrecourse loan at end of secured property's useful life
by making specified payment, placed debtor at risk only for cash actually paid plus amount
required to convert to nonrecourse loan); Rev. Rul. 82-225, 1982-2 C.B. 100 (treating
recourse obligation that obligor could convert to nonrecourse under certain conditions as
nonrecourse because conditions had no substantial economic relationship to activity); Rev.
Rul. 82-123, 1982-1 C.B. 82 (a note that the borrower could change recourse to nonrecourse
if the Service determined that the tax benefits described in the prospectus were not available
was nonrecourse ab initio); Rev. Rul. 83-133, 1983-2 C.B. 15 (provision allowing investor
to be relieved of liability on recourse note by withdrawing from project and transferring
property securing note to third party was protection against loss within meaning of section
465(b)(4)).
65 Levy, 91 T.C. at 869.
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may result in an investor being treated as not at risk.66 Rights granted by
law must be taken into account as well. Thus, for example, a guarantor of
a nonrecourse debt is not at risk if the guarantor would have a right of
subrogation against another person if the guarantor were called on to honor
the guarantee.67 If another party is obligated to reimburse the taxpayer for
any out-of-pocket payments the taxpayer made in connection with an
investment, including satisfaction of the taxpayer's own recourse
obligation, the taxpayer would be protected against loss within the
meaning of section 465(b)(4). Whether the guarantor might default or be
bankrupt when called upon to indemnify the taxpayer will not be
considered unless such a factor contributes to the taxpayer facing a
realistic possibility of an economic loss. 6  Each transaction must be
analyzed on its particular facts to account for the substance and commer-
cial realities of the financing arrangements.69

Some of the more difficult cases involve complex sale and leaseback
transactions resulting in a circular flow of funds in which the
owner-lessor's obligations on a purchase-money recourse promissory note
equal the rent received for the property, and all payments are made by

66 See Cooper v. Comm'r, 88 T.C. 84, 112 (1987) (holding that a taxpayer was protected
against a loss by an option to put property to tax shelter promotor for the balance due on a
debt); Capek v. Comm'r, 86 T.C. 14, 49 (1986) (holding that an investor who purportedly
borrowed money with recourse from one entity controlled by a tax shelter promoter and
invested the money with another entity controlled by the same promoter had a stop-loss
arrangement because the amounts falling due under the borrowing were equal to the
minimum entitlements under the investments); Porreca v. Comm'r, 86 T.C. 821,836 (1986)
(when notes were purportedly with recourse during a specified period, but no substantial
payments were required during the period and the notes could be made nonrecourse by a
small payment at the end of the period, the taxpayer was protected from loss within the
meaning of section 465(b)(4)). But see Laureys v. Comm'r, 92 T.C. 101 (1989), nonacq.
on this issue; acq. on other issues (deciding that offsetting positions in "butterfly" options
traded on the Chicago Board of Options Exchange are not "similar arrangements" under
section 465(b)(4)).
67 See, e.g., Peters v. Comm'r, 89 T.C. 423 (1987) (a limited partner who guaranteed

partnership debt was not at risk for the guaranteed amount because if he paid the debt he had
a right of subrogation against partnership); Brand v. Comm'r, 81 T.C. 821 (1983) (finding
that a limited partner who guaranteed repayment of a loan to the partnership was not at risk
for the amount of the loan guaranteed, because he was entitled to reimbursement from
prmary obligor).

