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Code Sec. 1411 Material Participation by Trusts—
Part 2
By Lewis J. Saret

Introduction
Generally
This column, the second of a two-part column, concludes a series of interrelated
columns dealing with the Code Sec. 1411, 3.8-percent net investment income
tax (NIIT). It discusses material participation of trusts and estates, concluding
the discussion begun in the first part of this column (“Part 1”).1 As noted in Part
1, to the extent that a trust or estate receives income from an activity in a trade
or business in which the trust or estate materially participates, such trust or estate
avoids th
the N
NIIT.
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This, second part, will analyze several factors that may be relevant to the issue
of material participation of trusts and estates.

Impact of Analysis
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As the summary of tax authorities, contained in Part 1, makes obvious, the tax
authorities related to material participation of trusts and estates are inconsistent.
The preamble to the final regulations under Code Sec. 1411, recognizing this
fact, requested comments about this issue, stating the following:
Commentators stated that the legislative history of section 469 suggests that
only a fiduciary’s participation should control in determining whether an estate or a trust materially participates in a trade or business activity. In certain
situations, case law has concluded that the participation of beneficiaries and
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employees also should be considered. One commentator noted that case law and IRS guidance conflict,
leaving taxpayers with uncertainty in determining the
material participation of a trust.
A number of commentators requested that the Treasury Department and the IRS provide guidance on
material participation of estates and trusts. However,
the commentators acknowledged that guidance on
material participation would apply under both sections 469 and 1411, and consequently suggested the
initiation of a guidance project to propose the rules
for which § 1.469-5T(g) has been reserved.
The Treasury Department and the IRS believe that
the commentators have raised valid concerns. The
Treasury Department and the IRS considered whether
the scope of these regulations should be broadened to
include guidance on material participation of estates
and trusts. The Treasury Department and the IRS,
however, believe that this guidance would be addressed
more appropriately in the section 469 regulations.
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The author understands that, in response to the IRS’s
request for comments, several organizations are in the
process of preparing such comments, including without
limitation, the American Institute of Certified Public Accountants (AICPA), the American Bar Association (ABA)
Section of Taxation (“Tax Section”), the ABA Section of
Real Property Trust and Estate Law (RPTE), and the
American College of Trust and Estate Counsel (ACTEC).
Having said the foregoing, taxpayers and their advisors are still left with the issue of what position to take
on tax returns pending further guidance from the IRS.
The remainder of this column will discuss factors that
various commentators have discussed as being relevant
to the material participation determination (“MP Determination”). We will begin with a discussion of various
factors that may be relevant to the MP Determination.
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We will then continue by examining the proposed regulations that were prepared by Leo L. Schomlka, which the
author understands the IRS considered adopting. These
proposed regulations also do a nice job of synthesizing
various factors, discussed by several commentators, about
the MP Determination. This column will then conclude
with recommendations for approaches that taxpayers and
their advisors may want to consider with respect to the
MP Determination.

Factors Relevant to MP Determination
Generally
The lack of authoritative guidance from the IRS about
what constitutes material participation by a trust or estate
raises several questions about whose participation counts
for this analysis and what specific types of activities count.
Based on issues raised by several commentators,4 we discuss
the following issues below:
Audit Position of the IRS
What Types of Participation by Fiduciary Count?
Whose Participation, Other Than Fiduciary, Counts?

Audit Position of the IRS
Before discussing various issues about the MP Determination raised by comme
commentators,
it would be prudent to look
nt
at the
th
he IRS’s
IR audit
udit position.
it n. Fortunately,
Fortunately, the
the IRS has
as set
se
forth its audit
position
fo
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n its Passive
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(thee “G
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hniqu Guide
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The Guide was developed to provide Revenue Agents
and Tax Compliance Officers with technical information
and tools to examine issues relating to both income and
losses from passive activities. It provides specific guidance
on potential audit issues along with highlights of common
errors. Having said this, the Guide is not all encompassing
and does not cover every exception.
The Guide notes that Code Sec. 469(h) requires regular,
continuous and substantial participation in the operations of the business to meet material participation and
for losses to be fully deductible. It also notes that there is
no guidance in the regulations at this time for material
participation of trusts and estates.
Therefore, the Guide states that:
As an administrative proxy, we look to the seven tests
in Reg. § 1.469-5T(a) for material participation, and
generally will not raise an issue if the trustee meets one
of the tests. However, as a technical matter the tests
apply to individuals, not to a trust or trustee. Thus,
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as a legal matter, the trustee must prove he works on
a regular basis in operations, on a continuous basis,
and on a substantial basis in operations, i.e. rise to
the requirements of IRC § 469(h).
Caution. The Guide suggests that examiners look at
the following issues, which gives tax advisors an idea
of when issues may arise with the IRS:
Is the address and EIN of the entity in question a
long distance from the fiduciary? Presumably, a long
distance would indicate to the IRS a lack of material
participation.
Is the ownership percentage in the entity in question
low or is the interest a limited partnership interest?
Note.The Guide sets out the following examination
techniques and documents to request:

