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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

0 527 Residential Rental Property
(Including Rental of Vacation Homes)

0 541 Tax Information on Partnerships
0 589 Tax Information on S Corporations

Form (and Instructions)

0 4952 Investment Interest Expense
Deduction

0 6198 At-Risk Limitations
[J 8582 Passive Activity Loss Limitations

0 8582-CR Passive Activity Credit
Limitations

Ordering publications and forms. To order
free publications and forms, call our toll-free
telephone number, 1-800—TAX-FORM (1-
800-829-3676). You can also write to the In-
ternal Revenue Service Forms Distribution
Center nearest you. Check your income tax
package for the address.



Telephone help for hearing-impaired per-
sons. If you have access to TDD equipment,
you can call 1-800-829-4059 with your tax
questions or to order forms and publications.
See your tax package for the hours of
operation.

Passive Activity Limits

Before you use the passive activity rules, de-
termine your amount at risk in the activity.
The at-risk rules are explained in the second
part of this publication. After you figure your
amount at risk, apply the rules in this part to
find your passive activity losses and the
amount you can deduct.

In general, you are allowed to deduct pas-
sive activity losses only from passive activity
income. The excess is carried forward to the
following year or years until used, or until you
dispose of your entire interest in the activity in
a fully taxable transaction. See Dispositions,
later.

You can take passive activity credits only
from tax on net passive income. Passive activ-
ity credits include the general business credit
and other special business credits, such as the
orphan drug credit and the credit for fuel pro-
duced from a nonconventional source. Credits
in excess of the tax on income from passive
activities are also carried forward.

Unallowed passive activity credits, unlike
unallowed passive activity losses, are not de-
ductible when you dispose of your entire inter-
est in an activity. However, you can elect to in-
crease the basis of your interest in the activity
by the amount of the original basis reduction
for the credit to the extent that the credit was
not allowed because of the passive activity lim-
its. You cannot elect to adjust the basis for a
partial disposition of your interest in a passive
activity. See Form 8582-CR, Passive Activity
Credit Limitations, for more information.

Treatment of former passive activities. A
former passive activity is an activity that is not
a passive activity in the current tax year, but
was a passive activity in any earlier tax year. If
a former passive activity has net income in the
current year and a prior year unallowed loss,
you can offset the net income for that activity
by the prior year unallowed loss (but not below
zero). Treat any remaining prior year unal-
lowed loss like you treat any other passive
loss.

You can offset the allocable part of your
current year tax liability with any prior year
unallowed passive activity credits from that ac-
tivity. The allocable part of your current year
tax liability refers to that part of this years tax li-
ability that is allocable to the current year net
income from the former passive activity. This is
figured after you reduce your net income from
a former passive activity by any prior year
unallowed loss from that activity (but not below
zero).
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Who Must Use These Rules

The passive activity rules apply to:
1) Individuals,
2) Estates,
3) Trusts (other than grantor trusts),
4) Personal service corporations, and
5) Closely held corporations.

Even though the limits do not apply to gran-
tor trusts, partnerships, and S corporations di-
rectly, they do apply to the owners of such
entities.

Personal service corporation. For the pas-
sive activity rules, a corporation is a personal
service corporation if it meets all of the follow-
ing requirements.

1) Itis a corporation (otherthanan S
corporation).

2) Its principal activity during the “testing pe-
riod” is performing personal services. The
testing period for any tax year is the previ-
ous tax year. If the corporation has just
been formed, the testing period begins on
the first day of its tax year and ends on the
earlier of:

a) The last day of its tax year, or

b) The last day of the calendar year in
which its tax year begins.

3) The services in (2) must be substantially
performed by employee-owners. This is
met if more than 20% of the corporation’s
compensation cost for its activities of per-
forming personal services during the test-
ing period is performed by employee-
owners.
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Its employee-owners own more than 10%
of the fair market value of its outstanding
stock on the last day of the testing period.

Personal services. Personal services are
those in the fields of health, law, engineering,
architecture, accounting, actuarial science,
performing arts, and consulting.

Employee-owners. A person is an em-
ployee-owner of a personal service corpora-
tion if both of the following apply.

1) He or she is an employee, or performs
personal services for or on behalf of the
corporation as an independent contractor,
during any day of the testing period, and

2) He or she owns any stock in the corpora-
tion at any time during the testing period.

Closely held corporation. A corporation is
closely held if all of the following apply.

1) Itis a corporation (otherthanan S
corporation).

2) Itis not a personal service corporation,
defined earlier.

3) Atany time during the last half of the tax
year, more than 50% of the value of its
outstanding stock is directly or indirectly
owned by five or fewer individuals. “Indi-
vidual” includes certain trusts and private
foundations.

Identifying Your Activities
(Final Rules)

Caution: Generally, the rules in this sec-
tion are effective for tax years ending after May
10, 1992. However, for tax years that ended
after May 10, 1992, but began before October
4,1994, you can use the rules discussed later
under Identifying Your Activities (Proposed
Rules). For your tax year that included May 10,
1992, you have another choice. You can in-
stead choose to use the rules in expired Tem-
porary Regulation 1.469-4T.

To determine your passive losses, you
must first identify your activities. You may treat
one or more trade or business activities or
rental activities as a single activity if those ac-
tivities form an appropriate economic unit
for measuring gain or loss under the passive
activity rules.

Appropriate Economic Units
Generally, to determine if more than one activ-
ity forms an appropriate economic unit, you
must consider all the relevant facts and cir-
cumstances. You may use any reasonable
method of applying the relevant facts and cir-
cumstances in grouping activities. The follow-
ing factors have the greatest weight in deter-
mining whether activities are treated as an
appropriate economic unit. All of the factors do
not have to apply to treat more than one activ-
ity as a single activity. The factors that you
should consider are:

1) The similarities and differences in the
types of trades or businesses,

2) The extent of common control,
3) The extent of common ownership,
4) The geographical location, and

5) The reliance between or among activities
which includes the extent that the
activities:

a) Purchase or sell goods between or
among themselves,

b) Involve products or services that are
generally provided together,

c) Have the same customers,
d) Have the same employees, or

e) Use a single set of books and records
to account for the activities.

Example 1. John Jackson has a significant
ownership interest in a bakery and a movie
theater at a shopping mall in Baltimore and in a
bakery and movie theater in Philadelphia. De-
pending on all the relevant facts and circum-
stances, there may be more than one reasona-
ble method for grouping John’s activities. For
example, John may be able to group the movie
theaters and the bakeries into:

1) One activity,

2) A movie theater activity and a bakery
activity,

3) A Baltimore activity and a Philadelphia ac-
tivity, or

4) Four separate activities.



Example 2. Betty is a partner in ABC part-
nership which sells non-food items to grocery
stores. Betty is also a partner in DEF (a truck-
ing business). ABC and DEF are under com-
mon control. The predominate part of DEF’s
business is transporting goods for ABC. DEF
is the only trucking business in which Betty is
involved. Following the rules of this section,
Betty treats ABC’s wholesale activity and
DEF's trucking activity as a single activity.

Consistency and disclosure requirement.
Generally, when you group activities into ap-
propriate economic units, you may not regroup
those activities in a later tax year. You must
meet any disclosure requirements that the IRS
may have when you first group your activities
and when you add or dispose of any activities
in your groupings.

However, if the original grouping is clearly
inappropriate or there is a material change in
the facts and circumstances that makes the
original grouping clearly inappropriate, you
must regroup the activities and comply with
any disclosure requirements that the IRS may
have.

Regrouping by IRS. If any of the activities re-
sulting from your grouping is not an appropri-
ate economic unit and a principal purpose of
your grouping (or failure to regroup) is to get
around the passive activity rules, the IRS may
regroup your activities.

Rental activities. In general, a rental activity
may not be grouped with a trade or business
activity. However, you may group them to-
gether if the activities form an appropriate eco-
nomic unit and:

1) The rental activity is insubstantial in rela-
tion to the trade or business activity,

2) The trade or business activity is insub-
stantial in relation to the rental activity, or

3) Each owner of the trade or business activ-
ity has the same ownership interest in the
rental activity in which case the part of the
rental activity that involves the rental of
property for use in the trade or business
activity may be grouped with the trade or
business activity.

Example. Herbert and Wilma are married
and file a joint return. Healthy Food, an S cor-
poration, is a grocery store business, and Her-
bert is Healthy Food’s only shareholder. Plum
Tower, an S corporation, owns and rents out a
building, and Wilma is Plum Tower’s only
shareholder. Plum Tower rents part of its build-
ing to Healthy Food. Plum Tower's rental busi-
ness and Healthy Food'’s grocery business are
not insubstantial in relation to each other.

Because Herbert and Wilma file a joint re-
turn, they are treated as one taxpayer for pur-
poses of the passive loss rules. So Healthy
Food and Plum Tower are owned by the same
owner (Herbert and Wilma) with the same
ownership interest (100% in each). If the
grouping forms an appropriate economic unit,
as discussed earlier, Plum Tower's rental to
Healthy Food’s grocery business may be

grouped together into a single trade or busi-
ness activity.

Grouping of real and personal property
rentals. In general, an activity involving the
rental of real property and an activity involving
the rental of personal property cannot be
treated as a single activity. However, personal
property provided in connection with the real
property may be treated as a single activity.
Also, real property provided in connection with
the personal property may be treated as a sin-
gle activity.

Certain activities may not be grouped. In
general, if you own an interest as a limited
partner or a limited entrepreneur in one of the
following activities, you may not group that ac-
tivity with any other activity in another type of
business:

1) Holding, producing, or distributing motion
picture films or video tapes,

2) Farming,

3) Leasing any section 1245 property (as de-
fined in section 1245(a)(3)),

4) Exploring for, or exploiting, oil and gas re-
sources, or

5) Exploring for, or exploiting, geothermal
deposits.

If you own an interest as a limited partner or
a limited entrepreneur in an activity described
in the list above, you may group that activity
with another activity in the same type of busi-
ness if the grouping forms an appropriate eco-
nomic unit as discussed earlier.

Limited entrepreneur. A limited entrepre-
neur is a person who:

1) Has an interest in an enterprise other than
as a limited partner, and

2) Does not actively participate in the man-
agement of the enterprise.

Activities conducted through another en-
tity. A personal service corporation, closely
held corporation, partnership, or S corporation
must group its activities using the same rules
discussed in this section. Once the entity
groups its activities, you as the partner or
shareholder of the entity may group those ac-
tivities (following the rules of this section):

With each other,

With activities conducted directly by you as
the shareholder or partner, and

With activities conducted through other
entities.

You, as a shareholder or partner, may not
treat activities grouped together by a personal
service corporation, closely held corporation,
partnership, or S corporation as separate
activities.

Activities conducted through certain
corporations. The grouping of a personal
service or closely held corporation’s activities
with your other activities only affects the deter-
mination of material or significant participation
discussed later, under Material Participation
and Recharacterization of Passive Income.

Publicly Traded Partnerships (PTPs). You
may not combine operations held through a
PTP with any other operations you own, in-
cluding operations you hold through another
PTP. See Publicly Traded Partnerships
(PTPs) in the Instructions for Form 8582, Pas-
sive Activity Loss Limitations.

Other activities. The IRS may issue gui-
dance that identifies other activities that may
not be grouped with any other activity except
as allowed by the IRS in the guidance. The
IRS publishes this guidance in the Internal
Revenue Bulletin.

Partial dispositions. If you dispose of sub-
stantially all of an activity during your tax year,
you may treat the part disposed of as a sepa-
rate activity. But, you can only do this if you
can show with reasonable certainty:

1) The amount of prior year deductions and
credits disallowed under the passive loss
rules that is allocable to the part of the ac-
tivity disposed of, and

2) The amount of gross income and any
other deductions and credits for the cur-
rent tax year that is allocable to the part of
the activity disposed of.

Identifying Your Activities
(Proposed Rules)

Caution: Generally, the rules discussed
previously under Identifying Your Activities (Fi-
nal Rules) apply to tax years ending after May
10, 1992. However, you can choose to use the
rules discussed here for tax years that ended
after May 10, 1992, but began before October
4, 1994. You have another choice for your tax
year that included May 10, 1992. You can
choose to have the rules in expired Temporary
Regulation 1.469-4T apply.

To determine your passive losses, you
must first identify your activities. Generally,
you can treat one or more trade or business
activities as a single activity if those activities
form an appropriate economic unit for mea-
suring gain or loss under the passive activity
rules.

Appropriate Economic Units

To determine if more than one activity forms
an appropriate economic unit, you must con-
sider all the relevant facts and circumstances.
You may use any reasonable method of apply-
ing the relevant facts and circumstances in
grouping activities. The following factors have
the greatest weight in determining whether ac-
tivities are treated as an appropriate economic
unit. It is not necessary to have all the factors
to treat more than one activity as a single activ-
ity. The factors that you should consider are:

« The similarities and differences in types of
business,

* The extent of common control,
« The extent of common ownership,
« The geographical location, and
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« The interdependencies between the
activities.

By interdependencies between the activi-
ties, we mean the extent that the activities:

1) Purchase or sell goods among
themselves,

2) Involve products or services that are gen-
erally provided together,

3) Have the same customers,
4) Have the same employees, or

5) Use a single set of books and records to
account for the activities.

Example. John Jackson has a significant
ownership interest in a bakery and a movie
theater at a shopping mall in Baltimore and in a
bakery and movie theater in Philadelphia. De-
pending on other relevant facts and circum-
stances, John may group the movie theaters
and the bakeries into:

1) One activity,

2) A movie theater activity and a bakery
activity,

3) A Baltimore activity and a Philadelphia ac-
tivity, or

4) Four separate activities.

Consistency requirement. Generally, when
you group activities into appropriate economic
units, you may not regroup those activities in a
later tax year. However, if the original grouping
is clearly inappropriate or there is a material
change in the facts and circumstances that
makes the original grouping clearly inappropri-
ate, you must regroup the activities and you
must comply with the disclosure requirements
of the IRS. If your grouping fails to reflect one
or more appropriate economic units and one of
your primary purposes in grouping activities is
to get around the passive activity rules, the
IRS may regroup your activities.

Rental activities. In general, a rental activity
may not be grouped with a trade or business
activity. However, you can group them to-
gether if the rental activity is insubstantial in re-
lation to the trade or business activity, or the
trade or business activity is insubstantial in re-
lation to the rental activity.

In general, an activity involving the rental of
real property and an activity involving the
rental of personal property cannot be treated
as a single activity. However, personal prop-
erty provided in connection with the real prop-
erty may be treated as a single activity.

Limitation on grouping certain items. In
general, if you are a limited partner or a limited
entrepreneur in one of the following activities,
you may hot group that activity with any other
activity:
1) Holding, producing, or distributing motion
picture films or video tapes,

2) Farming,

3) Leasing any section 1245 property (as de-
fined in section 1245(a)(3)),

Page 4

4) Exploring for, or exploiting, oil and gas re-
sources, or

5) Exploring for, or exploiting, geothermal
deposits.

If you are a limited partner or a limited en-
trepreneur in an activity described in the list
above, you may group that activity with:

Another activity that is in the same type of
business if you are a limited partner or
limited entrepreneur in both activities,
or

Another activity in which you are not a lim-
ited partner or a limited entrepreneur if
the activity is the same type of business
and if the grouping is appropriate con-
sidering the relevant facts and circum-
stances discussed earlier, under Ap-
propriate Economic Units.

