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WOLFE, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the time the petition was filed.? The decision to be

entered i s not reviewabl e by any other court, and this opinion

1Unl ess ot herw se indicated, subsequent section references
are to the Internal Revenue Code in effect for the year in issue,
and all Rule references are to the Tax Court Rules of Practice
and Procedure.
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shoul d not be cited as authority.

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the acconpanying exhibits are
i ncorporated herein by this reference. Petitioners resided in
Grangeville, lIdaho, at the tinme the petition was fil ed.

Respondent determ ned a deficiency of $8,506 in petitioners’
1996 Federal incone tax. After concessions,? the issue for
decision is whether petitioners’ |osses during 1996 constitute
nondeducti bl e passive | osses under section 469.
Backgr ound

In 1976, Robert Blewett (petitioner) and his brother, Don
Bl ewett, organized Hi ghland Enterprises, Inc. (Hghland), a C
corporation. Petitioner and his brother each owned 50 percent of
t he outstandi ng stock of Hi ghland during 1996. Throughout the
year in issue, Highland was engaged in two separate businesses:
a general heavy construction business and a real estate sal es
busi ness. Highland’ s general heavy construction business
i ncluded building I ogging and fire roads for the U S. Forest
Service and private | oggi ng conpanies, building roads for
governnmental entities, constructing hones and comerci al
bui | di ngs, and devel opi ng residential and comrerci al |and

subdi vi sions (including the building of streets, curbs,

2Petitioners concede that they inproperly failed to report
interest inconme of $72 and incone of $1,724 froma jewelry sal es
busi ness on their 1996 Federal income tax return.
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si dewal ks, and the installation of utilities). The activities of
Hi ghland’s real estate sales operation, which did business during
1996 as “Highland Realty”, included selling residential and
uni nproved real estate.

During 1996, both petitioner and his brother worked full-
time for H ghland. Petitioner provided services to both
Hi ghl and’ s general heavy construction business and its real
property sales activity. For the former, he managed the
corporate office, secured construction projects, acquired | and
for property devel opnent, ordered construction materials and
supplies and assured their tinely arrival at construction sites,
and reviewed construction progress at construction sites. For
the latter, petitioner provided services as a real estate broker.
Petitioner is licensed as a real estate broker in the State of
| daho.

Prior to 1996, Hi ghland suffered a series of setbacks that
put it in a dire financial situation. The setbacks included a
cost overrun in excess of $1 mllion on a road job with the U. S
Forest Service, a lengthy lawsuit involving the conpany’s
purchase of faulty equi pnment, and deliberate interference with
H ghl and’s work by an environnmental group (Earth First) that
bl ocked its roads and destroyed hydraulic hoses and three nmajor
pi eces of equi pnent.

Because of Highland' s poor financial condition, the conpany
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was unable to | ease or purchase equi pment on credit. Financial
institutions sinply would not nmake any | oan of any type to
Hi ghl and. Highland’ s continued exi stence depended on its
obt ai ning equi pnent. Faced with this predi canent, petitioner and
his brother separately purchased the necessary equipnent in their
i ndi vi dual nanes and separately leased it to H ghland. There is
no dispute that petitioner and his brother were engaged in an
equi pnent | easing activity anobunting to a trade or business
during the year in issue, and the record clearly supports that
characterization. Respondent has not raised any questions as to
whet her the leasing activity was for profit, and we treat that
matter as conceded by respondent. Petitioner and his brother
each owned 100 percent of the equipnent that he | eased to
Hi ghl and; none of the equi pnment was jointly owed. They |eased
t he equi prment exclusively to Hghland. It was never used in
anot her trade or business. Petitioners had no witten rental
agreenent with Highland. During 1996, Highland did not pay
petitioners any rent.

During 1995, Highland paid rent of $69, 600 and $40,091 to
petitioners and Don Bl ewett, respectively. During 1996, H ghl and
paid rent of $56,263 to Don Blewett and no rent to petitioners.
At trial, petitioner testified that because of Hi ghland s poor
financial condition, its rental paynents to the Blewetts were

irregular. In his words, “you pluck all the feathers off of that
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bird, and it’s not going to lay any nore eggs.” Accordingly,
paynments were made only when either petitioner or Don Bl ewett
needed the noney to make paynents to creditors for |eased
equi pnent .