Examination Techniques
Secure the trust instrument or will and read it.
Determine who the trustee is and what his other responsibilities are. If the trustee is a busy bank officer
or attorney, material participation may be questionable in businesses or entities in which the trust owns
an
n interest.
iintereest

Documents
Docum
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Trust in
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d codicils.
cod
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Copies
Schedule
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Cop
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1s from related
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Detailed
il d description of business activities conducted
on Schedule C or F orr by any partn
partnerships, or S
Corporations.
Explanation of the duties and responsibilities of the
trustee for each business, whether conducted as a
Schedule C, partnership or S Corporation.
Completion of the log at the end of Chapter 4 for any
activity in which material participation is questioned.

What Types of Participation
by Fiduciary Count?
Generally
The IRS’s position is that the only party whose participation counts is the fiduciary. Therefore, the IRS does not
consider the activities of the beneficiary or any other party
for MP Determination purposes.
In addition, based on the legislative history of Code
Sec. 469, the IRS treats an estate or trust as materially
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participating in any activity “if an executor or fiduciary,
in his capacity as such, is so participating.”6
This raises the issue of what activities of the fiduciary
are counted for purposes of the MP Determination.7 It
also raises the issue of whether any activities by any person other than the fiduciary can be considered for MP
Determination purposes.
Most commentators believe that all activity spent by fiduciaries with respect to an activity should be treated as participating in such activity.8 Having said this, two types of activity
appear to be treated specially, namely investment activity and
managerial activity, each of which are discussed below.

Work Done in Capacity of Investor
As a general matter, the regulations that apply to individuals disregards such individuals’ activities that are done in
the capacity of an investor unless that individual is directly
involved in such activity’s day to day management or operations. Specifically, Temporary Reg. §1.469-5T(f )(2)(ii)
provides that work done by an individual in that individual’s capacity as an investor is not treated as participation for
purposes of the MP Determination unless that individual
is directly involved in the activity’s day to day management
or operations. For this purpose, work in the capacity of
an investor includes the following:
Studying and reviewing financial statements or reports
on operations of the activity
Preparingg or com
compiling
summaries or analyses of the
p
nances or ooperations
the ind
indifinan
at ns off the
he activity for th
vidual’s own
use
vidua
wn us
Monitoring
nances
Mon
ng the fina
ces or operations
peration off the activity
ct
in a nonmanagerial capacity9
Note. The work of a fiduciary inherently focuses to a
greater extent on investment duties than individuals
because fiduciaries have a fiduciary duty to exercise
care and prudence in investment matters.
Therefore, it appears that work done in the capacity as an
investor may be counted for MP Determination purposes
but only if the fiduciary is already directly involved in the
activity’s day-to-day management or operations.
Note. The intent of this analysis appears to be to
distinguish between passive investors and investors
who actively participate in the activity.

Work Done in Capacity of Manager
Work done in the capacity of a manager also receives special treatment under the passive activity loss regulations for
individuals. Therefore, it can be expected that any future
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regulations for trusts and estates may contain similar
rules. Specifically, an individual’s services performed in
the management of an activity cannot be considered in
the MP determination unless, for the tax year in question:
No person (other than such individual) who performs
services in connection with the activity’s management
receives compensation described in Code Sec. 911(d)
(2)(A) in consideration for such services; and
No individual performs services in connection with the
management of the activity that exceed (by hours) the
amount of such services performed by such individual.10
Note. The intent of this analysis appears to be to
prevent individuals from taking a title that implies
active management in the activity, such as a title of
“manager,” without a commensurate level of participation in the day to day operations of the activity. This
appears to reflect a theme that has reappeared repeatedly of striving to look beyond titles to the underlying
substance of a role by the IRS. This would seem to
include the IRS rejection of a “special trustee” as not
constituting a fiduciary in TAM 200733023.

