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Introduction
This publication discusses two sets of rules
that may limit the losses that you can deduct
on your tax return from any trade, business, or
income-producing activity. The first part of the
publication contains the passive activity rules.
The second part discusses the at-risk rules.
However, when you figure your allowable
losses from any activity, you must apply the
at-risk rules before the passive activity
rules.

Useful Items
You may want to see:

Publication

□ 527 Residential Rental Property
(Including Rental of Vacation
Homes)

□ 541 Partnerships

Form (and Instructions)

□ 4952 Investment Interest Expense
Deduction

□ 6198 At-Risk Limitations

□ 8582 Passive Activity Loss Limitations

□ 8582–CR Passive Activity Credit
Limitations

□ 8810  Corporate Passive Activity Loss
and Credit Limitations

See How To Get More Information, near
the end of this publication for information
about getting these publications and forms.



owned by five or fewer individuals. ‘‘Indi-Who Must Use These Rules 
vidual’’ includes certain trusts and privatePassive Activity Limits The passive activity rules apply to: foundations.

1) Individuals,
Generally, you are in a passive activity if you Net active income offset. A closely held2) Estates,
have a trade or business activity in which you corporation can offset net active income with

3) Trusts (other than grantor trusts), its passive activity loss. It can also offset thedo not materially participate during the tax
tax attributable to its net active income with itsyear, or a rental activity. These terms are ex- 4) Personal service corporations, and
passive activity credits. However, a closelyplained later.

5) Closely held corporations. held corporation cannot offset its portfolio in-If you have a loss, you must determine your
come (defined later under Passive Activity In-amount at risk in the activity. The at-risk rules

Even though the rules do not apply to gran- come) with its passive activity loss.are explained in the second part of this publi-
tor trusts, partnerships, and S corporations di- Net active income is the corporation’s tax-cation. After you figure your amount at risk, ap- rectly, they do apply to the owners of these able income figured without any income orply the rules in this part to find the amount of entities. loss from a passive activity or any portfolio in-your passive activity losses that you can

come or loss.deduct. Personal service corporation. For the pas-
In general, you are allowed to deduct pas- sive activity rules, a corporation is a personal Grouping Your Activities sive activity losses only from passive activity service corporation if it meets all of the follow-

income. Any excess loss is carried forward to You may treat one or more trade or businessing requirements.
activities or rental activities as a single activitythe following year or years until used, or until

1) It is not an S corporation. if those activities form an appropriate eco-deducted in the year you dispose of your entire
nomic unit for measuring gain or loss underinterest in the activity in a fully taxable transac- 2) Its principal activity during the ‘‘testing pe-
the passive activity rules.riod’’ is performing personal services. Thetion. See Dispositions, later.

testing period for any tax year is the previ-However, you must apply the rules in this
ous tax year. If the corporation has just Appropriate Economic Units  part separately to your income or loss from a
been formed, the testing period begins onpassive activity held through a publicly Generally, to determine if more than one activ-
the first day of its tax year and ends on thetraded partnership (PTP). You can offset ity forms an appropriate economic unit, you
earlier of:losses from passive activities of a PTP only must consider all the relevant facts and cir-

cumstances. You may use any reasonableagainst income or gain from passive activities a) The last day of its tax year, or
method of applying the relevant facts and cir-of the same PTP. For more information on how

b) The last day of the calendar year in cumstances in grouping activities. The follow-to apply the passive activity loss rules to PTPs, which its tax year begins. ing factors have the greatest weight in deter-see Publicly Traded Partnerships (PTPs) in the
mining whether activities are treated as an3) The services in (2) are substantially per-instructions for Form 8582, Passive Activity
appropriate economic unit. All of the factorsformed by employee-owners. This re-Loss Limitations.
do not have to apply to treat more than one ac-quirement is met if more than 20% of the
tivity as a single activity. The factors that youcorporation’s compensation cost for its
should consider are:activities of performing personal servicesPassive activity credits. You can subtract

during the testing period is for personal 1) The similarities and differences in thepassive activity credits only from the tax on net
services performed by employee-owners. types of trades or businesses,passive income. Passive activity credits in-

4) Its employee-owners own more than 10%clude the general business credit and other 2) The extent of common control,
of the fair market value of its outstandingspecial business credits, such as the credit for 3) The extent of common ownership,stock on the last day of the testing period.fuel produced from a nonconventional source.

4) The geographical location, andCredits in excess of the tax on income from
Personal services. Personal services arepassive activities are carried forward. 5) The interdependencies between or

those in the fields of health, law, engineering,You must apply the limit on passive activity among activities, which may include the
architecture, accounting, actuarial science, extent to which the activities:credits separately to your credits from a pas-
performing arts, and consulting.sive activity held through a publicly traded a) Purchase or sell goods between orEmployee-owners. A person is an em-partnership (PTP). You can offset credits among themselves,ployee-owner of a personal service corpora-from passive activities of a PTP only against
tion if both of the following apply. b) Involve products or services that arethe tax on the net passive income from the

generally provided together,1) He or she is an employee of the corpora-same PTP. For more information on how to ap-
c) Have the same customers,tion, or performs personal services for orply the limit on passive activity credits to PTPs,

on behalf of the corporation as an inde-see Publicly Traded Partnerships (PTPs) in the d) Have the same employees, or
pendent contractor, on any day of theinstructions for Form 8582–CR, Passive Activ-

e) Use a single set of books and recordstesting period, andity Credit Limitations.
to account for the activities.Unallowed passive activity credits, unlike 2) He or she owns any stock in the corpora-

unallowed passive activity losses, are not de- tion at any time during the testing period.
Example 1. John Jackson has a significantductible when you dispose of your entire inter-

ownership interest in a bakery and a movieest in an activity. However, to determine your
theater at a shopping mall in Baltimore and ingain or loss from the disposition, you can elect Closely held corporation. For the passive
a bakery and movie theater in Philadelphia.to increase the basis of the credit property by activity rules, a corporation is closely held if all
Depending on all the relevant facts and cir-the amount of the original basis reduction for of the following apply.
cumstances, there may be more than one rea-the credit, to the extent that the credit was not 1) It is not an S corporation. sonable method for grouping John’s activities.

allowed because of the passive activity limits.
For example, John may be able to group the2) It is not a personal service corporation,You cannot elect to adjust the basis for a par- movie theaters and the bakeries into:defined earlier.tial disposition of your interest in a passive
1) One activity,activity. 3) At any time during the last half of the tax

See the instructions for Form 8582–CR for year, more than 50% of the value of its 2) A movie theater activity and a bakery
more information. outstanding stock is directly or indirectly activity,
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3) A Baltimore activity and a Philadelphia ac- owner (Herbert and Wilma) with the same to determine whether you materially or signifi-
tivity, or ownership interest (100% in each). If the cantly participated in those other activities.

grouping forms an appropriate economic unit, See Material Participation  under Activities4) Four separate activities.
as discussed earlier, Plum Tower’s grocery That Are Not Passive Activities and Significant
store rental and Healthy Food’s grocery busi- Part ic ipat ion Passive Act iv i t ies under

Example 2. Betty is a partner in ABC part- ness may be grouped together into a single Recharacterization of Passive Income, later.
nership, which sells nonfood items to grocery trade or business activity. Publicly traded partnerships (PTPs).
stores. Betty is also a partner in DEF (a truck- Grouping of real and personal property You may not group activities conducted
ing business). ABC and DEF are under com- rentals. In general, an activity involving the through a PTP with any other activity, including
mon control. The predominant part of DEF’s rental of real property and an activity involving an activity conducted through another PTP.
business is transporting goods for ABC. DEF the rental of personal property cannot be See Publicly Traded Partnerships (PTPs) in
is the only trucking business in which Betty is treated as a single activity. However, they can the instructions for Form 8582, Passive Activ-
involved. Following the rules of this section, be treated as a single activity if the personal ity Loss Limitations.
Betty treats ABC’s wholesale activity and property is provided in connection with the real
DEF’s trucking activity as a single activity. property or the real property is provided in Partial dispositions. If you dispose of sub-

connection with the personal property. stantially all of an activity during your tax year,
Consistency and disclosure requirement. you may treat the part disposed of as a sepa-
Generally, when you group activities into ap- Certain activities may not be grouped. In rate activity. But, you can only do this if you
propriate economic units, you may not regroup general, if you own an interest as a limited can show with reasonable certainty:
those activities in a later tax year. You must partner or a limited entrepreneur in one of the

1) The amount of prior year deductions andmeet any disclosure requirements that the IRS following activities, you may not group that ac-
credits disallowed under the passive ac-may have when you first group your activities tivity with any other activity in another type of
tivity rules that is allocable to the part ofand when you add or dispose of any activities business:
the activity disposed of, andin your groupings.

1) Holding, producing, or distributing motionHowever, if the original grouping is clearly 2) The amount of gross income and anypicture films or video tapes,inappropriate or there is a material change in other deductions and credits for the cur-
the facts and circumstances that makes the 2) Farming, rent tax year that is allocable to the part of
original grouping clearly inappropriate, you the activity disposed of.3) Leasing any section 1245 property (as de-must regroup the activities and comply with

fined in section 1245(a)(3) of the Internalany disclosure requirements that the IRS may
Revenue Code),have.