Limited entrepreneur. A limited entrepre-
neur is a person who:

1) Has an interest in an enterprise other than
as a limited partner, and

2) Does not actively participate in the man-
agement of the enterprise.

Activities conducted through partnerships
or S corporations. A partnership or S corpo-
ration must group its activities using the same
rules discussed in this section. Once the part-
nership or S corporation determines its activi-
ties, you as the partner or shareholder may
group those activities with your activities that
are conducted:

Directly by you as the shareholder or part-
ner, or

Through other partnerships or S corpora-
tions of which you are a partner or
shareholder.

Publicly Traded Partnerships (PTPs). You
may not combine operations held through a
PTP with any other operations you own, in-
cluding operations you hold through another
PTP. See Publicly Traded Partnerships
(PTPs) in the Instructions for Form 8582, Pas-
sive Activity Loss Limitations.

Partial dispositions. If you dispose of a sub-
stantial part of an activity during your tax year,
you may treat that part of an activity as a sepa-
rate activity. However, to treat the disposition
of a substantial part of an activity as a separate
activity, you must show with reasonable
certainty:

1) The amount of prior year deductions and
credits disallowed under the passive loss
rules that is allocable to the substantial
part of the activity, and

2) The amount of gross income and any
other deductions and credits that is allo-
cable to the substantial part of the activity
for the current tax year.

Passive Activities

There are two kinds of passive activities—
trade or business activities in which you do not
materially participate (defined later) during the
tax year, and rental activities (discussed later).

Trade or Business Activities
A trade or business activity is an activity that:

1) Involves the conduct of a trade or busi-
ness (that is, deductions would be allowa-
ble under section 162 if other limitations,
such as the passive loss rules did not
apply),

2) Is conducted in anticipation of starting a
trade or business, or
3) Involves research or experimental ex-

penditures that are deductible under sec-
tion 174 (or would be deductible if you
choose to deduct rather than capitalize
them).

A trade or business activity does not include:
A rental activity, or

The rental of property that is incidental to
an activity of holding property for
investment.

You generally report trade or business activi-
ties on Schedule C, Schedule F, and Part Il or
Il of Schedule E.

Rental Activities

A rental activity is a passive activity even if you
materially participated (defined later) in that
activity unless you meet the qualifications dis-
cussed later. See Special Rules If You Are in a
Real Property Trade or Business, later under
Activities That Are Not Passive Activities.An
activity is a rental activity if tangible property
(real or personal) is used by customers or held
for use by customers, and the gross income
(or expected gross income) from the activity
represents amounts paid (or to be paid) mainly
for the use of the property. It does not matter
whether the use is under a lease, a service
contract, or some other arrangement.

Exceptions. Your activity is not a rental ac-
tivity if any of the following apply.

1) The average period of customer use is 7
days or less. The average period of cus-
tomer use is figured by dividing the total
number of days for all rental periods by
the number of rentals. If the activity in-
volves renting more than one class of
property, multiply the average period of
customer use for each class by a fraction.
The numerator of the fraction is the gross
rental income from that class of property,
and the denominator is the activity’s total
gross rental income. The activity’s aver-
age period of customer use will equal the
sum of the amounts for each class.
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The average period of customer use, as
figuredin (1), is 30 days or less and signifi-
cant personal services are provided with
the rentals. Significant personal services



are only services performed by individu-
als. The services cannot be excluded ser-
vices. Excluded services are:

a) Services needed to permit the lawful
use of the property,

b) Services to repair or improve property
that would extend its useful life, and

c) Services that are similar to those com-
monly provided with long-term rentals
of real estate; for example, cleaning
and maintenance of common areas or
routine repairs.

3) Extraordinary personal services are pro-
vided in connection with customer use.
Services are extraordinary personal ser-
vices if they are performed by individuals,
and the use by customers of the property
is incidental to their receipt of such
services.

4) The rental is incidental to a nonrental ac-
tivity. The rental of property is incidental to
an activity of holding property for invest-
ment if the main purpose of holding the
property is to realize a gain from its appre-
ciation, and the gross rental income from
the property is less than 2% of the smaller
of the property’s unadjusted basis or fair
market value. The unadjusted basis of
property is its cost not reduced by depreci-
ation or any other basis adjustment. The
rental of property is incidental to a trade or
business activity if all of the following
apply:

a) You own an interest in the trade or busi-

ness activity during the year,

=

b) The rental property was used mainly in
that trade or business activity during the
current year, or during at least 2 of the 5
preceding tax years, and

¢) Your gross rental income from the prop-
erty is less than 2% of the smaller of its
unadjusted basis or fair market value.

5) You customarily make the rental property
available during defined business hours
for nonexclusive use by various
customers.

6) You provide the property for use in a
nonrental activity of your partnership, S
corporation, or a joint venture.

If you meet any of the exceptions listed
above and the activity is a trade or business
activity (defined earlier) in which you materially
participated (defined later), report any income
or loss from the activity on the forms or sched-
ules you normally use.

Rental real estate activities. Individuals can
deduct losses from rental real estate activities
(in which they actively participated) from up to
$25,000 of nonpassive income. Similarly, they
can offset credits from such activities against
tax on up to $25,000 of nonpassive income af-
ter taking into account any losses allowed
under this exception.

The $25,000 offset generally phases out at
the rate of $0.50 for each dollar by which ad-
justed gross income, computed with certain
modifications, exceeds $100,000. Therefore,

taxpayers with modified adjusted gross in-
comes of $150,000 or more generally cannot
use this special allowance. If you are married,
filing a separate return, and lived apart from
your spouse for the entire tax year, your offset
amount cannot exceed $12,500. However, if
you lived with your spouse at any time during
the year and are filing a separate return, you
cannot use this special offset to reduce your
nonpassive income or tax on nonpassive
income.

Example. Kate, a single taxpayer, has
$70,000 in wages, $15,000 income from a lim-
ited partnership, and a $26,000 loss from
rental real estate activities in which she ac-
tively participated, and less than $100,000 of
modified adjusted gross income. She can re-
duce her $26,000 loss by her $15,000 passive
income. Because she actively participated in
her rental real estate activities, the remaining
$11,000 rental real estate loss can be used to
offset her $70,000 in wages.

Active participation. Active participation
is not the same as material participation, de-
fined later. Active participation is less stringent
than material participation. For example, you
may be treated as actively participating if you
make management decisions in a significant
and bona fide sense. Management decisions
that are relevant for “active participation” in-
clude approving new tenants, deciding on
rental terms, approving expenditures, and sim-
ilar decisions. Future regulations will define
“active participation.”

Only individuals can actively participate in
rental real estate activities. However, a dece-
dent’s estate is treated as actively participating
for its tax years ending less than 2 years after
the decedent’s death, if the decedent would
have satisfied the active participation require-
ments for the activity for the tax year the dece-
dent died.

Unless future regulations provide an ex-
ception, limited partners cannot actively par-
ticipate in rental real estate activities.

You do not actively participate in a rental
real estate activity unless your interest in the
activity (including your spouse’s interest) was
at least 10% by value of all interests in the ac-
tivity throughout the year.

Active participation is not required to take
low-income housing and rehabilitation invest-
ment credits from rental real estate activities.

Example. Mike, a bachelor, had the fol-
lowing income and loss during the tax year:

SAlANY e $42,300
Dividends ..........coiiiiiiiii 300
Interest ...t 1,400
Rentalloss ... (4,000)

The rental loss came from a house Mike
owned. He advertised and rented the house to
the current tenant himself. He also collected
the rents, and either did the repairs or hired
someone to do them.

Even though the rental loss is a loss from a
passive activity, Mike can use the entire
$4,000 loss to offset his other income because
he actively participated.

Phase-out rule. This special $25,000
($12,500 for married individuals filing separate

returns and living apart at all times during the
year) offset for rental real estate in which you
actively participate is reduced by 50% of the
amount that your modified adjusted gross in-
come exceeds $100,000 ($50,000 for married
individuals filing separate returns and living
apart at all times during the year).

Modified adjusted gross income for this
purpose is figured without the following:

1) Taxable social security and railroad retire-
ment payments,

2) Deductible contributions to individual re-
tirement accounts (IRAs) and retirement
plans described in section 501(c)(18),

3) The exclusion of income from United
States savings bonds used to pay higher

education tuition and fees,

~

4) Any passive activity loss, or any real prop-
erty rental loss in which you met the quali-
fications discussed later under Special
Rules If You Are in a Real Property Trade
or Business, or

The deduction for half the self-employ-
ment tax.

5
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Example. During 1994, John was unmar-
ried and did not meet the qualifications dis-
cussed later under Special Rules If You Are in
a Real Property Trade or Business. For 1994,
he had $120,000 in salary, and a $31,000 loss
from his rental real estate activities in which he
actively participated and had acquired on No-
vember 30, 1993. He had no self-employment
earnings. He had no social security or railroad
retirement benefits, nor did he make contribu-
tions to an IRA or exclude interest from U.S.
savings bonds used to pay education ex-
penses. When he files his 1994 return, he may
deduct only $15,000 of his passive activity
loss. He must carry over the remaining
$16,000 passive activity loss to 1995. His de-
duction and carryover are computed as
follows:

Adjusted gross income, modified as

required $120,000
Minus amount not subject to phase-out 100,000
Amount subject to phase-outrule ....... $ 20,000
Multiply by applicable percentage ...... x 50%
Required reduction to APRRE* offset

amount $ 10,000
Maximumoffset ........................ $ 25,000
Less required reduction (see above) ... 10,000
Adjusted offset amount for APRRE*

activities $ 15,000
Passive loss from rental real estate .. ... $ 31,000
Deduction allowable/ Adjusted offset

amount

(seeabove) .........oiiiiiiiiiiiin 15,000
Amount that must be carried forward ... $ 16,000

*Active Participation Rental Real Estate
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Note. A higher phase-out range applies to
low-income housing credits for property
placed in service before 1990, and rehabilita-
tion investment credits from rental real estate
activities. For those credits, the phase-out of
the $25,000 offset starts when your modified
adjusted gross income exceeds $200,000
(%$100,000 if you are a married individual filing
a separate return and living apart at all times
during the year).

There is no phase-out of the $25,000 offset
for low-income housing property placed in ser-
vice after 1989. If you held an indirect interest
in the property through a partnership, S corpo-
ration, or other pass-through entity, this spe-
cial exception will not apply unless you also
acquired your interest in the pass-through en-
tity after 1989.

The $25,000 offset is applied first to pas-
sive activity losses, then to credits from rental
real estate activities with active participation,
then to credits for rehabilitation investment
credits from rental real estate activities and
low-income housing credits for property
placed in service before 1990, and then any
remaining offset is applied to low-income
housing credits for property placed in service
after 1989.

Activities That Are Not

Passive Activities
The following are not passive activities.

1) Trade or business activities in which you
materially participated for the tax year.

2) Aworking interest in an oil or gas well.
Your working interest must be held di-
rectly or through an entity that does not
limit your liability (such as a general part-
ner interest in a partnership). If this is the
case, it does not matter whether you ma-
terially participated in the activity for the
tax year. However, if your liability was lim-
ited for part of the year (for example, you
converted your general partner interest to
a limited partner interest during the year),
some of your income and losses from the
working interest may be treated as pas-
sive activity gross income and passive ac-
tivity deductions. See Temporary Regula-
tions section 1.469-1T(e)(4)(ii)-

The rental of a dwelling unit you used as a
residence if section 280A(c)(5) applies.
This section applies if you rented out a
dwelling, which you also used as your
home during the year, for a period more
than the greater of 14 days or 10% of the
number of days during the year that the
home was rented at a fair rental.

3

=

4

=

An activity of trading personal property for
the account of those who own interests in
the activity. See Temporary Regulations
section 1.469-1T(e)(6).

5) Low-income housing activities. Transi-
tional relief is provided for investors in
qualified low-income housing activities.
Losses from certain investments in low-in-
come housing after 1983 are not treated
as losses from a passive activity for a pe-
riod of up to 7 years from the date of the
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original investment. See Low-Income
Housing Transition Rules, later.

6

=

Real property rental activities in which you
materially participated and met certain
other qualifications. See Special Rules If
You Are in a Real Property Trade or Busi-
ness, later.

Income and losses from these activities
should not be entered on Form 8582, but on
the forms or schedules you would normally
use. However, these activities may be subject
to limits other than the passive loss rules.

Material Participation

A trade or business activity is not a passive ac-
tivity if you materially participate in the activity.
You materially participate in a trade or busi-
ness activity for a tax year if you satisfy one of
the following tests.

1) You participated in the activity for more
than 500 hours.

2) Your participation is substantially all of the
participation in the activity of all individu-
als for the tax year, including the partici-
pation of individuals who did not own any
interest in the activity.

3

~

You participated in the activity for more
than 100 hours during the tax year, and
you participated at least as much as any
other individual (including individuals who
did not own any interest in the activity) for
the year.

4

=

The activity is a significant participation
activity, and you participated in all signifi-
cant participation activities for more than
500 hours. A significant participation ac-
tivity is any trade or business activity in
which you participated for more than 100
hours during the year and in which you did
not materially participate under any of the
material participation tests, other than this
test. See Significant Participation Passive
Activities, |ater.

5) You materially participated in the activity
for any 5 (whether or not consecutive) of
the 10 preceding tax years. When deter-
mining whether you materially partici-
pated in tax years beginning before 1987
(other than a tax year of a partnership, S
corporation, estate, or trust ending after
1986), you materially participated only if
you participated for more than 500 hours
during the tax year.

6

~

The activity is a personal service activity
in which you materially participated for
any 3 (whether or not consecutive) pre-
ceding tax years. To determine material
participation in tax years beginning before
1987 (other than a tax year of a partner-
ship, S corporation, estate, or trust ending
after 1986), you materially participated
only if you participated for more than 500
hours during the tax year. Personal ser-
vices are defined earlier.

7) Based on all the facts and circumstances,
you participated in the activity on a regu-
lar, continuous, and substantial basis.

You did not materially participate in the ac-
tivity under Test (7) if you participated in the
activity for 100 hours or less during the year.
Your participation in managing the activity
does not count in determining whether you
materially participated under this test if:

1) Any person other than you received com-
pensation for managing the activity, or

2) Any individual spent more hours during
the tax year managing the activity than
you did (regardless of whether the individ-
ual was compensated for the manage-
ment services).

Participation. In general, any work you do in
connection with an activity in which you own
an interest when you perform the work is
treated as participation in the activity.

Work not usually performed by owners.
Work you do in connection with an activity is
not treated as participation in the activity if:

1) Thework is not the type of work that is
customarily done by the owner of that ac-
tivity, and

2) One of your main reasons for doing the
work is to avoid the disallowance of any
loss or credit from the activity under the
passive loss rules.

Participation as an investor. Work you
do in your capacity as an investor in an activity
is not treated as participation unless you are
directly involved in the day-to-day manage-
ment or operations of the activity. Work nor-
mally done as an investor includes:

1) Studying and reviewing financial state-
ments or reports on operations of the
activity,

2) Preparing or compiling summaries or
analyses of the finances or operations of
the activity for your own use, and

3) Monitoring the finances or operations of
the activity in a non-managerial capacity.