Fiduciaries Acting in Multiple Capacities
One issue
issu
ue th
that
hat ffrequently comes up is how to treat fiduciaries
multiple capacities. For example,
ariies
i who
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h capacity as employees should not be considered when determining wheth
whether
thee trus
trust satisfied the
er th
MP Determination. Moreover,
er, thee IRS argued
argue that because
it was impossible to disaggregate the employee activities of
such trustee/employees, none of their activities should be
considered for purposes of the MP Determination.11
The Tax Court rejected the IRS’s argument in Aragona,
reasoning that the activities of the trustees—including
their activities as employees of Holiday Enterprises,
LLC (“Holiday”)—should be considered in determining
whether the trust materially participated in its real-estate
operations. The reasons the court gave for this conclusion
were as follows:
The trustees were required by Michigan law to administer the trust solely in the interests of the trust
beneficiaries, because trustees have a duty to act as a
prudent person would in dealing with the property
of another, i.e., a beneficiary.
The trustees were not relieved of their duties of loyalty to beneficiaries by conducting activities through
24
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a corporation wholly owned by the trust. Therefore
their activities as employees of Holiday should be
considered in determining whether the trust materially participated in its real-estate operations.
In Aragona, the IRS also argued that because some of
the trustees also had direct ownership interests in the
operating business that was owned by the trust, some
of their activities were attributable to their personal
ownership in the business and not the trust’s ownership. Therefore, according to the IRS argument, such
activities should also be ignored for purposes of the MP
Determination. The Tax Court also rejected this argument, reasoning:
The owner/trustees’ combined ownership in each
entity was not a majority interest— for no entity did
their combined ownership interest exceed 50 percent.
The owner/trustees’ combined ownership interest in
each entity was never greater than the trust’s ownership interest.
The owner/trustees’ interests as owners were generally
compatible with the trust’s goals—they and the trust
wanted the jointly held enterprises to succeed.
The owner/trustees were involved in managing the
day-to-day operations of the trust’s various real
estate businesses.
As noted above, most commentators take the position
that the fiduciary’s participation in the activities in question in any capacity
pacity sshould
ho count for purposes of the MP
Determination.
Det
ermin n.

Multiple
M
ltipl Fiduciaries
duciar es
No authority has directly addressed the impact of multiple
trustees. The Aragona Trust case involved six trustees, three
of whom were fully active in the business and three of whom
were not active. Therefore, this suggests that a majority of
the trustees are not required to be active in an activity in
order for a trust to satisfy the MP Determination.12
According to Byrle Abbin, the AICPA recommended
approach is that when there are multiple fiduciaries, material participation by any one fiduciary should be sufficient
for purposes of the MP Determination. In other words,
under this approach, “it is not necessary to take a “head
count” and establish that all or a majority of trustees are
material participants.”13

Special Fiduciaries
As illustrated by TAM 200733023 and TAM 201317010,
giving an individual who is active in the business the title
“special trustee” or some variation thereof, is insufficient to
satisfy the MP Determination, with the reason being that
a title in and of itself is insufficient to make an individual
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a fiduciary. Therefore, taxpayers and their advisors must
look at the roles of the purported fiduciary to ensure that
they really are fiduciaries.

Whose Participation, Other Than
Fiduciary, Counts?
As should be obvious from the authorities discussed in Part
1, the IRS’s position is that only the fiduciaries’ participation counts. Therefore, activities of other parties, such as
agents and employees of the fiduciary, beneficiaries, or
successor fiduciaries are generally ignored for this purpose
as far as the IRS is concerned.
Although the IRS position is that the activities of a
fiduciaries agents and employees are not considered at
all for purposes of the MP Determination, the sole case
to address this issue, M.K. Carter Trust (Mattie Carter
Trust case)14 held that the Mattie Carter Trust’s material
participation should be determined by reference to the
persons who conducted the business of the activity (i.e.,
the ranch in the case of the Mattie Carter Trust) on the
trust’s behalf, including activities of the trust’s agents and
employees. Applying this standard, the Mattie Carter Trust
court concluded that the collective activities of such persons with relation to the ranch operations during relevant
times
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Note. The IRS position of excluding the activities of
all agents and employees of the fiduciary raises the issue of whether a trust whose sole trustee is a corporate
trustee can ever materially participate in an activity.

Trust and Estate MP Determination
Approach Proposed by Leo L. Schmolka
(“Schmolka Approach”)
Generally
The author understands the IRS considered adopting certain
ideas that Leo L. Schmolka had regarding the intersection
of the passive activity loss rules, embodied in Code Sec.
469, and subchapter J.15 Mr. Schmolka discussed his ideas
in depth in a NYU School Tax Law Review article (the
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“Schmolka Article”), which contains a complete set of Mr.
Schmolka’s dream set of regulations (“Schmolka Regs”).16
The Schmolka article first summarized key components
of subchapter J, then described the concepts that formed
the basis of the Schmolka Regs, and then set out the
Schmolka Regs themselves.
Comment. The Schmolka Regs are prescriptive. That
is, they are designed to show what the law should be,
not what the law currently is. As a result, taxpayers
and their advisors cannot rely on the Schmolka Regs.
However, because they do a very good job of analyzing
how the existing treasury regulations might apply to
trusts and estates, they are instructive when analyzing
a trust or estate to make a MP Determination. Also
note that the Schmolka Regs predate the Frank Aragona
Trust case. Therefore, they do not incorporate that case.