See Whitmire v. Comm'r, 109 T.C. 266, 277 (1997).
69 See, e.g., Brifinan v. Comm'r, T.C.M. (RIA) 92,375 (1992); Thomock v. Comm'r, 94

T.C. 439 (1990).
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bookkeeping entries rather than actual payment. One court of appeals has
held that circular offsetting obligations that may insulate the taxpayer from
ever satisfying a debt out of personal resources are not a loss-limiting
arrangement under section 465(b)(4) if personal liability exists under the
"worst case" scenario).70 However, the remaining courts of appeals7'
follow the Tax Court in analyzing these cases on the basis of their
particular facts.72 In most cases the courts apply section 465(b)(4) if the

70 Compare Martuccio v. Comm'r, 30 F.3d 743 (6th Cir. 1994) (the circular offsetting

structure of payments does not require the per se application of section 465(b)(4); under the
worst case scenario, the taxpayer would be liable on the note and thus at-risk), and
Emershaw v. Comm'r, 949 F.2d 841, 849 (6th Cir. 1991) ("a loss-limiting arrangement
within the meaning of [section] 465(b)(4) is a collateral agreement protecting a taxpayer
from loss after the losses have occurred, either by excusing him from his obligation to make
good on losses or by compensating him for losses he has sustained" (emphasis in original)
and thus a circular sale and a leaseback is not a loss-limiting arrangement), with Leach v.
Comm'r, 74 A.F.T.R.2d (RIA) 6555 (6th Cir. 1994) (applying section 465 to a sale and
leaseback transaction because the partnership's obligee guaranteed the partnership's
obligations, and thus distinguishing Emershaw because that case involved a guarantee of the
partnership's obligations by a third party). See also Pledger v. United States, 236 F.3d 315
(6th Cir. 2000) (finding that the taxpayer was not the obligor of last resort because the lessee
and the lender were subsidiaries of a corporation that guaranteed the lease payments, and
even if the lessee became insolvent, the taxpayer would never be called upon to pay anything
because the guarantor and the lender did not act independently and thus were essentially the
same company).71 See Waters v. Comm'r, 978 F.2d 1310, 1317 (2d Cir. 1992) (holding that investors in sale
and leaseback transaction who gave intermediary a partially recourse note with a circular
flow of funds effected through bookkeeping entries were not personally liable); Young v.
Comm'r, 926 F.2d 1083, 1088 (11 th Cir. 1991) (holding that investors in a sale and
leaseback transaction with a circular flow of funds effected through bookkeeping entries,
who gave the intermediary a partially recourse note, were not personally liable because the
intermediary purchased the leased equipment on a wholly nonrecourse basis and "[t]he stated
recourse liabilities of the taxpayers were not realistically subject to collection after a
discharge of the nonrecourse note"); Am. Principals Leasing Corp. v. United States, 904
F.2d 477, 483 (9th Cir. 1990) (holding that circular debt obligations are an "other"
arrangement negating at-risk qualification, and the possibility of a third party's insolvency
is not to be considered; moreover, an "arrangement" need not be contractually binding to fall
within section 465(b)(4)); Moser v. Comm'r, 914 F.2d 1040, 1049-50 (8th Cir. 1990)
(finding that the taxpayer was not at-risk where the only other party in the chain of liability
who conceivably might attempt to enforce the notes against the taxpayer would owe the
taxpayer an exactly offsetting amount of rent).72 Compare Levien v. Comm'r, 103 T.C. 120 (1994), affd by order, 77 F.3d 497 (11 th Cir.
1996) (holding that the taxpayer was not at risk with respect to notes in a circular sale and
leaseback transaction involving precisely offsetting obligations that bookkeeping entries
extinguished because the test is based on economic reality, and the taxpayer is not
necessarily entitled to a "worst case scenario" analysis), and Moser, T.C.M. (P-H) 89,142
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taxpayer has no realistic personal liability.

4. Changes in At-RiskAmount

Section 465(b)(5) provides that losses the taxpayer incurs in a covered
activity and deducts from another activity's income reduce the taxpayer's
at-risk amount in the former activity; without such an adjustment, the
taxpayer could use the same commitment year after year. The proposed
regulations provide a network of at-risk accounting rules, including
provisions for increasing the at-risk amount by the taxpayer's net income
from the activity or payments of nonrecourse debt principal and for
decreasing the amount by withdrawals of funds from the activity.

