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Who is Eric Shadowens?

• I’ve been at Summit for less than a year

• Public accounting for over 25 years while working at 
regional and small firms

• Began specializing in real estate tax about 8 years ago

• Over 90% of my clients are real estate investors

• Love working in public accounting and real estate



Tips of the Day

• Website:

• BiggerPockets.com (real estate investment website on steroids)

• Real Estate Tax Experts:

• Brandon Hall, CPA – Hall CPA

• Amanda Han, CPA – Tax Strategies for the Savvy Real Estate Investor

• Michael Plaks, EA – See him on BiggerPockets

• Reading:

• Every Landlord’s Tax Deduction Guide – Stephen Fishman

• Software:

• Stessa.com – Great software alternative to QuickBooks and FREE!

• Don’t let your client hear about real estate tax strategies from 
anyone but you!

• Well, I was reading about this 1031 thing…

• My friend was telling me about a cost segregation…



 Passive Activity (page 345)

 Real Estate Professional Exception (page 345)

 SE Tax on Rental Income (page 339)

 Tangible Property Regulations (page 330)

 At-Risk Rules (page 341)

What’s on the Menu for Today



Passive Activity (page 345)

 Losses from rental activities used to be easy to offset with 
ordinary income

 The Tax Reform Act of 1986 changed the way rental losses 
could be used and introduced “Passive Activity”

 Passive rental losses cannot offset ordinary income 

 All rental activities are now considered “per se” passive 
unless an investor can meet one of 2 exceptions
 Small Landlord Exception

 Real Estate Professional Exception (REPS)



Small Landlord Exception
 Rental losses of a passive investor:

 Passive income reduces passive rental losses
 Remaining losses are suspended and carried forward 

to future years
 Interest, dividends, annuities and royalties are 

considered portfolio income and are not netted with 
rental losses

 Losses are limited to $25,000 when:
 Modified AGI needs to be less than $100,000

 No losses are deductible if:
 Modified AGI is greater than $150,000



Passive Rental w/$25,000 
Deductible Loss



Passive Rental w/$25,000 
Suspended Loss



Form Schedule E - page 1



Form 8582 Passive Activity Loss 
Limitations

 Example of passive activity 8582



Passive Activity

 REMINDER – Look for the prior year unallowed loss
 Some clients move between tax advisors often and this carryforward 

often fails to get included on the next year return and is forgotten
 New client who had prior year unallowed losses of about $40k that didn’t 

get carried forward.  They were in the 24% tax bracket so finding this 
carryforward helped save them close to $10k in federal taxes when they 
sold the property



Real Estate Professional Exception 
(page 346)

 General Requirements to Qualify:
 More than 50% of time spent is spent on real 

estate activities and materially participate;
 The total amount of time spent is at least 750 

hours per year in a real estate activity and 
materially participate; and

 You materially participate in the rental 
activities

 Very difficult for W-2 earner to qualify
 Property managers could make it hard to 

qualify



Material Participation (page 348)

 General Requirements to Qualify:
 7 material participation tests and just need to pass 

one
 Participation is > 500 hours in tax year
 Substantial participation (includes non-owner 

participation)
 > 100 hours and more than anyone else (includes 

non-owner participation)
 4 others

 President Trump may have met the 5 of last 10-year 
test during his time in office when questions were 
raised on his leaked tax returns



Material Participation - Continued
 General Requirements to Qualify:

 Customary work performed by owner of 
activity

 Married filing joint filers can combine their 
time to meet material participation (cannot 
combine time to count REPS)

 Grouping election



Reconciling REPS

 Schedule E page 2
 REMINDER  - It’s important to designate the 

rental real estate activities that meet the 
exception on this line.  However, this does not 
guarantee REPS 



Grouping Rental Activities

 This election is made to group all the taxpayers' rental 
activities together for the material participation test



Examples of Recent Client 
Situations

 Do the following scenarios meet REPS?
 Full-time W2 employee with a $55k loss from an 

investment in a real estate syndication
 Full-time college professor who also has 

monthly National Guard duty with a real estate 
broker business and less than 10 SFR rentals

 Full-time W2 employee with a STR which he 
does his own maintenance and property 
management
 Cost Segregation 



Real Estate Professional With 
W-2 Activity



Examples of REPS Activities
 Showing the property for rental, taking tenant applications, 

screening tenants, cleaning and preparing units for rent, 
doing improvements, purchasing supplies and materials, 
inspecting the property, collecting rents, responding to 
tenant complaints

 Have a property manager?  It’s much more difficult to meet 
the exception because PM’s do most all the work.  Also, 
investing activities do not count if using a PM

 No property manager?  Investing activities count, but not 
good to have a significant amount of investing activities 
helping to qualify for REPS

 Investing activities would include reading financial reports, 
organizing records, paying bills, reading real estate manuals 
or time spent riding around looking for new rental properties

 Where is the list of activities provided by IRS to help the 
taxpayer?  There isn’t necessarily a list, but you can compile 
examples of activities through court cases



Tax Court Cases - Fascinating

 Probably not good to report time collecting rent for a property that was 
not rented during the period of audit (Antonyshyn, TC Memo 2018-169)

 Logging 93+ hours of snow removal is not allowable because nothing in 
the terms of the lease indicated the landlord was responsible for snow 
removal (Hairston, TC Memo 2019-104)

