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How Do Real Estate Investors and Professionals Use IRC
Section 4697

IRC Section 469 limits deductions from passive activities to passive income, and it treats
nearly all rental real estate as passive no matter how much effort the owner puts in. Real
estate investors work within IRC Section 469 through four routes: qualifying as a real estate
professional under Section 469(c)(7), using the short-term rental exception where the
average guest stay is seven days or less, claiming the $25,000 allowance under Section
469(i), or releasing suspended losses through a fully taxable disposition under Section
469(g).

A depreciation deduction that cannot be used is not a tax benefit. IRC Section 469
decides whether a real estate loss offsets ordinary income this year or sits suspended
for a decade.

Key Takeaways

1. IRC Section 469(c)(2) makes rental real estate passive by definition, so effort alone never converts a rental
loss into an ordinary deduction.

2. Real estate professional status under Section 469(c)(7) requires more than 750 hours in real property trades
or businesses AND more than half of all personal services for the year, and hours worked as an employee do
not count unless the taxpayer owns more than 5 percent of the employer.

3. Qualifying as a real estate professional only removes the automatic passive label. Material participation
must still be established for each rental activity unless the taxpayer makes the aggregation election under
Section 469(c)(7)(A).

4. Where the average period of customer use is seven days or less, Treasury Regulation 1.469-1T(e)(3)(ii)(A)
removes the property from the definition of a rental activity entirely, so no real estate professional status is
needed.

5. Section 469(g) releases every suspended loss from an activity when the taxpayer disposes of the entire
interest in a fully taxable transaction to an unrelated party.

6. Construction, development, and brokerage are among the 11 real property trades or businesses listed in
Section 469(c)(7)(C), which means contractors and developers often start closer to qualifying than passive
investors do.

What Problem Does IRC Section 469 Actually Solve?

IRC Section 469 exists because Congress decided in 1986 that a taxpayer should not shelter wage or
business income with losses from ventures the taxpayer merely funded. The mechanism is simple to
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state and difficult to live with: a loss from a passive activity may be deducted only against income from
passive activities. Any excess is suspended and carried forward indefinitely.

For real estate the consequence is severe, because Section 469(c)(2) declares that a rental activity is
passive without regard to whether the taxpayer materially participates. A landlord who screens every
tenant, negotiates every lease, and supervises every repair still holds a passive activity by definition.

A depreciation deduction that cannot be used this year is not a tax benefit. It is a
receivable against a future tax return, and IRC Section 469 decides the maturity date.

The practical stakes have grown with the popularity of cost segregation and bonus depreciation.
Accelerating depreciation on a building generates a large paper loss quickly. Under IRC Section 469
that loss is worth full value against ordinary income, or nothing at all this year, depending entirely on
classification.

Where Does IRC Section 469 Sit Among the Loss Limitation Rules?

Practitioners often analyze IRC Section 469 in isolation and reach the wrong answer, because a real
estate loss must survive four separate gates in a fixed order. Clearing Section 469 does not guarantee
a current deduction.

1 Basis (Sections 704(d) and 1366(d)) Does the owner have enough adjusted
basis in the partnership or S
corporation interest to absorb the loss?

2 At-risk (Section 465) Is the owner economically at risk for
the amount, or is the loss funded by
nonrecourse debt from a related party?

3 Passive activity (Section 469) Is the activity passive, and is there
passive income to absorb the loss?

4 Excess business loss (Section 461(1)) Does the aggregate business loss
exceed the annual threshold for a
noncorporate taxpayer?

A loss blocked at gate one never reaches the passive analysis at all. Real estate professional status is
therefore not a universal solvent, and a taxpayer who restructures hours without checking basis and
at-risk amounts can spend a year of documentation effort for no deduction.

How Does a Taxpayer Qualify as a Real Estate Professional Under Section
469(c)(7)?

