gﬁaﬁs@ﬁl l‘ I ‘ I

Trusts actively invested in real estate may not be subject to
medicare tax

January 15, 2015 - Construction Design & Engineering

The 2013 tax year was the first year that the 3.8% Medicare tax was assessed on investment
income, including investments in real estate. There is, however, a safe harbor rule that allows
certain real estate professionals to exclude their rental income from investment income subject to
this tax. Many real estate professionals took advantage of the safe harbor rule on their personal tax
return, which allowed them to classify their rental income as trade or business income rather than
investment income, thus not subject to the Medicare tax. This left some taxpayers asking: "What
about rental income held in a trust?"

This raised the question of whether or not a trust can take advantage of the safe harbor rule as well.
In order for a trust to qualify as a "real estate professional,” we have to look at whether a trustee
would qualify.

Real Estate Professionals

The designation of a real estate professional has been around since the 1980s and was primarily
elected so that professionals could use losses from their real estate operations to offset other
income. Now with the implementation of the new Medicare tax, the designation has become even
more important for people in the real estate industry.

The requirements for being classified as a real estate professional are stringent, which makes it
impossible to qualify unless real estate is the trustee's primary business. For the trustee to qualify,
more than 50% of the trustee's personal services must be spent in real property trade or business.
The trustee must also perform at least 750 hours of services in real property trade or business in
which he or she materially participates. Once the trustee qualifies as a real estate professional, they
must also meet one of seven material participation tests each year. The material participation test
excludes hours spent on management, leasing, and brokerage.

Material Participation of a Trust

In Aragona Trust v. Commissioner, the tax court decided that the activities of the trustee should be
considered when determining if the trust materially participated in real estate activities. In this case,
the tax court considered the direct ownership the two trustees held in the real estate as well as the
trust's ownership in those real estate investments. The tax court also considered the goals of the
trustees as individual owners versus their goals as it relates to their responsibility as trustees,
concluding that all parties had common goals, and the two trustees were involved in the day to day
operations of the trust real estate businesses. The court did not specifically define what it
considered the material participation to be, which has left it open to interpretation. The facts and
circumstances of each trust must be carefully considered before determining whether or not the trust
materially participates in its activities.

The Safe Harbor Rule



Under the safe harbor rule, if the real estate professional trustee meets either of the following
material participation tests, the trust's rental income is automatically excluded from the Medicare tax:

* Participating in rental real estate activities for at least 500 hours in the tax year
* Participating in rental real estate activities for at least 500 hours in any five of the last 10 tax years
The taxpayer may establish material participation under one of the other five rules, but it will be
highly dependent on the facts and circumstances of the trust. The IRS could potentially challenge a
real estate professional designation that is met under the other five material participation tests.
When the trustee, and therefore the trust, qualifies as a real estate professional and meets the
hours required under the safe harbor rule, the trust's potential tax savings could be significant. Each
situation is unique and you should involve your tax advisor regarding the application of this case to
your specific circumstances.
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