 Is it possible to work a full-time W2 job, gamble excessively and work an 
additional 7-11 hours every day of the year in a rental activity (Ostrom, TC 
Memo 2017-118)

 Taxpayer failed to establish how many hours he spent in non-real estate 
activities to prove the more 50% requirement of time spent (Merino, TC 
Memo 2013-167)

 A teacher lost their battle on REPS because hours reported were not 
reasonable including the taxpayer recording time spent on a rental 
activity exceeding 24 hours in a day (Escalante, TC Summary Opinion 2015-
47)



Documenting REPS Hours

 REMINDER  - The taxpayer should document which spouse 
performed the duty because as part of material participation 
both spouses time counts to qualify

 Substantiating participation – Reasonable means – identifying 
service, time spent based on contemporaneous appointment 
books, calendars, or narrative summaries

 Clients will ask how to document their time – this chart comes 
from the IRS Passive Activity Audit Technique Guide page 4-16



SE Tax on Rental Income (page 339)

 Generally, rent payments for living spaces are not subject to SE tax even if 
it’s a trade or business
 Common error is to have taxpayer make S-election thinking it will help 

reduce SE tax on rental income

 Real estate dealers are subject to SE tax (investors who buy distressed 
homes and “flip” them would be an example)

 Landlord provides substantial service for the convenience of the occupant 
of the property
 Maid service, transportation to and form events, provide meals, mail 

delivery, etc



Mid-term Rentals (page 346)

 REMINDER - Average period customer use = 30 days or less 
AND owner provides significant personal services is not 
considered a rental activity and is subject to SE tax



Short-term Rentals (page 346)



Interesting Tax Facts Regarding STRs
 If average guest stay is less than 7 days, only material 

participation must be met to offset any losses with ordinary 
income

 STRs offering substantial services would be reported on 
Schedule C of personal return (if single-member or sole 
proprietor) and subject to SE tax

 REMINDER  - Building is depreciated over 39 years

 Personal use should be less than 14 days or 10% of total 
rented days

 Working days on your STR do not count as personal



Tangible Property Regulations 
(page 330)

 Wouldn’t life be easier if our client knew what to capitalize?

Presenter Notes
Presentation Notes
Would you love to have a client that had a decent understanding of capitalizing assets?  This client posts his cost he believes should be capitalized in an account on the P&L.  In addition, he posts the entire mortgage payment as an expense.  This helps him have an understanding of cash flow through the year and then we make a journal entry at 12/31.  



Tangible Property Regulations 
(page 330)

 But instead, you get something like this?

Presenter Notes
Presentation Notes
Sometimes we might have to dig a little deeper to find assets to capitalize.  We’ll highlight the big numbers and then ask the client for more detail.



Tangible Property Regulations 
(page 330)

 Safe harbors 

 BAR – betterment, adaptation and restoration

 Unit of Property – plumbing, electrical, HVAC, escalator, 
elevator, fire protection and alarm, Gas distribution and 
security

Presenter Notes
Presentation Notes
But maybe as a reviewer you get to the point you’re looking at the return and see some large amounts that didn’t get questioned?  Maybe the preparer was happy enough that everything balanced and didn’t see an issue with large amounts?  What would be some good advice to the preparer?



Routine Maintenance Safe Harbor 
(page 334)

 Maintenance on a building or building system expected to be performed 
at least once over a 10-year period
 Actual performance not required

 Can’t be a pre-existing defect fix

 REMINDER – have a routine maintenance written plan



De Minimis Safe Harbor (page 330)

 Annual election and Per invoice or item expense

 Allows deductions of $2,500 ($5,000 with applicable financial 
statement)

 Anti-abuse rule – can’t split invoices to stay within dollar limits



Safe Harbor for Small Taxpayers   
(page 335)

 Annual election to expense cost – of building improvements – total cost 
of repairs – not exceeding 2% of building unadjusted basis or $10,000 
whichever is less if:
 3 preceding years – average annual gross receipts < $10,000,000
 Buildings unadjusted basis = to or < $1,000,000
 Not a change in accounting method

 REMINDER – Repairs, maintenance costs under de minimis safe harbor 
and routine maintenance are included in total cost of repairs



At-risk Rules (page 341)

Do you want 
to add on At 

Risk with 
that order?



At-risk Rules (page 341)

 Can the taxpayer deduct this loss on his personal return?
 Would a distribution from this partnership be taxable?

 Beyond today’s scope of presentation



Buckets of Activity

 Tax Basis 704(d) -
 Basis can never go negative

 Any losses in excess of basis are disallowed and carried forward 

 At-risk Basis (465) -
 Must apply At risk rule before passive activity loss limits

 Decreases can cause a negative balance, but losses are suspended 
and carried forward

 Passive Activity (469)



Tax and At-Risk Comparison



Partnership K1 - Sections K and L

 Beginning tax basis equals $251,412 + $320,382 + $127,379 = 
$699,173

 Beginning at risk basis equals $320,382 + $127,379 = $447,761

 K-1 – nonrecourse is not at risk, qualified nonrecourse could 
be at risk, recourse is generally at risk 



Form 6198 – At-Risk Limitations



Wrapping It Up

Presenter Notes
Presentation Notes
Thanks for your time.
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