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P's S corporation (S) performed managenent
services for real estate partnerships in which P had
direct and indirect interests. P received passthrough
nonpassi ve inconme from S and passt hrough passive
deductions fromthe partnerships. Sec. 469(1)(2),
|. R C, required Rto promul gate regul ati ons “which
provide that certain itenms of gross incone will not be
taken into account in determning incone or |oss from
any activity (and the treatnent of expenses allocable
to such incone)”. Pursuant to sec. 469(1), I.RC, R
i ssued proposed regulations permtting the offsetting
of “self-charged” interest incurred in |ending
transactions. Under the regul ations, a taxpayer who
was both the payer and recipient of the interest was
al l owed, to sone extent, to offset passive interest
deducti ons agai nst nonpassive interest incone. R
however, did not issue any regul ation for self-charged
itenms other than interest. See sec. 1.469-7, Proposed
| ncone Tax Regs., 56 Fed. Reg. 14034 (Apr. 5, 1991).
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Under circunstances identical to those in the
regul ati on, except for the fact that the self-charged
itenms were managenent fees rather than interest
deductions and i ncone, P offset passive deductions
agai nst nonpassive incone. R determ ned that P was not
entitled to such treatnent because R did not issue a
regul ation for self-charged itens other than interest.
P contends that self-charged treatnent was
congressionally intended for interest and ot her
appropriate itens. R does not argue, as a natter of
substance, that there is any distinction between
i nterest and managenent fees within the self-charged
regi ne.

Held: R s decision not to or failure to issue
regulations in this case is not a prohibition, per se,
to Ps ability to treat self-charged itens as intended
by Congress. Held, further, Pis entitled to offset
t he passi ve managenent deducti ons agai nst the
nonpassi ve nmanagenent i ncone.

Stefan F. Tucker and Kathleen M Courtis, for petitioners.

Wlton A Baker and Bettie N. Ricca, for respondent.

OPI NI ON
GERBER, Judge: 1In a notice of deficiency addressed to
petitioners, respondent determ ned deficiencies of $294,556 and
$309,696 in petitioners’ Federal income tax for the years ended
Decenber 31, 1993 and 1994, respectively. W consider here
whet her petitioners are entitled to treat managenent fees that
gener at ed nonpassi ve i ncone and passive deductions and were paid

and recei ved by passthrough entities in which petitioners held an
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interest as offsetting self-charged itens for purposes of section
469.1

Backqr ound?

Petitioners resided in Bethesda, Maryland, at the time their
petition was filed. During the 1993 cal endar year, David H
Hi |l man (petitioner) owned 100 percent of the stock of Southern
Managenent Corporation (SMC). During the 1994 cal endar year,
petitioner owned 94. 34 percent of SMC s stock. SMC was
classified as an S corporation during the 1993 and 1994 taxabl e
years. SMC provided real estate nanagenent services to
approxi mately 90 passthrough entities (including joint ventures,
limted partnerships, S corporations) that were involved in real
estate rental activities (partnerships). Petitioner owns, either
directly or indirectly, interests in each of the partnerships.
The general partner of each partnership is either petitioner or
an upper tier partnership or S corporation in which petitioner
owns an interest.

During the 1993 and 1994 taxable years, petitioners did not
participate in the activities of the partnerships. Petitioners
di d, however, participate in the activities of SMC by perform ng

managenent services that SMC had contracted to performfor the

1 Al section references are to the Internal Revenue Code in
effect for the taxable years in issue.

2 This case was submtted fully stipul at ed.
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partnerships. SMC engaged in real estate managenent activity
which was treated by petitioners as a separate activity, not
aggregated with any other activities carried on by SMC. During
the 1993 and 1994 taxable years, petitioner materially
participated in SMC s real estate managenent activity in excess
of 500 hours. During the 1993 and 1994 taxable years, SMC al so
conducted other operations in addition to real estate nmanagenent
services, such as recreational services, nedical insurance plan
underwriting, credit/collection services, and a mai ntenance
trai ning acadeny. Petitioner did not materially participate in
any of these other operations of SMC

Petitioners reported as salary (incone), and SMC deducted as
an expense, conpensation paid to petitioners for services related
to the conduct of the real estate managenent activity for the
1993 and 1994 taxable years. SMC separately reported nanagenent
fee incone (after deduction of expenses) on petitioners’ 1993 and
1994 Schedules K-1. The portion of the managenent fee paid by
the partnerships to SMC (and all ocable to petitioner’s ownership
percentage in each partnership) was deducted and resulted in
ordinary |l osses fromtrade or business on either petitioner’s
Schedul es K-1 for the 1993 and 1994 taxable years or on the
Schedul es K-1 of upper tier partnerships and S corporations for
the 1993 and 1994 taxable years. |In conputing their taxable

income for the 1993 and 1994 years, petitioners treated the total
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anounts of the self-charged nanagenent fee deduction (the
deduction arising fromthe transacti on between the partnerships
and SMC that gave rise to passive nanagenent fees expense and
nonpassi ve incone) as a reduction frompetitioners’ gross income
fromactivities characterized as nonpassi ve under section 469.