Passive Activities 4) Exploring for, or exploiting, oil and gas re-
sources, or There are two kinds of passive activities—Regrouping by IRS. If any of the activities re-

trade or business activities in which you do notsulting from your grouping is not an appropri- 5) Exploring for, or exploiting, geothermal
materially participate during the tax year, andate economic unit and one of the primary pur- deposits.
rental activities. Material participation in aposes of your grouping (or failure to regroup) is
trade or business is discussed later under Ac-to avoid the passive activity rules, the IRS may If you own an interest as a limited partner
tivities That Are Not Passive Activities.regroup your activities. or a limited entrepreneur in an activity de-

scribed in the list above, you may group that
Treatment of former passive activities. ARental activities. In general, a rental activity activity with another activity in the same type
former passive activity is an activity that is notmay not be grouped with a trade or business of business if the grouping forms an appropri-
a passive activity in the current tax year, butactivity. However, you may group them to- ate economic unit as discussed earlier.
was a passive activity in any earlier tax year. Ifgether if the activities form an appropriate eco- Limited entrepreneur. A limited entrepre-
you have net income from a former passivenomic unit and: neur is a person who:
activity in the current year and a prior year1) The rental activity is insubstantial in rela- 1) Has an interest in an enterprise other unallowed loss from that activity, you can off-tion to the trade or business activity, than as a limited partner, and set your net income from that activity by the

2) The trade or business activity is insub- prior year unallowed loss. Treat any remaining2) Does not actively participate in the man-
stantial in relation to the rental activity, or prior year unallowed loss like you treat anyagement of the enterprise.

other passive loss.3) Each owner of the trade or business ac-
You can offset the allocable part of yourtivity has the same ownership interest in

current year tax liability with any prior yearthe rental activity, in which case the part Activities conducted through another en-
unallowed passive activity credits from a for-of the rental activity that involves the tity. A personal service corporation, closely
mer passive activity. The allocable part of yourrental of property for use in the trade or held corporation, partnership, or S corporation
current year tax liability refers to that part ofbusiness activity may be grouped with the must group its activities using the rules dis-
this year’s tax liability that is allocable to thetrade or business activity. cussed in this section. Once the entity groups
current year net income from the former pas-its activities, you as the partner or shareholder
sive activity. This is figured after you reduceof the entity may group those activities (follow-Example. Herbert and Wilma are married
your net income from the activity by any prioring the rules of this section):and file a joint return. Healthy Food, an S cor-
year unallowed loss from that activity (but notporation, is a grocery store business, and Her- ● With each other, below zero).bert is Healthy Food’s only shareholder. Plum

● With activities conducted directly by you,Tower, an S corporation, owns and rents out a
and Trade or Business Activities building, and Wilma is Plum Tower’s only

● With activities conducted through othershareholder. Plum Tower rents part of its A trade or business activity is an activity that:
entities.building to Healthy Food. Plum Tower’s gro- 1) Involves the conduct of a trade or busi-

cery store rental business and Healthy Food’s ness (that is, deductions would be allowa-
grocery business are not insubstantial in rela- You may not treat activities grouped to- ble under section 162 of the Internal Rev-
tion to each other. gether by the entity as separate activities. enue Code if other limitations, such as the

Because Herbert and Wilma file a joint re- Personal service and closely held cor- passive activity rules, did not apply),
turn, they are treated as one taxpayer for pur- porations. You may group an activity con-

2) Is conducted in anticipation of starting aposes of the passive activity rules. So Healthy ducted through a personal service or closely
trade or business, orFood and Plum Tower are owned by the same held corporation with your other activities only
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3) Involves research or experimental ex- 4) The rental is incidental to a nonrental ac- Active participation. Active participation
penditures that are deductible under is not the same as material participation, de-tivity. The rental of property is incidental to
Code section 174 (or that would be de- fined later. Active participation is a less strin-an activity of holding property for invest-
ductible if you chose to deduct rather than gent requirement than material participation.ment if the main purpose of holding the
capitalize them). For example, you may be treated as activelyproperty is to realize a gain from its appre-

participating if you make management deci-ciation and the gross rental income from
sions in a significant and bona fide sense.the property is less than 2% of the smallerA trade or business activity does not include a
Management decisions that count as activeof the property’s unadjusted basis or fairrental activity or the rental of property that is
participation include approving new tenants,market value. The unadjusted basis ofincidental to an activity of holding property for
deciding on rental terms, approving expendi-property is its cost not reduced by depre-investment.
tures, and similar decisions.ciation or any other basis adjustment. TheYou generally report trade or business ac-

Only individuals can actively participate inrental of property is incidental to a trade ortivities on Schedule C, on Schedule C–EZ, on
rental real estate activities. However, a dece-business activity if all of the followingSchedule F, or in Part II or III of Schedule E.
dent’s estate is treated as actively participat-apply:
ing for its tax years ending less than 2 years af-Rental Activities a) You own an interest in the trade or busi- ter the decedent’s death, if the decedent

ness activity during the year,A rental activity is a passive activity even if you would have satisfied the active participation
materially participated in that activity, unless b) The rental property was used mainly in requirement for the activity for the tax year the
you materially participated as a real estate that trade or business activity during decedent died.
professional. See Real Estate Professional Limited partners cannot actively partici-the current year, or during at least 2 of
later under Activities That Are Not Passive Ac- pate in the partnership’s rental real estatethe 5 preceding tax years, and
tivities. An activity is a rental activity if tangible activities.c) Your gross rental income from theproperty (real or personal) is used by custom- You do not actively participate in a rentalproperty is less than 2% of the smallerers or held for use by customers, and the real estate activity unless your interest in theof its unadjusted basis or fair marketgross income (or expected gross income) activity (including your spouse’s interest) wasvalue.from the activity represents amounts paid (or at least 10% by value of all interests in the ac-
to be paid) mainly for the use of the property. It 5) You customarily make the rental property tivity throughout the year.
does not matter whether the use is under a available during defined business hours Active participation is not required to take
lease, a service contract, or some other for nonexclusive use by various low-income housing and rehabilitation invest-
arrangement. customers. ment credits from rental real estate activities.

Example. Mike, a single taxpayer, had the6) You provide the property for use in aExceptions. Your activity is not a rental activ-
following income and loss during the tax year:nonrental activity of your partnership, Sity if any of the following apply.

corporation, or a joint venture.
Salary . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $42,3001) The average period of customer use of
Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 300the property is 7 days or less. The aver- If you meet any of the exceptions listed
Interest . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,400age period of customer use is figured by above, see the instructions for Form 8482 for
Rental loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . (4,000)dividing the total number of days in all information about how to report any income or

rental periods by the number of rentals. If loss from the activity. The rental loss came from a house Mikethe activity involves renting more than
owned. He advertised and rented the house toone class of property, multiply the aver- Rental real estate activities. If you or your the current tenant himself. He also collectedage period of customer use of each class spouse actively participated in a passive rental the rents, and either did the repairs or hiredby a fraction. The numerator of the frac- real estate activity, you can deduct up to someone to do them.tion is the gross rental income from that $25,000 of loss from the activity from your Even though the rental loss is a loss from aclass of property, and the denominator is nonpassive income. Similarly, you can offset passive activity, Mike can use the entirethe activity’s total gross rental income. credits from the activity against the tax on up $4,000 loss to offset his other income be-The activity’s average period of customer to $25,000 of nonpassive income after taking cause he actively participated.use will equal the sum of the amounts for into account any losses allowed under this Phaseout rule. This special $25,000 offseteach class. exception. ($12,500 for married individuals filing separate

2) The average period of customer use of returns and living apart at all times during theIf you are married, filing a separate return,
the property, as figured in (1), is 30 days year) is reduced by 50% of the amount of yourand lived apart from your spouse for the entire
or less and significant personal services modified adjusted gross income that is moretax year, your offset amount cannot exceed
are provided with the rentals. Significant than $100,000 ($50,000 if you are married fil-$12,500. However, if you lived with your
personal services include only services ing separately). If your modified adjusted grossspouse at any time during the year and are fil-
performed by individuals. They do not income is $150,000 or more ($75,000 or moreing a separate return, you cannot use this spe-
include: if you are married filing separately), you gener-cial offset to reduce your nonpassive income

ally cannot use the special offset.or tax on nonpassive income.a) Services needed to permit the lawful
Modified adjusted gross income for thisThe offset amount is reduced if your modi-use of the property,

purpose is your adjusted gross income figuredfied adjusted gross income exceeds certain
b) Services to repair or improve property without the following:amounts. See Phaseout rule, later.

that would extend its useful life, and
1) Taxable social security and tier 1 railroadExample. Kate, a single taxpayer, has

c) Services that are similar to those com- retirement benefits,$70,000 in wages, $15,000 income from a lim-
monly provided with long-term rentals ited partnership, a $26,000 loss from rental 2) Deductible contributions to individual re-of real estate; for example, cleaning real estate activities in which she actively par- tirement accounts (IRAs) and sectionand maintenance of common areas or ticipated, and less than $100,000 of modified 501(c)(18) pension plans,routine repairs. adjusted gross income. She can use $15,000

3) The exclusion from income of interestof her $26,000 loss to offset her $15,000 pas-3) Extraordinary personal services are pro-
from U.S. Savings Bonds used to paysive income from the partnership. Becausevided in connection with customer use.
qualified higher education expenses,she actively participated in her rental real es-Services are extraordinary personal ser-

tate activities, the remaining $11,000 rentalvices if they are performed by individuals, 4) Any passive activity loss, or any rental
real estate loss can be used to offset $11,000and the customer’s use of the property is real estate loss allowed because you ma-
of her nonpassive income (wages).incidental to their receipt of the services. terially participated in the rental activity as
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a real estate professional (as discussed not materially participate under any of theActivities That Are Not
later under Activities That Are Not Pas- material participation tests, other than thisPassive Activities sive Activities), test. See Significant Participation Passive

The following are not passive activities. Activities, later, under Recharacterization5) Any overall loss from a publicly traded
of Passive Income.1) Trade or business activities in which youpartnership (see Publicly Traded Partner-

materially participated for the tax year.ships (PTPs) in the instructions for form 5) You materially participated in the activity
8582), or for any 5 (whether or not consecutive) of2) A working interest in an oil or gas well.

the 10 preceding tax years. When deter-Your working interest must be held di-6) The deduction for half the self-employ-
mining whether you materially partici-rectly or through an entity that does notment tax.
pated in tax years beginning before 1987limit your liability (such as a general part-
(other than a tax year of a partnership, Sner interest in a partnership). It does not

