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Passive activity self-rental
rule applies to S corporations
If you own property and a business, there’s
an obvious temptation to lease that property to the business. But be careful — you
risk triggering the self-rental rule and
catching the eye of the IRS. One creative
couple tried to get around this by using
an S corporation to lease their property to
their business, but their effort fell flat.

the aggregate income from all of those activities. A
PAL can usually only be used to offset passive income
(although the IRC does provide a few exceptions).

Self-rental rule in a nutshell

That means your rental profits can’t be offset by passive losses, and the rental losses generally can offset
only passive income. You essentially forfeit the tax
benefits from current rental losses unless you have
passive income.

The Internal Revenue Code (IRC) generally prohibits
taxpayers from deducting passive activity losses (PALs).
It defines “passive activity” as any trade or business
in which the taxpayer doesn’t materially participate.
Rental real estate activities generally are considered
passive activities regardless of whether the taxpayer
materially participates.
A PAL is the amount by which the taxpayer’s aggregate
losses from all passive activities for the year exceed

The self-rental rule in IRC Section 469 applies when
you rent property to a business in which you or your
spouse materially participates. Under the rule, any
rental losses are still considered passive, but the rental
income is deemed nonpassive.

Real-life example of the
negative consequences

A couple in Texas owned two businesses: BEK Real
Estate Holdings, an S corporation, and BEK Medical,
Inc., a C corporation where the husband worked
full-time. The S corporation
leased commercial real estate to
the C corporation. Neither the
husband nor the wife materially
participated in BEK Real Estate
or otherwise engaged in a real
property business.

In 2009 and 2010, BEK Real
Estate had net rental income of
$53,285 and $48,657, respectively, solely from the rental of
property to BEK Medical. The
couple reported those amounts
as passive income on their 2009
and 2010 tax returns. They offset
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the income with passive losses from other businesses.
The IRS, however, reclassified the rental income as
nonpassive and disallowed the passive losses they
claimed in excess of their adjusted passive income for
2009 and 2010.

As a result, the couple couldn’t deduct their rental
income from any of their passive losses, so the passive
losses that exceeded their passive income were suspended. Moreover, they owed more than $26,000 in
taxes on the rental income for the two tax years.
They appealed to the U.S. Tax Court. When the court
ruled in favor of the IRS, the couple appealed to the
Fifth Circuit Court of Appeals.

An unusual challenge

The couple argued that the self-rental rule didn’t apply
because Sec. 469 doesn’t define “taxpayer” to include
S corporations. And, they claimed, even if it did, BEK
Real Estate didn’t materially participate in BEK Medical.
The Fifth Circuit Court acknowledged that Sec. 469
doesn’t refer to S corporations at all: “The statute
specifically applies to ‘taxpayers’ who are individuals,
estates, trusts, closely held C corporations, and personal service corporations.” But the appellate court
agreed with the Tax Court that the provision didn’t
need to specifically refer to S corporations because
S corporations are merely pass-through entities —
the individual shareholders in an S corporation are
the ultimate taxpayers, not the entity.

A potential reprieve
from the self-rental rule
You may be able to avoid the negative tax
repercussions of Internal Revenue Code (IRC)
Section 469’s self-rental rule by “grouping.”
The IRC allows you to group your separately
owned rental building with your business to
treat them as one activity for purposes of the
passive loss rules if they constitute an “appropriate economic unit.” The regulation determines this based on factors such as common
ownership and control, types of activities and
location. As long as you materially participate
in the business — and the business isn’t a
C corporation — the rental activity won’t be
treated as passive.
To take advantage of this option, you must
own both the rental property and the business.
You could also use grouping if the rental activity is “insubstantial” (a term undefined by the
regulations) in relation to the business activity.

Therefore, the Fifth Circuit found that an S corporation
isn’t really a taxpayer. And, because S corporations don’t
pay taxes directly, Sec. 469 had no need to include them
in its list of potential “taxpayers.”
The material participation argument regarding the
S corporation’s level of participation also failed. The
couple were the taxpayers, so the proper focus wasn’t
on the S corporation but on the couple. The husband,
who worked full-time for the C corporation, indisputably materially participated in its business.