The notice of deficiency disallowed the characterization of
t he managenent fee expense as nonpassive, referencing section
1.469-7, Proposed Incone Tax Regs., 56 Fed. Reg. 14034 (Apr. 5,
1991), which provides only that |ending transactions (i.e., any
transaction involving | oans between persons or entities) my be
treated as self-charged. No regulations were issued concerning
sel f-charged situations other than |ending transactions.

Di scussi on

Respondent advances the unique position that the failure
(intentional or unintentional) to issue a regulation providing
for petitioners’ clainmed tax treatnment is sufficient to support
respondent’s disallowance. Ironically, respondent does not argue
that petitioners’ clained treatnment was incorrect, inappropriate,
or otherwi se unjustified. More particularly, respondent contends
t hat Congress gave the Secretary the power and/or discretion to
i ssue legislative regul ations, and, absent the issuance, there is
no entitlenent to the tax treatnent sought by petitioners.

In section 469(1), Congress mandated that the Secretary

i ssue such regul ations as nmay be necessary or appropriate to
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carry out the provisions of section 469. The statute provides
for broad regul atory categories or subject matter, but it is
silent on the particular itenms or circunstances to be
specifically pronulgated. Inplenenting a directive in the
| egi sl ative history regardi ng self-charged | ending situations,
the Secretary issued a proposed regulation permtting offset of
passi ve interest deductions agai nst nonpassive interest incone.
See sec. 1.469-7, Proposed Incone Tax Regs., 56 Fed. Reg. 14034
(Apr. 5, 1991). The legislative history also anticipated that
the Secretary would, to the extent appropriate, issue regulations
addressing other self-charged situations.

Petitioners contend that they should be all owed self-charged
treatnent with respect to their pro rata share of the managenent
fees expense deducted by the partnerships and therefore be
allowed to offset it against their share of managenent incone
received from SMC.® Respondent does not dispute that the
circunstances in this case conport with the circunstances
described in the proposed regulation with the exception that the
regul atory subject matter is interest expense instead of

managenent fees expense.

3 Petitioners seek to offset their nmanagenent fees expense
agai nst their managenment incone by recharacterizing the expense
as nonpassive. W note, however, that whether the offsetting
itens of income and expense are characterized both as passive or
nonpassi ve makes no difference froma practical standpoint.
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Petitioners argue that respondent’s attenpt to limt the
scope of the treatnent of self-charged itens to interest incone
and deductions in section 1.469-7, Proposed |Incone Tax Regs., is
arbitrary, capricious, or manifestly contrary to section 469, the
underlying statute. Petitioners further argue that the proposed
regul ations violate the congressional mandate as expressed in
section 469(1) insofar as such proposed regul ations omtted
provi si ons addressing self-charged itens other than self-charged
interest. Petitioners also contend that it was arbitrary,
capricious, and/or manifestly contrary to the underlying statute
for respondent, when applying section 469, to disallowthe
characterization of petitioner’s pro rata share of the nanagenent
f ees expense as nonpassi ve.

Respondent sinply counters that there was an exercise of the
Secretary’s discretion not to issue regul ations addressing
whet her or not self-charged treatnent and netting is clearly
appropriate in situations other than | ending transactions.
Respondent further contends that in regard to self-charged
transactions, section 469 is not self-executing and therefore, in
t he absence of regul ati ons addressing self-charged treatnent for
nonl endi ng transactions, netting is unavail abl e.

A. Hi storical Background

Enacted by Congress as part of the Tax Reform Act of 1986,

Pub. L. 99-514, 100 Stat. 2085, the passive activity |loss rules
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were specifically designed to limt a taxpayer’s ability to use
deductions fromone activity to offset inconme from anot her
activity. These rules were designed to curtail the use of |osses
generated by passive activities to offset unrelated incone
generated by nonpassive activities.* Under the section 469
passive activity loss rules, inconme generated from nonpassive
activities cannot be offset by deductions generated from passive
activities.