Example. During 1996 John was unmar- corporation, estate, or trust ending aftermatter whether you materially partici-
ried and was not a real estate professional. 1986), you materially participated only ifpated in the activity for the tax year. How-
For 1996 he had $120,000 in salary, and a you participated for more than 500 hoursever, if your liability was limited for part of
$31,000 loss from his rental real estate activi- during the tax year.the year (for example, you converted your
ties in which he actively participated. His modi- general partner interest to a limited part- 6) The activity is a personal service activityfied adjusted gross income is $120,000. When ner interest during the year) and you had in which you materially participated forhe files his 1996 return, he may deduct only a net loss from the well for the year, some any 3 (whether or not consecutive) pre-$15,000 of his passive activity loss. He must of your income and deductions from the ceding tax years. To determine materialcarry over the remaining $16,000 passive ac- working interest may be treated as pas- participation in tax years beginning beforetivity loss to 1997. His deduction and carryover sive activity gross income and passive ac- 1987 (other than a tax year of a partner-are figured as follows: tivity deductions. See Temporary Regula- ship, S corporation, estate, or trust ending

tions section 1.469–1T(e)(4)(ii). after 1986), you materially participatedAdjusted gross income, modified as
only if you participated for more than 500required . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $120,000 3) The rental of a dwelling unit that you also
hours during the tax year. An activity is aMinus amount not subject to phaseout 100,000 used for personal purposes during the
personal service activity if it involves theyear for more than the greater of 14 days
performance of personal services in theor 10% of the number of days during theAmount subject to phaseout rule . . . . . . . . $ 20,000
fields of health, law, engineering, archi-year that the home was rented at a fairMultiply by 50% . . . . . . . . . . . . . . . . . . . . . . . . . . ×  50%
tecture, accounting, actuarial science,rental.
performing arts, consulting, or any other4) An activity of trading personal property forRequired reduction to  offset amount . . . $ 10,000 trade or business in which capital is not athe account of those who own interests in
material income-producing factor.the activity. See Temporary Regulations

Maximum offset . . . . . . . . . . . . . . . . . . . . . . . . . $ 25,000 section 1.469–1T(e)(6). 7) Based on all the facts and circumstances,
you participated in the activity on a regu-5) Rental real estate activities in which you

Minus required reduction (see above) 10,000 lar, continuous, and substantial basis.materially participated as a real estate
professional. See Real Estate Profes-

You did not materially participate in the ac-Adjusted offset amount . . . . . . . . . . . . . . . . . . $ 15,000 sional, later.
tivity under test (7) if you participated in the ac-
tivity for 100 hours or less during the year.Income and losses from these activitiesPassive loss from rental real estate . . . . . $ 31,000 Your participation in managing the activityshould not be entered on Form 8582, but on
does not count in determining whether youthe forms or schedules you would normallyDeduction allowable/ Adjusted offset materially participated under this test if:use.amount (see above) . . . . . . . . . . . . . . . . . . . 15,000
1) Any person other than you received com-Amount that must be carried forward . . . $ 16,000

pensation for managing the activity, orMaterial Participation 
A trade or business activity is not a passive ac- 2) Any individual spent more hours duringPhaseout rule for certain credits. A
tivity if you materially participated in the activ- the tax year managing the activity thanhigher phaseout range applies to low-income
ity. You materially participated in a trade or you did (regardless of whether the individ-housing credits for property placed in service
business activity for a tax year if you satisfy ual was compensated for the manage-before 1990 and rehabilitation investment
one of the following tests. ment services).credits from rental real estate activities. For
1) You participated in the activity for morethose credits, the phaseout of the $25,000 off-

than 500 hours.set starts when your modified adjusted gross Participation. In general, any work you do in
income exceeds $200,000 ($100,000 if you connection with an activity in which you own2) Your participation was substantially all of
are a married individual filing a separate return an interest when you perform the work isthe participation in the activity of all indi-
and living apart at all times during the year). treated as participation in the activity.viduals for the tax year, including the par-

There is no phaseout of the $25,000 offset Work not usually performed by owners.ticipation of individuals who did not own
for low-income housing credits for property Work you do in connection with an activity isany interest in the activity.
placed in service after 1989. If you hold an in- not treated as participation in the activity if:

3) You participated in the activity for moredirect interest in the property through a part- 1) The work is not work that is customarilythan 100 hours during the tax year, andnership, S corporation, or other pass-through done by the owner of that type of activity,you participated at least as much as anyentity, this special exception will not apply un- andother individual (including individuals wholess you also acquired your interest in the
did not own any interest in the activity) for 2) One of your main reasons for doing thepass-through entity after 1989.
the year. work is to avoid the disallowance of anyThe $25,000 offset is applied first to pas-

loss or credit from the activity under thesive activity losses, then to credits other than 4) The activity is a significant participation
passive activity rules.the rehabilitation and low-income housing activity, and you participated in all signifi-

credits, then to rehabilitation credits and low- cant participation activities for more than
income housing credits for property placed in 500 hours. A significant participation ac- Participation as an investor. Work you do
service before 1990, and then any remaining tivity is any trade or business activity in in your capacity as an investor in an activity is
offset is applied to low-income housing credits which you participated for more than 100 not treated as participation unless you are di-
for property placed in service after 1989. hours during the year and in which you did rectly involved in the day-to-day management
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or operations of the activity. Work you do as an Closely held corporations. A closely heldReal Estate Professional 
corporation can qualify if more than 50% ofinvestor includes: Generally, rental activities are passive activi-
the gross receipts for its tax year came fromties even if you materially participated in them.1) Studying and reviewing financial state-
real property trades or businesses in which itHowever, if you qualified as a real estate pro-ments or reports on operations of the
materially participates.fessional, rental real estate activities in whichactivity,

you materially participated are not passive ac-
2) Preparing or compiling summaries or tivities. For this purpose, each interest you Passive Activity Income analyses of the finances or operations of have in a rental real estate activity is a sepa- In figuring your net income or loss from a pas-the activity for your own use, and rate activity, unless you choose to treat all in- sive activity, take into account only passive ac-
3) Monitoring the finances or operations of terest in rental real estate activities as one ac- tivity income and passive activity deductions

the activity in a nonmanagerial capacity. tivity. See the instructions for Schedule E (discussed later). Passive activity income in-
(Form 1040) for information about making this cludes all income from passive activities and
choice. generally includes gain from disposition of an

If you qualified as a real estate profes-Spouse’s participation. If you are married for interest in a passive activity or property used in
sional for 1996, report income or losses fromthe tax year, your participation in an activity in- a passive activity.
rental real estate activities in which you mate-cludes your spouse’s participation. This ap- Passive activity income does not include
rially participated as nonpassive income orplies even if your spouse did not own any inter- the following:
losses, and complete line 42 of Schedule Eest in the activity and you and your spouse do

1) Income from an activity that is not a pas-(Form 1040). If you also have an unallowednot file a joint return for the year.
sive activity. These activities are dis-loss from these activities from an earlier year
cussed earlier under Activities That Arewhen you did not qualify, see Treatment of for-Proof of participation. You can use any rea- Not Passive Activities.mer passive activities under Passive Activities,sonable method to prove your participation in

earlier. 2) Gain from the disposition of substantiallyan activity for the year. You do not have to
appreciated property (FMV exceedsmaintain contemporaneous daily time reports,

Qualifications. You qualified as a real estate 120% of adjusted basis) that had beenlogs, or similar documents if you can establish
professional for the year if you met both of the used in a nonpassive activity. However,your participation some other way. For exam-
following requirements: the gain is passive activity income if theple, you can show the services you performed

property was used in a passive activity forand the approximate number of hours spent 1) More than half of the personal services
either (1) 20% of the time you held theby using an appointment book, calendar, or you performed in all trades or businesses
property or (2) the entire 24–month periodnarrative summary. were performed in real property trades or
ending on the disposition date. The dispo-businesses in which you materially partici-
sition date is the date you agree to trans-pated, andLimited partners. If you owned an activity as
fer your interest for a fixed or determina-a limited partner, you generally did not materi- 2) You performed more than 750 hours of ble amount.ally participate in the activity. However, you did services in real property trades or busi-

3) Portfolio income. This includes interest,materially participate in the activity if you mate- nesses in which you materially
dividends, annuities, and royalties not de-rially participated for the tax year under test participated.
rived in the ordinary course of a trade or(1), (5), or (6).
business. It includes gain or loss from theYou are not treated as a limited partner, Do not count personal services you per-
disposition of property that produceshowever, if you were a general partner in the formed as an employee in real property trades
these types of income or that is held forpartnership at all times during the partner- or businesses unless you were a 5% owner of
investment. The interest from loans be-ship’s tax year ending with or within your tax your employer. You were a 5% owner if you
tween partnerships and their partners oryear (or, if shorter, during that part of the part- owned (or are considered to have owned)
S corporations and their shareholders isnership’s tax year in which you directly or indi- more than 5% of your employer’s outstanding
considered ‘‘self-charged.’’Some self-rectly owned your limited partner interest). stock, outstanding voting stock, or capital or
charged interest income may beprofits interest.
recharacterized as passive income.Retired or disabled farmer and surviving If you file a joint return, do not count your

spouse of farmer. If you are a retired or dis- 4) Personal service income. This includesspouse’s personal services to determine
abled farmer, you are treated as materially salaries, wages, commissions, self-em-whether you met the preceding requirements.
participating in a farming activity if you materi- ployment income from trade or businessHowever, you can count your spouse’s partici-
ally participated for 5 or more of the 8 years activities in which you materially partici-pation in an activity in determining if you mate-
before your retirement or disability. Similarly, if pated, deferred compensation, taxablerially participated.
you are a surviving spouse of a farmer, you are social security and other retirement bene-Real property trades or businesses. A
treated as materially participating in a farming fits, and payments from partnerships toreal property trade or business is a trade or
activity if the real property used in the activity partners for personal services.business that:
meets the estate tax rules for special valuation

5) Income from positive section 481 adjust-● Develops,of farm property passed from a qualifying de-
ments allocated to activities other than● Redevelops,cedent, and you actively manage the farm.
passive activities. Section 481 adjust-

● Constructs, ments are adjustments that must be
Corporations. A closely held corporation or a made due to changes in your accounting● Reconstructs,personal service corporation is treated as ma- method.