Petitioners claimed a net |oss of $50,033 fromtheir
equi pnent | easing activity on Schedule C, Profit or Loss From
Busi ness (Sol e Proprietorship), of their 1996 Federal incone tax
return.® In the notice of deficiency, respondent disallowed the
entire loss on the ground that the |leasing activity was subject
to the passive loss |imtations of section 469.
Di scussi on

Section 469(a)(1) limts the deductibility of |osses from
certain passive activities. Generally, a passive activity
i ncl udes the conduct of a trade or business in which the taxpayer
does not materially participate. Rental activity is generally
treated as a passive activity without regard to whether the
t axpayer materially participates.* Sec. 469(c)(1), (2), (4).
Rental activity is defined as “any activity where paynents are

principally for the use of tangible property.” Sec. 469(j)(8).

%The |l oss was attributable primarily to deductions of
$30, 062 and $17, 141 for depreciation and sec. 179 expenses,
respectively.

‘A statutory exception that was added in 1993 provides that
certain real estate operators need not treat their interests in
rental real estate as passive activities. Sec. 469(c)(7). That
exception is inapplicable here, because the subject of this
controversy is personal property.
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Both parties agree that petitioners’ equi pnent |easing
activity falls within the definition of a rental activity in
section 469(j)(8), and that the inconme fromthat activity is
passive in nature, unless petitioner qualifies under one of the

si x exceptions listed in the regulations. See Tarakci V.

Comm ssioner, T.C Meno. 2000-358; sec. 1.469-1T(e)(3)(ii)(A)

t hrough (F), Tenporary Incone Tax Regs., 53 Fed. Reg. 5702 (Feb.
25, 1988). Petitioner specifically relies upon the so-called
i nci dental exception, which we previously discussed in the recent

and anal ogous case of Tarakci v. Conm ssioner, supra, and al so

t he so-call ed grouping exception (section 1.469-4(d)(1), I|ncone
Tax Regs.). W agree with petitioner that the incidental
exception and the reasoning of the Tarakci opinion are applicable
here, so we discuss the rules of the grouping exception only
insofar as they relate to the provisions of the incidental
excepti on.

Petitioners’ position is that their leasing activity is not
a rental activity because it qualifies as an exception to the
definition of a rental activity under section 1.469-1T(e)(3)
(1i1)(D), Tenporary Inconme Tax Regs., 53 Fed. Reg. 5702 (Feb. 25,

1988),° which, together with paragraph (e)(3)(vi), provides that

STenporary regul ations are entitled to the sane wei ght as
final regulations wth respect to the years to which they apply.
Ni ssho Iwai Am Corp. v. Comm ssioner, 89 T.C 765, 776 (1987).
Sec. 1.469-1T, Tenporary Income Tax Regs., 53 Fed. Reg. 5700-5711

(continued. . .)
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an activity involving the use of tangible property is not a

rental activity if the rental of such property is treated as

incidental to a nonrental activity of the taxpayer. Section

1.469-1T(e)(3)(vi)(C, Tenporary Incone Tax Regs., 53 Fed. Reg.

5703 (Feb. 25, 1988), provides:

(C) Property used in a trade or business. The
rental of property during a taxable year shall be
treated as incidental to a trade or business activity
(wthin the nmeani ng of paragraph (e)(2) of this
section) if and only if—-

(1) The taxpayer owns an interest in
such trade or business activity during the
t axabl e year;

(2) The property was predom nantly
used in such trade or business activity
during the taxable year or during at |east
two of the five taxable years that
i mredi ately precede the taxable year; and

(3) The gross rental incone from such
property for the taxable year is less than
two percent of the | esser of--—

(1) The unadjusted basis of
such property; and

(1i) The fair market val ue
of such property.