Check yourself
Renting property to a business in which you materially
participate can be a lose-lose proposition when it
comes to your taxes. Your financial advisor can help
you devise a more beneficial arrangement. x
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Could the small taxpayer
safe harbor work for you?
One of the more vexing tax accounting
issues for property owners has long been the
proper treatment of expenditures related
to improvements of tangible property, such
as buildings, machinery, equipment, furniture and vehicles. Specifically, should you
expense the cost, which provides a current
deduction, or capitalize it, recovering the
cost over time through depreciation?
The final IRS tangible property regulations released
a few years ago generally require you to capitalize
amounts paid to improve a property. But they also
include some relief for smaller businesses in the form
of the small taxpayer safe harbor. If you qualify, you
can elect to deduct the costs of work performed on
owned or leased buildings.

Gross receipts include your total sales (net of returns
and allowances) and all amounts received for services,
as well as income from investments (for example,
dividends, rents and interest) and from incidental or
outside sources. These amounts need not be related
to your business. If, however, you’ve sold capital
assets or property you used in your business, your
gross receipts are reduced by the adjusted basis in the

property. Eligible property includes buildings, condos,
cooperatives and leased buildings, or part of a building.

You can deduct your costs as
business expenses or expenses for
the production of income in the
tax year you paid them, as long
as they otherwise qualify.

Eligibility requirements

To qualify for the safe harbor, you must:

1.	Have average annual gross receipts of $10 million
or less, and
2.	Own or lease eligible building property with an
unadjusted basis of $1 million or less.

In addition, the total amount paid during the taxable
year for repairs, maintenance, improvements or similar activities performed on the building property can’t
be more than the lesser of 2% of the unadjusted basis
of the eligible building property (typically your original cost) or $10,000.
The total amounts paid include any amounts that
you’ve deducted, instead of capitalized, under the
final regulations’ de minimis or routine maintenance
safe harbors.

Applying the safe harbor

If the small taxpayer safe harbor applies and you make
the election, you can deduct your costs as business
expenses or expenses for the production of income in
the tax year you paid them, as long as they otherwise
qualify for a deduction.
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Bear in mind, though, that the passive activity loss
rules (see “Passive activity self-rental rule applies
to S corporations” on p. 2) could prevent you from
enjoying the immediate benefit of the deduction. It’s
typically better to carry forward the losses, though,
than to capitalize costs and therefore run the risk
of having to pay recapture tax on gain when you sell
the property.

You must make the election annually and on a building-by-building basis. That means you can pick and
choose which properties to apply it to each year, and
the fact that one building doesn’t qualify has no effect
on whether others do.

However, if your total amounts paid on a particular
property exceed the limit, none of the amounts will
qualify for the safe harbor. Some of those amounts
might, however, qualify for expense treatment under
the de minimis or routine maintenance safe harbors
(although those safe harbors come with stricter limits
on the amount you can deduct).

Plan ahead

As with so many tax provisions, some planning is
required to get the most out of the small taxpayer safe
harbor. It pays to think ahead when it comes to getting
the current deductions you need to offset income. x

All in the family

Transferring FLP or FLLC interests with operating losses
It’s not uncommon for real estate investors
to hold properties in a family limited partnership (FLP) or family limited liability company
(FLLC). Many such people also likely transfer
ownership interests to family members to
“shift” income to family members in a lower
tax bracket or to transfer wealth to the next
generation. Even though the economy has
improved over the past several years, some
FLP or FLLC properties may be generating
operating losses. This can cause pitfalls for
real estate investors.

What are FLPs and FLLCs?
An FLP is a type of limited liability partnership
in which only members of the same family can be

partners. The FLP will have both general partners
(who run the business) and limited partners (who
have no say in the day-to-day operations). Most
important, the limited partners aren’t liable for the
partnership’s debts beyond their contributed capital.

In an FLLC, the family members own the entity and
can choose whether to act as managers. All family
members have limited liability regardless of their status as a manager.

What are some pitfalls?

Transferring FLP and FLLC interests to family members
can provide opportunities to shift taxable income from a
higher-income-tax-bracket taxpayer to a lower-bracket
one, as long as the recipient isn’t subject to the “kiddie
tax.” (The kiddie tax is applied at the recipient’s parents’
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marginal tax rate to unearned
income in excess of $2,100 for
2016. Children under age 19 and,
except for those providing more
than half of their own support,
full-time students under age 24
are subject to the tax.)
Beware, though: This
income-shifting strategy can
backfire if you’re transferring
interests in an FLP or FLLC
holding rental real estate that’s
operating at a loss for tax

purposes. In this situation, you
may be transferring losses to a
taxpayer whose tax benefit from the loss would be at
a significantly lower rate or, even worse, who doesn’t
have enough income to absorb the loss.

