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Reg. Section 1.469-2(f)(6) 
Passive activity loss.  
 
 
(f)(5) Net income from certain property rented incidental to development activity--(i) In 
general. An amount of the taxpayer's gross rental activity income for the taxable year from an 
item of property equal to the net rental activity income for the year from the item of property 
shall be treated as not from a passive activity if-- 
 
(A) Any gain from the sale, exchange, or other disposition of the item of property is included in 
the taxpayer's income for the taxable year;  
 
(B) The taxpayer's use of the item of property in an activity involving the rental of the property 
commenced less than 12 months before the date of the disposition (within the meaning of 
paragraph (c)(2)(iii)(B) of this section) of such property; and  
 
(C) The taxpayer materially participated (within the meaning of § 1.469-5T) or significantly 
participated (within the meaning of § 1.469-5T(c)(2)) for any taxable year in an activity that 
involved for such year the performance of services for the purpose of enhancing the value of 
such item of property (or any other item of property if the basis of the item of property that is 
sold, exchanged, or otherwise disposed of is determined in whole or in part by reference to the 
basis of such other item of property).  
 
(ii) Commencement of use--(A) In general. For purposes of paragraph (f)(5)(i)(B) of this 
section, a taxpayer's use of an item of property in an activity involving the rental of the property 
commences on the first date on which--  
 
(1) The taxpayer owns an interest in the property;  
 
(2) Substantially all of the property is rented (or is held out for rent and is in a state of readiness 
for rental); and  
 
(3) No significant value-enhancing services (within the meaning of paragraph (f)(5)(ii)(B) of this 
section) remain to be performed.  
 
(B) Value-enhancing services. For purposes of this paragraph (f)(5)(ii), the term value-enhancing 
services means the services described in paragraphs (f)(5)(i)(C) and (iii) of this section, except 
that the term does not include lease-up. Thus, in cases in which this paragraph (f)(5) applies 
solely because substantial lease-up remains to be performed (see paragraph (f)(5)(iii)(C) of this 
section), the twelve month period described in paragraph (f)(5)(i)(B) of this section will begin 
when the taxpayer acquires an interest in the property if substantially all of the property is held 
out for rent and is in a state of readiness for rental on that date.  
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(iii) Services performed for the purpose of enhancing the value of property. For purposes of 
paragraph (f)(5)(i)(C) of this section, services that are treated as performed for the purpose of 
enhancing the value of an item of property include but are not limited to--  
 
(A) Construction;  
 
(B) Renovation; and  
 
(C) Lease-up (unless more than 50 percent of the property is leased on the date that the taxpayer 
acquires an interest in the property).  
 
(iv) Examples. The following examples illustrate the application of this paragraph (f)(5):  
 

Example 1. (i) A, a calendar year individual, is a partner in P, a calendar year partnership, 
which develops real estate. In 1993, P acquires an interest in undeveloped land and arranges for 
the financing and construction of an office building on the land. Construction is completed in 
February 1995, and substantially all of the building is either rented or held out for rent and in a 
state of readiness for rental beginning on March 1, 1995. Twenty percent of the building is leased 
as of March 1, 1995.  
 

(ii) P rents the building (or holds it out for rent) for the remainder of 1995 and all of 1996, and 
sells the building on February 1, 1997, pursuant to a contract entered into on January 15, 1996. P 
did not hold the building (or any other buildings) for sale to customers in the ordinary course of 
P's trade or business (see paragraph (c)(2)(v) of this section). A's distributive share of P's taxable 
losses from the rental of the building is $50,000 for 1995 and $30,000 for 1996. All of A's losses 
from the rental of the building are disallowed under 1.469-1(a)(1)(i) (relating to the disallowance 
of the passive activity loss for the taxable year). A's distributive share of P's gain from the sale of 
the building is $150,000. A has no other gross income or deductions from the activity of renting 
the building.  
 

(iii) The real estate development activity that A holds through P in 1993, 1994, and 1995 
involves the performance of services (e.g., construction) for the purpose of enhancing the value 
of the building. Accordingly, an amount equal to A's net rental activity income from the building 
may be treated as gross income that is not from a passive activity if A's use of the building in an 
activity involving the rental of the building commenced less that 12 months before the date of the 
disposition of the building. In this case, the date of the disposition of the building is January 15, 
1996, the date of the binding contract for its sale.  
 