Spouse’s participation. If you are married
for the tax year, your participation in an activity
includes your spouse’s participation. This ap-
plies even if your spouse did not own any inter-
est in the activity, and you and your spouse do
not file a joint return for the year.

Proof of participation. You can use any rea-
sonable method to prove your participation in
an activity for the year. You do not have to
maintain contemporaneous daily time reports,
logs, or similar documents if you can establish
your participation some other way. For exam-
ple, you can show the services you performed
and the approximate number of hours spent by
using an appointment book, calendar, or nar-
rative summary.

Limited partners. If you owned an activity as
a limited partner, you generally did not materi-
ally participate in the activity. However, you did
materially participate in the activity if you mate-
rially participated for the tax year under Test
(1), (5), or (6).

You are not treated as a limited partner,
however, if you were a general partner in the



partnership at all times during the partner-
ship’s tax year ending with or within your tax
year (or, if shorter, during that part of the part-
nership’s tax year in which you directly or indi-
rectly owned your limited partner interest).

Retired or disabled farmer and surviving
spouse of farmer. If you are a retired or dis-
abled farmer, you are treated as materially
participating in a farming activity if you materi-
ally participated 5 of the 8 years before your re-
tirement or disability. Similarly, if you are a sur-
viving spouse of a farmer, you are treated as
materially participating in a farming activity if
the real property used in the activity meets the
estate tax rules for special valuation of farm
property passed from a qualifying decedent,
and you actively manage the farm.

Corporations. A closely held corporation or a
personal service corporation is treated as ma-
terially participating in an activity only if one or
more shareholders, holding more than 50% by
value of the outstanding stock of the corpora-
tion, materially participate in the activity.

A closely held corporation can also satisfy
the material participation standard by meeting
the first two qualifying business require-
ments for exclusion from the at-risk limits, dis-
cussed later under Special exception for quali-
fied corporations.

Losses from passive activities of
closely held corporations. A closely held
corporation can also offset net active income
with its passive activity loss. It can offset the
tax attributable to net active income with its
passive activity credits. However, a closely
held corporation cannot offset portfolio income
(defined later under Nonpassive Income) with
its passive activity loss.

Net active income is the corporation’s taxa-
ble income figured without any income or loss
from a passive activity or any portfolio income
orloss.

Low-Income Housing Transition
Rules

Any loss you have as a qualified investor in a
qualified low-income housing project for any
tax year in the relief period (defined later) is
not treated as a passive activity loss.

Qualified investor. In general, a qualified in-
vestor is an individual who:

1) Owns an interest (or had a binding con-
tract to acquire one) in a qualified low-in-
come housing project on August 16, 1986
(on December 31, 1986, if the project was
placed in service after August 16, 1986),
and the initial investment was made after
December 31, 1983, and

Is required to make payments after 1986
of 50% or more of the total original obli-
gated investment.

2

~

A partner who owns a partnership interest
on December 31, 1988, may be treated as a
qualified investor if:

1) Any qualified low-income housing prop-
erty was held by the partnership and

placed in service on or after December
31,1985, and before August 17, 1986,

2) The property is held until the end of the
tax year atissue, and

3) The partnership is not treated as a new
partnership or terminated at any time after
the property was placed in service.

If a decedent was treated as a qualified in-
vestor, the estate will retain the same tax treat-
ment that the decedent was entitled to for the
estate’s first 2 tax years ending after the dece-
dent’s death.

Qualified low-income housing project. A
project is a qualified low-income housing pro-
jectif it meets all of the following requirements.

1) It meets the requirements of clause i, ii, iii,
or iv of Internal Revenue Code section
1250 (a)(1)(B) as of the date placed in
service and for each tax year beginning
after 1986 for which a passive loss may
be allowable for the project.

2

~

Its operator certifies to the IRS that the
project met the requirements in (1) on Oc-
tober 22, 1986 (or when placed in service,
if later), and each year thereafter.

3

~

Itis constructed or acquired under a writ-
ten contract signed before August 17,
1986.

4) Itwas placed in service before 1989.

Relief period. The relief period begins with the
tax year in which you make the initial invest-
ment and ends with the earliest of:

1) The sixth tax year after the tax year in
which you made the initial investment,

2) The first tax year after the tax year in
which you are obligated to make the last
investment, or

3) The tax year before the first tax year for
which the project ceases to be a qualified
low-income housing project.

Special Rules If You Arein a

Real Property Trade or Business
Generally, rental activities are passive activi-
ties even if you materially participate. How-
ever, beginning in 1994, if you meet the qualifi-
cations listed below, rental real estate
activities in which you materially participate
are not subject to the passive activity limits.

Qualifications. You must use the rules for

this section and treat a rental real estate activ-

ity like any nonrental activity if the personal

services you performed in real property

trades or businesses in which you materially

participated are:

1) More than half of the personal services

you performed in all trades or businesses
during the year, and

2) More than 750 hours.

If you file a joint return, you qualify only if
you or your spouse separately satisfies the
preceding requirements. However, you can

count your spouse’s participation in an activity
in determining if you materially participate. Ma-
terial participation was discussed earlier.

Real property trades or businesses. A
real property trade or business is a trade or
business that:

« Develops,
* Redevelops,
« Constructs,

Reconstructs,
« Acquires,

« Converts,

* Rents,

* Operates,

* Manages,

* Leases, or

Brokers

real property.
Services as an employee. If you own:

Or are considered to own more than 5% of
your employer’s outstanding stock or
more than 5% of your employer’s vot-
ing stock, or

More than 5% of the capital or profits inter-
est of your employer,

then real property trade or business services
that you performed as an employee can be
treated as personal services that you per-
formed for purposes of the qualifications dis-
cussed above. Otherwise, personal services
performed as an employee can not be treated
as performed in real property trades or busi-
nesses for purposes of the qualifications.

Closely held corporations. A closely
held corporation (other than an S corporation)
can qualify if more than 50% of the gross re-
ceipts for its tax year come from real property
trades or businesses in which it materially
participates.

Nonpassive Income

Losses from passive activities can offset only
income from passive activities. Income from
passive activities does not include income
such as:

1) Income from an activity that is not a pas-
sive activity. These activities are dis-
cussed earlier under Activities That Are
Not Passive Activities.

2

~

Gain from the disposition of substantially
appreciated property (FMV exceeds
120% of adjusted basis) that had been
used in a nonpassive activity. However,
the gain is passive income if the property
was used in a passive activity for either
(1) 20% of the time you held the property
or (2) the entire 24-month period ending
on the disposition date. The disposition
date is the date you agree to transfer your
interest for a fixed or determinable
amount.

3

N

Portfolio income. This includes interest,
dividends, annuities, and royalties not de-
rived in the ordinary course of a trade or
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business. Also, gain or loss from the dis-
position of property that produces these
types of income or that is held for invest-
ment is not passive income. The interest
from loans between partnerships and
their partners or S corporations and their
shareholders is considered “self-
charged.” Some self-charged interest in-
come may be recharacterized as passive
income.

4) Personal service income. This includes
salaries, wages, commissions, self-em-
ployment income from trade or business
activities in which you materially partici-
pated, deferred compensation, taxable
social security and other retirement bene-
fits, and payments from partnerships to
partners for personal services.

=

5) Income from positive section 481 adjust-
ments allocated to activities other than
passive activities. Section 481 adjust-
ments are adjustments that must be made
due to changes in your accounting
method.

6

~

Income or gain from investments of work-
ing capital.
7

~

Income from an oil or gas property if you
treated any loss from a working interest in
the property, for any tax year beginning
after 1986, as a nonpassive loss, as dis-
cussed earlier in item (2) under Activities
That Are Not Passive Activities. This also
applies to income from other oil and gas
property the basis of which is determined
wholly or partly by the basis of the prop-
erty in the preceding sentence.

8

~

Any income from intangible property if
your personal efforts significantly contrib-
uted to the creation of the property.

9

~

Income from a qualified low-income hous-
ing project for any year in the relief period
in which losses from the project would not
be subject to the passive loss limitations
under the special transitional rule for cer-
tain low-income housing projects. See
Low-Income Housing Transition Rules,
earlier.

10

=

Any other income that must be treated as
nonpassive income. See Recharacteriza-
tion of Passive Income, later.

11

—

Income from any interest in a publicly
traded partnership. See Publicly Traded
Partnerships (PTPs)in the Instructions for
Form 8582.

State, local, and foreign income tax
refunds.

12

—

13
14

=

Income from a covenant not to compete.

Income attributable to the reimbursement
of aloss from a casualty or theft if the in-
come is included in gross income and the
loss deduction is not a passive activity de-
duction. See Temporary Regulations sec-
tion 1.469-2T(d)(2) for information on
nonpassive activity deductions.

15) Alaska Permanent Fund Dividends.

=

16) Cancellation of debt income if at the time
the debt is discharged the income is not
allocated to passive activity expenditures.
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The income is generally allocated in the
same manner as the debt is allocated for
the interest expense allocation rules. See
Chapter 8 of Publication 535, Business
Expenses, for information on the rules for
allocating interest.

Currently reportable gains (from install-
ment sales that occurred before 1987) are
passive income, if the activity would have been
treated as a passive activity had the passive
activity rules been in effect before 1987.

Recharacterization of
Passive Income

Net income from the following passive activi-
ties may have to be recharacterized and ex-
cluded from passive activity income:

Significant participation passive activities,
Rental of nondepreciable property,
Equity-financed lending activities,

Rental of property incidental to develop-
ment activities,

Property rented to nonpassive activities,
and

Licensing intangible property by
passthrough entities.

If you are engaged in or have an interest in one
of these activities during the tax year, (either
directly or through a partnership or an S corpo-
ration), combine the income and losses from
the activity or property to determine if you have
a netloss or netincome from that activity.

If the result is a net loss, treat the income
and losses the same as any income or losses
from that type of passive activity (trade or busi-
ness activity or rental activity).

If the resultis net income, do not enter any
of the income or losses from the activity or
property on Form 8582 or the worksheets. In-
stead, enter income or losses on the form and
schedules you normally use. See Treatment of
netincome, later.

Significant participation passive activities.
If your passive activity gross income from sig-
nificant participation passive activities ex-
ceeds your passive activity deductions from
those activities, a ratable portion of your net in-
come from each significant participation pas-
sive activity is treated as nonpassive income.
See Significant Participation Passive Activi-
ties, later. A significant participation passive
activity is any trade or business activity (de-
fined earlier) in which you participated for more
than 100 hours during the tax year and did not
materially participate. See Material Participa-
tion, earlier.

Rental of nondepreciable property. If you
have net passive income (including prior year
unallowed losses) from renting property in a
rental activity, and less than 30% of the unad-
justed basis of the property is subject to depre-
ciation under section 167 of the Internal Reve-
nue Code, the net passive income is treated as
nonpassive income.

If you have an overall loss (including prior
year unallowed losses) from this rental activity,
the overall loss is treated as any other passive
activity loss. Use Worksheet 1, Form 8582, if
you qualify for active participation in the activ-
ity or Worksheet 2 if you do not qualify for ac-
tive participation.

Example. Calvin acquires vacant land for
$300,000, constructs improvements at a cost
of $100,000 and leases land and improve-
ments to a tenant. He then sells the land and
improvements for $600,000, realizing a gain of
$200,000 on the disposition.

The unadjusted basis of the improvements
($100,000) equals 25 percent of the unad-
justed basis of all property ($400,000) used in
the rental activity. Therefore, an amount of
Calvin’s gross income from the activity equal
to net passive income from the activity (which
is figured with the gain from the disposition, in-
cluding gain from the improvements) is not
treated as though from a passive activity.

Equity-financed lending activities. If you
have gross income from an equity-financed
lending activity, the lesser of the net passive
income or the equity-financed interest income
is nonpassive income.

For more information, see Temporary Reg-
ulations section 1.469-2T(f)(4).

Rental of property incidental to a develop-
ment activity. Net passive income from this
type of activity will be treated as nonpassive in-
come if all of the following apply.

1) Yourecognize gain from the sale, ex-
change, or other disposition of the rental
property during the tax year.

2

~

You started to rent the item of property
less than 12 months before the date of
disposition.

3) You materially participated or significantly
participated for any tax year in an activity
that involved the performance of services
for the purpose of enhancing the value of
the property (or any other item of prop-
erty, if the basis of the property disposed
of is determined in whole or in part by ref-
erence to the basis of that item of
property).

For more information, see Regulations
section 1.469-2(f)(5).

Property rented to a nonpassive activity. If
you rent property to a trade or business activity
in which you materially participated, net rental
income from the property is treated as nonpas-
sive income. This rule does not apply to net in-
come from renting property under a written
binding contract entered into before February
19, 1988. It also does not apply to property just
described under Rental of property incidental
to a development activity.

Licensing of intangible property by

passthrough entities. Net royalty income
from intangible property held by a passthrough
entity in which you own an interest may be



Worksheet A. Significant Participation Passive Activities

Name of Activity

(a) Hours of
Participation

(b) Net loss

(c) Netincome

(d) Combine cols. (b) and (c)

Totals

treated as nonpassive royalty income. This ap-
plies if you acquired your interest in the pass-
through entity after the partnership, S corpora-
tion, estate, or trust created the intangible
property or performed substantial services or
incurred substantial costs for developing or
marketing the intangible property.

This recharacterization rule does not apply
if:

1) The expenses the entity reasonably in-
curred in developing or marketing the
property exceed 50% of the gross royal-
ties from licensing the property that are in-
cludable in your gross income for the tax
year, or

2) Your share of the expenses the entity rea-
sonably incurred in developing or market-
ing the property for all tax years exceeded
25% of the fair market value of your inter-
est in the intangible property at the time
you acquired your interest in the entity.

For purposes of (2) above, capital expendi-
tures are taken into account for the entity’s tax
year in which the expenditure is chargeable to
a capital account, and your share of the expen-
diture is figured as if it were allowed as a de-
duction for the tax year.

Limitation on recharacterized passive in-
come. The total gross income that is treated
as nonpassive income under the rules de-
scribed earlier for Significant participation pas-
sive activities, Rental of nondepreciable prop-
erty, or Equity-financed lending activities
cannot exceed the greatest amount of gross
income that is treated as nonpassive income
under any one of these rules.

Treatment of net income. If any of the activi-
ties listed under the Recharacterization of
Passive Income rules had net income that is
nonpassive, do not enter any income or loss
from the activity on Form 8582. The net in-
come and losses are reported on the form or
schedule that you normally use. However, if
you must complete Form 8582 because you

have other passive activities, see the discus-
sion of the worksheets under Significant Par-
ticipation Passive Activities, |ater.

Investment income and investment ex-
pense. To compute your investment interest
expense limitation on Form 4952, Investment
Interest Expense Deduction, treat as invest-
ment income any net passive income
recharacterized as nonpassive income from
rental of nondepreciable property, an equity-fi-
nanced lending activity, or the licensing of in-
tangible property by a passthrough entity.

Significant Participation
Passive Activities

A significant participation passive activity is
any trade or business activity in which you par-
ticipated for more than 100 hours during the
tax year but did not materially participate. See
Material Participation, earlier.

If your gross income from all significant
participation passive activities is more than
your deductions from those activities, a part of
your net income from each significant partici-
pation passive activity is treated as nonpas-
sive income.

Worksheet A

Complete Worksheet A if you have income or
losses from any trade or business activity in
which you participated for more than 100
hours during the tax year but did not otherwise
meet any of the material participation tests.