Although the taxpayer's at-risk amount limits the extent to which the
taxpayer can apply the losses incurred against income from other activities,
a withdrawal of funds from the activity or the conversion of qualified debt
to a nonrecourse obligation can still cause the at-risk amount to drop below
zero. Under section 465(e), the taxpayer's below-zero, at-risk amount
must be included in gross income. The below-zero, at-risk amount is then
treated as a deduction allocable to the activity, and it may be deducted in
subsequent years, subject to the at-risk limitations applicable to those
years. The effect of section 465(e) is to allow the taxpayer to recapture
deductible losses allocable to a covered activity if, over time, they exceed
the sum of the taxpayer's at-risk amount and the income, if any, reported
from the activity.

IV. PASSIVE ACTIVITY DEDUCTIONS AND LOSSES

A. Introduction

Despite the limitations on the availability of tax shelter deductions
imposed by the at-risk rules of section 465, tax shelters continued to
flourish in the late 1970s and early 1980s. Limiting deductions to the
taxpayer's at-risk amount did not eliminate tax sheltering based on
recourse purchase-money indebtedness or on real estate tax shelters, both

(1989) (finding that a circular sale and leaseback transaction was an arrangement protecting
investors against loss), with Martuccio, 30 F.3d at 743 (holding that the taxpayer was at risk
under the worst case scenario), rev'g T.C.M. (RIA) 92,311 (1992) (deciding that the
taxpayer was at risk only for the equity investment), and Emershaw, T.C.M. (RIA) 90,246
(1990) (deciding that a circular sale and leaseback transaction was not an arrangement
protecting the taxpayer from risk of loss).
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of which the at-risk rules largely exempt.73 In 1986, Congress responded
to the deficiencies of section 465,7" not by curing them, but by enacting
section 469, which superimposes an entirely new and separate limitation
on deductions attributable to "passive activities."75 By imposing severe
restrictions on "passive activities," Congress demonstrated both a new-
found seriousness in its battle against tax shelters and an impressive flair
for the oxymoronic.

Section 465 focuses on the nonrecourse indebtedness factor common
to most tax shelters, but section 469 focuses on another common
characteristic of these activities-the absence of investor participation in
the day-to-day affairs of the partnership or other business entity. Just as
section 465 does, section 469 overrides the previously existing norm of
global computation and requires compartmentalization of income and
deduction items. Unlike section 465, however, section 469 applies to
virtually every trade or business in which the owner does not "materially
participate," without regard to the method of financing the business.
Consequently, many individual taxpayers are required to compute
separately the net profit or loss from each different trade or business in
which they are engaged. After the individual taxpayers compute net profit
or loss, they apply the section 469 rules to determine the extent to which
they can use the losses derived from one business to offset income derived
from another business. Thus, the tentacles of section 469 reach far beyond
the tax shelter investments that were the target of Congress in enacting the
passive activity loss rules. Only individuals who either materially
participate in or who make a profit in every business that they own escape
the broad reach of section 469.

In brief, section 469 prohibits taxpayers from using deductions that
exceed recognized income from passive activities to eliminate tax liability
allocable to income from any other source, such as salaries, professional
fees, interest, dividends, gains from the sale of stock and other capital
assets, and the net income of businesses in which the taxpayer actively

73 See S. REP. No. 99-313, at 717 (2d Sess. 1986).
74 See Martin J. McMahon, Jr., Reforming Cost Recovery Allowances for Debt Financed
Depreciable Property, supra note 3.
75 See generally Calvin H. Johnson, Why Have Anti-Tax Shelter Legislation? A Response

to Professor Zelenak, 67 TEX. L. REV. 591 (1989); Robert J. Peroni, A Policy Critique of the
Section 469 Passive Loss Rules, 62 S. CAL L. REV. 1 (1988); Zelenak, supra note 11.

