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SUMMARY

 Recently, in Frank Aragona Trust v. Commissioner,  U.S. Tax Court 

held that a trust can qualify for the section 469(c)(7) exception and 

materially participate in activities based on the efforts of the 

trustees.

 The issue of material participation of estates and trusts is still 

currently under study by the Treasury Department and the IRS and 

may be addressed in a separate guidance project issued under 

Section 469 at a later date. 

 The Aragona ruling has added authoritative guidance to aid the 

understanding of how the material participation requirements 

under Section 469 apply in the context of an estate or trust for 

purposes of qualifying for an exception to the new 3.8% Medicare 

Tax.
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The 3.8% “Medicare Tax” and the Passive Loss Exemption 
(Estate or Trust)

 Section 1411(a)(2) imposes a tax of 3.8% on the lesser of: (1) the 

undistributed net investment income for such taxable year, or (2) the 

excess (if any) of (a) the adjusted gross income for such taxable year, over 

(b) the dollar amount at which the highest tax bracket in Section 1 (e) 

begins for the tax year in question ($11 ,950 for 2013).

 One way a fiduciary may minimize the application of the 3.8% Medicare Tax 

is to demonstrate that the trust or estate materially participates in the 

activity generating trade or business income. 

 Certain types of income are specifically excluded from the definition of net 

investment income, including non-passive trade or business income. This 

important exception requires: (1) there be an activity that involves a trade 

or business within the meaning of Section 162, and (2) the taxpayer 

materially participates in the activity as defined in Section 469.
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Material Participation of Trusts (History)

 Section 1411 relies on Section 469 to determine material participation.

 Section 469(h)(1) provides that a taxpayer shall be treated as materially 

participating in an activity if the taxpayer is involved in the operations of 

the activity on a "regular, continuous, and substantial basis.”

 Section 469(a)(2)(A) explicitly identifies estates and trusts as taxpayers to 

whom the passive activity rules apply.

 A clear set of rules regarding material participation by estates and trusts 

does not currently exist. 

 The IRS has relied almost exclusively on the legislative history surrounding 

Section 469, and takes the position that estates and trusts are not treated 

as individuals for purposes of establishing material participation.

 Can only be met if the fiduciary is involved directly in the operations of 

the business on a “regular, continuous, and substantial basis.”
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Mattie K. Carter Trust v. United States

 Prior to Aragona, this was the only court decision to date 

addressing the issue of how a trust materially participates for 

purposes of Section 469.

 IRS took the position that only the actions of the trustee, 

individually, and not the activities of the ranch manager or farm 

employees, should count for purposes of determining material 

participation by the trust.

 The District Court ultimately found for the taxpayer, holding that 

material participation should be determined by reference to all 

persons who conducted business on behalf of the trust, regardless 

of whether those activities were conducted by employees or 

fiduciaries.
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Private Rulings

 IRS rejected Carter in TAM 200733023 (8/17/2007)

 Merely appointing a person involved in the business as a 

"special trustee" would not suffice for purposes of establishing 

material participation by a trust.

 PLR 201029014 reiterated the IRS’ position (7/23/2010)

 A trust materially participates in a business activity only if the 

trustee is directly involved in the operations of the trust's 

business activities on a regular, continuous, and substantial 

basis.

 CCA 201244017 (11/2/2012)

 No PAL exception for real estate held in trust.

 TAM 201317010 (4/26/2013)

 Special trustee’s activities did not rise to the level of “regular, 

continuous, and substantial” participation by the trust.
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Frank Aragona Trust v. United States

 The IRS sought to disallow losses as passive losses under Section 

469 and, accordingly, recover refunds the trust received in carrying 

losses back to prior tax years. 

 Principal issues before the Tax Court were: (1) whether the trust 

could qualify for treatment under Section 469(c)(7) as a "real 

estate professional," and (2) whether the trust materially 

participated in its real estate trade or business through the 

activities of its trustees and/or employees.
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Could Trust Qualify as a “Real Estate Professional”?

 Rental real estate activities treated as passive under Section 

469(c)(2) regardless of participation.  

 Unless qualifying taxpayer exception is met under Section 

469(c)(7)(B).

 IRS argued that a trust could not qualify for treatment as a real 

estate professional because a trust is not capable of performing 

“personal services“ under Section 469(c)(7)(B).

 Taxpayer argued that, pursuant to Section 469(c)(7)(A), the real 

estate professional exemption applies "to any taxpayer for a 

taxable year" meeting the conditions specified in Section 

469(c)(7)(B).
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Qualified Real Estate Professional (QREP)

 Rental real estate is per se passive.

 469(c)(7)(B) – Certain exceptions for taxpayers sufficiently participating in 

“real property trades or business”, including rental business.

 Two separate analytical tests:

 Is the taxpayer a qualifying taxpayer? (Participation in real property 

trades or business.)

• More than one-half of personal services performed in trades or 

business by the taxpayer during the tax year are performed in real 

property trades or business in which the taxpayer materially 

participates; and

• The taxpayer performs more than 750 hours of services during 

that tax year in real property trades or business in which the 

taxpayer materially participates.

 Did taxpayer materially participate in rental real estate activities? 

(Focuses on participation in rental real estate activities)
• Includes aggregation of individual activities as one activity.
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Qualified Real Estate Professional (QREP) (cont’d)
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Qualified Real Estate Professional (QREP) (cont’d)

 How does this apply to a trustee with involvement in 

management company?

 1.469-9(e)(3)(ii) allows participation to count if 

conducted through management company (look-

through).

 Important to distinguish between role as an investor as 

well (Carter).

 Should have contemporaneous records to substantiate 

time and specific roles.

 How does trust language limit roles of trustee's 

participation?
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Frank Aragona Trust v. United States

 The U.S. Tax Court held that the trust qualified for the passive 

activities exception and could fully deduct its losses because 

services performed by individual trustees constituted personal 

services by the trust and the trust materially participated in the 

real property business.

 The Tax Court’s opinion broadens the interpretation of the 

fiduciary role in claiming material participation.  

 A business owned by a trust may be able to avoid the 3.8% tax 

on passive investments.  

 Fiduciary’s participation counts no matter what “hat” the fiduciary 

is wearing.
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Frank Aragona Trust v. United States (cont’d)

 The Tax Court clarified that naming a co-trustee who is actively 

involved in the business “works” for establishing material 

participation.  

 No definitive position as to whether employees should count for 

purposes of determining material participation by the trust. 
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