Enter the names of the activities in the left-
hand column.

Column (a). Enter the number of hours you
participated in each activity and total the col-
umn. If the total exceeds 500, do not complete
Worksheet A. Report all the income and losses
from these activities on the forms and sched-
ules you normally use. Do not use Form 8582
and skip Worksheet B.

Column (b). Enter the net loss, if any, from the
activity. Net loss from an activity means either:

1) Theactivity’'s current year net loss (if any)
plus prior year unallowed losses (if any),
or

2) The excess of prior year unallowed losses
over the current year net income (if any).
Also, enter -0- here if the prior year unal-
lowed loss is the same as the current year
netincome.

Column (c). Enter net income, if any, from the
activity. Net income means the excess of the
current year’s netincome from the activity over
any prior year unallowed losses from the
activity.

Note. The prior year unallowed loss from
an activity is the unallowed loss from column
(c) of Worksheet 4 in your 1993 Form 8582
Instructions.

Column (d). Combine amounts in the Totals
row for columns (b) and (c) and enter the net
income or net loss in column (d). If the total for
column (d) is a net loss and the total hours in
column (a) do not exceed 500, skip Worksheet
B. Include the income and losses in Worksheet
2 of Form 8582.

If the total for column (d) is net income, the
total hours in column (a) do not exceed 500,
and you must complete Form 8582 because
you have other passive activities to report,
complete Worksheet B. However, you do not
have to complete Form 8582 if column (d) is
netincome, the total hours in column (a) do not
exceed 500, and you have no passive activi-
ties that are not significant participation activi-
ties. If you do not have to complete Form 8582,
skip Worksheet B. Report the net income and
net losses from columns (b) and (c) on the
forms and schedules you normally use.

Worksheet B

List only the significant participation passive
activities that have net income as shown in col-
umn (c) of Worksheet A.

Column (a). Enter the net income of each ac-
tivity from column (c) of Worksheet A.
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Worksheet B. Significant Participation Activities—(Keep for your records)

Name of Activity
with netincome

(a) Netincome

(b) Ratio

instructions

See (c) Nonpassiveincome
Seeinstructions

(d) Passive income
Subtract col. (c) from col. (a)

Totals

1.00

Column (b). Divide each of the individual net
income amounts in column (a) by the total of
column (a). Enter the ratio for each of the activ-
ities in column (b). The total of the ratios
should equal 1.00.

Column (c). Multiply the total of column (d) of
Worksheet A by each of the ratios in column
(b). Enter the results in column (c).

Column (d). Subtract column (c) from column
(a). To this figure, add the amount, if any, that
current year net income was reduced by prior
year unallowed losses. Enter the result in col-
umn (d). This column shows the recomputed
current year passive net income for significant
participation passive activities that had some
of its income recharacterized as nonpassive
income.

Dispositions

Any passive activity losses (but not credits)
that have not been allowed (including current
year losses) generally are allowed in full in the
tax year you dispose of your entire interest in
the activity. However, for the losses to be al-
lowed, you must dispose of your entire interest
in the activity in a transaction in which all real-
ized gain or loss is recognized. Furthermore,
the person acquiring the interest from you
must not be related to you.

Note. If you have a capital loss on the dis-
position of an interest in a passive activity, the
loss may be limited by the capital loss rules.
The limit is generally $3,000 for individuals.
See Publication 544, Sales and Other Disposi-
tions of Assets, for more information.

Treatment of excess losses. If all gain or loss
realized on the disposition is recognized, the
excess of:

1) The sum of:

a) Any loss from the activity for the tax
year (including losses carried over from
prior years), plus

b) Any loss realized on the disposition,
over
2) Netincome or gain for the tax year from
all passive activities (other than the activ-
ity disposed of),
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will not be treated as a loss from a passive
activity.

Example. Ray earned a $60,000 salary
and owned one passive activity through a 5%
interest in the B Limited Partnership. He sold
his entire interest in the current tax year to an
unrelated person for $50,000. His adjusted ba-
sis in the partnership interest was $42,000,
and he had carried over $2,000 of passive ac-
tivity losses from the activity. He realized an
$8,000 gain from the sale but can offset it by
the $2,000 carryover loss. This offset occurs
under the general passive loss rules without
applying the special rules for dispositions. His
$6,000 net gain is computed as follows:

SalES PriCE .. .vvees $50,000
Minus: adjusted basis .................... 42,000
GaiN L $ 8,000
Minus: carryover losses allowable ........ 2,000
Netgain ....ooovvvviiiie $ 6,000

If Ray sold his interest for $30,000, instead
of $50,000, his deductible loss would be
$5,000, computed as follows:

SAlES PriCE .. .vveeas $30,000
Minus: adjusted basis .................... 42,000
Capital 0SS ....oovviiii i $12,000
Minus: capital loss limit ................... 3,000
Capital loss carryover .................... $ 9,000
Allowable capital lossonsale ............. $ 3,000
Carryover losses allowable ............... 2,000
Total current deductible loss .............. $ 5,000

Ray deducts the $5,000 total current de-
ductible loss in the current tax year. He must
carry over the $9,000 capital loss, which is not
subject to the passive activity loss limit. He will
treat it as any other capital loss carryover.

Installment sale of an entire interest. If you
sell your entire interest in a passive activity
through an installment sale, losses are al-
lowed each year in the ratio of the gain recog-
nized in the tax year to the gain remaining to
be recognized at the beginning of the year.
Example. John Ash has a total gain of
$10,000 from the sale of an entire interest in a
passive activity. Under the installment method
he reports $2,000 of gain each year, including
the year of sale. For the first year, 20% (2,000/

10,000) of the losses are allowed. For the sec-
ond year, 25% (2,000/8,000) of the remaining
losses are allowed.

Partners and S corporation shareholders.
A partnership interest or S corporation stock is
not considered property used in an activity.
Activities in a partnership or S corporation are
reported to and passed through to the partners
and shareholders. See Activities conducted
through partnerships or S corporations, ear-
lier. Such partner or shareholder must dispose
of their entire interest in an activity to deduct
their unallowed losses in the current year.

Dispositions by gift. If you give away any in-
terest in a passive activity, the accumulated
unused passive activity losses allocable to the
interest cannot be deducted in any tax year. In-
stead, the basis of the transferred interest
must be increased by the amount of any such
losses allocable to the interest for which a de-
duction has not been allowed.

Dispositions by death. If a passive activity
interest is transferred because the owner dies,
accumulated unused losses are allowed (to a
certain extent) as a deduction against the de-
cedent’s income in the year of disposition. The
decedent’s losses are allowed only to the ex-
tent they exceed the amount by which the
transferee’s basis in the passive activity has
been increased under the rules for determin-
ing the basis of property acquired from a dece-
dent. For example, if the basis of an interest in
a passive activity in the hands of a transferee
is increased by $6,000 and unused passive
activity losses of $8,000 were allocable to the
interest at the date of death, then the dece-
dent’s deduction for the tax year would be lim-
ited to $2,000 ($8,000 - $6,000).

How To Report Your Passive
Activity Loss

Reporting your passive activities may require
more than one form or schedule. The actual
number of forms depends on the number and
types of activities you must report. Some forms
and schedules that may be required are:

¢ Schedule A (Form 1040), /temized
Deductions,



Schedule C (Form 1040), Profit or Loss
From Business,

Schedule D (Form 1040), Capital Gains and
Losses,

Schedule E (Form 1040), Supplemental In-
come and Loss,

Schedule F (Form 1040), Profit or Loss
From Farming,

« Form 8582, Passive Activity Loss Limita-
tions, and

* Form 8582-CR, Passive Activity Credit
Limitations.

Regardless of the number or complexity of
passive activities you have, you should use
only one Form 8582.

The following example shows how to report
your passive activities. In this example, in ad-
dition to Form 1040, the taxpayers (Charles
and Lily) use Form 8582 (to figure allowed
passive activity deductions), Schedule E (to
report rental activities and partnership activi-
ties), Form 4797 (to figure the gain and allowa-
ble loss from assets sold that were used in the
activities), and Schedule D (to report the sale
of partnership interests).

No matter how many activities you have,
you should report each activity on the form you
would use if the activity were not passive. Fill
out Form 8582 to determine if the passive loss
rules disallow any of your losses. Fill out
Schedule E, as far as you can, for your rental
activities. Use Form 4797 to show gains and
losses from the sale of business assets. The
Instructions for Form 8582 explain how to use
the other forms with Form 8582.

General Information

Charles and Lily are married, file a joint return,
and have combined wages of $132,000 in
1994. They own interests in the following activ-
ities. They are at risk for all of their investment
in the activities. They did not materially partici-
pate in any of the business activities. They ac-
tively participated in the rental real estate ac-
tivities in 1994 and all prior years. Charles and
Lily were not qualifying taxpayers in a real
property business.

1) Activity A is arental real estate activity. Its
income and expenses are reported on
Schedule E. Charles and Lily’s records
show a loss from operations of $15,000 in
1994. Their records also show a gain of
$2,776 in 1994 from the sale of section
1231 assets used in the activity. That sec-
tion 1231 gain is reported in Part | of Form
4797. In 1993, they completed the Work-
sheets in the Instructions for Form 8582
and calculated that $6,667 of Activity A’'s
Schedule E loss for 1993 was disallowed
by the passive loss rules. That loss is car-
ried over to 1994 as a prior year unal-
lowed Schedule E loss.

2

~

Activity B is a rental real estate activity. Its
income and expenses are reported on
Schedule E. Charles and Lily’s records
show a loss from operations of $11,600 in
1994. In 1993, they completed the Work-
sheets in the Instructions for Form 8582

4
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6

~

=

~
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and calculated that $8,225 of Activity B's
Schedule E loss for 1993 was disallowed
by the passive loss rules. That loss is car-
ried over to 1994 as a prior year unal-
lowed Schedule E loss.

Partnership #1 holds a trade or business
activity and is not a publicly traded part-
nership (PTP). (For a discussion of PTPs,
see the Instructions for Form 8582.) Part-
nership #1 reports a $4,000 distributive
share of its 1994 profits to Charles and
Lily on line 1 of Schedule K-1, Form 1065.
They report that profit on Schedule E. In
1993, they completed the Worksheets in
the Instructions for Form 8582 and calcu-
lated that $2,600 of their distributive share
of Partnership #1's 1993 loss was disal-
lowed by the passive loss rules. That loss
is carried over to 1994 as a prior year
unallowed Schedule E loss.

Partnership #2 is a PTP that holds a trade
or business activity. In 1994, Charles and
Lily disposed of their entire interest in
Partnership #2. They do not report that
gain on Form 8582 because Partnership
#2is a PTP. They recognize a long-term
capital gain of $15,300 ($25,300 selling
price less $10,000 adjusted basis), which
they report on Schedule D. The partner-
ship reports a $1,200 distributive share of
its 1994 losses to them on line 1 of Sched-
ule K-1, Form 1065. They report that loss
on Schedule E. In 1993, they completed
the PTP Worksheet in the Instructions for
Form 8582 and calculated that $2,445 of
their distributive share of Partnership #2's
1993 loss was disallowed by the passive
loss rules. That loss is carried over and
added to the $1,200 Schedule E loss. See
the discussion of PTPs in the Instructions
for Form 8582.

Partnership #3 holds a single trade or bus-
iness activity and is not a publicly traded
partnership. Charles and Lily sold their en-
tire interest in partnership #3 in November
1994. The sale represents a disposition of
their entire interest in this activity. They
recognize a $4,000 ($15,000 selling price
less $11,000 adjusted basis) long-term
capital gain, which they report on Sched-
ule D.

In 1993, they completed the Work-
sheets in the Form 8582 Instructions and
calculated that $3,000 of their distributive
share of the partnership’s loss for 1993
was disallowed by the passive loss rules.
That loss is carried over to 1994 as a prior
year unallowed Schedule E loss. Charles
and Lily’s distributive share of partnership
losses for 1994 reported on line 1 of
Schedule K-1, Form 1065 is $6,000.

Partnership #4 is a limited partnership
that holds a trade or business activity.
Charles and Lily are limited partners who
did not meet any of the material participa-
tion tests. Their distributive share of 1994
partnership loss, reported on line 1 of
Schedule K-1, Form 1065, is $2,400. In
1993, they completed the Worksheets in
the Form 8582 Instructions and calculated
that $1,500 of their distributive share of

loss for 1993 was disallowed by the pas-
sive loss rules. That loss is carried over to
1994 as a prior year unallowed Schedule
E loss.

Step One—Completing the Tax
Forms Before Figuring the
Passive Activity Loss Limits
As far as they can, Charles and Lily complete
the forms they usually use to report income or
expenses from their activities. They enter their
combined wages, $132,000, on Form 1040.
They complete line 9 of Schedule D showing
long-term capital gains of $15,300 from Part-
nership #2 and $4,000 from Partnership #3 in
column (g). Because Partnership #2 is a PTP,
it is not entered on Form 8582. Since the dis-
position of Partnership #3 represents a dispo-
sition of an entire interest in an activity with an
overall loss of $5,000, that partnership is also
not entered on Form 8582. They combine the
PTP $1,200 current year loss with its $2,445
prior year loss, and also combine the Partner-
ship #3 $6,000 current year loss with its
$3,000 prior year loss and enter the two com-
bined amounts in column (g) of Schedule E,
Part Il. They complete Schedule E, Part I,
through line 22. Since their rental activities are
passive, they must complete Form 8582 to fig-
ure the deductible losses to enter on line 23.
They enter the gain from the sale of the
section 1231 assets of Activity A on Form
4797. They enter the $4,000 profit from Part-
nership #1 on Schedule E, Part II.

Step Two—Form 8582 and the
Worksheets

Charles and Lily now complete Form 8582 and
the worksheets that apply to their passive ac-
tivities. Because they are at risk for all
amounts invested in their activities, they do not
complete Form 6198 before Form 8582. (The
second part of this publication explains the at-
risk rules.)

Worksheet 1

1) Charles and Lily compute the gains and
losses on Worksheet 1 for Activity A (a
rental real estate activity). They enter all
amounts from the activity even though
they already reported the gain of $2,776
on Form 4797, since all income or loss
from an activity must be taken into ac-
count to figure the loss allowed. They
write Activity A under Name of activity.
Then they enter:

a) $2,776 gain in column (a) from Form
4797, line 2(h).

b) ($15,000) loss in column (b) from
Schedule E, line 22, column A.

c) ($6,667) prior year unallowed loss in
column (c) from their worksheets used
in 1993.

d) They combine the three amounts.

e) Since the result ($18,891) is an overall
loss, they enter it in column (e).

2) Activity B is a rental activity with a 1994
loss and a prior year unallowed loss.
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Charles and Lily write Activity B under
Name of activity. Then they enter:

a) ($11,600) loss in column (b) from
Schedule E, line 22, column B.

b) ($8,225) prior year unallowed loss in
column (c) from their 1993 worksheets.

c) Then they combine these two figures
and enter the total loss ($19,825) in col-
umn (e).

3) They separately add columns (a), (b), and
(©).
a) They enter $2,776 in column (a) on the
Total line and also on Form 8582, Part
I, line 1a.

b) They enter ($26,600) in column (b) on
the Total line and also on Form 8582,
Part |, line 1b.

c) They enter ($14,892) in column (c) on
the Total line and also on Form 8582,
Part|, line 1c.