WINTER 2002



36 REAL PROPERTY, PROBATE AND TRUST JOURNAL

participates.76 Although section 469 is broader in this respect than section
465, compartmentalization under section 469 is not as complete as under
section 465; the losses from one passive activity can be applied against
income from other passive activities." Disallowed losses are carried over
to future years and may be deducted against passive income in those years
or used in the global computation of taxable income when the taxpayer
sells the passive activity that generated the disallowed loss. 7"

Considered together, section 469 and section 163(d) constitute a "two-
basket" approach to tax shelter limitations. One basket, governed by
section 469, applies to passive business activities; another basket, governed
by section 163(d), applies to portfolio investments, such as in assets
producing interest, dividends, royalties, and other forms of nonbusiness
investment income. Active business income, including personal services
income, is not within either basket. Thus, under section 469, losses from a
passive activity may offset income from other activities in the passive
activities basket, but may not offset either portfolio income or active
business income until the taxpayer disposes of his entire interest in the
passive activity. Similarly, investment interest expense may offset income
in the portfolio basket, but investment interest expense may not offset
either passive activity income or active business income. To ensure that the
jurisdictions of section 163(d) and section 469 do not overlap, section
163(d)(4)(D) provides that investment income and expenses do not include
"any income or expenses taken into account under section 469 in

76 See Carlstedt v. Comm'r, T.C.M. (RIA) 197,331 (1997) (holding that a taxpayer could

not deduct losses from partnership in which he did not materially participate against income
from S corporation in which he did materially participate).

The regulations provide, however, that casualty losses (as defined for purposes of
section 165(c) or section 165(i)) with respect to property used in a passive activity are not
treated as passive activity deductions. See Treas. Reg. § 1.469-2(d)(2)(xi) (1995). Such
losses are currently deductible, subject to sections 165 and 1231, without regard to section
469. However, if a casualty results in a gain (because insurance reimbursement exceeds the
adjusted basis of the property and section 1033 is not applicable), the gain will be a passive
activity gain, unless the gain is attributable to the reimbursement of a loss claimed in a prior
year as a nonpassive loss. See Treas. Reg. § 1.469-2(c)(7)(vi); see also I.R.S. Notice 90-21,
1990-1 C.B. 332.
77 See I.R.C. § 469(d)(1). With respect to the scope of income from an activity, see Rev.
Rul. 92-92, 1992-2 C.B. 103 (providing that discharge of indebtedness income is passive
activity income to the extent the indebtedness has been allocated to passive activities under
Temp. Treas. Reg. § 1.163-8T).
78 See I.R.C. § 469(b), (g).
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computing income or loss from a passive activity," and section
163(d)(3)(B)(ii) provides that investment interest does not include any
interest taken into account in computing passive activity income or loss
under section 469.

B. Taxpayers Subject to Limitation

The passive loss rules of section 469 apply to individuals, estates,
trusts, closely held C corporations, and personal service corporations.79

Partnerships and S corporations are not directly subject to the rules but, as
conduits for tax purposes, their income and deduction items are taken into
account on the individual income tax returns of their partners or sharehold-
ers, at which point the limitations of section 469 are imposed."0 Personal
service corporations and closely held C corporations are subject at the
corporate level to the passive loss rules, even though other C corporations
are exempt. This application of section 469 is necessary to prevent
individuals from evading section 469 by incorporating their investment
portfolios or by forming corporations that would undercompensate them
for their personal services and invest the resulting retained profits in tax
shelters.8 '

C. Activities Covered

Section 469 limits deductions for losses and credits attributable to a
"passive activity," which section 469(c)(1) defines as any activity that
involves the conduct of a trade or business in which the taxpayer does not
materially participate. 2 In addition, pursuant to section 469(c)(2), any

79 See I.R.C. § 469(a)(2).80 See St. Charles Inv. Co. v. Comm'r, 232 F.3d 773,776 (10th Cir. 2000), rev'g 110 T.C.

46 (1998) (holding that because section 469(b) expressly provides that the carryover of
suspended passive activity losses shall be treated as an item with respect to the activity in the
next year "except as otherwise provided in this section (469)," the section
1371(b)(1)limitation on carryovers from C corporation years to S corporation years was
inapplicable).
81 A C corporation is a "closely held" C corporation only if more than 50% of its stock is
held at some time during the last half of the taxable year by five or fewer persons, taking into
account attribution. See I.R.C. §§ 469(j)(1)(B),465(a)(1)(B), 542(aX2), 544(a), 1361(a)(2).
A "personal service corporation" is a corporation the employees of which own more than
10% of its stock, and its principal activity is providing personal services that its employees
"substantially performed." See I.R.C. §§ 4690)(2); I.R.C. § 269A(b) (West 2001).