Schmolka Regs
General Approach
Schmolka Reg. §1.469-5(g) provides that trusts and estates
materially participate in an activity if, and only if, the trust
or estate satisfies one of three “Rules” that the Schmolka
Regs set out.17
Rule (1). A trust or estate satisfies Rule (1) if the fiduciary materially
participates
under the standards of
rially p
ar
Temporary
(3),, (4), orr (5
(5).
Tem
mpora Reg. §1.469-5T(a)(1)
46 -5 (a (1),(2), (3)
estate
would
(1) if the
Therefore,
efore a trust
rust oor es
te wou
d satisfy Rule (1
es one or more of
fiduciary
uciary satisfi
fies
o the
he following
follo ng standards:
sta da
The fiduciary participates in the activity for more than
500 hours during such year.18
The fiduciary’s participation in the activity for the tax
year constitutes substantially all of the participation in
such activity of all individuals (including individuals
who are not owners of interests in the activity) for
such year.19
The fiduciary participates in the activity for more than
100 hours during the tax year, and such fiduciary’s participation in the activity for the tax year is not less than
the participation in the activity of any other individual
(including individuals who are not owners of interests
in the activity) for such year.20
The activity is a significant participation activity
(within the meaning of Temporary Reg. §1-4695T(c)) for the tax year, and the fiduciary’s aggregate
participation in all significant participation activities
during such year exceeds 500 hours.21
The fiduciary materially participated in the activity
(determined without regard to this particular test)
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for any five tax years (whether or not consecutive)
during the 10 tax years that immediately precede the
tax year.22
Rule (2). A trust or estate satisfies Rule (2) if the fiduciary materially participates under the standards of
Temporary Reg. §1.469-5T(a)(7). Therefore, a trust or
estate would satisfy Rule (2) if the fiduciary, based on all
of the facts and circumstances, the fiduciary participates
in the activity on a regular, continuous, and substantial
basis during such year.23
Rule (2) requires the fiduciary to also satisfy the rules
contained in Temporary Reg. §1.469-5T(b), which provides that certain types of participation is insufficient to
satisfy the MP Determination.
First, Temporary Reg. §1.469-5T(b) provides that the
fact that an individual (fiduciary in case of trust or estate)
satisfies the requirements of any participation standard
under any provision other than Code Sec. 469 and the
regulations thereunder (e.g., standards under Code Secs.
1402 and 2032A) must be ignored for purposes of determining whether such person materially participates in any
activity for Code Sec. 469 purposes.24
Second, Temporary Reg. §1.469-5T(b) provides that an
individual’s services (i.e., a fiduciary’s services in context
of Rule (2)) performed in the management of an activity
mustt be ignored
ignoored when determining whether that person
materially
unless, for the year in question:
atterial
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Third, the fiduciary must participate no less than 100
hours during the tax year in question.26
Rule (3). A trust or estate satisfies Rule (3) if, during
the entire 12-month period ending on the last day of the
tax year:
The activity has at least one full-time employee (who
may be a fiduciary or a beneficiary), substantially all of
whose services are in the active management of the activity;
The activity has at least three full-time employees
(none of whom is a beneficiary or a fiduciary), substantially all of whose services are services directly
related to the conduct of the activity;
The activity pays or incurs amounts allowable of the
activity’s gross income for such period; and as deductions solely by reason of Code Sec. 162 or 404 that
exceed 15 percent;
26
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A fiduciary materially participates under the standard
of Temporary Reg. §1.469-5T(a)(7) (i.e., the same
rule as contained in Rule (2)),27 with the following
modifications. First, for purposes of applying Temporary Reg. §1.469-5T(b)(2)(iii), which is incorporated
via Temporary Reg. §1.469-5T(a)(7), the 100-hour
rule shall be applied by substituting 50 hours for 100
hours. Second, compensation paid to a fiduciary or to
a beneficiary having more than a remote contingent interest (within the meaning of Code Sec. 318(a)(3)(B))
shall be ignored.