Section 469(c)(7) provides the primary escape from the automatic passive label. Two quantitative
tests must be satisfied in the same taxable year, and both are measured on the individual, not the
household.
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1. More than 750 hours of service during the year in real property trades or businesses in which the taxpayer
materially participates.

2. More than half of all personal services the taxpayer performs in any trade or business during the year must
be performed in real property trades or businesses in which the taxpayer materially participates.

The 11 real property trades or businesses

Section 469(c)(7)(C) enumerates the qualifying categories, and the breadth of the list is the single
most underused feature of the statute.

1. Real property development
2. Redevelopment
3. Construction

4. Reconstruction
5. Acquisition

6. Conversion

7. Rental

8. Operation

9. Management
10. Leasing

11. Brokerage

Construction, development, and management all count. A general contractor or
developer frequently begins the analysis closer to qualifying than a passive investor
who owns eight doors and a spreadsheet.

The 5 percent owner trap that disqualifies employees

Section 469(c)(7)(D)(ii)) and Treasury Regulation 1.469-9(c)(5) create the most commonly missed
disqualifier in the entire provision. Personal services performed as an employee are not treated as
performed in a real property trade or business unless the employee owns more than 5 percent of the
employer.

A construction executive who works 2,000 hours a year running projects, but who holds 4 percent of
the company stock, contributes zero qualifying hours. The same executive holding 6 percent
contributes all of them. Ownership percentage, not job description, controls the outcome, and
confirming that percentage should precede any hour-logging effort.

How spouses are treated
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Married taxpayers face a split rule that is easy to invert. Treasury Regulation 1.469-9(c)(4) requires
one spouse to clear the 750-hour and more-than-half tests individually, so hours cannot be pooled to
reach 750. Section 469(h)(5) then allows the participation of both spouses to be counted when testing
material participation in a particular activity.

Why Does Real Estate Professional Status Alone Not Make Rentals Non-Passive?

Real estate professional status is widely misunderstood as a switch that converts an entire portfolio to
non-passive. Section 469(c)(7) does less than that. Qualifying removes the per se passive rule of
Section 469(c)(2), and nothing more. Material participation must then be established for each rental
activity separately.

For an investor holding several properties, proving 500 hours on each one individually is often
impossible. Section 469(c)(7)(A) answers that problem with an election to treat all interests in rental
real estate as a single activity, which allows hours to be aggregated across the portfolio.

The aggregation election is a trade, not a free upgrade. Grouping the portfolio into one
activity means selling a single building is no longer a disposition of the entire interest,
so the Section 469(g) loss release does not fire.

An investor mid-way through liquidating several properties can therefore lose more through
aggregation than the election gains. The election is also intended to bind future years unless there is a
material change in facts and circumstances, so the decision deserves modeling against a disposition
timeline rather than a single filing season.

One narrow exception softens the aggregation tradeoff. Treasury Regulation 1.469-4(g) permits a
taxpayer, in the year of a disposition of substantially all of an activity, to treat the part disposed of as a
separate activity, but only if the taxpayer can establish with reasonable certainty both the deductions
and credits allocable to that part and the gross income and other deductions and credits allocable to
it. That is an evidentiary burden, not an election that can be made on the return by checking a box,
and a single property sold out of a large grouped portfolio will rarely amount to substantially all of the
activity.

What Are the Seven Material Participation Tests?

Treasury Regulation 1.469-5T(a) supplies seven alternative tests for material participation. Satisfying
any one of them is sufficient, and the tests apply to any activity, not only real estate.

1. 500 hours The individual participates in the activity for more than 500 hours during the year.

2. Substantially all The individual's participation constitutes substantially all of the participation of all
individuals in the activity.

3. 100 hours, no one The individual participates more than 100 hours and no other individual
more participates more.
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4. Significant The activity is a significant participation activity and aggregate participation in all
participation such activities exceeds 500 hours.
5. Five of ten years The individual materially participated in the activity for any five of the ten

immediately preceding taxable years.