● Acquires,terially participating in an activity only if one or
6) Income or gain from investments of work-more shareholders holding more than 50% by ● Converts,

ing capital.value of the outstanding stock of the corpora-
● Rents,tion materially participate in the activity. 7) Income from an oil or gas property if you
● Operates,A closely held corporation can also satisfy treated any loss from a working interest in

the material participation standard by meeting the property for any tax year beginning af-● Manages,
the first two requirements for the qualifying ter 1986 as a nonpassive loss, as dis-

● Leases, orbusiness exception from the at-risk limits. cussed earlier in item (2) under Activities
See Special exception for qualified corpora- ● Brokers That Are Not Passive Activities. This also
tions under Activities Covered by the At-Risk applies to income from other oil and gas
Rules, later.  real property. property the basis of which is determined
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wholly or partly by the basis of the prop- 8) Percentage depletion carryovers for oil income any net passive income recharacter-
erty in the preceding sentence. and gas wells. ized as nonpassive income from rental of non-

depreciable property, an equity-financed lend-9) Capital loss carryovers.8) Any income from intangible property if
ing activity, or the licensing of intangibleyour personal efforts significantly contrib- 10) Deductions and losses that would have property by a pass-through entity.uted to the creation of the property. been allowed for tax years beginning

before 1987 but for basis or at-risk limits.9) Gain from disposition of an interest in an Significant Participation Passiveactivity or an interest in property used in 11) Net negative section 481 adjustments al-
Activities an activity that qualifies for the exceptions located to activities other than passive

described in Temporary Regulations sec- A significant participation passive activity isactivities. Section 481 adjustments are
tion 1.469–2T(c)(2). any trade or business activity in which you par-adjustments required due to changes in

ticipated for more than 100 hours during theaccounting methods.10) Any other income that must be treated as
tax year but did not materially participate. Seenonpassive income. See Recharacteriza- 12) Casualty and theft losses, unless losses
Material Participation, earlier.tion of Passive Income, later. similar in cause and severity recur regu-

If your gross income from all significantlarly in the activity.11) Overall gain from any interest in a publicly participation passive activities is more than
13) The deduction for one-half of self-em-traded partnership. See Publicly Traded your deductions from those activities, a part of

ployment tax.Partnerships (PTPs) in the instructions for your net income from each significant partici-
Form 8582. pation passive activity is treated as nonpas-

sive income.12) State, local, and foreign income tax
Recharacterization ofrefunds.

Worksheet A. Complete Worksheet A if youPassive Income 13) Income from a covenant not to compete.
have income or losses from any significantNet income from the following passive activi-

14) Income from the reimbursement of a prior participation activity. Enter the names of theties may have to be recharacterized and ex-
year casualty or theft loss if the income is activities in the left column.cluded from passive activity income:
included in gross income and the loss de-

Column (a). Enter the number of hours● Significant participation passive activities,duction was not a passive activity
you participated in each activity and total thededuction. ● Rental of nondepreciable property, column. If the total exceeds 500, do not com-

15) Alaska Permanent Fund dividends. ● Equity-financed lending activities, plete Worksheet A or B. None of the activities
are passive activities because you satisfy test● Rental of property incidental to develop-16) Cancellation of debt income, if at the time
4 for material participation. See Material Par-ment activities,the debt is discharged the debt is not allo-
ticipation under Activities That Are Not Pas-cated to passive activities under the inter- ● Rental of property to nonpassive activities,
sive Activities, earlier. Report all the incomeest expense allocation rules. See Chapter and
and losses from these activities on the forms8 of Publication 535, Business Expenses,

● Licensing of intangible property by and schedules you normally use. Do not in-for information about the rules for allocat-
pass-through entities. clude the income and losses on Form 8582.ing interest.

Column (b). Enter the net loss, if any, from
If you are engaged in or have an interest in one the activity. Net loss from an activity means
of these activities during the tax year (either di- either:Passive Activity Deductions rectly or through a partnership or an S corpo-

1) The activity’s current year net loss (if any)ration), combine the income and losses fromPassive activity deductions include all deduc-
plus prior year unallowed losses (if any),the activity to determine if you have a net losstions from activities that are passive activities
oror net income from that activity.for the tax year and all deductions from pas-

If the result is a net loss, treat the incomesive activities that were disallowed under the 2) The excess of prior year unallowed losses
and losses the same as any other income orpassive loss rules in prior tax years and carried over the current year net income (if any).
losses from that type of passive activity (tradeforward to the tax year. They include losses Enter -0- here if the prior year unallowed
or business activity or rental activity).from dispositions of property used in a passive loss is the same as the current year net

If the result is net income, do not enter anyactivity at the time of the disposition and income.
of the income or losses from the activity orlosses from a disposition of less than your en-
property on Form 8582 or the worksheets. In-tire interest in a passive activity.

Column (c). Enter net income, if any, fromstead, enter income or losses on the form andPassive activity deductions do not include
the activity. Net income means the excess ofschedules you normally use. But see Signifi-the following:
the current year’s net income from the activitycant Participation Passive Activities, later in

1) Expenses (other than interest) that are over any prior year unallowed losses from thethis discussion, if the activity is a significant
clearly and directly allocable to portfolio activity.participation passive activity and you also
income. Column (d). Combine amounts in thehave net loss from a different significant par-

Totals row for columns (b) and (c) and enter2) Interest expense other than interest prop- ticipation passive activity.
the total net income or net loss in column (d). Iferly allocable to passive activities (e.g.,
column (d) is a net loss, skip Worksheet B. In-qualified home mortgage interest and Limit on recharacterized passive income.
clude the income and losses in Worksheet 2 ofcapitalized interest expense are not pas- The total amount that is treated as nonpassive
Form 8582.sive activity deductions). income under the rules described later in this

If the total for column (d) is net income anddiscussion for significant participation passive3) Losses from dispositions of property that
you must complete Form 8582 because youactivities, rental of nondepreciable property,produce portfolio income or property held
have other passive activities to report, com-and equity-financed lending activities cannotfor investment.
plete Worksheet B. However, you do not haveexceed the greatest amount that is treated as

4) State, local, and foreign income taxes. to complete Form 8582 if column (d) is net in-nonpassive income under any one of these
come and you have only significant participa-rules.5) Miscellaneous itemized deductions that
tion activities. If you do not have to completemay be disallowed because of the 2%-of-
Form 8582, skip Worksheet B and report theInvestment income and investment ex-adjusted-gross-income limit.
net income and net losses from columns (b)pense. To figure your investment interest ex-

6) Charitable contributions. and (c) on the forms and schedules you nor-pense limitation on Form 4952, Investment In-
7) Net operating loss deductions. terest Expense Deduction, treat as investment mally use.
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Worksheet A. Significant Participation Passive Activities

(a) Hours of (d) Combine totals of cols. (b)
Name of Activity Participation (b) Net loss (c) Net income and (c)

Totals

Worksheet B. Significant Participation Activities—(Keep for your records)

(b) Ratio
Name of Activity See (c) Nonpassive income (d) Passive income
with net income (a) Net income instructions See instructions Subtract col. (c) from col. (a)

Totals 1.00

Worksheet B. List only the significant partici- Rental of Nondepreciable Equity-Financed Lending
pation passive activities that have net income Activities Property 
as shown in column (c) of Worksheet A.

If you have gross income from an equity-fi-If you have net passive income (including priorColumn (a). Enter the net income of each
nanced lending activity, the lesser of the netyear unallowed losses) from renting propertyactivity from column (c) of Worksheet A.
passive income or the equity-financed interestin a rental activity, and less than 30% of theColumn (b). Divide each of the individual
income is nonpassive income.

net income amounts in column (a) by the total unadjusted basis of the property is subject to For more information, see Temporary Reg-
of column (a). Enter the ratio for each of the depreciation, the net passive income is ulations section 1.469–2T(f)(4).
activities in column (b). The total of the ratios treated as nonpassive income.
should equal 1.00.

Example. Calvin acquires vacant land for Rental of Property IncidentalColumn (c). Multiply the total of column
$300,000, constructs improvements at a cost to a Development Activity (d) of Worksheet A by each of the ratios in col-
of $100,000, and leases the land and improve-umn (b). Enter the results in column (c). Net passive income from this type of activity
ments to a tenant. He then sells the land andColumn (d). Subtract column (c) from col- will be treated as nonpassive income if all of
improvements for $600,000, realizing a gain ofumn (a). To this figure, add the amount of prior the following apply.
$200,000 on the disposition.year unallowed losses, if any, that reduced the 1) You recognize gain from the sale, ex-

The unadjusted basis of the improvementscurrent year net income. Enter the result in change, or other disposition of the rental
column (d). This column shows the recom- ($100,000) equals 25 percent of the unad- property during the tax year.
puted current year passive net income for sig- justed basis of all property ($400,000) used in

2) You started to rent the item of propertynificant participation passive activities that the rental activity. Calvin’s net passive income
less than 12 months before the date ofhad some of its income recharacterized as from the activity (which is figured with the gain
disposition.nonpassive income. from the disposition, including gain from the

improvements) is treated as nonpassive 3) You materially participated or significantly
income. participated for any tax year in an activity
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that involved the performance of services Note. If you have a capital loss on the dis- activity in which the partnership owns an inter-
position of an interest in a passive activity, the est. If you dispose of your entire interest in afor the purpose of enhancing the value of
loss may be limited by the capital loss rules. partnership, the passive activity losses fromthe property (or any other item of property
The limit is generally $3,000 for individuals. the partnership that have not been allowedif the basis of the property disposed of is
See Publication 544, Sales and Other Disposi- generally are allowed in full. They also will bedetermined in whole or in part by refer-
tions of Assets, for more information. allowed if the partnership disposes of all theence to the basis of that item of property).