4) They combine lines 1a, 1b, and 1c, Form
8582, and put the net loss ($38,716) on
line 1d.

Worksheet 2. Because Partnership #1 and
Partnership #4 are nonrental passive activi-
ties, Charles and Lily enter the appropriate in-
formation on Worksheet 2 similar to the way
they reported their rental activities on Work-
sheet 1. Then they enter the totals on Form
8582, Part |, lines 2a through 2d.

Reporting Income From Column (d), Work-
sheets 1and 2. Activities that have an overall
gain in column (d) are not used any further in
the calculations for Form 8582. At this point,
overall gain activities should be entered on the
forms or schedules that would normally be
used. They have one activity with an overall
gain ($4,000 - $2,600 =$1,400). This is Part-
nership #1, which is shown in Worksheet 2.
They enter this partnership directly on Part Il,
Schedule E. They write:

1) Partnership #1 on Line C in column (a).

2) “P”in column (b) since this entity is a
partnership.

3) No entry in (c) since it is not a foreign
partnership.

4) The identification number in (d).

5) Acheck markin (e) since all of their in-
vestment is at risk.

6) ($2,600) in column (g) which is the prior
year unallowed Schedule E loss.

7) $4,000 in column (h), their distributive
share of 1994 profit.

Step Three—Completing Form
8582

Charles and Lily must now fill out Part Il, Form
8582 since they will need the figure on line 9 to
complete Worksheet 3. They enter all amounts
without brackets as though they were positive.
They can then complete Part |1l of Form 8582.

1) They enter $38,716 on line 4 since this is
the smaller of line 1d or line 3.
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2) They enter $150,000 on line 5 since they
are married and filing a joint return.

3) They enter $138,655, their modified ad-
justed gross income, on line 6. See the In-
structions for Form 8582 for a discussion
of modified adjusted gross income. The
$138,655 is made up of their wages,
$132,000, plus their overall gain, $11,655,
from the entire disposition of Partnership
#2, a PTP, plus a $5,000 overall loss from
the entire disposition of partnership #3.

They reported on Schedule D long-
term gains of $15,300 from the PTP dispo-
sition and $4,000 from the partnership #3
disposition. Also, on Schedule E they
combined the PTP 1994 loss of $1,200
with its prior year loss of $2,445, and com-
bined the Partnership #3 1994 loss of
$6,000 with its prior year loss of $3,000.
Netting these amounts gives them the
PTP overall gain of $11,655 and the Part-
nership #3 overall loss of $5,000 that were
used in figuring modified adjusted gross
income.

4) They subtract line 6 from line 5 and enter
the result, $11,345, on line 7.

5) They multiply line 7 by 50% and enter the
result, $5,673, on line 8. No matter what
the result, they cannot enter more than
$25,000 on line 8.

6) They enter the smaller of line 4 or line 8
online 9, or $5,673.

7) They add the income on lines 1a and 2a
and enter the result, $6,776, on line 10.

8) They add lines 9 and 10 and enter the re-
sult, $12,449, on line 11.

Step Four—Completing
Worksheet 3

Charles and Lily must complete Worksheet 3
since they have an overall loss in column (e) of
Worksheet 1 and an amount on line 9 of Form
8582.

1) In the two left-hand columns, they write
the names of the activities, A and B, and
the schedules the activities are reported
on, Schedule E.

2

~

They fillin column (&) with the losses from
Worksheet 1, column (e). They add up the
amounts, and enter the result, $38,716, in
the Total line without brackets.

3

~

They figure the ratios for column (b) by di-
viding each amount in column (a) by the
Total line and entering the resultin (b).
These ratios, when added, should equal
1.00.

4) Now they are ready to prorate their spe-
cial allowance for active participation
rental real estate activities (from Form
8582, Part Il, line 9) among their rental ac-
tivities. They multiply the amount from line
9, Form 8582, $5,673, by each of the ra-
tios in Worksheet 3, column (b) and enter
the results on the appropriate line in col-
umn (c). The total should equal $5,673.

They subtract column (c) from column (a)
and enter each result in column (d).

5

~

Step Five—Completing

Worksheet 4

You must complete Worksheet 4 if you have
an overall loss in column (e) of Worksheet 2 or
losses in column (d) of Worksheet 3 (or col-
umn (e) of Worksheet 1 if you did not have to
complete Worksheet 3). Charles and Lily fill
out Worksheet 4 with the activities from Work-
sheet 3. They have one activity showing a loss
in Worksheet 2, column (e). They fill in the
names of the activities and the schedules or
forms each will be reported on in the two left-
hand columns of Worksheet 4.

1) In column (a), they enter the losses from
Worksheet 2, column (e) and Worksheet
3, column (d). These losses are entered
as positive numbers, not in brackets.
They add the numbers and enter the total,
$36,943, on the Total line.

They divide each of the losses in column
(a) by the amount on the column (a) Total
line, and enter each result in column (b).
These numbers should also add up to
1.00.

Now they use the computation worksheet
for column (c) under Worksheet 4 of the
Instructions for Form 8582 to figure the
unallowed loss to allocate in column (c).

2

~

3

~

a) On line A of the computation work-
sheet, they enter the amount from line 3
of Form 8582, $41,216, as a positive
number.

b

~

On line B, they enter the amount from
line 9 of Form 8582, $5,673.

c) They subtract line B from line A and
enter the result, $35,543, on line C.

They multiply line C, $35,543, by each
of the ratios in column (b) and enter the
results in column (c). This is their total
unallowed loss for 1994.

d

~

Step Six—Using Worksheets 5
and 6

Charles and Lily now decide whether they
must use Worksheet 5, Worksheet 6, or both
to figure their allowed losses. If the losses from
each activity entered on Worksheet 4 are re-
ported on only one form or schedule, then
Worksheet 5 is used. If any activity has a loss
that is reported on two or more schedules or
forms (for example, a loss that must be re-
ported partly on Schedule C and partly on
Form 4797), Worksheet 6 is used. They must
use only Worksheet 5 to figure their allowed
losses.

Worksheet 5. Charles and Lily determine
that three of the activities they entered on
Worksheet 4 should go on Worksheet 5 since
the losses are reported on Schedule E only.
The activities are A, B, and Partnership #4.

1) They enter the names of the activities and
the schedules to be used in the two left-
hand columns of Worksheet 5.

2) Incolumn (a), they enter the total loss for
each activity. These losses include the



current year loss plus the prior year unal-
lowed loss. They find these amounts by
adding columns (b) and (c) on Work-
sheets 1 and 2.

3) Incolumn (b), they enter the unallowed
loss for each activity already figured in
Worksheet 4, column (c). They must save
this information to use next year in figur-
ing their passive losses.

4

~

In column (c), they figure their allowed
losses for 1994 by subtracting their unal-
lowed losses, column (b), from their total
losses, column (a). These allowed losses
are entered on the appropriate schedules.
They enter their allowed losses from Ac-
tivities A and B on Schedule E, Part |, line
23, because these are rental properties.
They report their allowed loss from Part-
nership #4 on Schedule E, Part Il by
writing:
a) The name of the activity on line 27D,
column (a),

b) “P”in column (b),
c) The employer identification number in
column (d),

d) A check mark in column (e) since all
their investment is at-risk, and

e) ($148)in column (g).

Step Seven—Finishing the
Reporting of the Passive
Activities

Charles and Lily summarize the entries on
Schedule E, Schedule D, and Form 4797, and
enter the amounts on the appropriate lines of
their Form 1040. They enter:

1) The total Schedule D gain, $22,076, on
line 13.

2) Schedule E loss ($21,094) on line 17.
Charles and Lily are now able to complete

their return, having limited their losses from
their passive activities as required.

At-Risk Limits

The at-risk rules limit your losses from most
activities to your loss or amount at risk, which-
ever is less. The at-risk rules must be applied
before the passive activity rules discussed in
the first part of this publication. Also, see Loss
limits for partners and S corporation share-
holders, later.

Amount at risk. You are at risk in any activity
for:

1) The money and adjusted basis of property
you contribute to the activity, and

2) Amounts you borrow for use in the activity
if:
a) You are personally liable for repay-
ment, or
b) You pledge property (other than prop-
erty used in the activity) as security for
the loan.

“Amount at risk” is discussed under At-Risk
Amounts, later.

Taxpayers affected. The at-risk limits apply to
individuals and to certain closely held corpora-
tions (other than S corporations).

Closely held corporation. For the at-risk
rules, a corporation is a closely held corpora-
tion if, at any time during the last half of the tax
year, more than 50% in value of its outstanding
stock is owned, directly or indirectly, by or for
five or fewer individuals.

To figure if more than 50% in value of the
stock is owned by five or fewer individuals, ap-
ply the following rules:

1) Stock owned directly or indirectly by or for
a corporation, partnership, estate, or trust
is considered owned proportionately by its
shareholders, partners, or beneficiaries.

An individual is considered to own the
stock owned directly or indirectly by or for
his or her family. Family includes only
brothers and sisters (including half-broth-
ers and half-sisters), a spouse, ancestors,
and lineal descendants.

2

~

3

~

If a person holds an option to buy stock,
he or she is considered to be the owner of
that stock.

When applying rules (1) or (2), stock con-
sidered owned by a person under rule (1)
or (3) is treated as actually owned by that
person. Stock considered owned by an in-
dividual under rule (2) is not treated as
owned by the individual for again applying
rule (2) to consider another the owner of
that stock.

Stock that may be considered owned by
an individual under either rule (2) or (3) is
considered owned by the individual under
rule (3).

4

=
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Loss defined. A loss is the excess of allowa-
ble deductions from the activity for the year (in-
cluding depreciation or amortization allowed or
allowable, disregarding the at-risk limits) over
income received or accrued from that activity
during the year. Income does not include in-
come from the recapture of previous losses
(discussed later under Reductions of Amounts
At Risk) that is required because the amount at
risk was less than zero.

Disallowed losses. Any loss from an activity
that is not allowed in a tax year because of the
at-risk limits is treated as a deduction for the
activity in the next tax year.

Form 6198. Form 6198, At-Risk Limitations, is
used to figure how much loss from an activity
you can deduct. You must file Form 6198 with
your tax return if:

1) You have aloss from any part of an activ-
ity that is covered by the at-risk rules, and

2) You are not at risk for some of your invest-
ment in the activity.

Loss limits for partners and S corporation
shareholders. Three separate limits apply to
a partner’s or shareholder’s distributive share
of a loss from a partnership or S corporation.

The limits determine the amount of the loss
each partner or shareholder can deduct on its
own return. These limits and the order in which
they apply are:
1) The adjusted basis of:
a) The partner’s partnership interest, or

b) The shareholder’s stock plus any loans
the shareholder makes to the
corporation,

2) The at-risk rules, and
3) The passive loss rules.

See Losses in Publication 541, Tax Infor-
mation on Partnerships, and Limits on Share-
holder’s Losses and Deductions in Publication
589, Tax Information on S Corporations.

Activities Covered by the At-
Risk Rules

If you are involved in one of the following activi-
ties, you are subject to the at-risk rules.

1) Farming.
2) Exploring for, or exploiting, oil and gas as

a trade or business or for the production
of income.

3) Holding, producing, or distributing motion
picture films or video tapes.

4) Equipment leasing, that is, leasing section
1245 property, including personal prop-
erty, and certain other tangible property
which is depreciable or amortizable. See
Equipment leasing, later.

5

~

Exploring for, or exploiting, geothermal
deposits (for wells started after Septem-
ber 1978).

Holding real property placed in service af-
ter 1986. However, if you are a partner in
a partnership, a shareholder in an S cor-
poration, or have an interest in any other
passthrough entity that you acquired after
1986, the at-risk rules apply no matter
when the entity placed the real property in
service.

6

~

7

8) Any other activity notincluded in (1)
through (7) that is carried on as a trade or
business or for the production of income.

~

Holding mineral property.

Exclusion for equipment leasing by a
closely held corporation. If a closely held
corporation is actively engaged in equipment
leasing, the equipment leasing is treated as a
separate activity not covered by the at-risk
rules. A closely held corporation is actively en-
gaged in equipment leasing if 50% or more of
its gross receipts for the tax year are from
equipment leasing.

Equipment leasing. Equipment leasing
means the leasing, purchasing, servicing, and
selling of equipment that is section 1245 prop-
erty. Section 1245 property is any depreciable
or amortizable property that is:

1) Personal property,

2) Other tangible property (other than a
building or its structural components) that
is:
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1089-A here. $1  Alimony received . . . . . . Lk
H vou did not 12 Business incoms or {loss). mwmc«cez . |12 |
goraW-2 soe 13 Capital gain o (0se). f required, ttach Schedule D (see pege ™y 13, 22076
page 15. 14  Other gains or losses). Altach Form 4797 | C e e e 14
15a Total IRA distibutions . | 158 ' b Taxabie amourt (ses page 17} | 15B
Enclose, but 00 tag Total pensions and annuities | 188 b Taxabie amount (see page 17) | 18D
not atach, any . . . 17| <2[ 0¥>
paymant with 17  Rental real estate. royaities. partnerships, S corporations, trusts, etc. Attach Schedule E ’
your return. 18  Farm incoms or (loss). Attach Schedule F . . . . . . . . . . 18 I
19 Unemployment compensation (seepege 18 . . . . . . . . . . . . . | W
208 Social security benefits | 208 | || b Texatle amount (see page 16) | 20D
21 Other income. List type and amount—ses page 18 ... . ...cciciiiirmieaenes |21
Add the amourts in the far right column for lines 7 through 21. This ia your fotal income » | 22 {w_
. Z3a Your IAA deduction (sea page 18) . . . | ¥4
Adjustments |, 5.8 1A cecuction (see page 19 . 236
0 INCOME 24  Moving expanses. Attach Form 3903 or 3903-F | 24
Caution: Ses 25 One-half of seif-smployment tax . . 25
instructions . . = 28 s-u-umplayodmnhummmam(mpag-au | 26
27  Keogh retirement plan and seif-smployed SEP deduction | 27
28 Penahty on early withdrawal of savings . . . . . . | 28
20 Almony paid. Recipient’s SSN B P [ 20
30 Add linea 23a thyough 29. Thesomywrw:dm P > | 30
Adjusted 31 Subiract ine 30 from bng 22. Tis is your adjsled gress insomes. If less than 525,206 and a chid kved
Grogs income with you (less than $5,000 f a child didn’ ive with you). see "Eamed income Crooit" on page 27 » | 31 | 32,982
Can. No. 113208 Form 1040 (1994
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CMEB Na. 1545-0074

SFCHE'::ULE D Capital Gains and Losses 1994
(Form 1040} b Attach to Form 1040.  ® See Instructions for Schedule D (Form 1040).
Degartment of the Tressury i Attachment
Interial Revere Sarvics (T » Uss lines 20 and 22 for more space to Nst transactiona for linea 1 and 9. Sequence No, 12
Name{a) ahown on Form 1040 . Your sacial security numbaer
Charles Eric_and Lily Weods 123 00 4567
Short-Term Capital Gains and Loases—Assets Held One Year or Less ,
: other bas o . K \
e s oy Mo Sy yr) | MMo.day.yr) | ieee page D3 ishe page 08 | sctbor 1 om 1o | "sestract ) tooem o0
1 . H ' .