The passive loss rules are applied to closely held C corporations differently from the
way they are applied to other taxpayers subject to section 469. See infra note 87.
82 See I.R.C. § § 469(a)(1), 469(c)(1); see also generally Edelberg v. Comm'r, T.C.M. (RIA)
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rental activity is passive regardless of the taxpayer's participation level.83

Section 469 defines the term "trade or business" more broadly than for
general purposes; thus, it includes research and experimentation activity
within the meaning of section 174 and, to the extent provided by regula-
tions, investment activities with respect to which section 212 allows
deductions.84 The Treasury likely will extend passive trade or business
treatment only to those activities generating section 212 deductions that
may produce losses, such as limited partnerships trading in securities.
Traditional portfolio-type investments that generally produce positive
income should not be brought within the sweep of section 469 because to
do so would work to defeat its purpose.85

The two most crucial definitions in applying section 469 are the
meanings of "material participation" and "activity." Nevertheless, the
statute provides no meaningful guidance with respect to either, and
guidance is found only in the regulations.

1. Material Participation

Material participation by a taxpayer requires that the taxpayer be
involved in the operations of the activity on a regular, continuous, and
substantial basis.86 Although section 469 provides no further guidance as
to the activity level required to satisfy the material participation require-
ment, the regulations provide detailed mechanical tests for determining

95,386 (1995), ajfd by order, 11l F.3d 896 (11th Cir. 1997) (holding that income
received from a third party's trade or business as a contingent sales price on the sale of the
goodwill of taxpayer's business, which was not itself a passive activity, was either
investment or portfolio income, not passive activity income that passive activity losses could
offset).
83 See infra text accompanying notes 127-33. The passive loss rules do not apply to any
rental activity subject to § 280A because the taxpayer uses the dwelling as a residence. See
I.RC. § 4690)(10); see also Chapin v. Comm'r, T.C.M. (RIA) 96,056 (1996) (applying
Temp. Treas. Reg. § 1.469-1T(e)(3)(ii)(A), the rental condominium was not a "rental
activity" subject toper se passive activity status under section 469(c)(2) because the average
lease period was seven days or less; nevertheless, the rental condominium was a passive
activity because taxpayer did not materially participate).
84 See I.R.C. §§ 469(c)(5), 469(c)(6).
85 See Temp. Treas. Reg. § 1.469-2T(c)(3) (1988); H.R. REP. No. 99-841, at 11-138 (1986).

However, interest expense attributable to a portfolio-type investments is subject to section
163(d).86 See I.R.C. § 469(h)(1). For married taxpayers, a spouse's material participation may be
attributed to the other spouse, without regard to whether they file a joint return. See I.R.C.
§ 469(h)(5); Temp. Treas. Reg. § 1.469-5T(f)(3).



A Whirlwind Tour 701

material participation, which generally count the number of hours the
taxpayer devotes to the activity. 7 The Service's choice to rely primarily
on mechanical rules is somewhat surprising because the committee reports
indicate that a facts-and-circumstances test generally should be determina-
tive.88

Under the regulations, a taxpayer materially participates in an activity
if the taxpayer meets any one of the following tests: (1) the taxpayer
devotes more than 500 hours to the activity in the year;89 (2) the taxpayer's
participation constitutes all of the participation in the activity of any
individual; (3) the taxpayer participates in the activity for more than a
hundred hours during the year and the taxpayer's participation is not less
than that of any other individual;9 ° (4) the activity is a trade or business,