property used in that passive activity.
If you do not dispose of your entire interest,For more information, see Regulations Treatment of excess losses. If all gain or

the gain or loss allocated to a passive activitysection 1.469–2(f)(5). loss realized on the disposition is recognized,
is treated as passive activity income or deduc-the excess of:
tion for the year of disposition. This includesRental of Property to a 1) Any loss from the activity for the tax year any gain recognized on a distribution of money

Nonpassive Activity (including losses carried over from prior from the partnership that you receive in ex-
years and any loss realized on the dispo- cess of the adjusted basis of your partnershipIf you rent property to a trade or business ac-
sition), over interest.tivity in which you materially participated, net

These rules also apply to the disposition ofrental income from the property is treated as 2) Net income or gain for the tax year from
stock in an S corporation.nonpassive income. This rule does not apply all other passive activities (taking into ac-

to net income from renting property under a count prior year disallowed losses), will
Dispositions by gift. If you give away any in-written binding contract entered into before not be treated as a loss from a passive
terest in a passive activity, the accumulatedFebruary 19, 1988. It also does not apply to activity.
unused passive activity losses allocable to theproperty just described under Rental of prop-
interest cannot be deducted in any tax year.erty incidental to a development activity . Example. Ray earned a $60,000 salary
Instead, the basis of the transferred interestand owned one passive activity through a 5%
must be increased by the amount of theseinterest in the B Limited Partnership. He soldLicensing of Intangible Property
losses.his entire interest in the current tax year to anby Pass-through Entities 

unrelated person for $30,000. His adjusted ba-
Net royalty income from intangible property Dispositions by death. If a passive activity in-sis in the partnership interest was $42,000,
held by a pass-through entity in which you own terest is transferred because the owner dies,and he had carried over $2,000 of passive ac-
an interest may be treated as nonpassive roy- accumulated unused losses are allowed (to ativity losses from the activity.
alty income. This applies if you acquired your certain extent) as a deduction against the de-Ray’s deductible loss is $5,000, figured as
interest in the pass-through entity after the cedent’s income in the year of disposition. Thefollows:
partnership, S corporation, estate, or trust cre- decedent’s losses are allowed only to the ex-

Sales price . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $30,000ated the intangible property or performed sub- tent they exceed the amount by which the
Minus: adjusted basis . . . . . . . . . . . . . . . . . . . . . 42,000stantial services or incurred substantial costs transferee’s basis in the passive activity has

for developing or marketing the intangible been increased under the rules for determin-Capital loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $12,000
property. ing the basis of property acquired from a dece-Minus: capital loss limit . . . . . . . . . . . . . . . . . . . . 3,000

This recharacterization rule does not apply dent. For example, if the basis of an interest inCapital loss carryover . . . . . . . . . . . . . . . . . . . . . $ 9,000
if: a passive activity in the hands of a transferee

Allowable capital loss on sale . . . . . . . . . . . . . $ 3,000 is increased by $6,000 and unused passive1) The expenses the entity reasonably in- Carryover losses allowable . . . . . . . . . . . . . . . . 2,000 activity losses of $8,000 were allocable to thecurred in developing or marketing the
Total current deductible loss . . . . . . . . . . . . . . $ 5,000 interest at the date of death, then the dece-property exceed 50% of the gross royal-

dent’s deduction for the tax year would be lim-ties from licensing the property that are
Ray deducts the $5,000 total current de- ited to $2,000 ($8,000 –  $6,000).includable in your gross income for the

ductible loss in the current tax year. He must
tax year, or

carry over the $9,000 capital loss, which is not Partial dispositions. If you dispose of a sub-
subject to the passive activity loss limit. He will2) Your share of the expenses the entity rea- stantial part of an activity during your tax year,
treat it as any other capital loss carryover.sonably incurred in developing or market- you may treat that part of an activity as a sepa-

ing the property for all tax years exceeded rate activity. However, to treat the disposition
Installment sale of an entire interest. If you25% of the fair market value of your inter- of a substantial part of an activity as a sepa-
sell your entire interest in a passive activityest in the intangible property at the time rate activity, you must show with reasonable
through an installment sale, to figure the lossyou acquired your interest in the entity. certainty:
for the current year that is not limited by the

1) The amount of prior year deductions and
passive activity rules, multiply your overall lossFor purposes of (2) above, capital expendi- credits disallowed under the passive ac-
(not including losses allowed in prior years) bytures are taken into account for the entity’s tax tivity rules that is allocable to the substan-
a fraction. The numerator (top part) of the frac-year in which the expenditure is chargeable to tial part of the activity, and
tion is the gain recognized in the current year,a capital account, and your share of the ex-

2) The amount of gross income and anyand the denominator (bottom part) is the gainpenditure is figured as if it were allowed as a
other deductions and credits that is allo-remaining to be recognized as of the begin-deduction for the tax year.
cable to the substantial part of the activityning of the year.
for the current tax year.Example. John Ash has a total gain ofDispositions $10,000 from the sale of an entire interest in a

Any passive activity losses (but not credits) passive activity. Under the installment method
that have not been allowed (including current he reports $2,000 of gain each year, including How To Report Your
year losses) generally are allowed in full in the the year of sale. For the first year, 20% Passive Activity Loss tax year you dispose of your entire interest in (2,000/10,000) of the losses are allowed. For

Reporting your passive activities may requirethe passive (or former passive) activity. How- the second year, 25% (2,000/8,000) of the re-
more than one form or schedule. The actualever, for the losses to be allowed, you must maining losses are allowed.
number of forms depends on the number anddispose of your entire interest in the activity in
types of activities you must report. Somea transaction in which all realized gain or loss Partners and S corporation shareholders.
forms and schedules that may be required are:is recognized. Furthermore, the person acquir- Generally, any gain or loss on the disposition

ing the interest from you must not be related to of a partnership interest must be allocated to ● Schedule C (Form 1040), Profit or Loss
you. each trade or business, rental, or investment From Business,
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● Schedule D (Form 1040), Capital Gains and share of its 1996 profits to Charles and Step One—Completing the Tax
Losses, Lily on line 1 of Schedule K–1, Form 1065. Forms Before Figuring the

They report that profit on Schedule E. In● Schedule E (Form 1040), Supplemental In- Passive Activity Loss Limits 
1995 they completed the Worksheets income and Loss, As far as they can, Charles and Lily complete
the instructions for Form 8582 and calcu-

● Schedule F (Form 1040), Profit or Loss the forms they usually use to report income or
lated that $2,600 of their distributiveFrom Farming, expenses from their activities. They enter their
share of Partnership #1’s 1995 loss was combined wages, $132,000, on Form 1040.● Form 4797, Sales of Business Property, disallowed by the passive activity rules. They complete line 9 of Schedule D showing

● Form 6252, Installment Sale Income, That loss is carried over to 1996 as a prior long-term capital gains of $15,300 from Part-
year unallowed Schedule E loss.● Form 8582, Passive Activity Loss Limita- nership #2 and $4,000 from Partnership #3.

tions, and Because Partnership #2 is a PTP, it is not en-
tered on Form 8582. Since the disposition of● Form 8582–CR, Passive Activity Credit 4) Partnership #2 is a PTP that holds a Partnership #3 represents a disposition of anLimitations. trade or business activity. In 1996 Charles entire interest in an activity with an overall loss

and Lily disposed of their entire interest in of $5,000, that partnership is also not enteredRegardless of the number or complexity of Partnership #2. They do not report that on Form 8582. They combine the PTP $1,200passive activities you have, you should use gain on Form 8582 because Partnership current year loss with its $2,445 prior yearonly one Form 8582. #2 is a PTP. They recognize a long-term loss, and also combine the Partnership #3The following example shows how to re-
capital gain of $15,300 ($25,300 selling $6,000 current year loss with its $3,000 priorport your passive activities. In this example, in
price minus $10,000 adjusted basis), year loss, and enter the two combinedaddition to Form 1040, Charles and Lily use
which they report on Schedule D. The amounts in column (g) on line 27 of ScheduleForm 8582 (to figure allowed passive activity

E, Part II. They enter the $4,000 profit frompartnership reports a $1,200 distributivedeductions), Schedule E (to report rental ac-
Partnership #1 in column (h). They completeshare of its 1996 losses to them on line 1tivities and partnership activities), Form 4797
Schedule E, Part I, through line 22. Since theirof Schedule K–1, Form 1065. They report(to figure the gain and allowable loss from as-
rental activities are passive, they must com-that loss on Schedule E. In 1995 they fol-sets sold that were used in the activities), and
plete Form 8582 to figure the deductiblelowed the instructions for Form 8582 andSchedule D (to report the sale of partnership
losses to enter on line 23.calculated that $2,445 of their distributiveinterests).

They enter the gain from the sale of theshare of Partnership #2’s 1995 loss was
section 1231 assets of Activity A on Formdisallowed by the passive activity rules.General Information 4797.That loss is carried over and added to theCharles and Lily are married, file a joint return,

$1,200 Schedule E loss. See the discus-and have combined wages of $132,000 in Step Two—Form 8582sion of PTPs in the instructions for Form1996. They own interests in the following ac-
and the Worksheets 8582.tivities. They are at risk for all of their invest-
Charles and Lily now complete Form 8582 andment in the activities. They did not materially
the worksheets that apply to their passive ac-participate in any of the business activities.