2 Enter your srlron-tmn totals, if any from , W§

ine2v, . B .- : ‘\{_\ RN — . ]

4 Short-term gain from Forms 2119 and 6252, and short-term gain or (Joss)
from Forms 4684, 6781, and 8824 , . . . . .

5 Net short-term gain or (loss) from partnerships, S corporations, estates, and

-

7;
.

_

o

trustsﬂ‘nmSch.adule{s)Kﬂ........_.........5 NN
6 ?gsoggpmﬂtia&n:; Imxfxsmme‘an{ou?t,ffaﬁy,.fmrn I'me-Q tj.\fy.t:ur. . &\\\\\\\\&
7 Add fines 1, 2, and 4 through 6, in columns (B and@. . . . . . . . LTI !
8 Net short-term capital gain or . Combine columns {f) and [g) of line 7 . . . . .8

Long-Term Capital Gains and Losses—Assets Held More Than One Year
0 Portraraiily & 2 : ] | ;
v 1zo12V |12 0294 | 25,300 {0,000 ; 15,300 :

Tt s S o oF : ; - 5 :
e serettyy  [1215 92 [ I 94 | 15,000 1000: - : 4,000 :

10 Enter your long-term totals, if any, from \\\\\\\Y\\X\\‘\\ :: :
fne23. . . . . . .. .... |10 %\\%\k&\@xﬁ \\\\\§ ]
11 Total long-term salea price amounts. : ' N W\
Add column (d)of linesSand 10. . . | 11| HO300: \ \\\\k\i\\\k
12 Gain from Form 4797; long-term gain from Forms 2119, 2438, and 6252;
and long-term gain or (loss) from Forms 4684, 6781, and 8824 . . . . 12 2;7765
13 Net long-term gain or (ioss) from partnerships, S corporations, astates, and :
trusts from Schedule() K-1. . . . . . . . . . . . . . . . . |13
14 Capital gain distibutions . . . . . . . . . . . . . . . .. |14
15 Lang-tarm capital loss camyover. Enter the amount, if any, from line 14 of
your 1993 Capital Loss Carryover Worksheet . . . . . ., . . . . |18
18 Add lines 8, 10, and 12 through 15, in columns (and (@) . . . . . . L181( ) 22076
17 Net iang-term capital gain or {loss). Combine columns @) and (glofline 16 . . . . .» 17| 22 D76

Summary of Parts | and |

18 Combine iimes 8 and 17. If a loss, go to line 19, i a gain, enter the gain on Form 1040, ling 13. :
Note: if both lines 17 and 18 are gains, see the Capital Gain Tax Worksheet on page 25 . . (181 22 O7p

18 It line 18 is a (Ioss), enter here and as a (l0ss) on Form 1040, line 13, the smaller of these |osses: !
& Tha (loss} on line 18; or ( :
b ($3.000) or, if mamied filng separately, ($1,500) . . . . . . . . . . . . . . . . (38U N
- : _aOa OO T ™

Note: See the Capital Loss Carryover Worksheet on page D-3 if the loss on fine 18 excensds \\_\\.\.\.\\\\\\_

the ioss on fine 19 or if Form 1040_line 35, is a oss. S&\&M&&\\

For Paparwork Reduction Act Notice, ses Form 1040 instructions. Cat. No, 11330H Schediule D (Form 1040) 1994
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OME No. 1545-0074

SCHEDULE E Supplemental income and Loss

(Form 1040) (From rental real estate, royalties, partnerships, ﬂ@94
S corporations, estates, trusts, REMICs, ets))
Decartment of the Traasury Attachment

Intarnal Reverws Servce  (T)] P Aftach to Form 1040 or Form 1049, See Inatructions for Schedule E {(Form 1040). Sequance No. 13

Hames({s) shown on raturn Youwr mllll !aow_'ﬂy i
Charles Eric ond Lily Woods 12300 4567
Income or Losas From Rental Real Estate and Royaltias Note: Repart incama and expenses from your business of renting
personal property on Schedule C or C-EZ (see page £-1). Report farm rental income or ioss from Form 4835 on paga 2, line 38.
1 | Show the kind and location of sach rental real estate property: 2 For each rental real estate Yes| No
. - property listed on line 1, did you
A| Brick “d"'mlgx """ L2 -2k Csxﬂ“"; ;famd """" or your family use it for personal | o (P
22900 purposas for more than the
B| Conde - &915. Mmi-.‘y...ﬁaad ........................ greater of 14 days or 10% of the
AnyF+own Vi 223 s tota) days rented at fair rental B v
cl .. A value during the tax year? (See
""""""""""""""""""" page E-1.) ¢
Proparties Totals
Income: A B c iAdd conmins A, B. and C.)
3 Rents received, 3| 25000 2,300 3 33300
4 Royalties received 4 4
Expenses:
5 Advartising | . 5 oo 210
& Auto and travel (ses page E-z) L
7 Cleaning and maintenance, 7 1500 525
8 Commissions | 8 L 200 420
9 Insurance ) 9 z.r o000 108 ,
10 Legal and other professional fees | 10 | | 000 390
11 Management fees, . 11
12 Mortgage interest paid to banks
elc. (seepage E-2) . . . . . | 12| 9,000 g 5i0 12| /7 5/0
13 Otherinterest . . . . . . . 13
14 Repairs . . . . . . . . . |14 700 245
15 Supplies. . . . . . . . . |18 {00 210
16 Taxes . . .. 8| 2000 700
17 Utilites . . 1 2 4 ﬂ';g
18 Other {list) > [/ages Aral 2,000 i
................ “E?a"
....................................... 18
19 AddlinesSthrough18 ., . . . | 19| 30000 15 90 19| 45 900
20 Depreciation expense or depletion
(see page E-2). . . 20| 10 000 4 ooo 2| 14000
21 Total experses. Addlines 19and 20 | 21| 40 000 19, %0
22 Iincome or {logs) from rental real
astate or royally propsrties.
Subtract line 21 from line 3 (rents)
or tine 4 {royatties). If tha result is
a (loss), see page E-2 to find out
if you must file Form 6198, _ [ 22| <[5 000> <il, p02
23 Deductible rental real astate loss.
Caution: Your rental real sstate
loss on line 22 rmay be limited. See
page E-3 to find out if you must
file Form Real astate
fassionals must compiete line
onpagez o 23| b 155 | i 3540 | )l )
24 Income. Add positive arnounts shown on line 22, Do not include any losses . .o —
25 Losses. Add oyaly losses from line 22 and rental real estate losses from line 23, Enter the totai losses here . | 28 |1 9, 101 )
28 Total rental real estate and royalty income or (loss). Combine lines 24 and 25. Enter the result here.
if Parts {L. NI, IV, and line 39 on page 2 do not apply to you, also enter this amount on Form 1040,
line 17. Otherwise, include this amount in the total on line d0onpage2 . . . . . . | 28]|<9,70i”
Far Papsrwork Reduction Act Notice, see Form 1040 instructions. Cat. No. 113440 Sch.du-E{FormﬂMO]‘lm
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Schedule E (Form 1040) 1984 Aftachmant Sequence No. 13 Page 2

Name{s) shown on retum. Do not enter name and social secumy number if shown on other side.

Your .wchl m amber

Note: if you report amounts from farming or fishing on Schedule E, you must enter your gross income from those activities an line

41 below. Real estale professionals must completa line 42 below.

income or Loas From Partnerships and S Corporations Nots: If you report & foss from an

at-risk activity. you MUST check

either column (e) or {f) of kne 27 to describe your investment in the activity. See page £-4. if you check column {f}, you must attach Form 6198
M) Enter P for | {e} Chack # & Employer vesiment M Aik?
27 {8} Narma partnership: § foreign . dentification {#) All 13((f) Some i3
tor 5 corpomation| partnarship number at rigk |not at nak
Al Parinership *2 P 10- 172810 | v
B| Parfnership *3 4 10- 9376243 | v~
¢| Partmevship * £ [0- 59566450 | v
D| Partrership ¥4 P 10-7435837 | v+
E
Passive income and Loss Nonpassive Income and Loss
() Passive iosa atiowsd ) Pasaive income Nerpassive loss ) Section 179 expense () Norpassive incomes
tattach Farm 8582 if required) from Schedule K-1 from Sohedule K-1 from Form 4562 from Soheduls K-1
Al PTP (3 G4s)
B (4,000)
c (Z, e00) Y, oo0
{143
bTotas 12,293 | HHIHMIMEINN AT
29 Agdd columns ¢h} and (k) of iine 28a . - ‘ | 29 4, 000
20 Add columns (gh () and (oflne28b . . . . . . . . . . . . ... .. ... |90l ;5393 )
31 Total partnership and S corporation income or (loss). Combine lines 28 and 30, Enter the result
here and include in the totat on line 40 below . . . . . . . . . . . . . . . ls;aj€W,393 ) )
Income or Loss From Estates and Trust
” v T
A
n .
Passive incoms and Loss Nunpassive income and Loss
{¢] Pasawa deduction or ioss allowsd i) Pasaive incoma {e] Deguction or losa {# Other ncoma trom
{attach Form BBE2 f racuired) from Schedule K-1 from Sehedule K-1 Sohecule K-1
A
l > >, > ~ ey SN, 0 AAAAA ) N
b Totals R AT
34 Add columns (d) and {{) of line 33a . e e e e 34
35 Addcourmnsi{cland @ofline33b. . . . . . . . . . . . . . .. .. ... |85l ]
38 Total estate and trust income or floss). Combina lines 34 and 35. Enter the result hera and include
in the total on lined4Dbelow . . . . . . . . . . . . . . . . . . . . . . . |38
incoms or Loas From Aeal Estate Mortgage Investment Conduits (REMICs}—Residual Holder
{c) Excess nch! frorm
s I e )
| i
38 Combine columns (d) and {e} only. Enter the result here and include in the tatal on line 40 balow
Summary
39 Net farm rental income or floss) from Form 4835, Also, compiete ine 41 below ., . . | . .
40 TOTAL income or {loss). Combine lines 26, 31, 36, 38, and 39. Enter the rasult hers and on Form 1040, line 17 I

41 Reconciliation of Farming and Fishing Income. Entar your gross
farming and fishing income reported on Form 4835, line 7, Schedule
K-1 {Form 1065), line 15b; Schedule K-1 (Form 11208}, line 23; and
Schedule K-1 (Form 1041), ine 13 (see page E~4) . . . . . . .|[-4

42 Reconciliation for Real Estate Professionals. If you wers a real estate
professional {see page E-3}, sntar the nat income or (l0ss} you reparted
anywhere on Form 1040 from all rental real estate activities in which

ou material icipated under the passive activity loss rules. . .| 42

(® #wesd on recycied pupr
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. 4797 Sales of Business Property OME No 1545-0169
am {Also Involuntary Conversions and Recapture Amounts 1]@94
Under Sections 178 and 280F(b)}{(2))
Department of the Treasury . Attachment
Intemal Favenue Service  (T) » Aliach to your tax mtum. * See separate inatructions. Sequence No, 27
Namms(s) shown on relumn . . Identifying number
Chavies Evic ond Lily Woeds 123 -00-45b77
1 Enter nare the gross proceads from the sale or sxchange of real estate reportad to you for 1994 on Form(s) 1099-5 :
{or a substitute statemant) that you will be imcluding on line 2, 11. 0r22 , . . . . 1

Sales or Exchanges of Property Used in a Trade or Business and Involuntary Conversions From

Other Than Casualty or Theft—Property Held More Than 1 Year

{») Dapreciation | () Cost or other g) LOSS {h) GAIN
{a] Deacription of | fb) Date scquired {e) Date sold (d} Gross sales allawed _ basis, plus o () minus the sum tah plus (&)
propery {mo., cay, yr.) {mo., day. yr.} price or a:cmglnn .o::noe w:grovernu;h ul‘. of (ch and () minus. M)
BRI A |0t 04 91 | 01 059 | &,000 2224 237

@~k w

10

Gain, If any, from Form 4684, line 38 . . . . . . . . . . .
Section 1231 gain from instaiment sales from Form 6252, fine 26 or 37
Saction 1231 gain or (loss) from Yike-king exchanges from Form B824 .
Gain, if any, from line 34, from other than casualty or theft

Add lines 2 throuph Bincoumns fgland i}, . . . . . . . . .« - « « .« +
Combine columns {g} and (h) of iine 7. Enter gain or {loss) here, and on the appropriate line as follows: .
Parimershipa—Entsr tha gain or Joss) on Form 1085, Schedule K, line &. Skip lines 9, 10, 12, and 13 below.
8 corporations—Fsport the gain or (loss) following the instructions for Form 11208, Schadule K, lings 5 and 6. Skip | )
lines 9, 10, 12, and 13 below, unless line 8 is a gain and the S corparation is subject to the capital gains tax. §‘: AN
All othars—if line B is zero or a loss, antar the amount on iine 12 below and skip lines 9 and 10. i line 8 is a gain %\\ X
and you did not have any prior year section 1231 [os84s, or they were recaptured in an earlier yedr, enter the gain \\§ _'
as a long-term capital gain on Schedule D and skip lines 9, 10, and 13 below. R
Nonrecaptured net section 1231 losses from prior years (see instructions) , . . . . . .. . . . . . .
Subtract lina 9 from line 8. if zero or leas, anter -0-, Also enter on the appropriate line as follows (see instructions): 10
S oorporations—Enter this amount {if mors than zeng) on Schedule D (Form 11208), line 13, and skip lines 12 and 13 below.

All others—if line 10 is zero, enter thw amount from line B on iine 13 below. If fine 10 is more than zero, enter the amount from line 8 on line
13 below, and entar the amount from ling 10 as a long-term capital gain on Schaduls D.

3
4
5
5
7

Ordinary Gains and Losses

11 Ondinary gains and losses not included on Knes 12 through 18 (Include property held 1 year of less):
12 Loss, if any. from ne B . e e e e : \\__\\“__Q\
13 Gain, if any, from line 8, ar amount from line $ if applicable W
14 Gain, if any, from line 33 C o e e e e e e s &KX%
15 Nat gain or Goss) from Form 4884, lines 31 and 382 . . . . . _
18 Ordinary gain from instaliment sales from Form 6252, line 25 or 36 | MU
17 Ordinary gain or (0ss} from like-kind exchanges frorn Forrn 824 C e e e
18 Recapture of section 179 axpanse deduction for partners and S corporation shareholders from
property dispositions by partnershipe and S corporations (see instructions) ..
49  Add lings 11 through 18 in colurnns (g) and () . e e e e e e e e
20 Combine columns (g} and () of line 19. Enter gain or (loss) here, and on the appropriate line as follows:
a For all axcept individual retums: Enter the gain or {loss) from line 20 on the retum being filed.
b For individual retums:
{t) I the loas on Ine 12 includes a loss from Form 4684, line 35, column (bKii), entar that part of the loss here and
on line 22 of Schedule A (Form 1040). Identity a8 from “Form 4797, line 200(1)." See instructions . .,
{2) Redeterming the gmin or (I039) on line 20, exciuding the loss, it any, on ling 20b{1). Enter hare and on Form 1040, line 14 , '
For Peperwork Reduction Act Notics, see page 1 of separate instructions. Cat. No. 130881 Form 47T (1004
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.. 3582 Passive Activity Loss Limitations

> See zeparate instructions.