Special Rules and Definitions
Generally. As noted above, there are several unresolved
issues under existing law regarding the MP Determination.
These include the following:
What type of participation counts?
Whose participation counts?
How does the MP Determination Analysis apply to
fiduciaries acting in multiple capacities or where there
are multiple fiduciaries?
How does the MP Determination analysis apply to
non-individual trustees?
How does the MP Determination analysis apply to
activities conducted through closely held corporations
or partnerships?

What Typess of Pa
Participation
rt
Counts
the
MP Determination—General
in th
he M
ete in tion—
—General
Rulee
R
The Schmolka Regs provide that, as a general rule, any
work done by a fiduciary in connection with an activity
in which the trust or estate owns an interest at the time
of such work is treated as participating.28

Work Done in Capacity of Investor
For purposes of Rules (1) and (2), work done in the capacity of an investor does not count as participation unless
the fiduciary is directly involved in the activity’s day to
day management or operations.29
For this purpose, work done by a fiduciary in its capacity
as an investor in an activity includes the following:
Studying and reviewing financial statements or reports
on operations of the activity;
Preparing and compiling summaries or analyses of
the finances or operations of the activities for the
individual’s own use; and
Monitoring the finances or operations of the activity
in a non-managerial capacity.30
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Note. The Schmolka Regs do count work done in the
capacity as an investor as participation for purposes
of Rule (3). For this purpose, such activities are given
greater weight to the extent that the fiduciary has
authority to effectuate changes based on that work.31

Work Done in Capacity of Manager
Regarding managerial work, the Schmolka Regs count all
managerial activities for purposes of Rules (2) and (3). This
differs slightly from Temporary Reg. §1.469-5T(f)(2)(ii)(C),
which imposes preconditions to the recognition of management work.32

Successor Fiduciaries
Most trust instruments and wills include provisions
for successor fiduciaries. The Schmolka Regs provide
that only work done by the currently serving fiduciary
counts for purposes of the MP Determination. Therefore,
activities of named successor fiduciaries, which are not
currently serving as such, do not count for purposes of
the MP Determination.33

Fiduciaries Acting in Multiple Capacities;
Multiple Fiduciaries
The Schmolka Regs take the position that the fiduciary’s
total par
participation
rticip
patio counts towards the MP Determination
regarding
whether
gaardin
ding off whet
h th the fiduciary acts in multiple
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ies..34 The
ies
The Sc
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qu ti n.35

Non-Individual
n In
ndivvidu Fiduciaries
For non-individual fiduciaries,
es, su
such
uch aas corp
corporate trustees,
the Schmolka Regs take the position
position that
that the total activities
of such fiduciary’s employees are treated as that fiduciary’s
participation for purposes of the MP Determination.36

Activities Conducted Through Closely Held
Corporations or Partnerships
For closely held corporations, the Schmolka Regs apply
Temporary Reg. §1.469-1T(g)(3)(I) and (iii), which addresses how to apply the material participation analysis
to closely held businesses, to the MP Determination for

trusts and estates.37 Therefore, a closely held corporation
(i.e., not the trust or estate, but the closely held corporation in which the trust or estate owns an interest) will be
treated as satisfying the MP Determination if:
One or more fiduciaries, each of who is treated
as materially participating in such activity, owns
(directly or indirectly) more than 50 percent of the
value of such corporation’s outstanding stock, or the
requirements of Code Sec. 465(c)(7)(C) are satisfied
(taking into account Code Sec. 465(c)(7)(D) but not
Code Sec. 465(c)(7)(C)(iv)); and
The determination of whether the fiduciary materially participates in the activity in question must be
determined by applying Temporary Reg. §1.469-5T
except that in applying such rules:
All activities of the corporation must be treated as
activities in which the fiduciary holds an interest
in determining whether the fiduciary participates
in an activity of the corporation; and
The fiduciary’s participation in all activities
other than activities of the corporation shall be
disregarded in determining whether its participation in an activity of the corporation is treated
as material participation under Temporary Reg.
§1.469-5T(a)(4) (relating to material participation in significant participation activities).

Conclusion
Co
ncl on
P 1 of this colum
Part
column
n summarized
um ar ed key le
legal
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authorities
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relevant
material
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trusts
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vant tto thee issue ooff m
terial p
ticipati of tru
ts and
estates, including a discussion of the following authorities.
This part 2 discussed several factors that may be relevant to
the issue of whether a trust or estate materially participates
in a business activity. It then summarized a set of proposed
regulations that were prepared by Leo Schmolka, which
were published in the New York University School of Law’s
Tax Law Review, but which are commentary since they
are not promulgated by the Service. The Schmolka Regs
constitute the most thorough analysis of the issue of material participation available and are useful when examining
trusts and estates to determine whether such trusts or
estates material participate in a trade or business activity.
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