5) Partnership #3 holds a single trade or tivities. Because they are at risk for allThey actively participated in the rental real es-
business activity and is not a PTP. amounts invested in their activities, they dotate activities in 1996 and all prior years.
Charles and Lily sold their entire interest not complete Form 6198 before Form 8582.Char les  and L i l y  a re  no t  rea l  es ta te
in partnership #3 in November 1996. (The second part of this publication explainsprofessionals.
They recognize a $4,000 ($15,000 selling the at-risk rules.)1) Activity A is a rental real estate activity.
price minus $11,000 adjusted basis) long-The income and expenses are reported
term capital gain, which they report on Worksheet 1. Charles and Lily enter the gainson Schedule E. Charles and Lily’s records

and losses on Worksheet 1 for Activity A andSchedule D.show a loss from operations of $15,000 in
Activity B (rental real estate activities). TheyIn 1995 they completed the Work-1996. Their records also show a gain of
enter all amounts from the activities evensheets in the Form 8582 instructions and$2,776 in 1996 from the sale of section
though they already reported the gain ofcalculated that $3,000 of their distributive1231 assets used in the activity. That sec-
$2,776 from Activity A on Form 4797, since allshare of the partnership’s loss for 1995tion 1231 gain is reported in Part I of Form
income or loss from these activities must be4797. In 1995 they completed the Work- was disallowed by the passive activity
taken into account to figure the loss allowed.sheets in the instructions for Form 8582 rules. That loss is carried over to 1996 as

and calculated that $6,667 of Activity A’s a prior year unallowed Schedule E loss. 1)  They write ‘‘Activity A’’ on the first line
Schedule E loss for 1995 was disallowed Charles and Lily’s distributive share of under Name of activity. Then they enter:
by the passive activity rules. That loss is partnership losses for 1996 reported on a) $2,776 gain in column (a) from Formcarried over to 1996 as a prior year unal- line 1 of Schedule K–1, Form 1065 is 4797, line 2, column (h).lowed Schedule E loss. $6,000.

b) ($15,000) loss in column (b) from2) Activity B is a rental real estate activity. Its
Schedule E, line 22, column A.income and expenses are reported on

6) Partnership #4 is a limited partnershipSchedule E. Charles and Lily’s records c) ($6,667) prior year unallowed loss in
that holds a trade or business activity.show a loss from operations of $11,600 in column (c) from their worksheets used
Charles and Lily are limited partners who1996. In 1995 they completed the Work- in 1995.
did not meet any of the material participa-sheets in the instructions for Form 8582 They combine the three amounts. Since
tion tests. Their distributive share of 1996and calculated that $8,225 of Activity B’s the result, ($18,891), is an overall loss, they
partnership loss, reported on line 1 ofSchedule E loss for 1995 was disallowed enter it in column (e).

by the passive activity rules. That loss is Schedule K–1, Form 1065, is $2,400. In
2) Charles and Lily write ‘‘Activity B’’ on the

carried over to 1996 as a prior year unal- 1995 they completed the Worksheets in second line under Name of activity. Then
lowed Schedule E loss. the Form 8582 instructions and calcu- they enter:

lated that $1,500 of their distributive3) Partnership #1 holds a trade or business
a) ($11,600) loss in column (b) fromshare of loss for 1995 was disallowed byactivity and is not a publicly traded part-

Schedule E, line 22, column B.the passive activity rules. That loss is car-nership (PTP). (For a discussion of PTPs,
ried over to 1996 as a prior year unal-see the instructions for Form 8582.) Part- b) ($8,225) prior year unallowed loss in
lowed Schedule E loss.nership #1 reports a $4,000 distributive column (c) from their 1995 worksheets.
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Then they combine these two figures and of modified adjusted gross income. The Step Five—Completing
enter the total loss, ($19,825), in column (e). $138,655 is made up of their wages, Worksheet 4 

$132,000, plus their overall gain, $11,655,3) They separately add columns (a), (b), and Worksheet 4 must be completed if there is anfrom the entire disposition of Partnership(c). overall loss in column (e) of Worksheet 2 or#2, a PTP, plus their $5,000 overall loss
losses in column (d) of Worksheet 3 (or col-a) They enter $2,776 in column (a) on the from the entire disposition of partnership
umn (e) of Worksheet 1 if Worksheet 3 was‘‘Total’’ line and also on Form 8582, # 3 .
not needed). This worksheet allocates thePart I, line 1a. They reported on Schedule D long-
unallowed loss among the activities with anb) They enter ($26,600) in column (b) on term gains of $15,300 from the PTP dispo-
overall loss. Charles and Lily fill out Worksheetthe ‘‘Total’’line and also on Form 8582, sition and $4,000 from the partnership #3
4 with the activities from Worksheet 3. TheyPart I, line 1b. disposition. Also, on Schedule E they
have one activity showing a loss in Worksheetcombined the PTP 1996 loss of $1,200c) They enter ($14,892) in column (c) on 2, column (e). They fill in the names of the ac-with its prior year loss of $2,445, and com-the ‘‘Total’’line and also on Form 8582, tivities and the schedules or forms each will bebined the Partnership #3 1996 loss ofPart I, line 1c. reported on in the two left columns of Work-$6,000 with its prior year loss of $3,000.4) They combine lines 1a, 1b, and 1c, Form sheet 4.Netting these amounts gives them the8582, and put the net loss, ($38,716), on

PTP overall gain of $11,655 and the Part- 1) In column (a), they enter the losses fromline 1d.
nership #3 overall loss of $5,000 that Worksheet 2, column (e) and Worksheet
were used in figuring modified adjusted 3, column (d). These losses are entered
gross income. as positive numbers, not in brackets.Worksheet 2. Because Partnership #1 and

They add the numbers and enter the total,Partnership #4 are nonrental passive activi- 4) They subtract line 6 from line 5 and enter $36,943, on the Total line.ties, Charles and Lily enter the appropriate in- the result, $11,345, on line 7.
formation on Worksheet 2, similar to the way 2) They divide each of the losses in column
they reported their rental activities on Work- 5) They multiply line 7 by 50% and enter the (a) by the amount on the column (a) Total
sheet 1. Then they enter the totals on Form result, $5,673, on line 8. No matter what line, and enter each result in column (b).
8582, Part I, lines 2a through 2d. the result, they cannot enter more than These numbers must also add up to 1.00.

$25,000 on line 8. 3) Now they use the computation worksheetReporting income from column (d), Work-
for column (c) (see Worksheet 4 in the in-6) They enter the smaller of line 4 or line 8,sheets 1 and 2. Activities that have an overall
structions for Form 8582) to figure theor $5,673 on line 9.gain in column (d) are not used any further in
unallowed loss to allocate in column (c).the calculations for Form 8582. At this point,

7) They add the income on lines 1a and 2aoverall gain activities should be entered on the a) On line A of the computation work-
and enter the result, $6,776, on line 10.forms or schedules that would normally be sheet, they enter the amount from line

used. Charles and Lily have one activity with 3 of Form 8582, $41,216, as a positive8) They add lines 9 and 10 and enter the re-
an overall gain ($4,000 –  $2,600 =  $1,400). number.sult, $12,449, on line 11.
This is Partnership #1, which is shown in

b) On line B, they enter the amount fromWorksheet 2. They report this partnership in-
line 9 of Form 8582, $5,673.come directly on Part II, Schedule E. They

c) They subtract line B from line A andenter: Step Four—Completing
enter the result, $35,543, on line C. ThisWorksheet 3 1) ‘‘Partnership #1’’ on line C in column (a).
is the total unallowed loss.

2) ‘‘P’’ in column (b) since this entity is a Charles and Lily must complete Worksheet 3
partnership. since they have an overall loss in column (e) of They multiply line C, $35,543, by each of the

Worksheet 1 and an amount on line 9 of Form3) No entry in column (c) since it is not a for- ratios in column (b) and enter the results in col-
8582. This worksheet allocates the amount oneign partnership. umn (c). These amounts are the unallowed
line 9 (their special allowance for active partic- loss from each activity and must add up to4) The identification number in column (d). ipation rental real estate activities) between $35,543.5) A check mark in column (e) since all of Activity A and Activity B.

their investment is at risk.
Step Six—Using1) In the two left columns, they write the6) ($2,600), which is the prior year unal-

names of the activities, A and B, and the Worksheets 5 and 6 lowed Schedule E loss, in column (g).
schedules the activities are reported on, Charles and Lily now decide whether they7) $4,000, their distributive share of 1996 Schedule E. must use Worksheet 5, Worksheet 6, or bothprofit, in column (h).

to figure their allowed losses. If the loss from2) They fill in column (a) with the losses from
an activity entered on Worksheet 4 is reportedWorksheet 1, column (e). They add up the
on only one form or schedule, then Worksheetamounts, and enter the result, $38,716, inStep Three—Completing 5 is used. If an activity has a loss that is re-the ‘‘Total’’ line without brackets.Form 8582 ported on two or more schedules or forms (for

Charles and Lily fill out Part II, Form 8582, example, a loss that must be reported partly3) They figure the ratios for column (b) by di-
since they will need the figure on line 9 to com- on Schedule C and partly on Form 4797),viding each amount in column (a) by the
plete Worksheet 3. They enter all amounts as Worksheet 6 is used. Charles and Lily deter-amount on the Total line and entering the
though they were positive (without brackets mine that the activities they entered on Work-result in (b). These ratios, when added,
around losses). They then complete Part III of sheet 4 should go on Worksheet 5 since themust equal 1.00.
Form 8582. losses are reported on Schedule E only.

4)  They multiply the amount from line 9, (Worksheet 6 is not illustrated.)1) They enter $38,716 on line 4 since this is
Form 8582, $5,673, by each of the ratiosthe smaller of line 1d or line 3.
in Worksheet 3, column (b) and enter the Worksheet 5. They fill out Worksheet 5 with2) They enter $150,000 on line 5 since they
results on the appropriate line in column the activities from Worksheet 4.are married and filing a joint return.
(c). The total must equal $5,673.

