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(10) Coordination with section 163(d).
[Reserved]. See paragraph 1.469-2(f)(10)
for rules relating to this paragraph.

(11) Effective date. For the effective
date of the rules in this paragraph (f),
see §1.469-11T (relating to effective
date and transition rules).

[T.D. 8175, 53 FR 5711, Feb. 25, 1988; 53 FR
15494, Apr. 29, 1988; as amended by T.D. 8253,
54 FR 20538, May 12, 1989; T.D. 8290, 55 FR
6981, Feb. 28, 1990; T.D. 8318, 55 FR 48108, Nov.
19, 1990; 55 FR 51688, Dec. 17, 1990; T.D. 8417,
57 FR 20758, May 15, 1992; T.D. 8477, 58 FR
11538, Feb. 26, 1993; T.D. 8495, 58 FR 58788,
Nov. 4, 1993]

§1.469-3 Passive activity credit.

(a)-(d) [Reserved]

(e) Coordination with section 38(b). Any
credit described in section 38(b) (1)
through (5) is taken into account in
computing the current year business
credit for the first taxable year in
which the credit is subject to section
469 and is not disallowed by section 469
and the regulations thereunder.

(f) Coordination with section 50. In the
case of any cessation described in sec-
tion 50(a) (1) or (2), the credits allo-
cable to the taxpayer’s activities under
§1.469-1(f)(4) shall be adjusted by rea-
son of the cessation.

(g) [Reserved]

[T.D. 8417, 57 FR 20758, May 15, 1992]

§1.469-3T Passive activity credit (tem-
porary).

(a) Computation of passive activity
credit. The taxpayer’s passive activity
credit for the taxable year is the
amount (if any) by which—

(1) The sum of all of the taxpayer’s
credits that are subject to section 469
for such year; exceeds

(2) The taxpayer’s regular tax liabil-
ity allocable to all passive activities
for such year.

(b) Credits subject to section 469—(1) In
general. Except as otherwise provided
in this paragraph (b), a credit is subject
to section 469 for a taxable year if and
only if—

(i) Such credit—

(A) Is attributable to such taxable
year and arises in connection with the
conduct of an activity that is a passive
activity for such taxable year; and

(B) Is described in—
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(1) Section 38(b) (1) through (5) (relat-
ing to general business credits);

(2) Section 27(b) (relating to corpora-
tions described in section 936);

(3) Section 28 (relating to clinical
testing of certain drugs); or

(4) Section 29 (relating to fuel from
nonconventional sources); or

(ii) Such credit is allocable to an ac-
tivity for such taxable year under
§1.469-1T(F)(4).

(2) Treatment of credits attributable to
qualified progress expenditures. Any
credit attributable to an increase in
qualified investment under section
46(d)(1)(A) (relating to qualified
progress expenditures) with respect to
progress expenditure property (as de-
fined in section 46(d)(2)) is subject to
section 469 for a taxable year if—

(i) Such credit is attributable to such
taxable year;

(ii) Such credit is described in para-
graph (b)(1)(i)(B) of this section; and

(iii) It is reasonable to believe that
such progress expenditure property will
be used in a passive activity of the tax-
payer when it is placed in service.

(3) Special rule for partners and S cor-
poration shareholders. The character of
a credit of a taxpayer arising in con-
nection with an activity conducted by
a partnership or S corporation (as a
credit subject to section 469) shall be
determined, in any case in which par-
ticipation is relevant, by reference to
the participation of the taxpayer in
such activity. Such participation is de-
termined for the taxable year of the
partnership or S corporation (and not
the taxable year of the taxpayer). See
§1.469-2T (e)(1).

(4) Exception for pre-1987 credits. A
credit is not subject to section 469 if it
is attributable to a taxable year of the
taxpayer beginning prior to January 1,
1987.

(c) Taxable year to which credit is at-
tributable. A credit is attributable to
the taxable year in which such credit
would be (or would have been) allowed
if the credits regard to the limitations
contained in sections 26(a), 28(d)(2),
29(b)(5), 38(c), and 469.