Wth respect to the application of the three tests of

subdi vision (C), we consider it significant that the parties have

stipulated that during 1996: (1) Petitioner owned 50 percent of

5(...continued)

(Feb. 25, 1988), is effective for taxable years beginning after

Dec.
Reg.

31, 1986. Sec. 1.469-11(a)(2), Incone Tax Regs., 53 Fed.
5686 (Feb. 25, 1988).
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t he outstanding stock of Hi ghland; (2) the equipnent in question
was used exclusively in H ghland’ s trade or business activity
t hroughout the year; and (3) petitioners did not receive any
gross rental inconme from Hi ghland for the equi pnent.

Respondent contends that section 1.469-1T(e)(3)(vi)(CO
Tenporary I ncone Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988), is
i napplicable to the instant case because it requires that a
taxpayer at |least tenporarily stop using property in his trade or
busi ness and start using the property in a rental activity.
Respondent argues that the exception is not avail abl e when the
property is used in the rental activity and the trade or business
activity sinultaneously. Respondent nekes three argunents in
support of this construction of the regulation. Respondent’s
argunents are set forth below, but we note that in our view here
“respondent advocates a strained interpretation of |anguage

prepared by respondent’s own enpl oyees.” See Ferguson V.

Commi ssioner, T.C Menp. 1992-451. In interpreting the |anguage

in question, we bear in mnd that respondent’s personnel drafted
t hat | anguage, and the resolution of doubts against the draftsman
is appropriate in many circunstances. See id. (and authorities
cited therein).

First, respondent argues that section 1.469-1T(e)(3)(vi) (O
Tenporary I ncone Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988),

uses the past tense when referring to the use of the property in
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the trade or business. Respondent contends that use of the verb
“was” in paragraph (2) of the relevant regul ation neans that for
t he purposes of the incidental exception, the property cannot be
used in the trade or business activity and the rental activity
si mul t aneousl y.

We are not convinced by this argunent. Section 1.469-1T(e)
(3)(vi)(C, Tenporary Inconme Tax Regs., 53 Fed. Reg. 5703 (Feb.
25, 1988), provides that the rental of property during a taxable
year shall be treated as incidental to a trade or business
activity if, inter alia, “The property was predom nantly used in

such trade or business activity during the taxable year or during

at least two of the five taxable years that imedi ately precede
the taxable year”. (Enphasis added.) The word “was” in the
regul ation refers not only to past years, but also to the current
taxabl e year. The ternms of the regulation are consistent with
the conclusion that the property can be used in the trade or
business activity at any tine and still satisfy the requirenments
for the incidental exception to the definition of a rental
activity. W conclude that the | anguage of the regul ati on does
not require that the taxpayer must cease using the property in a
trade or business activity before it can be used in the rental
activity.

Second, respondent cites the preanble to T.D. 8175, the

Treasury Decision promul gating section 1.469-1T(e)(3)(vi) (0O
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Tenporary I ncone Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988).
The preanble states that the exception applies if *“an
i nsubstantial amount of rental inconme is derived from property
that was recently used in a trade or business activity of the
taxpayer and is tenporarily rented”. 1d.

We apply a regul ation according to its plain or ordinary
meani ng unl ess such interpretation would lead to absurd results
or another construction is supported by unequivocal evidence of

adm ni strative intent. Phillips Petrol eum Co. v. Conmni ssioner,

101 T.C. 78, 107 (1993), affd. w thout published opinion 70 F.3d
1282 (10th G r. 1995). Respondent does not suggest that the
application of the plain neaning of section 1.469-1T(e)(3)
(vi)(C, Tenporary Inconme Tax Regs., 53 Fed. Reg. 5703 (Feb. 25,
1988), leads to absurd results. Thus, we nust determ ne whet her
t he | anguage fromthe preanble anounts to unequivocal evidence of
admnistrative intent to limt the exception to only those
situations where the property being rented is no | onger being
used in the trade or business activity.