1) They enter the names of the activities and3) They enter $138,655, their modified ad-
the schedules to be used in the two left5) They subtract column (c) from column (a)justed gross income, on line 6. See the in-
columns of Worksheet 5.structions for Form 8582 for a discussion and enter each result in column (d).
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2) In column (a), they enter the total loss for and B on Schedule E, Part I, line 23, because enter the amounts on the appropriate lines of
each activity. These losses include the these are rental properties. They report their their Form 1040. They enter:
current year loss plus the prior year unal- allowed loss from Partnership #4 on Sched- 1) The total Schedule D gain, $22,076, on
lowed loss. They find these amounts by ule E, Part II by writing: line 13.
adding columns (b) and (c) on Work- 1) The name of the activity on line 27D, col- 2) The Schedule E loss, ($21,094), on linesheets 1 and 2. umn (a), 17.

3) In column (b), they enter the unallowed 2) ‘‘P’’ in column (b),
loss for each activity already figured in Charles and Lily are now able to complete

3) The employer identification number in col-Worksheet 4, column (c). They must save their return, having limited their losses from
umn (d),this information to use next year in figur- their passive activities as required.

ing their passive losses. 4) A check mark in column (e) since all their
investment is at-risk, and4) In column (c), they figure their allowed

losses for 1996 by subtracting their unal- 5) ($148) in column (g).
lowed losses, column (b), from their total
losses, column (a). These allowed losses
are entered on the appropriate Step Seven—Finishing theschedules.

Reporting of the Passive
Activities 

Reporting allowed losses. Charles and Lilly Charles and Lily summarize the entries on
enter their allowed losses from Activities A Schedule E, Schedule D, and Form 4797, and
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losses (discussed later under Recapture Rule through entity engaged in holding real prop-
). erty placed in service before 1987. This ex-At-Risk Limits 

ception does not apply to holding mineral
The at-risk rules limit your losses from most property.Disallowed losses. Any loss from an activity
activities to your amount at risk in the activity. Personal property and services that are in-that is not allowed in a tax year because of the
The at-risk rules must be applied before the cidental to making real property available asat-risk limits is treated as a deduction for the
passive activity rules discussed in the first part living accommodations are included in the ac-activity in the next tax year.
of this publication. tivity of holding real property. For example,

making personal property, such as furniture,Form 6198. Form 6198, At-Risk Limitations, is
Amount at risk. You are at risk in any activity and services available when renting a hotel orused to figure how much loss from an activity
for: motel room or a furnished apartment is consid-you can deduct. You must file Form 6198 with

ered incidental to making real property availa-your tax return if:1) The money and adjusted basis of prop-
ble as living accommodations.erty you contribute to the activity, and 1) You have a loss from any part of an activ-

2) Amounts you borrow for use in the activity ity that is covered by the at-risk rules, and
Exception for equipment leasing by aif: 2) You are not at risk for some of your in- closely held corporation. If a closely held

a) You are personally liable for repay- vestment in the activity. corporation is actively engaged in equipment
ment, or leasing, the equipment leasing is treated as a

separate activity not covered by the at-riskb) You pledge property (other than prop-
Loss limits for partners and S corporation rules. A closely held corporation is actively en-erty used in the activity) as security for
shareholders. Three separate limits apply to gaged in equipment leasing if 50% or more ofthe loan.
a partner’s or shareholder’s distributive share its gross receipts for the tax year are from
of a loss from a partnership or S corporation. equipment leasing.See At-Risk Amounts, later.
The limits determine the amount of the loss Equipment leasing. Equipment leasing
each partner or shareholder can deduct on his means the leasing, purchasing, servicing, andTaxpayers affected. The at-risk limits apply
or her own return. These limits and the order in selling of equipment that is section 1245 prop-to individuals and to certain closely held cor-
which they apply are: erty. Section 1245 property is any depreciableporations (other than S corporations).

or amortizable property that is:Closely held corporation. For the at-risk 1) The adjusted basis of:
rules, a corporation is a closely held corpora- 1) Personal property,a) The partner’s partnership interest, or
tion if at any time during the last half of the tax

2) Other tangible property (other than ab) The shareholder’s stock plus any loansyear, more than 50% in value of its outstand-
building or its structural components) thatthe shareholder makes to theing stock is owned directly or indirectly by or
is:corporation,for five or fewer individuals.

To figure if more than 50% in value of the a) Used in manufacturing, production, or2) The at-risk rules, and
stock is owned by five or fewer individuals, ap- extraction or in furnishing transporta-3) The passive activity rules.ply the following rules: tion, communications, energy, water, or

sewage disposal,1) Stock owned directly or indirectly by or for See Limits on Losses in Publication 541,
a corporation, partnership, estate, or trust b) A research facility used for the activitiesPartnerships, and Limitations on Losses, De-
is considered owned proportionately by in (a), orductions, and Credits in Shareholder’s Instruc-
its shareholders, partners, or tions for Schedule K–1 (Form 1120S). c) A bulk storage facility used for the activ-beneficiaries.

ities in (a),
2) An individual is considered to own the Activities Covered 3) A single purpose agricultural or horticul-stock owned directly or indirectly by or for

tural structure, orby the At-Risk Rules his or her family. Family includes only
If you are involved in one of the following activ-brothers and sisters (including half-broth- 4) A storage facility (other than a building or
ities, you are subject to the at-risk rules.ers and half-sisters), a spouse, ancestors, its structural components) used for the

and lineal descendants. distribution of petroleum.1) Farming.
3) If a person holds an option to buy stock, 2) Exploring for, or exploiting, oil and gas as

However, equipment leasing does not in-he or she is considered to be the owner of a trade or business or for the production
clude leases of master sound recordings andthat stock. of income.
similar contractual arrangements for tangible

4) When applying rule (1) or (2), stock con- 3) Holding, producing, or distributing motion or intangible assets associated with literary,
sidered owned by a person under rule (1) picture films or video tapes. artistic, or musical properties, such as books,
or (3) is treated as actually owned by that lithographs of artwork, or musical tapes. A4) Equipment leasing, that is, leasing sectionperson. Stock considered owned by an in- closely held corporation cannot exclude these1245 property, including personal prop-dividual under rule (2) is not treated as leasing activities from the at-risk rules norerty and certain other tangible propertyowned by the individual for again applying count them as equipment leasing for the grossthat is depreciable or amortizable. Seerule (2) to consider another the owner of receipts test.Equipment leasing, later.that stock. The equipment leasing exclusion is not

5) Exploring for, or exploiting, geothermal5) Stock that may be considered owned by available for leasing activities related to other
deposits (for wells started after Septem-an individual under either rule (2) or (3) is at-risk activities, such as motion picture films
ber 1978).considered owned by the individual under and video tapes, farming, oil and gas proper-

6) Any other activity not included in (1)rule (3). ties, and geothermal deposits. If a closely held
through (5) that is carried on as a trade or corporation leases a video tape, it cannot ex-
business or for the production of income. clude this leasing activity from the at-risk rulesLoss defined. A loss is the excess of allowa-

under the equipment leasing exclusion.ble deductions from the activity for the year
(including depreciation or amortization al- Exception for holding certain real prop- Controlled group of corporations. A
lowed or allowable, disregarding the at-risk erty. The at-risk rules do not apply to the hold- controlled group of corporations is subject to
limits) over income received or accrued from ing of real property placed in service before special rules for the equipment leasing exclu-
that activity during the year. Income does not 1987. They also do not apply to the holding of sion. See section 465(c) of the Internal Reve-
include income from the recapture of previous an interest acquired before 1987 in a pass- nue Code.
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Special exception for qualified corpora- of section 1245 property that is placed in ser- be taken into account as security if it is directly
tions. A qualified corporation is not subject to vice in any tax year of the partnership or S cor- or indirectly financed by debt that is secured
the at-risk limits for any qualifying business poration is treated as one activity. by property you contributed to the activity.
carried on by the corporation. Each qualifying If you borrow money to finance a contribu-
business is treated as a separate activity. tion to an activity, you cannot increase yourAggregation of Activities 

A qualified corporation is a closely held amount at risk by the contribution and theActivities that are a trade or business and that
corporation, defined earlier under Taxpayers amount borrowed to finance the contribution.are not required to be treated as separate ac-
affected, that is not: You may increase your at-risk amount onlytivities are treated as one activity if:

once.
1) A personal holding company, 1) The taxpayer actively participates in the You are not considered at risk for your

management of the trade or business, or share of any nonrecourse loan used to fi-2) A foreign personal holding company, or
nance the activity or to acquire property used2) The trade or business is carried on by a3) A personal service corporation (defined in in the activity unless the loan is secured bypartnership or S corporation and 65% orsection 269A(b) of the Internal Revenue property not used in the activity. If you borrowmore of its losses for the tax year are allo-Code, but determined by substituting 5% money to contribute to the activity and thecable to persons who actively participatefor 10%). lender’s recourse is only to your interest in thein the management of the trade or
activity or to the property used in the activity,business.