(iv)(A) A taxpayer's use of an item of property in an activity involving the rental of the 
property commences on the first date on which--  
 

(1) The taxpayer owns an interest in the item of property;  
 

(2) Substantially all of the property is rented (or is held out for rent and is in a state of 
readiness for rental); and  
 

(3) No significant value-enhancing services (within the meaning of paragraph (f)(5)(ii)(B) of 
this section) remain to be performed.  
 



(B) In this case, A's use of the building in an activity involving the rental of the building 
commenced on March 1, 1995, less than 12 months before January 15, 1996, the date of 
disposition. Accordingly, if A materially (or significantly) participated in the real estate 
development activity in 1993, 1994, or 1995 (without regard to whether A materially participated 
in the activity in more than one of those years), an amount of A's gross rental activity income 
from the building for 1997 equal to A's net rental activity income from the building for 1997 is 
treated under this paragraph (f)(5) as gross income that is not from a passive activity. Under 
paragraph (f)(9)(iv) of this section, A's net rental activity income from the building for 1997 is 
$70,000 ($150,000 distributive share of gain from the disposition of the building minus $80,000 
of reasonably allocable passive activity deductions).  
 

Example 2. (i) X, a calendar year taxpayer subject to section 469, acquires a building on 
February 1, 1994, when the building is 25 percent leased. During 1994, X rents the building (or 
holds it out for rent) and materially participates in an activity that involves the lease-up of the 
building. X's activities do not otherwise involve the performance of construction or other 
services for the purpose of enhancing the value of the building, and X does not hold the building 
(or any other building) for sale to customers in the ordinary course of X's trade or business. X 
sells the building on December 1, 1994.  
 

(ii)(A) Under paragraph (f)(5)(iii)(C) of this section, lease-up is considered a service performed 
for the purpose of enhancing the value of property unless more than 50 percent of the property is 
leased on the date the taxpayer acquires an interest in the property. Under paragraph (f)(5)(ii)(B) 
of this section, however, lease-up is not considered a value-enhancing service for purposes of 
determining when the taxpayer commences using an item of property in an activity involving the 
rental of the property. Accordingly, X's acquisition of the building constitutes a commencement 
of X's use of the building in a rental activity, because February 1, 1994, is the first date on 
which--  
 

(1) The taxpayer owns an interest in the item of property;  
 

(2) Substantially all of the property is held out for rent; and  
 

(3) No significant value-enhancing services (within the meaning of paragraph (f)(5)(ii)(B) of 
this section) remain to be performed.  
 

(B) In this case, X disposes of the property within 12 months of the date X commenced using 
the building in a rental activity. Accordingly, an amount of X's gross rental activity income for 
1994 equal to X's net rental activity income from the building for 1994 is treated under this 
paragraph (f)(5) as gain that is not from a passive activity.  
 

Example 3. The facts are the same as in Example 2, except that at the time X acquires the 
building it is 60 percent leased. Under paragraph (f)(5)(iii)(C) of this section, lease-up is not 
considered a service performed for the purpose of enhancing the value of property if more than 
50 percent of the property is leased on the date the taxpayer acquires an interest in the property. 
Therefore, additional lease-up performed by X is not taken into account under this paragraph 
(f)(5). Since X's activities do not otherwise involve the performance of services for the purpose 
of enhancing the value of the building, none of X's gross rental activity income from the building 
will be treated as income that is not from a passive activity under this paragraph (f)(5).  
 



(f)(6) Property rented to a nonpassive activity. An amount of the taxpayer's gross rental 
activity income for the taxable year from an item of property equal to the net rental activity 
income for the year from that item of property is treated as not from a passive activity if the 
property--  
 
(i) Is rented for use in a trade or business activity (within the meaning of paragraph (e)(2) of this 
section) in which the taxpayer materially participates (within the meaning of § 1.469-5T) for the 
taxable year; and  
 
(ii) Is not described in § 1.469-2T(f)(5).  