The preanbl e does refer to the use of the property in the
trade or business activity in the past tense, and it does refer
to the use of the property in the rental activity in the present
tense. However, in our view, rather than creating a separate
requirenent in addition to the requirenents set forth in the text

of the regulations, the preanble nerely recites one exanple of a
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situation that would satisfy section 1.469-1T(e)(3)(vi) (O (2),
Tenporary I ncone Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988).
The preanbl e’ s general one-sentence introductory comrent
concerning the regulation in question does not amount to
“unequi vocal evidence of adm nistrative intent” that use of the
property in the trade or business activity nust cease before the
property is used in the rental activity. A contrary concl usion
woul d inport into the regulation a requirenent that sinply is not
in the term nol ogy of the regulation.

Third, respondent cites section 1.469-1T(e)(3)(viii),
Exanple (6), Tenporary Incone Tax Regs., 53 Fed. Reg. 5703 (Feb.
25, 1988) (hereinafter referred to as exanple (6)). |In exanple
(6), a taxpayer owns an interest in a farmng activity, which is
a trade or business activity, and owns farm and that is used in
the farmng activity in 1985 and 1986. |In 1987, 1988, and 1989,
t he taxpayer does not use the land in the farmng activity.
| nstead, during those years he |l eases the land to other parties,
but continues his interest in the farmng activity. The taxpayer
is permtted to treat the rental of his land as incidental to his
farmng activity in 1987 and 1989 based on the gross rental
i ncome received. |d.

Exanpl e (6) does illustrate respondent’s narrow
interpretation of section 1.469-1T(e)(3)(vi)(C, Tenporary |ncomne

Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988). Exanple (6) is the
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only exanple in the regulations that applies section 1.469-
1T(e)(3)(vi)(C, Tenporary Income Tax Regs., 53 Fed. Reg. 5703
(Feb. 25, 1988). In our view, the applicability of the
regulation is not limted to the precise circunstances of an
exanple set forth in the regulation. The exanple plainly is
illustrative rather than limting or exclusive.

Mor eover, as stated above, section 1.469-1T(e)(3)(vi)(O(2),
Tenporary I ncone Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988),
permts the property to be used in the trade or business during
either the current year or 2 of the 5 years that precede the
taxabl e year. Exanple (6) is an illustration of the property
being used in 2 of the 5 preceding years. Subdivision (ii) of
exanple (6) provides: “For 1987 and 1989, the taxpayer owns an
interest in a trade or business activity, and the farm and which
t he taxpayer | eases to the rancher was used in such activity for
two out of the five immediately preceding taxable years.” Here,
petitioners’ property was used in the trade or business during
the current year. The facts of exanple (6) and the facts of the
instant case relate to different clauses of section 1.469-
1T(e)(3)(vi)(O(2), Tenporary Inconme Tax Regs., 53 Fed. Reg. 5703
(Feb. 25, 1988).

Respondent al so argues that section 1.469-1T(e)(3)(vi)(CO
Tenporary I ncone Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988),

does not apply to the facts here because the rental activity and
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the trade or business activity nmust be conducted by the sane
entity. |In effect, respondent argues that the regul ati on does
not apply because the equi pnent |easing activity of petitioners’
sol e proprietorship was not incidental to any other trade or
busi ness activity of their sole proprietorshinp.

We previously ruled on this issue in Tarakci v.

Commi ssioner, T.C Menp. 2000-358. There, the taxpayer forned a

sol e proprietorship that purchased equi pment and leased it to a
general partnership in which the taxpayer and anot her i ndivi dual
were equal partners. In the notice of deficiency, the
Comm ssi oner disallowed the taxpayer’s entire |oss fromhis sole
proprietorship on the ground that the | oss was subject to the
passive activity loss [imtations of section 469. The taxpayer
argued that section 1.469-1T(e)(3)(vi)(C, Tenporary I|Incone Tax
Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988), applied, and that for
pur poses of that section, the trade or business activities of the
partnership were trade or business activities of the sole
proprietorship. The Comm ssioner contended that section 1.469-1T
(e)(3)(vi)(C, Tenporary Income Tax Regs., 53 Fed. Reg. 5703
(Feb. 25, 1988), did not apply because the equi pnent |easing
activity of the sole proprietorship was not incidental to any
other activity of the sole proprietorship.