(d) Regular tax liability allocable to
passive activities—(1) In general. For
purposes of paragraph (a)(2) of this sec-
tion, the taxpayer’s regular tax liabil-
ity allocable to all passive activities
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for the taxable year is the excess (if
any) of—

(i) The taxpayer’s regular tax liabil-
ity for such taxable year; over

(if) The amount of such regular tax
liability determined by reducing the
taxpayer’s taxable income for such
year by the excess (if any) of the tax-
payer’s passive activity gross income
for such year over the taxpayer’s pas-
sive activity deductions for such year.

(2) Regular tax liability. For purposes
of this section, the term “regularly tax
liability” has the meaning given such
term in section 26(b).

(e) Coordination with section 38(b).
[Reserved]. See §1.469-3(e) for rules re-
lating to this paragraph.

(f) Coordination with section 50. [Re-
served]. See §1.469-3(f) for rules relat-
ing to this paragraph.

(g) Examples. The following examples
illustrate the application of this sec-
tion:

Example (1). (i) A, a calendar year indi-
vidual, is a general partner in calendar year
partnership P. P purchases a building in 1987
and, in 1987, 1988, and 1989, incurs rehabilita-
tion costs with respect to the building. The
building is placed in service in the rental ac-
tivity in 1989. P’s rehabilitation costs are
qualified rehabilitation expenditures (within
the meaning of section 48(g)(2)) and are
taken into account in determining the
amount of the investment credit for rehabili-
tation expenditures. P’s qualified rehabilita-
tion expenditures are not qualified progress
expenditures (within the meaning of section
46(d)).

(ii) Because, under section 46(c)(l), the
credit is allowable for the taxable year in
which the rehabilitated property is placed in
service, the credit allowable for P’s qualified
rehabilitation expenditures arises in connec-
tion with the activity in which the property
is placed in service. In addition, the credit is
attributable to 1989, the year in which the
property is placed in service, because it
would be allowed for such year if A’s credits
allowed for all taxable years were deter-
mined without regard to the limitations con-
tained in sections 26(a), 28(d)(2), 29(b)(5),
38(c), and 469. Accordingly, under paragraph
(b)(1) of this section, A’s distributive share of
the credit is subject to section 469 for 1989
because the credit arises in connection with
a rental activity for such year.

Example (2). The facts are the same as in
example (1), except that the rehabilitation
costs are incurred in anticipation of placing
the building in service in a rental activity,
the qualified rehabilitation expenditures in
1987 and 1988 are qualified progress expendi-
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tures (“QPEs”) (within the meaning of sec-
tion 46(d)(3)), the improvements resulting
from the expenditures are progress expendi-
ture property (within the meaning of para-
graph (d)(2) of this section), and it is reason-
able to expect that such property will be
transition property (within the meaning of
section 49(e)) when the property is placed in
service. Therefore, under section 46(d)(1)(A),
the qualified investment for 1987 and 1988 is
increased by an amount equal to the aggre-
gate of the applicable percentage of the
qualified rehabilitation expenditures in-
curred in such years. The credits that are
based on these expenditures are attributable
(under paragraph (c) of this section) to 1987
and 1988, respectively. It is reasonable to be-
lieve in 1987 and 1988 that the progress ex-
penditure property will be used in a rental
activity when it is placed in service. Accord-
ingly, under paragraph (b)(2) of this section,
A’s distributive share of the credit for 1987
and 1988 is subject to section 469. Under para-
graph (b)(1) of this section (as in example
(1)), A’s distributive share of the credit for
1989 is also subject to section 469.

Example (3). (i) B, a single individual, ac-
quires an interest in a partnership that, in
1988, rehabilitates a building and places it in
service in a trade or business activity in
which B does not materially participate. For
1988, B has the following items of gross in-
come, deduction, and credit:

Gross income:

Income other than pas-
sive activity gross in-
COME .evviiiiieiiiieeeiianes

Passive activity gross
income ........ccooeeeiis

$110,000

20,000 $130,000
Deductions:
Deductions other than
passive activity de-
ductions
Passive act

23,950

18,000  (41,950)

88,050

Credits:
Rehabilitation credit
from the passive ac-
TVILY (s

8,000

(i) For 1988, the amount by which B’s pas-
sive activity gross income exceeds B’s pas-
sive activity deductions (B’s net passive in-
come) is $2,000. Under paragraph (d) of this
section, B’s regular tax liability allocable to
passive activities for 1988 is determined as
follows:

(A) Taxable income .....