COMB No. 1545-1008

1994

Department of the Tredsury Attachmant
internal Revanue Saraca (1) > Attach to Form 1040 or Form 1041. Sequence No.
Nama{s} shown on retum Idemtifying number
Charlgs Evic and Lily Woods [123-00- 4567
1994 Passive Activity Loss
Caution: See the instructions for Worksheets T and 2 on pages 7 and B before compieting Part 1.
Rental Real Estate Activities With Active Participation (For the definition of active participation
see Active Participation in a Rental Real Estate Activity on page 3 of the instructions.)
1a Activities with net income (from Worksheet 1, column (a)) . . , |18 2776
b Activities with net loss (from Worksheet 1, coumn b)) . . . . |t |t 2& 00 | )
¢ Prior year unallowed losses {from Worksheet 1, column () . . Lle 1t ! 4 892 )
d Combine lines 1a, 1b, and 1c 1d |{38, 71 >
All Other Passive Activities
2a Activities with net income (from Worksheet 2, column (@) . . . |28 Y, 000
b Activities with net loss (from Worksheet 2, column (b)) . 2| 2 4060 }
¢ Prior year unallowed losses (from Worksheet 2, column (&) . . (26 | lf’ 1% %
d Combine lines 2a, 2b, and 2¢ 2d | £ 2,5007
3 Combine lines 1d and 2d. If the rasult is net income or zero, see the instructions for line 3. If
this fine and line 1d are lasses, go to line 4. Otherwise, enter -0- online @ andgotoline 10 . | 3 €41, 2162

Special Allowance for Rental Real Estate With Active Participation

Note: Enter all numbers in Part il as pasitive amounts. {See instructions on page & for examples. )

4 Enter the smaller of the [oss on line 1d orthe lossonlined . . . . . . . . . 4 38, 71
§ Enter $150,000. If married filing separately, see the instructions . | s 150 000
8 Enter modified adjusted gross income, but not less than zero (see
instructions) . . . . . 6
Nate: if line & is equaltaorgmterthan!mes sk:pfmes Tand
8, enter -0- on line 9, and then go to line 10. Otherwise, go to
lina 7.
7 Subtract line 6 from fine 5 . . . ? ” 345
8 Multiply line 7 by 50% [5} Do not entar mare than 325 000 If marmed ﬂlmg separately.
instructions . - . . 8 5, ﬁ73
g Enter the smaller of line 4 or line 8 2 5 673
Total Losses Allowed
10 Add the income, if any, on lines 1a and 2a and enter the total 10 6,. 776
11  Total loases allowed from all passive activities for 1994. Add lines 9 and 10. See the
instructions to find out how 10 report the losses on your tax return . . . 11 12 2 44?
For Paperwork Reduction Act Notice, see separate matructions. Cat. No. 63704F Form B582 (1904
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Form B5A2 11994)

Page 2

Caution: The worksheets are not required to be filed with your tax return and may be detached before filing Form
8582. Keep a copy of the worksheets for your records.

Worksheet 1—For Form 8582, Lines 1a, 1b, and 1¢ (See instructions on page 7.)

Current yoar Prior year CQwvarall gain or oss
Name of activity 8] Net Net | (&) Unaliowed -
] c nahow i
“iemn}‘c;?m [hilina “c;lss loss (line 1¢) () Gain fe) Loss
Actiuiry A 2,176 | <i5 o002 1> < I8 841>
Activity B <1, LOP> | <8225 <i?,825>
Total. Enter on Form 8582, lines 13.
tb,andie, . . . . . . . . 2,776 L26 6007 | < W, 342> k \\ \\
Worksheet 2—For Form 8582, Llnas 2a, 2b, and 2¢ (See instructions on page 8
Currant year Prior year Overall gain or loas
Name of activity {a) Nat i {b} Net | {c) Unaliowed
A line 281 | tine 26) | loss fline 2¢) (d) Gain (@) Loss
_Portrership ¥ 4 000 42 600> I 400
_Partaership ¥y i €2 400> | <4,500> < 39005
Total. E Fi 8582, h 2a
gﬁandnécoru‘n A mn L Q00 €2 4o0r | <4, 100>
Worksheet 3—Use this worksheet if an amount is shown on Form 8582, line 9 (See instructions on page 8.)
- Form or scheduile {a) Losa {b) Ratie (c) Special | (d) Subtract column
Name of activity to ba raported on | (38 Instructions.) | (See nstructions.} ’fﬁ:ﬁ:gﬁ‘ {crls:r:msm:::s[?}
Actividy A Sch. E 18, 891 | 427938 | 2,768 6,123
Activihy Sch. E 19 825 |.5(2062 2 905 e 920
Yotal . . . . > | 38,76 1.00 5 673 33 0432
Worksheet 4—Allocation of Unallowed Losses (See instructions on page 9.)
Name of am :::: gpnrhd on (Seelfgslt.:::mns.} [See':!n:l*mons.} [féei"::?r‘:c.t?nm
Activity A S E o, 1232 . 436429 15,5/2
_Activity B Sch.E e, 420 -458003 | Jp 279
rship ¥4 Sch. E 3 900 . 105568 152
Total . . . . > 36,943 1.00 35,543
Worksheet 5—Allowed Losses (See mstruct:ons on page 9.)
Name of activity o b mporwdan | (Seemerictonsl | e nsimcomay | (Ses mawuctons)
Activity A e £ Lgm I5 512 b 155
_Actividy B Sch. £ He 279 2 Lx 17}
_Partnership ¥y Schn. € a 900 752 148
Total . i 45 392 35 543 9,844
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a) Used in manufacturing, production, or
extraction, or in furnishing transporta-
tion, communications, energy, water, or
sewage disposal,

b) A research facility used for the activities
in(a), or

c) Abulk storage facility used for the activ-
ities in (a),
3) Asingle purpose agricultural or horticul-
tural structure, or

4) A storage facility (other than a building or
its structural components) used for the
distribution of petroleum.

However, equipment leasing does not in-
clude leases of master sound recordings and
similar contractual arrangements for tangible
or intangible assets associated with literary,
artistic, or musical properties, such as books,
lithographs of artwork, or musical tapes. Thus,
a closely held corporation cannot exclude
these leasing activities from the at-risk rules
nor count them as equipment leasing for the
gross receipts test.

The equipment leasing exclusion is not
available for leasing activities related to other
at-risk activities, such as motion picture films
and video tapes, farming, oil and gas proper-
ties, and geothermal deposits. Thus, if a
closely held corporation leases a video tape, it
cannot exclude this leasing activity from the at-
risk rules under the equipment leasing
exclusion.

Controlled group of corporations. A
controlled group of corporations is subject to
special rules for the equipment leasing exclu-
sion. See section 465(c) of the Internal Reve-
nue Code.

Real property. Holding real property is
treated as a separate activity to which the at-
risk limits apply after 1986.

Personal property and services that are in-
cidental to making real property available as
living accommodations are included in the ac-
tivity of holding real property. For example,
making personal property available, such as
furniture and services, when renting a hotel or
motel room or a furnished apartment is consid-
ered incidental to making real property availa-
ble as living accommodations.

Special exception for qualified corpora-
tions. A qualified corporation is not subject to
the at-risk limits for any qualifying business
carried on by the corporation. Each qualifying
business is treated as a separate activity.

A qualified corporation is a closely held
corporation, defined earlier under Taxpayers
affectedthat is not:

1) A personal holding company,
2) Aforeign personal holding company, or

3) A personal service corporation (defined in
section 269A(b) of the Internal Revenue
Code, but determined by substituting 5%
for 10%).

Qualifying business requirements. A

qualifying business is any active business if
all of the following apply:

Page 22

1) During the entire 12-month period ending
on the last day of the tax year, the corpo-
ration had at least:

a) One full-time employee whose services
were in the active management of the
business, and

b

~

Three full-time nonowner employees
whose services were directly related to
the business. A nonowner employee
does not own more than 5% in value of
the outstanding stock of the corporation
at any time during the tax year. (The
rules for constructive ownership of
stock apply. However, in applying these
rules, an owner of 5% or more, rather
than 50% or more, of the value of a cor-
poration’s stock is considered to own a
proportionate share of the corporation’s
stock.),

2) Deductions due to the business that are
allowable to the corporation as business
expenses and as contributions to certain
employee benefit plans for the tax year
exceed 15% of the gross income from the
business, and

3) The business is not an excluded busi-
ness. Generally, an excluded business
involves leasing section 1245 equipment,
discussed earlier under Equipment leas-
ing, and any business involving the use,
exploitation, sale, lease, or other disposi-
tion of master sound recordings, motion
picture films, video tapes, or tangible or
intangible assets associated with literary,
artistic, musical, or similar properties.

Separation of Activities

Each film or video tape, item of leased section
1245 equipment, farm, oil and gas property, or
geothermal property is generally treated as a
separate activity.

Leasing by a partnership or S corporation.
For a partnership or S corporation, all leasing
of section 1245 property that is placed in ser-
vice in any tax year of the partnership or S cor-
poration is treated as one activity.

Aggregation of Activities
Activities which are a trade or business or are
for the production of income are treated as one
activity if:
1) The taxpayer actively participates in the
management of the trade or business, or

2) The trade or business is carried on by a
partnership or S corporation and 65% or
more of its losses for the tax year are allo-
cable to persons who actively participate
in the management of the trade or
business.

Active participation depends on all the
facts and circumstances. Factors that indicate
active participation include making decisions
involving the operation or management of the
activity, performing services for the activity,
and hiring and discharging employees. Fac-
tors that indicate a lack of active participation

include lack of control in managing and operat-
ing the activity, having authority only to dis-
charge the manager of the activity, and having
a manager of the activity who is an indepen-
dent contractor rather than an employee.
Future regulations may provide additional
rules for separating or aggregating activities.

Partners and S corporation shareholders.
Partners or shareholders may aggregate cer-
tain activities their partnership or S corporation
engages in. These activities are:

1) Films and video tapes,

2) Farms,

3) Oil and gas properties, and
4) Geothermal properties.

For example, to apply the at-risk rules for
1994, partners and S corporation sharehold-
ers can treat all of the partnership’s or S corpo-
ration’s films and video tapes as one activity.

At-Risk Amounts

You are considered at risk in an activity to the
extent of your cash and the adjusted basis of
other property you contribute to the activity.
Your at-risk amount also includes your share
of partnership net income that you do not with-
draw and certain amounts borrowed for use
in that activity. However, if the borrowed
amounts are from nonrecourse financing or
loss limiting arrangements, see Amounts Not
At Risk, later.

Borrowed amounts. You are at risk for
amounts borrowed to use in the activity if you
are personally liable for repayment. You are
also at risk if the amounts borrowed are se-
cured by property other than property used in
the activity. In this case, the amount consid-
ered at risk is the net fair market value of your
interest in the pledged property. The net fair
market value of property is its fair market value
(determined on the date the property is
pledged) less any prior (or superior) claims to
which it is subject. However, no property will
be taken into account as security if the prop-
erty you pledge is directly or indirectly financed
by debt that is secured by property you contrib-
uted to the activity.

If you borrow money to finance a contribu-
tion to an activity, you cannot increase your
amount at risk by the contribution and the
amount borrowed to finance the contribution.
You may only increase your at-risk amount
once.

If a corporation borrows from its share-
holder, the corporation will be considered at
risk for that amount.

Even though you are personally liable for
the repayment of a borrowed amount or you
secure a borrowed amount with property other
than property used in the activity, you are not
considered at risk if you borrowed the money
from a person having an interest in the activity
(other than as a creditor) or from someone re-
lated to such a lender.

You are not considered at risk for your
share of any nonrecourse loan used to fi-
nance the activity or to acquire property used



in the activity unless the loan is secured by
property not used in the activity. If you borrow
money to contribute to the activity and the
lender’s recourse is only to your interest in the
activity or to the property used in the activity,
the loan is nonrecourse and does not increase
your amount at risk.

Related persons. Related persons include:

1) Members of the family, but only brothers
and sisters (both whole- and half-blood),
spouse, ancestors (parents, grandpar-
ents, etc.), and lineal descendants (chil-
dren, grandchildren, etc.),

2

—

Two corporations that are members of the
same controlled group of corporations de-
termined by applying a 10% ownership
test,

The fiduciaries of two different trusts, or
the fiduciary and beneficiary of two differ-
ent trusts, if the same person is the gran-
tor of both trusts,

3

~

4

=

Certain educational or charitable organi-
zations and a person who directly or indi-
rectly controls one of these organizations,

5

=

A corporation and an individual who
owns, directly or indirectly, more than
10% of the value of the outstanding stock
of the corporation,

6

=

A trust fiduciary and a corporation of
which more than 10% in value of the out-
standing stock is owned directly or indi-
rectly by or for the trust or by or for the
grantor of the trust,

7

~

The grantor and fiduciary, or the fiduciary
and beneficiary, of any trust,

8

~

A corporation and a partnership if the
same persons own over 10% in value of
the outstanding stock of the corporation
and more than 10% of the capital interest
or the profits interest in the partnership,

9) Two S corporations if the same persons
own more than 10% in value of the out-
standing stock of each corporation,

10

~

An S corporation and a regular corpora-
tion if the same persons own more than
10% in value of the outstanding stock of
each corporation,

11

~

A partnership and a person who owns di-
rectly or indirectly more than 10% of the
capital or profits of the partnership,

12

—

Two partnerships, if the same persons di-
rectly or indirectly own more than 10% of
the capital or profits of each, and

13) Two persons who are engaged in busi-
ness under common control.

To determine the direct or indirect owner-
ship of the outstanding stock of a corporation,
apply the following rules.

1) Stock owned directly or indirectly by or for
a corporation, partnership, estate, or trust
is considered owned proportionately by or
for its shareholders, partners, or
beneficiaries.

2) Stock owned directly or indirectly by or for
an individual’s family is considered owned

by the individual. The family of an individ-
ual includes only brothers and sisters
(both whole- and half-blood), a spouse,
ancestors, and lineal descendants.

3

~

Any stock in a corporation owned by an
individual (other than by applying rule (2))
is considered owned directly or indirectly
by the individual's partner.

4

=

When applying rules (1), (2), or (3), stock
considered owned by a person under rule
(1) is treated as actually owned by that
person. However, when applying rules (2)
or (3), stock considered owned by an indi-
vidual under those rules is not again
treated as owned by that individual to con-
sider another the owner of that stock.

Effect of governmental price support pro-
grams. To apply the at-risk rules to farming
operations, a governmental target price pro-
gram (such as provided by the Agriculture and
Consumer Protection Act of 1973) or other
governmental price support programs for a
product that you grow does not, without agree-
ments limiting your costs, reduce the amount
you have at risk.

Effect of increasing amounts at risk in sub-
sequent years. To apply the at-risk limits, any
loss which is allowable in a particular year
reduces your at-risk investment (but not below
zero) as of the beginning of the next tax year
and in all succeeding tax years for that activity.
Thus, if you have a loss that is more than your
at-risk amount, the loss disallowed will not be
allowed in later years unless you increase your
at-risk amount. Losses which are suspended
because they are greater than your investment
that is at risk are treated as a deduction for the
activity in the following year. Consequently, if
your amount at risk increases in later years,
you may deduct previously suspended losses
to the extent that the increases in your amount
at risk exceed your losses in later years. How-
ever, your deduction of suspended losses may
be limited by the passive loss rules.