We held that the trade or business activities of the

t axpayer for the year in issue included the trade or business
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activities of the partnership for purposes of section 1.469-
1T(e)(3)(vi)(C, Tenporary Income Tax Regs., 53 Fed. Reg. 5703
(Feb. 25, 1988). W noted that the “The regul ations require the
taxpayer own ‘an interest in such trade or business activity’,
not that the taxpayer be the sole owner of the trade or

busi ness.” Tarakci v. Conm ssioner, supra (quoting sec. 1.469-

1T(e)(3)(vi)(O (1), Tenporary Income Tax Regs., 53 Fed. Reg. 5703
(Feb. 25, 1988)). There, the taxpayer was actively involved in
the affairs of the partnership, “substantially contribut[ing]
both tine and effort to the success of * * * [it].” |ld.

Here, petitioner’s ownership of 50 percent of Highland s
stock, as well as his substantial time commtnent to H ghl and,
satisfies the requirenent that he have an interest in such trade
or busi ness.

Respondent argues that the holding of Tarakci conflicts with
t he | anguage of section 1.469-1T(e)(3)(vi)(C, Tenporary |ncone
Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988), and section 1.469-
1T(e)(3)(viii) Exanple (6), Tenporary Incone Tax Regs., 53 Fed.
Reg. 5703 (Feb. 25, 1988). W disagree with respondent’s
anal ysi s.

In our view, the reasoning and the holding in the Tarakci
case are correct and properly applicable to the facts and
circunstances here. The trade or business activities of

petitioners for 1996 include the trade or business activities of
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Hi ghl and for purposes of section 1.469-1T(e)(3)(vi)(C, Tenporary
I ncone Tax Regs., 53 Fed. Reg. 5703 (Feb. 25, 1988).

We hold that petitioners are entitled to treat their |easing
activity as incidental to Highland s trade or business activities
under section 1.469-1T(e)(3)(vi)(C, Tenporary |Incone Tax Regs.,
53 Fed. Reg. 5703 (Feb. 25, 1988). Consequently, petitioners’
| easing activity is not classified as a rental activity. Sec.
1.469-1T(e)(3)(ii)(D), Tenporary Incone Tax Regs., 53 Fed. Reg.
5703 (Feb. 25, 1988).

The passive loss |limtations of section 469 still apply to
petitioners unless they nmeet the material participation standard.
Sec. 469(c)(1). The regulations permt a taxpayer to group an
activity conducted through a C corporation subject to section 469
wi th another activity of the taxpayer for purposes of determ ning
whet her the taxpayer materially or significantly participates in
the other activity. Sec. 1.469-4(d)(5)(ii), Inconme Tax Regs.
Since petitioners conducted an activity through a C corporation

subject to section 469,% petitioners are entitled to group their

5The passive loss limtations of sec. 469 apply only to
i ndividuals, estates, trusts, closely held C corporations, and
personal service corporations. Sec. 469(a)(2). A closely held C
corporation, for purposes of sec. 469(a)(2), is defined as any
corporation in which nore than 50 percent in value of its
out standing stock is owed, directly or indirectly, by or for not
nore than five individuals at any tinme during the |last half of
the taxable year. Secs. 469(j) (1), 465(a)(1)(B), 542(a)(2).
Since all of the stock of Highland, a C corporation, was owned
directly by two individuals during the year in issue, Highland is

(continued. . .)
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activities for the purpose of determning nmaterial participation.
Since it is undisputed that petitioner materially participated in
the trade or business activities of Highland,’ petitioners
automatically neet the material participation standard with
respect to their leasing activity.
For the foregoing reasons, petitioners’ |osses during 1996
do not constitute nondeducti bl e passive | osses under section 469.
Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

under Rul e 155.

5C...continued)
subj ect to sec. 469.

‘An individual is treated as materially participating in an
activity for the taxable year if the individual participates in
the activity for nore than 500 hours during such year. Sec.
1.469-5T(a) (1), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725
(Feb. 25, 1988). The parties stipulated that during the year in
i ssue, petitioner worked 40 or nore hours per week for Highland.
Thus, petitioner unquestionably satisfies the 500-hour
requi renent.