For example, if you’re in the 35% tax bracket and you
shift $35,000 in annual losses through a gift to your
25-year-old son in the 15% tax bracket, there’s a
20-percentage-point differential in tax rates, resulting
in $7,000 less tax benefit from the loss. Even worse,
your son may not be able to currently deduct any of
the loss because of the passive activity rules.

This income-shifting strategy can
backfire if you’re transferring
interests in an FLP or FLLC holding
rental real estate that’s operating at
a loss for tax purposes.
Unless he qualifies as a real estate professional, the
losses will be passive to him. And he may not have any
passive income and, as a result, likely won’t qualify
to deduct the loss. You, on the other hand, may have
passive income to absorb the loss or qualify as a real
estate professional for whom real estate activity losses
are deductible against ordinary income.
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How can you maximize loss deductions?
So what can you do? You can still make a gift of an
FLP or FLLC interest and maximize the benefit of loss
deductions. One way is to make gifts via an intentionally defective grantor trust (IDGT).

How do you do this? Instead of transferring the
interest to an individual, you transfer it to the IDGT,
which is designed to be a completed transfer for gift
and estate tax purposes, but not for income tax purposes. So, while you’ve removed the asset from your
taxable estate for estate tax purposes, you’ll continue
to get the benefit of the losses from the interest owned
by the trust. (Note that you also will continue to pay
tax on any income the trust assets earn.)

Professional help helps

This article just touched on the basics of transfers
of FLP and FLLC interests to family members. Note
that recently released proposed regulations may significantly impact certain gifting strategies commonly
used with FLPs and FLLCs. This new development,
combined with the fact that FLP and FLLC issues can
be complex, underscores that the advice of a CPA and
other professionals will be particularly important as
you determine whether an FLP or FLLC is right for you
and your family. x

Are you ready for an emergency?
If you’re a property manager, you have a
lot on your mind, just dealing with the daily
minutiae that never seem to let up. But
you also have to think about the bigger
challenges that lurk out there — natural
disasters, terrorism and other emergencies,
such as the loss of heat in the dead of
winter, a gas leak or flooding. You can take
some steps now to minimize the fallout for
both you and your tenants.

It takes a village
Don’t wait until an emergency strikes to think about
how best to respond. Instead, identify and prioritize
your risks now. This requires consulting with a variety
of sources.

Start by talking to your tenants to discover any particular risks associated with their general operations. Check
in on tenants on a regular basis so that you can stay on
top of situational risks, such as the recent termination
of a hotheaded employee or an employee who has taken
out a protective order against another person.
Try to learn about the tenants and businesses in neighboring buildings, too — not just to identify potential risks
but also to share information and coordinate emergency
response if needed. Your insurer can provide valuable
input, as well, based on its past experience with similar
customers.

meetings with your internal response team where staff
is put in a position of making decisions and implementing plans under pressure. In addition to identifying gaps and failure points, doing so will help your
team and the first responders get to know each other
and familiarize responders with the building, which
should make for a smoother response in an actual
emergency.

Have tenants participate, both to educate them on
their roles and to assure them that you’re on top of
emergency planning. You might even want to involve
vendors to determine whether they’d be able to provide the resources you need postemergency, such as
repairs, cleanup and technological services. Make sure
you have the necessary support lined up ahead of time,
or you could be in for a long wait.

Prepare for the worst

Maybe you’ve been lucky up to this point and have
never experienced an emergency, but you can’t let your
good fortune thus far lull you into complacency. Be
sure to talk to your financial advisor — he or she can
help identify and quantify risks, and make sure your
insurance coverage is adequate. Think through your
risks and plan accordingly — you owe it to yourself
and your tenants. x

Finally, establish a relationship with your local first
responders. Get their advice on how to prepare for
emergencies and ask them to review your emergency
response plans.

Game plan it

Among other things, first responders can help you run
through drills to assess how your plans would work
in a real-life emergency. Ask them to attend regular
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