87 See Temp. Treas. Reg. § 1.469-5T(a).

A closely held C corporation or personal service corporation materially participates in
an activity that it conducts if shareholders holding more than one-half its stock's value
materially participate in the business. See I.R.C. § 469(h)(4); see also Temp. Treas. Reg.
§ 1.469-1T(g)(3). In addition, a closely held C corporation that is not a personal service
corporation materially participates in the business if(l) at least one full-time employee of
the corporation is active in the management of the business throughout the taxable year; (2)
at least three employees, each of whom owns no more than 5% of the corporation's stock,
work full time in the business throughout the year; and (3) deductible expenses of the
business, other than depreciation, interest, and taxes, exceed 15% of gross income. See
I.R.C. §§ 469(h)(4)(B), 465(c)(7)(C).8 8 See S. REP. No. 99-313, at 730-36 (1986); H.R. REP. No. 99-841; see also STAFFOFJOWr
COMM. ON TAXATION, supra note 2, at 235-42.89 See Harrison v. Comm'r, T.C.M. (RIA) 96,509 (1996) (finding the taxpayer's testimony
and co-venturer's testimony that the taxpayer spent more than five hundred hours engaged
in a treasure hunting expedition was credible evidence of the taxpayer's material
participation in the activity); Gregg v. United States, 87 A.F.T.R.2d (RIA) 337 (D. Ore.
2000) (the taxpayer failed to satisfy the five hundred hour test, even though he worked
approximately one hundred hours in the two-month short taxable year of an LLC's
organization, because no short-year adjustment is available for hours of participation).
90 Compare Pohoski v. Comm'r, T.C.M. (RIA) 98,017 (1998) (deciding a taxpayer, who
resided in California, presented credible evidence that he spent more than a hundred hours
managing the rental of one Hawaiian condominium unit, which was rented for an average
rental period of less than seven days, and that he spent more time in the activity than
employees of the condominium management company, including front desk staff and maid
service, but he did not present credible evidence with regard to a second Hawaiian
condominium unit; only "actual time spent on rental" by condominium management
company personnel was considered), with Scheiner v. Comm'r, T.C.M. (RIA) 96,554
(1996) (deciding that a taxpayer who devoted more than one hundred hours to activities on
a condominium-hotel management board did not materially participate in the business
because full-time employees spent more time in connection with rental activities, and the
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the taxpayer participates in the activity for more than one hundred hours
(but not more than five hundred hours) during the year, and the taxpayer's
total participation in all such trade or business activities during the year
exceeds five hundred hours; (5) the taxpayer materially participated in the
activity for five of the preceding ten taxable years; (6) the activity is a
personal service activity in which the taxpayer materially participated for
any three preceding years; or (7) based on all the facts and circumstances,
the taxpayer participates in the activity on a regular, continuous, and
substantial basis.9 Only work a business owner customarily performs
counts if the purpose of performing other work is solely to meet the
quantitative hours test. Time spent in performing services as an investor
does not count unless the taxpayer also engages in daily management
functions.92 Qualifying under the facts-and-circumstances test is subject to
special restrictions. First, participation in an activity for one hundred hours
or less during the year can never qualify as material participation under
this test.93 Second, management services may qualify as material