Qualifying business. A qualifying busi- the loan is nonrecourse and does not increase
ness is any active business if all of the follow- your amount at risk.Active participation depends on all the
ing apply: Even though you are personally liable forfacts and circumstances. Factors that indicate

the repayment of a borrowed amount or youactive participation include making decisions1) During the entire 12–month period ending
secure a borrowed amount with property otherinvolving the operation or management of theon the last day of the tax year, the corpo-
than property used in the activity, you are notactivity, performing services for the activity,ration had at least:
considered at risk if you borrowed the moneyand hiring and discharging employees. Fac-

a) One full-time employee whose services from a person having an interest in the activitytors that indicate a lack of active participation
were in the active management of the (other than as a creditor) or from someone re-include lack of control in managing and oper-
business, and lated to a person (other than you) having an in-ating the activity, having authority only to dis-

terest in the activity. This does not apply tocharge the manager of the activity, and havingb) Three full-time nonowner employees
amounts borrowed by a corporation from itsa manager of the activity who is an indepen-whose services were directly related to
shareholders. dent contractor rather than an employee.the business. A nonowner employee

Related persons. Related personsdoes not own more than 5% in value of
include:Partners and S corporation shareholders.the outstanding stock of the corpora-

Partners or shareholders may aggregate cer- 1) Members of the family, but only brotherstion at any time during the tax year.
tain activities their partnership or S corpora- and sisters (both whole- and half-blood),(The rules for constructive ownership of
tion engages in. These activities are: spouse, ancestors (parents, grandpar-stock in section 318 of the Internal Rev-

ents, etc.), and lineal descendants (chil-enue Code apply. However, in applying 1) Films and video tapes,
dren, grandchildren, etc.),these rules, an owner of 5% or more,

2) Farms,rather than 50% or more, of the value 2) Two corporations that are members of
3) Oil and gas properties, andof a corporation’s stock is considered the same controlled group of corpora-

to own a proportionate share of any 4) Geothermal properties. tions determined by applying a 10% own-
stock owned by the corporation.) ership test,

For example, to apply the at-risk rules for2) Deductions due to the business that are 3) The fiduciaries of two different trusts, or
1996, partners and S corporation sharehold-allowable to the corporation as business the fiduciary and beneficiary of two differ-
ers can treat all of the partnership’s or S cor-expenses and as contributions to certain ent trusts, if the same person is the gran-
poration’s films and video tapes as oneemployee benefit plans for the tax year tor of both trusts,
activity.exceed 15% of the gross income from the 4) Certain educational or charitable organi-

business, and zations and a person who directly or indi-
At-Risk Amounts rectly controls one of these organizations,3) The business is not an excluded busi-
You are considered at risk in an activity to theness. Generally, an excluded business in- 5) A corporation and an individual who owns
extent of your cash and the adjusted basis ofvolves leasing section 1245 equipment, directly or indirectly more than 10% of the
other property you contribute to the activity.discussed earlier under Equipment leas- value of the outstanding stock of the
Your at-risk amount also includes your shareing, and any business involving the use, corporation,
of partnership net income that you do not with-exploitation, sale, lease, or other disposi-

6) A trust fiduciary and a corporation ofdraw and certain amounts borrowed for usetion of master sound recordings, motion
which more than 10% in value of the out-in that activity. However, if the borrowedpicture films, video tapes, or tangible or
standing stock is owned directly or indi-amounts are from nonrecourse financing orintangible assets associated with literary,
rectly by or for the trust or by or for theloss-limiting arrangements, see Amounts Notartistic, musical, or similar properties.
grantor of the trust,At Risk, later.

7) The grantor and fiduciary, or the fiduciary
Amounts borrowed. You are at risk for and beneficiary, of any trust,Separation of Activities 
amounts borrowed to use in the activity if you 8) A corporation and a partnership if theThe activity involving each film or video tape, are personally liable for repayment. You are same persons own over 10% in value ofitem of leased section 1245 equipment, farm, also at risk if the amounts borrowed are se- the outstanding stock of the corporationoil and gas property, or geothermal property is cured by property other than property used in and more than 10% of the capital interestgenerally treated as a separate activity. In the activity. In this case, the amount consid- or the profits interest in the partnership,addition, each activity for the production of in- ered at risk is the net fair market value of your

9) Two S corporations if the same personscome that is not a trade or business is treated interest in the pledged property. The net fair
own more than 10% in value of the out-as a separate activity. market value of property is its fair market value
standing stock of each corporation,(determined on the date the property is

Leasing by a partnership or S corporation. pledged) less any prior (or superior) claims to 10) An S corporation and a regular corpora-
For a partnership or S corporation, all leasing which it is subject. However, no property will tion if the same persons own more than
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10% in value of the outstanding stock of liability to which you are exposed. You can in-Amounts Not At Risk 
each corporation, clude in the amount you have at risk the

You are not considered at risk for amounts amount of any premium which you paid from11) A partnership and a person who owns di- protected against loss through nonrecourse fi- your personal assets for the insurance. How-rectly or indirectly more than 10% of the nancing, guarantees, stop loss agreements, or ever, if you obtain casualty insurance or insur-capital or profits of the partnership, other similar arrangements. ance protecting yourself against tort liability, it
12) Two partnerships if the same persons di- does not affect the amount you are otherwise

Nonrecourse financing. You generally arerectly or indirectly own more than 10% of considered to have at risk.
not considered at risk for amounts protectedthe capital or profits of each, and
against loss through nonrecourse financing.

13) Two persons who are engaged in busi- Reductions ofNonrecourse financing is financing for which
ness under common control. you are not personally liable. However, this Amounts At Risk 

does not apply to qualified nonrecourse fi- The amount you have at risk in any activity is
To determine the direct or indirect owner- nancing secured by real property used in the reduced by any losses allowed in previous

ship of the outstanding stock of a corporation, holding of real property. years under the at-risk rules. It may also be re-
apply the following rules. Qualified nonrecourse financing is financ- duced because of distributions you received

ing for which no one is personally liable for re-1) Stock owned directly or indirectly by or for from the activity, debts changed from re-
payment and that is:a corporation, partnership, estate, or trust course to nonrecourse, or the initiation of a

is considered owned proportionately by or stop-loss or similar agreement. If the amount1) Borrowed by you in connection with the
for its shareholders, partners, or at risk is reduced below zero, your previouslyactivity of holding real property,
beneficiaries. allowed losses are subject to recapture, as ex-

2) Secured by real property used in the plained next.2) Stock owned directly or indirectly by or for activity,
an individual’s family is considered owned

3) Not convertible from a debt obligation toby the individual. The family of an individ- Recapture Rule 
an ownership interest, andual includes only brothers and sisters If the amount you have at risk in any activity at

(both whole- and half-blood), a spouse, 4) Loaned or guaranteed by any federal, the end of any tax year is less than zero, you
ancestors, and lineal descendants. state, or local government, or borrowed must recapture at least part of your previously

by you from a qualified person. allowed losses. You do this by adding to your3) Any stock in a corporation owned by an
income from the activity for that year theindividual (other than by applying rule (2))

A qualified person actively and regularly smaller of the following amounts:is considered owned directly or indirectly
engages in the business of lending money.by the individual’s partner. 1) The negative at-risk amount (treated as a
The most common example is a bank. positive amount), or4) When applying rule (1), (2), or (3), stock A qualified person is not:

considered owned by a person under rule 2) The total amount of losses deducted in
1) A person related to you. However, a per-(1) is treated as actually owned by that previous tax years beginning after 1978,

son related to you may be a qualified per-person. But if a person constructively minus any amounts you previously added
son if the nonrecourse financing is com-owns stock because of rule (2) or (3), he to your income from that activity under
mercially reasonable and on the sameor she does not own the stock for pur- this recapture rule.
terms as loans involving unrelatedposes of applying either rule (2) or (3) to
persons.make another person the constructive Do not use the recapture income to reduce

owner of the same stock. any net loss from the activity for the tax year.2) A person from which the taxpayer ac-
Instead, treat the recaptured amount as a de-quired the property or a person related to
duction for the activity in the next tax year.such a person.

Effect of government price support pro- 3) A person who receives a fee due to your
Pre-1979 activity. If the amount you had atgrams. To apply the at-risk rules to farming investment in the real property or a per-
risk in an activity at the end of your tax yearoperations, a government target price pro- son related to that person.
that began in 1978 was less than zero, you ap-gram (such as provided by the Agriculture and
ply the preceding rule for the recapture ofConsumer Protection Act of 1973) or other
losses by substituting that negative amount forgovernment price support programs for a

Other loss limiting arrangements. Your cap- zero. For example, if your at-risk amount forproduct that you grow does not, without agree-
ital, including any equity capital you have con- your tax year was minus $50, you will recap-ments limiting your costs, reduce the amount
tributed, is not at risk in the activity if you are ture losses only when your at-risk amountyou have at risk.
protected against economic loss by an agree- goes below minus $50.
ment or arrangement for compensation or re-

Effect of increasing amounts at risk in sub- imbursement. For example, you are not at risk
sequent years. To apply the at-risk limits, any if you will be reimbursed for part or all of any
loss that is allowable in a particular year loss because of a binding agreement between How To Get Morereduces your at-risk investment (but not below yourself and another person.
zero) as of the beginning of the next tax year Information Example 1. In livestock feeding opera-and in all succeeding tax years for that activity.

tions, some commercial feedlots offer to reim-If you have a loss that is more than your at-risk
burse investors against any loss sustained onamount, the loss disallowed will not be al-
sales of the fed livestock above a stated dollarlowed in later years unless you increase your
amount per head. Under such ‘‘stop loss ’’ or-at-risk amount. Losses that are suspended be-
ders, the investor is at risk only for the portion You can get help from the IRS in several ways.cause they are greater than your investment
of the investor’s capital for which the investorthat is at risk are treated as a deduction for the
is not entitled to a reimbursement.activity in the following year. Consequently, if Free publications and forms. To order free

your amount at risk increases in later years, Example 2. You are personally liable for a publications and forms, call 1–800–TAX–
you may deduct previously suspended losses mortgage, but you separately obtain insurance FORM (1–800–829–3676). You can also write
to the extent that the increases in your amount to compensate you for any payments you to the IRS Forms Distribution Center nearest
at risk exceed your losses in later years. How- must actually make because of your personal you. Check your income tax package for the
ever, your deduction of suspended losses may liability. You are considered at risk only to the address. Your local library or post office also
be limited by the passive loss rules. extent of the uninsured portion of the personal may have the items you need.
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For a list of free tax publications, order publications electronically. See Quick and or telephone book for the local number, or you
Publication 910, Guide to Free Tax Services. It Easy Access to Tax Help and Forms in your in- can call 1–800–829–1040.
also contains an index of tax topics and re- come tax package for details. If space permit-
lated publications and describes other free tax ted, this information is at the end of this

TTY/TDD equipment. If you have access toinformation services available from IRS, in- publication.
TTY/TDD equipment, you can call 1–800–cluding tax educat ion and assistance
829–4059 to ask tax questions or to orderprograms.

Tax questions. You can call the IRS with your forms and publications. See your income taxIf you have access to a personal computer
and modem, you also can get many forms and tax questions. Check your income tax package package for the hours of operation.
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