Amounts Not At Risk

You are not considered at risk for amounts
protected against loss through nonrecourse fi-
nancing, guarantees, stop loss agreements, or
other similar arrangements.

Nonrecourse financing. You generally are
not considered at risk for amounts protected
against loss through nonrecourse financing.
Nonrecourse financing is financing for which
you are not personally liable. However, this
does not apply to qualified nonrecourse fi-
nancing secured by real property used in the
holding of real property.

Qualified nonrecourse financing is financ-
ing for which no one is personally liable for re-
payment and is:

1) Borrowed by you in connection with the
activity of holding real property,

2) Secured by real property used in the
activity,

3) Not convertible from a debt obligation to
an ownership interest, and

4) Loaned or guaranteed by any federal,
state, or local government, or borrowed
by you from a qualified person.

A qualified person actively and regularly
engages in the business of lending money.
The most common example is a bank.

A qualified person is not:

1) A person related to you. However, a per-
son related to you may be a qualified per-
son if the nonrecourse financing is com-
mercially reasonable, and on the same
terms as loans involving unrelated
persons.

2) A person from which the taxpayer ac-
quired the property, or a person related to
such a person.

3) A person who receives a fee due to your
investment in the real property, or a per-
son related to that person.

Other loss limiting arrangements. Your
capital, including any equity capital you have
contributed, is not at risk in the activity if you
are protected against economic loss by an
agreement or arrangement for compensation
or reimbursement. For example, you are not at
risk if you will be reimbursed for part or all of
any loss because of a binding agreement be-
tween yourself and another person.

Example 1. In livestock feeding opera-
tions, some commercial feedlots offer to reim-
burse investors against any loss sustained on
sales of the fed livestock above a stated dollar
amount per head. Under such “stop loss” or-
ders, the investor is at risk only for the portion
of the investor’s capital for which the investor
is not entitled to a reimbursement.

Example 2. You are personally liable for a
mortgage but you separately obtain insurance
to compensate you for any payments you must
actually make because of your personal liabil-
ity. You are considered at risk only to the ex-
tent of the uninsured portion of the personal li-
ability to which you are exposed. You can
include in the amount you have at risk the
amount of any premium which you paid from
your personal assets for the insurance. How-
ever, if you obtain casualty insurance or insur-
ance protecting yourself against tort liability, it
does not affect the amount you are otherwise
considered to have at risk.

Reductions of Amounts At
Risk

It is possible for you to place an amount at risk
in an activity, deduct losses from the activity
until the at-risk amount is reduced to zero, and
then, in a later tax year, withdraw the amounts
initially placed in the activity. This withdrawal
(which could be by direct distributions to you,
by converting a recourse debt to a nonre-
course debt, or by initiating a stop loss agree-
ment) would reduce your at-risk amount to less
than zero.

General rule. If the amount you have at risk in
any activity at the end of any tax year begin-
ning after 1978 is less than zero, you must add
(recapture) that negative at-risk amount (but
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not more than the recapture limit, discussed
next) to your gross income for that tax year as
income from that at-risk activity. The amount
you include in your gross income is treated as
a deduction allocable to that at-risk activity in
the next tax year.

Recapture limit. The amount that you in-
clude in your gross income cannot be more
than the total amount of losses deducted in
prior tax years beginning after 1978 for that at-
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risk activity, reduced by any amounts you pre-
viously included in gross income for that activ-
ity under this recapture rule.

Transitional rule for recapture of losses. If
the amount for which you were at risk in an ac-
tivity at the end of your last tax year that began
before 1979 was less than zero, you apply the
preceding rule for the recapture of losses by
using the actual negative amount instead of

zero. You would then be subject to recapture
of allowed loss deductions only to the extent
that your at-risk amount drops below your ini-
tial negative amount (rather than zero). For ex-
ample, if your at-risk amount for your tax year
ending December 31, 1978, was minus $50,
you would recapture losses for 1979 and later
years only to the extent that your at-risk
amount went below minus $50.
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List of Tax Publications for Individuals

General Guides

1 ......YourRights as a Taxpayer
17 ... Your Federal income Tax
225 .. Fanmer's Tax Guide

334 .. TaxGuide for Small Business

509 .. TaxCalendars for 1995

553 . Highlights of 1994 Tax Changes

910 .. Guide to Free Tax Services
{Includes a list of publications)

Speclalized Pubilcations

3 ... Tax Information for Military
Personnel {inciuding Resarvists
Called to Active Duty)

54 . ....TaxGuide for U.S. Gitizens and
Rasidant Aliens Abroad

378 ..Fuel Tax Cradits and Refunds

448 .. Federal Estate ard Gift Taxes

463 . .Travel, Entartainment, and
Gift Expenses

501 . .Exemptions, Standard Daduction,
and Filing Information

502 ..Medical and Dental Expenses

503 ..Child and Dependent Care
Expanses

504 .. Divorced or Separated Individuals

505 .. TaxWithholding and Estimated Tax

508 ..Educational Expenses

513 .. Tax Information for Visltors ta the
United States

514 .. Foreign Tax Cradit for Individuals

516 ..TaxInformation for U.S,
Government Civilizn Empioyeas
Stationad Abvoad

517 . .Sccial Security and Othar
Information for Members of the
Clergy and Religious Workers

519 ..U.8. Tax Guide for Aliens

520 .. Schotarships and Faliowships

521 ..Moving Expenses

523 .. Selling Your Homa

524 ..Crogitfor tha Elderty or the
Disabled

525 . .Taxable and Nontaxable Incoma

526 ..Charitable Contributions

527 __Aesidential Rental Property

529 .. Miscellaneous Deductions

530 . .Tax Information for First-Time
Homeowners

5§31 ..Reporting Tip Income

533 ..Seif-Employmant Tax

534 .. Depreciation

537 ..Instaliment Sales

541 .. Taxinformation on Partnerships

544 .. Sales and Other Dispositions of
Assets

547 ..Nonbusiness Disastors, Casualtios,

and Thefls

550 ..investment Income and Expenses

551 ..Basis of Azssets

552 . .Recordkeeping for Individuals

554 .. Tax Information for Clder
Americans

555 . .Federal Taxinformation on
Community Property

5568 . .Examination of Retums, Appeal
Rights, and Claims for Refund

558 .. Survivors, Executors, and
Administrators

560 ..Ratirement Plana for the
Salf-Employed

%61 .. Determining the Value of Donated

Froperty

884 .. Mutual Fund Distributions

570 .. Tax Guide for Individuals with
Income from U.S. Possessions

§71 .. Tax-Sheitered Annuity Programs for

Employees of Public Schools and

Certain Tax-Exempt Organizations
575 .. Pension and Anmuity Income

{Including Simplified General Rule)
584 .. Nonbusiness Disaster, Casualty,

and Theft Loss Workbook
587 ..Business Use of Your Home
580 . .Individual Retirement
Arrangements (IRAs)
§93 .. Tax Highlights for U.S. Citizens
and Resiienis Going Abroad
584 ., Understanding The Collaction
Process

596 ..Eamed Incoma Credit

£87 . .Information an tha Unitad States-
Canada income Tax Treaty

721 .. TaxGuide to U.S. Cl Service
RAetiremant Banefits

901  ..US Tax Traaties

907 .. Tax Highlights for Persons with
Disabilitias

Tax forma, publications and Instructions iisted on the order blank
You can get tha following forms, schadules, and instructions at participating banks, post offices, or lbraries.

Farm 1040

Instructions for Form 1040 & Schedules
Schedule A for temized deductions
Schedule B for interest and dividend
income if over $400; and for answering the
foreign accounts or foreign trusts guestions

Schecdule EIC for the eamed income cradit
Form 1040A

Instructions for Form 1040A & Schedules
Sehedulas 1 lor Form 1040A filers to raport
interest and dividend income

808 . .TaxIntormation on Bankrugtcy

811 . . TaxInformation for Direct Saliers

915 ..Social Secunity Banefits and
Equivalent Railroad Retiremant
Banefits

8917 .. Business Usoofa Car

918 .. lIs My Withholding Comect for
19957

925 . Passive Activity and At-Risk Aules

926 .. Employment Taxes for Household
Empioyers

828 .. Tax Rules for Children and
Dependents

§36 ..Homs Mortgags Intarest Deduction

938 ..Real Estate Morigage Invastmant
Conduita (REMICa) Reporting
Informetion

945 .. TaxInformation for Those Aftacted
by Operation Desert Storm

84& .. How To Bagin Daprociating Your
Property

947 . _Practice Before the IRS and Power
of Attorney

950 . _Introduction to Estate and Gift
Taxes

1244 .. Employee's Daily Racord of Tips
and Report to Employers

1542 . !PerDiem Rates

1544 .. Reporting Cash Payments ot Qver

$10.000

1546 ..How to use the Problem Resolution
Program of the IRS

Spanish Languags Publications

1SP ..Derechos del Contribuyenie

5565P . . Revision de las Declaraciones de
Impuesto, Derecho de Apelacion y
Reclamaciones de Reembolsos

57aSP . . Cémo Preparar la Declaracion de
Impuesta Fedaral

594SP _ . Compraendlendo el Proceso de

Cobro

5965P . . Crédito por Ingraso del Trabajo

850 ..English-Spanish Glossary of Words
and Phrases Used in Publications
lssued by the Intemal Revanua
Sarvice

Schedule 2 for Form 1040A filers to report
child and dependent care axpenses

Form 1040EZ

Instructons for Form 1040EZ

You can photocopy the iterns listed below (as well as those listed above) at participating libraries or order them from the IRS,

Schedule 3, Cradit for the Elderty or the
Disabled for Form 1040A Filers

Schedule C, Profit or Loss From Business

Schedule C-EZ, Net Profit From Business

Schadule D, Capital Gains and Losses

Sehwdule E, Supplemental Income and
Loss

Sechedule F, Profit or Loss From Farming

Sehadule R, Credit lor the Elderly or the
Disabled

Schedule SE, Seli-Employment Tax

Form 1040-ES, Estimated Tax for
Individuals

Form 1040X, Amendad U.S. Individual

Incorne Tax Return

Form 2106, Employee Business Expenses

Form 2108-EZ, Unreimbursed Employee
Businazs Expanses

Form 2118, Sale of Your Home

Form 2210, Underpayment of Estimated
Tax by individuals and Fiduciaries

Form 2441, Child and Dependent Care

Expansas
Form 3903, Moving Expenses
Form 4562, Depreciation and Amortization
Form 4888, Application for Automnatic
Extension of Time To Fle U.5.
" Individual income Tax Return

Form 5328, Retum for Additional Taxes
Attributable to Cualified Retirement
Plans, Annuities, and Modified
Endowment Contracts

Form 8283, Noncash Charitable
Contributions

Form 05683, Passive Activity Loss
Limitations

Form 8808, Nondaductible IRA
Contributions, IRA Basis, and
MNontaxable iIAA Distributions

Form 8822, Change of Addross

Form 3829, Expensas for Businass Use of
Your Home
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How to Get IRS Forms and Publications

You can visit your local IRS
office or order tax forms
and publications from the
IRS Forms Distribution
Center listed for your state
at the address on this
page. Or, if you prefer, you
can photocopy tax formsa
from reproducible copies
kept at participating public
libraries. n addition, many
of thesa libraries have refe-
rence sets of IRS publica-
tions that you can read or
copy.

Datach at This Ling

Order Blank

We will send you 2 copies
of each form and 1 copy of
aach publication or set of
instructions you circle.
Please ¢ut the order blank
on the dotted line above
and be sure to print or
type your name and ad-
dress accurately on the
bottom portion.

Enclose this order blank
in your own envalope and
address your envelope to
tha IRS address shown
abgve for your state.

To help reduce waste,
please order only the
forms, instructions, and pu-
blications you think you will
need to prepare your re-
turn,

Use the blank spaces to
order items not listed. If you
need mora space, attach a
saparate sheet of paper lig-
ting the additional forms
and publications you may
need.

You should either re-
ceive your order or notifica-
tion of the status of your or-
der within 7-15 work days
after we receive your re-
quast.

H you live in: Mail to: Other locations:
Alaska, Arizong, Cakfomia, Colorado, Hawaii, Westam Araa Forsign Addresses— .
Idahw, Kansas, Montana, Nevads, Now Distribution Canter Taxpayers with mailing addrasses
Mexico, Oklahoma, Cregon, Utah, Rancho Cordova, CA in foreign countries shauld mail
Washington, Wyoming, Guam, Northem 35743-0001 this order blank ta either: Eastern
Marianas, American Samoa Ares Distribution Center, #.0. Box
- 25888, Richmond, VA 23286-B107;
Alabama, Arkl_nsu. ||il:ID|;8. Inclar:la. lowa, Ceaniral NB& or Wastemn Area Distribution
Keniyclfy. !.u._lsiu'la. Michigan, Minnesota, Digtribution Canter Center, Rancho Cordova, CA
Mlssnssappl._ Missourl, Necraska, North P.O. B?x 8903 95743-00C1, whichever is closer.
Cakota, Ohio, South Dakota, Tanneszae, Blpomirgton, IL Mail latter reguests for other forms
Texas, Wisconsin §1702-8003 and publications to: Eastern Area
Connecticut, Delawsrs, District of Columbia, Eastern Area Distribution Centar, P.C. Box
Ficrida, Georgia, Maina, Maryland, Cistribution Conter 25868, Richmond, VA 23266-8107.
Magsachusetts, New Hampshira, New P.0. Box 85074
Jersay, New York, North Camlina, Richmong, VA Puerto Rico—Eastern Area
Pannsylvania. Rhede leland, South Carolina, 23261-5074 Distritution Center,
Varment, Virginia, West Virginia P.Q. Box 25668,
Richmond, VA 23286-8107.
Virgin Isiands—V |. Bursau of
Intemal Revenue, Lockhart
Gardans, No. 1-A
Charlotbe Amalie,
S1. Thomas. VI 00802
1040 Schedula F | 1040E2 24418 B8g22 & Pub. 505 Pub. 554
{1040} Ingtructiong | Instructions
Instructions | Schedula A Instructions | 3203 & BE28 & Pub. 508 Pub. 575
for 1040 & {10401 & for 1040EZ | instructions | Instructions
Schedulas | instructions
Schecuigs | Schadule 1040-ES 45628 Pub. 1 Pub. 521 Pub. 590
ASB (10400 | SE {1040) {1995) & instructions
Instructions
ScheduleC | 1040A 1040X & 4868 & Pub. 17 Pub. 523 Pub. 596
{1040} tnstructions | Instructions
Schedule Instructions | 2106 & 53294 Pub, 334 Pub. 525 Pub. 810
C-EZ (1040) | for 1040A & | instructions | Instructions
Schedules
Schedula D | Schaduls1 | 2106-EZ& | 082834 Pub. 483 Pub. 527 Pub. 917
{1040) (1040A) Instnyctiong | Instructions
ScheduleE | Schedule2 | 21198 85824 Pub. 501 Pub. 529 Pub. 929
{1040) {1040A) instuctions | Instructions
Scheduls Schedule3 | 22104 8606 & Pub. 502 Pub, 550 Pub. 936
EIG{104DA | (1040A) & Instructions | Instructions
or 1040) Instructions
Name
Number and street
City or town State ZIP code
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