6. Personal service The activity is a personal service activity in which the individual materially
activity participated for any three preceding taxable years.

7. Facts and The individual participates on a regular, continuous, and substantial basis. More
circumstances than 100 hours is required, and management hours are disregarded unless no

other person managing the activity is compensated and no individual performs
more management hours than the taxpayer.

Test 3 is the quiet workhorse for real estate. A self-managing owner who spends 120 hours on a
property while no single contractor, agent, or manager spends more can materially participate
without approaching 500 hours. Test 3 also fails immediately if a property manager is engaged,
because the manager's hours will usually exceed the owner's.

Test 7 carries two limits that are easy to miss and that make it the weakest of the seven to rely on.
Treasury Regulation 1.469-5T(b)(2)(iii) provides that participation of 100 hours or less cannot satisfy
the facts and circumstances test at all. Treasury Regulation 1.469-5T(b)(2)(ii) then disregards the
taxpayer's management services under that test unless no other person performing management
services is compensated for them, and no individual performs more management hours than the
taxpayer. Engaging a paid property manager therefore defeats Test 7 and Test 3 at the same time.

Hours spent as an investor reviewing financial statements or monitoring operations in a
non-managerial capacity are generally excluded from participation under Treasury Regulation
1.469-5T(f)(2)(ii). Travel time and education are also routinely challenged. Documentation should
describe operational tasks performed, not passive oversight.

How Does the Seven-Day Short-Term Rental Exception Work?

The most efficient path around IRC Section 469 for many owners avoids real estate professional status
altogether. Treasury Regulation 1.469-1T(e)(3)(ii)(A) provides that an activity involving the use of
tangible property is not a rental activity if the average period of customer use is seven days or less.

Because the property never enters the definition of a rental activity, the per se passive rule of Section
469(c)(2) does not apply and Section 469(c)(7) becomes irrelevant. The owner needs only to satisfy
one of the seven material participation tests, which is a far lower burden than 750 hours plus more
than half of all personal services.

1. Average period of customer use is computed by dividing total days of customer use by the number of rental
periods, so a handful of long bookings can pull the average above seven days and defeat the position.

2. A separate exception at Treasury Regulation 1.469-1T(e)(3)(ii)(B) applies where the average period of
customer use is 30 days or less and significant personal services are provided.
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3. Escaping rental status under the regulation does not by itself determine self-employment tax treatment,
which is analyzed separately.

4. Material participation still has to be proven, and a full-service management company on the property will
usually defeat the 100-hour test.

For an owner running nightly bookings, the average-stay calculation is the first number
to compute. It costs nothing to measure and it can make the 750-hour question moot.

Who Can Still Use the $25,000 Allowance Under Section 469(i)?

Section 469(i) permits a taxpayer who actively participates in rental real estate to deduct up to
$25,000 of otherwise passive rental losses against nonpassive income. Active participation is a lower
standard than material participation and is generally met by bona fide involvement in management
decisions such as approving tenants and authorizing repairs, subject to a 10 percent ownership
requirement.

The allowance phases out quickly. Section 469(i)(3)(A) reduces the $25,000 by 50 cents for every
dollar of modified adjusted gross income above $100,000, which eliminates it entirely at $150,000. A
married taxpayer filing separately and living apart from a spouse is limited to $12,500 with a
correspondingly reduced phase-out range, and a married taxpayer filing separately who lived with a
spouse during the year receives nothing.

For most successful investors and construction business owners the allowance is unavailable, which is
precisely why real estate professional status and the short-term rental exception receive so much
attention.

What Is the Self-Rental Trap Under Treasury Regulation 1.469-2(f)(6)?

Owners who hold an operating company and the building it occupies in separate entities encounter a
rule that runs one direction only. Treasury Regulation 1.469-2(f)(6) recharacterizes net rental income
from property leased to a trade or business in which the taxpayer materially participates as
non-passive.