taxpayer's argument that other individuals' hours of work benefitting the entire complex
must be prorated by the number of units did not change the result because the taxpayer's
work on board would also be prorated under that theory), and Oberle v. Comm'r, T.C.M.
(RIA) 98,156 (1998) (holding that a taxpayer who owned a charter yacht did not materially
participate in the chartering activity by cleaning and winterizing the yacht and providing
routine maintenance because the taxpayer's participation was not more than the yacht
broker's, who exercised the daily management responsibility of chartering the yacht,
including routine cleaning and servicing).
91 See generally Machado v. Comm'r, T.C.M. (RIA) 95,526 (1995), aff'd by order, 119
F.3d 6 (9th Cir. 1997) (holding that the taxpayer's uncorroborated testimony about the time
the taxpayer spent in the activity was insufficient to establish material participation); Chapin,
T.C.M. (RIA) 96,056 (finding that the taxpayers did not materially participate in a
condominium rental activity by thoroughly cleaning the condominium unit after each season
because their participation was not regular and continuous in light of daily management by
the rental agent and weekly cleaning by cleaning service); Mordkin v. Comm'r, T.C.M.
(RIA) 96,187 (1996) (upholding Temp. Treas. Reg. § 1.469-5T; owner of two rental
condominium units operating in a hotel-like manner did not materially participate under the
facts and circumstances test, despite arguably satisfying the more-than-a hundred-hours-of-
work test, because other persons performed management services for compensation).92 See Temp. Treas. Reg. § 1.469-5T(f)(2)(ii); see also generally Toups v. Comm'r, T.C.M.
(RIA) 93,359 (1993) (finding that the taxpayer did not satisfy the more-than-one-hundred-
hours-of-work test with respect to a vacation cottage); Serenbetz v. Comm'r, T.C.M. (RIA)

96,510 (1996) (deciding a condominium owner provided only investor-type services, such
as participation in condominium owners association meetings and financial matters, and not
day-to-day services in connection with rental activity).
93 See Temp. Treas. Reg. § 1.469-5T(b)(2)(iii).
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participation under the facts-and-circumstances test only if no person other
than the taxpayer receives compensation for managing the activity, or no
other person devotes more time to managing the activity than does the
taxpayer.94 Merely approving financial planning objectives or accepting or
rejecting recommendations regarding the provision of the activity's
product, business locations, and personnel, while delegating other
responsibilities, will not suffice.95

Generally, an individual who works full-time in a business materially
participates in that business.96 Part-time activities clearly are the most
vulnerable under the regulations. Although the taxpayer's use of
employees or contract labor to perform daily functions of the business does
not prevent the taxpayer from materially participating, the work of the
employees and agents is not imputed to the taxpayer.97 Thus, a general
partner or sole proprietor does not automatically qualify simply by virtue
of the individual's status.9"

The regulations provide a special rule dealing with "significant
participation activities," a concept for which the statute does not provide.
A significant participation activity is any activity in which the taxpayer
participates for more than one hundred hours during the year, but in which
the taxpayer does not materially participate. If gross income for the year
from all significant participation activities exceeds passive activity
deductions from these activities, all of the activities are aggregated into a
single, passive activity for the year.99 A portion of the income from the
aggregated activities is then recharacterized as active rather than passive
income.'

94 See Temp. Treas. Reg. § 1.469-5T(b)(2)(ii).
95 See generally Goshorn v. Comm'r, T.C.M. (RIA) 93,578 (1993) (deciding that the
taxpayer did not materially participate in a boat-chartering activity by performing
management services, including budget analysis, negotiating insurance and financing, and
inspecting the boat, because his services were meager compared to the marina that performed
all the services to charter the boat, including taking reservations, preparing the boat for
sailing, and checking and cleaning it afterward).96 See H.R. REP. No. 99-841, at II-148.
9' See S. REP. No. 99-313, at 737-38.
98 However, for an agricultural or farming activity, a taxpayer's bona fide exercise of
management power on a regular, continuous, and substantial basis, without any such
involvement in operations, may suffice in some cases. See H.R. REP. No. 99-841, at 11-148.
99 See Temp. Treas. Reg. § 1.469- 1T(f)(2)(i)(C).
too See Temp. Treas. Reg. § 1.469-2T(t)(2).
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2. Definition of "Activity"