(B) Regular tax liabil-
LY

(C) Taxable income
minus net passive in-
COME .ovveniiinieeenaannes

$88,050

$24,578.50
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(D) Regular tax liabil-
ity for taxable in-

come of $86,050.00 ..... .......... 23,918.50
(E) Regular tax liabil-

ity allocable to pas-

sive activities ((B)

I Ta [V (5) ) R $660.00

(iif) Under paragraph (a) of this section,
B’s passive activity credit for 1988 is the
amount by which B’s credits that are subject
to section 469 for 1988 ($8,000) exceed B’s reg-
ular tax liability allocable to passive activi-
ties for 1988 ($660.00). Accordingly, B’s pas-
sive activity credit for 1988 is $7,340.

Example (4). (i) The facts are the same as in
example (3) except that, in 1988, B also has
additional deductions of $100,000 from a trade
or business activity in which B materially
participates for 1988. Thus, B has a taxable
loss for 1988 of $11,950, determined as follows:
Gross income:

Income other than pas-
sive activity gross
income ..........ccceeee

Passive activity gross
income ...........cceee

$110,000

20,000 $130,000
Deductions:

Deductions other than
passive activity de-
ductions ...........c.eeene.

Passive activity deduc-
tioNS ..o

123,950

18,000  (141,950)

Taxable income .......... (11,950)

(ii) Under section 26(b) and paragraph (d)(2)
of this section, the regular tax liability for a
taxable year cannot exceed the tax imposed
by chapter 1 of subtitle A of the Internal
Revenue Code for the taxable year. There-
fore, under paragraph (d)(1) of this section,
B’s regular tax liability allocable to passive
activities for 1988 is zero. Although B’s net
operating loss for the taxable year is reduced
by B’s net passive income, and B’s regular
tax liability for other taxable years may in-
crease as a result of the reduction, such an
increase does not change B’s regular tax li-
ability allocable to passive activities for
1988. Accordingly, B’s passive activity credit
for 1988 is $8,000.

[T.D. 8175, 53 FR 5724, Feb. 25, 1988; 53 FR
15494, Apr. 29, 1988; T.D. 8253, 54 FR 20542,
May 12, 1989; T.D. 8417, 57 FR 20758, May 15,
1992]

§1.469-4 Definition of activity.

(a) Scope and purpose. This section
sets forth the rules for grouping a tax-
payer’s trade or business activities and
rental activities for purposes of apply-
ing the passive activity loss and credit
limitation rules of section 469. A tax-
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payer’s activities include those con-
ducted through C corporations that are
subject to section 469, S corporations,
and partnerships.

(b) Definitions. The following defini-
tions apply for purposes of this sec-
tion—

(1) Trade or business activities. Trade or
business activities are activities, other
than rental activities or activities that
are treated under §1.469-1T(e)(3)(vi)(B)
as incidental to an activity of holding
property for investment, that—

(i) Involve the conduct of a trade or
business (within the meaning of section
162);

(ii) Are conducted in anticipation of
the commencement of a trade or busi-
ness; or

(iii) Involve research or experimental
expenditures that are deductible under
section 174 (or would be deductible if
the taxpayer adopted the method de-
scribed in section 174(a)).

(2) Rental activities. Rental activities
are activities that constitute rental ac-
tivities within the meaning of §1.469-
1T(e)(3).

(c) General rules for grouping activi-
ties—(1) Appropriate economic unit. One
or more trade or business activities or
rental activities may be treated as a
single activity if the activities con-
stitute an appropriate economic unit
for the measurement of gain or loss for
purposes of section 469.

(2) Facts and circumstances test. Ex-
cept as otherwise provided in this sec-
tion, whether activities constitute an
appropriate economic unit and, there-
fore, may be treated as a single activ-
ity depends upon all the relevant facts
and circumstances. A taxpayer may
use any reasonable method of applying
the relevant facts and circumstances in
grouping activities. The factors listed
below, not all of which are necessary
for a taxpayer to treat more than one
activity as a single activity, are given
the greatest weight in determining
whether activities constitute an appro-
priate economic unit for the measure-
ment of gain or loss for purposes of sec-
tion 469—

(i) Similarities and differences in
types of trades or businesses;

(ii) The extent of common control;

(iii) The extent of common owner-
ship;
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