Self-rental income is recharacterized as non-passive, while self-rental losses remain
passive. The rule is deliberately asymmetric and it cannot be used to manufacture
passive income to absorb other suspended losses.

The asymmetry defeats a common plan. An investor holding suspended losses from unrelated rentals
cannot raise the rent charged to a wholly owned operating company in order to create passive income
against those losses, because the recharacterization strips the income of its passive character.

A grouping election under Treasury Regulation 1.469-4 can align an operating business with the real
property that houses it where the standards for grouping are met, which changes the analysis
materially. Grouping decisions interact with the Section 469(c)(7)(A) aggregation election and with
the Section 1411 net investment income tax, and belong with a qualified tax adviser rather than in a
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spreadsheet.

What Records Does the IRS Expect for Material Participation?

Material participation cases are lost on evidence far more often than on statutory interpretation.
Treasury Regulation 1.469-5T(f)(4) allows reasonable means of proof and does not demand a
contemporaneous daily log, yet the Tax Court has repeatedly rejected reconstructed summaries
prepared after examination began.

1. Record hours contemporaneously, at least weekly, with the date, the property, the task performed, and the
duration.
2. Describe operational work rather than oversight, because investor-type activities are excluded from

participation under Treasury Regulation 1.469-5T(f)(2)(ii).

3. Retain corroboration that exists independently of the log, including calendars, project management records,
site photographs with metadata, permit and inspection records, invoices, and mileage records.

4. Keep the ownership documentation that supports the 5 percent test under Section 469(c)(7)(D)(ii) with the
hour records, since one governs the value of the other.

5. Compute and preserve the average period of customer use annually for any property claiming the seven-day
exception, along with the underlying booking data.

6. Report the year's limitation on IRS Form 8582 and reconcile the suspended loss carryforward schedule
every year so the balance is available when a disposition occurs.

Suspended losses can accumulate across many years and often outlive the advisers and software that
produced them. A carryforward schedule that is not reconciled annually tends to be discovered as a
problem in the year of sale, which is the least convenient moment to reconstruct a decade of returns.

How Are Suspended Losses Released Under Section 469(g)?

Section 469(g)(1)(A) provides the exit that makes the entire regime tolerable. When a taxpayer
disposes of the entire interest in a passive activity in a fully taxable transaction to an unrelated party,
the suspended losses of that activity are freed and become deductible without regard to the passive
limitation.

Three conditions in that sentence each defeat a common transaction structure.

1. Entire interest. Selling one building out of an aggregated group is generally not a disposition of the entire
activity, which is the hidden cost of the Section 469(c)(7)(A) election. Treasury Regulation 1.469-4(g) allows
a disposition of substantially all of an activity to be treated as a separate activity, but only on a
reasonable-certainty showing of the income, deductions and credits allocable to that part.

2. Fully taxable. A like-kind exchange under Section 1031 defers gain and does not release the suspended
losses, so the deferral and the release are competing objectives that should be modeled together.

3. Unrelated party. A sale to a controlled entity or a family member does not trigger the release, and the losses
remain suspended until a qualifying disposition occurs.
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The year a property finally sells is often the single most valuable year in its ownership
history, because a decade of suspended losses can become deductible against ordinary
income at once.

Owners who are actively disposing of assets should therefore inventory suspended losses by activity
before structuring the sale. Choosing an installment sale, a 1031 exchange, or a transfer to a related
entity without that inventory in hand can silently postpone a large deduction for years.

How Does IRC Section 469 Interact With the Net Investment Income Tax?

Section 1411 imposes a 3.8 percent net investment income tax on certain investment income above
threshold amounts, and rental income is generally included. Successfully establishing non-passive
treatment under IRC Section 469 can also affect the Section 1411 analysis, because income derived in
the ordinary course of a trade or business in which the taxpayer materially participates is treated
differently.