Because material participation is determined on an activity-by-activity
basis, delimiting the scope of each activity in which the taxpayer invests or
participates is crucial to applying section 469.101 For example, a partner
might materially participate in one activity the partnership conducts but not
in another. Thus, the partner's share of partnership income and losses
attributable to the activity in which the partner materially participates will
be taken into account without regard to the limitations of section 469. The
passive loss rules, however, will govern the partner's share of the other
partnership income and losses. This result is neither consistently
pro-taxpayer nor consistently pro-government. If the active activity
generates a loss while the passive activity generates income that tax shelter
deductions may offset, the taxpayer benefits from the two-activity
approach; however, if the active activity generates income and the passive
activity generates a loss, the taxpayer/partner must report net income even
though the partnership incurred an overall loss for the year. Generally,
however, if the taxpayer continues to hold an interest in a venture or
ventures, a broad definition of the term activity will be more favorable to
the extent that the taxpayer's material participation in one phase of the
venture enables the taxpayer to claim as active losses the losses generated
in another phase of the venture. On the other hand, a narrow definition of
activity might benefit the taxpayer at a later stage because on the enter-
prise's sale, suspended losses would become deductible only upon the
disposition of the taxpayer's entire interest in the activity.'0 2

Once again, section 469 itself offers only limited assistance in
determining the scope of various activities. The legislative history states
that the guiding principle is that a single activity includes those "undertak-
ings [that] consist of an integrated and interrelated economic unit,
conducted in coordination with or reliance upon each other, and constitut-
ing an appropriate unit for the measurement of gain or loss." '' 3 Applying

101 See S. REP. No. 99-313, at 738-41; STAFF OF JOINT COMM. ONTAXATION, supra note 2,

at 245-50.
102 See Part IV.B.2. (describing the rules for allowance of suspended losses on the

disposition of an activity, and discussing strategic considerations in treating related ventures
as separate activities or as a single activity).
103 S. REP. No. 99-313, at 739. This standard is drawn from Treas. Reg. § 1.183-1(d)(1)

(1972), which deals with hobby losses. The definition of activity as used in the section 465
at-risk rules is not relevant for purposes of the section 469 at-risk losses rules. See S. REP.
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this standard, the committee reports conclude that a taxpayer is engaged in
a different activity with respect to each different good or service the
business provides, unless the goods and services are customarily, or for
business reasons, provided together. Under this principle, a department
store is a single activity even though the store sells a wide variety of goods.
On the other hand, a vertically integrated business, such as a business that
manufactures goods and sells them at retail, may constitute two separate
activities. Furthermore, two undertakings to provide the same goods or
services may be separate activities, such as separate rental real estate
properties at different locations. An integrated real estate project, however,
should be classified as a single activity. Finally, the legislative history
clearly states that operations conducted by two or more separately
organized entities (e.g., two or more separately incorporated retail outlets)
may be treated as a single activity for section 469 purposes if the
day-to-day functions are sufficiently integrated. 1"'

The Service initially promulgated extraordinarily detailed temporary
regulations governing the method of determining the scope of an activity
under section 469.05 These temporary regulations were widely criticized
as overly long and complex, burdensome, and mechanically inflexible. In
response to the criticism, the Service allowed the temporary regulations to
expire and then promulgated more flexible regulations defining the scope
of an activity under section 469.6 The regulations adopt a
facts-and-circumstances approach to identifying a taxpayer's separate
business activities. Multiple business or rental activities are treated as a
single activity depending on "whether activities constitute an appropriate
economic unit for the measurement of gain or loss for purposes of section
469."17 The following five evidentiary factors listed in the regulations are

No. 99-313, at 739, n.22.
104 See, e.g., S. REP. 99-313, at 738-41 (discussing the characterization of different

undertakings as a single activity).
105 See Temp. Treas. Reg. § 1.469-4T (expired); Wiseman v. Comm'r, T.C.M. (RIA)

95,203 (1995) (applying regulations to recharacterize an interest in a profitable partnership
as nonpassive and disallowing aggregation with an interest in a loss partnership).
106 See Treas. Reg. § 1.469-4 (as amended in 1995). The final regulations are generally

effective for taxable years ending after May 10, 1992. For taxable years ending on or before
May 10, 1992, taxpayers must apply Temporary Treasury Regulation section 1.469-4T. For
the taxable year that includes May 10, 1992, taxpayers may apply the rules in Temporary
Treasury Regulation section 1.469-4T rather than the rules in the final regulations.
107 Treas. Reg. § 1.469-4(c)(2).
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