The two provisions are related but not identical, and the regulations under Section 1411 contain their
own rules for real estate professionals. Assuming that a Section 469 conclusion carries automatically
to Section 1411 is a frequent error, and the interaction should be confirmed rather than presumed.

Where This Fits for a Construction or Development Business

Ducere Construction Services, Inc. builds and renovates residential and commercial property in
Georgia and Florida, and the intersection of construction operations with IRC Section 469 comes up
constantly among owners, investors, and joint venture partners. Two observations follow from the
statute rather than from tax planning.

First, construction, development, reconstruction, and management all appear in the Section
469(c)(7)(C) list, so an owner-operator of a building business is frequently closer to real estate
professional status than a passive investor with the same portfolio. Second, the 5 percent ownership
requirement of Section 469(c)(7)(D)(ii) means the entity structure of that building business can be
worth more than the hours worked inside it.

Documentation is the common thread. The same discipline that supports a construction defect
defense, including dated daily logs, inspection records, and photographs carrying metadata, is the
discipline that supports a material participation position years later. Records built once serve both
purposes, and records built after a dispute or an examination begins rarely serve either.

IRC Section 469 rewards the taxpayer who documented ordinary work in real time and
punishes the taxpayer who reconstructs extraordinary work after the fact.

Frequently Asked Questions

Does working full time on a rental make it non-passive under IRC Section 469?
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No. Section 469(c)(2) treats a rental activity as passive without regard to how much the owner
participates. The only ways out are real estate professional status under Section 469(c)(7), an exception
that removes the property from the definition of a rental activity such as the seven-day rule, or the limited
$25,000 allowance under Section 469(i).

How many hours are required for real estate professional status?

Section 469(c)(7)(B) requires two things in the same tax year: more than 750 hours of service in real
property trades or businesses in which the taxpayer materially participates, and more than half of all
personal services performed in any trade or business. Both tests must be met, and a taxpayer with a
demanding full-time job outside real estate usually fails the more-than-half test even after clearing 750
hours.

Can a spouse's hours be combined to reach the 750-hour test?

No for the 750-hour test and yes for material participation. Treasury Regulation 1.469-9(c)(4) requires
one spouse to satisfy the 750-hour and more-than-half tests individually, while Section 469(h)(5) allows
the participation of both spouses to be counted when measuring material participation in an activity.

What is the short-term rental exception under IRC Section 469?

Treasury Regulation 1.469-1T(e)(3)(ii)(A) provides that an activity is not a rental activity if the average
period of customer use is seven days or less. A property meeting that test escapes the per se passive rule
of Section 469(c)(2) entirely, so the owner needs only to establish material participation rather than full
real estate professional status.

What happens to suspended passive losses when a property is sold?

Section 469(g)(1)(A) releases the suspended losses of an activity when the taxpayer disposes of the entire
interest in that activity in a fully taxable transaction to an unrelated party. A sale to a related party, an
installment structure that is not fully taxable, or a like-kind exchange under Section 1031 does not
produce the same release.

Why does the aggregation election under Section 469(c)(7)(A) carry a cost?

Electing to treat all rental real estate as a single activity makes material participation far easier to
establish across a portfolio. The tradeoff is that selling one property is then generally not a disposition of
the entire interest in the activity, so the suspended loss release under Section 469(g) does not trigger.
Treasury Regulation 1.469-4(g) provides a narrow exception where substantially all of an activity is
disposed of and the taxpayer can establish the allocable income, deductions and credits with reasonable
certainty.

Sources & Further Reading
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5. The Tax Adviser - Avoiding passive loss limitations on rental real estate losses —
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This brief is general tax education and is NOT tax or legal advice, and it does not create an accountant-client or
attorney-client relationship. Ducere Construction Services, Inc. is a licensed general contractor and is not a CPA firm,
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change over time, and Treasury Regulations cited here include temporary regulations. Confirm your own position with a
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CRC 7781459 Page 10 of 10