Al t hough section 469 was designed to stop these practi ces,
Congress recogni zed that it would be inappropriate to treat
certain transactions between rel ated taxpayers as giving rise to
one character of expense and another type of incone. See H
Conf. Rept. 99-841 (Vol. 1), at |1-146 to I1-147 (1986), 1986-3

C.B. (Vol. 4) 1, 146-147. The House conference report, in the

4 Use of losses fromone activity to offset income from
anot her drove the “tax shelter industry” of the 1980’ s.
Transactions were fashioned to generate | osses through the use of
accel erated depreciation, interest, and other deductions that
were used to offset the taxpayer’s other incone such as salary,
interest, and dividends. The passive activity loss rules in sec.
469 were designed to curtail the use of tax shelters by
restricting a taxpayer’s ability to use the |osses sustained in
the operation of a trade or business to shelter unrel ated incone,
unl ess the taxpayer materially participated in the operation of
that trade or business. See Schaefer v. Conm ssioner, 105 T.C
227, 230 (1995) (“Section 469 represents the congressional
response to the w despread use of tax shelters by sone taxpayers
to avoid paying tax on unrelated incone.”); S. Rept. 99-313, at
716 (1986), 1986-3 C.B. (Vol. 3) 1, 716. W note that in the
present case, petitioners reported substantial taxable inconme
fromtheir activities and do not appear to be engaged in any tax
sheltering activity.
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section concerning portfolio income, specifically focused on
situations where a paynent of nonpassive interest incone is
received by a taxpayer on a loan to an entity and a passive
deduction for the interest paynent is passed through to the
taxpayer fromthe entity. See id. The legislative history
contains a specific exanple of a taxpayer who receives nonpassive
interest income on |loans made to a taxpayer’s pass-through entity
from whi ch passive interest deductions are passed through to the
taxpayer. See id. at 11-146, 1986-3 C.B. (Vol. 4) at 146. Such
interest is considered “self-charged” interest and therefore
“[lacks] economc significance”. 1d. The exanple involved a
t axpayer who charges $100 of interest on a loan to an S
corporation (engaged exclusively in passive activities) of which
he is the sole shareholder. Under the general application of the
passive |loss rules, the taxpayer m ght be viewed as incurring
$100 of passive activity expense (interest expense passed through
by the S corporation), and having $100 of interest inconme, which
cannot be offset by the interest-expense deduction because it is
portfolio in nature. Thus, the taxpayer would have to recogni ze
$100 of taxable incone fromthe transaction, although the
econom ¢ substance of the transaction was a paynent of interest
to hinself.

Li kew se, the Staff of the Joint Conmttee on Taxation

focused on simlar issues that could arise if a partnership makes
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|oans to a partner (e.g., to finance a partner’s purchase of al
or part of his partnership interest, and the interest expense may
be treated as part of a passive activity). See Staff of Joint
Comm on Taxation, Ceneral Explanation of the Tax Reform Act of
1986, at 233 n.26 (J. Conm Print 1987). To avoid results that
| ack econom c significance in this type of transaction, it was
concl uded that taxpayers should be permtted to offset the
interest income with respect to a loan to a pass-through entity
(1 n which he has an ownership interest) against the interest
expenses passed through to the taxpayer for the sane taxable
year. See H Conf. Rept. 99-841 (Vol. I1), supra at I1-146 to
I1-147, 1986-3 C.B. (Vol. 4) at 146-147. \Wile there is no
indication in the legislative history as to whether the
of fsetting itens of inconme and expense should both be treated as
passi ve or nonpassive, that point is irrelevant because the
i ncone and deductions are netted.

The legislative history also contains the suggestion that
the anobunt of a taxpayer’s interest inconme fromthe loan that is
of fset by the interest expense of a partnership should not exceed
the taxpayer’s allocable share of the interest expense (which
share for this purpose is not to be increased by a speci al
allocation). See id. at I11-147, 1986-3 C.B. (Vol. 4) at 147.

Al t hough the self-charged interest situation is specifically

recommended as a subject for regulations, the legislative history
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al so contains the suggestion that other situations may be
appropriate for such netting treatnent, as foll ows:

The conferees anticipate that Treasury regul ations
W ll be issued to provide for the above result. Such
reqgul ations may also, to the extent appropriate,
identify other situations in which netting of the kind
descri bed above is appropriate with respect to a
paynent to a taxpayer by an entity in which he has an
ownership interest. * * * [1ld.; enphasis added.]

There was congressional recognition that transactions, other
t han those involving | ending, essentially can be sel f-charged,
and thus | ack econom c significance. Congress expressly
anticipated that the Secretary woul d i ssue regul ati ons deal i ng
not only with self-charged interest but also other situations
where netting would be appropriate. Like the rules for self-
charged interest, relief fromnonlending situations in which
self-charged transactions arise is based on the principle that
the passive loss rules should not apply if the income to be
of fset against the passive activity loss is essentially a paynent
by the taxpayer to hinself.

Pursuant to section 469(1), which requires the Secretary to
promul gate regul ati ons, respondent issued section 1.469-7,
Proposed I nconme Tax Regs., 56 Fed. Reg. 14034 (Apr. 5, 1991),
dealing with self-charged treatnent for |ending transactions.

The proposed regul ati on, however, solely addresses |ending
transacti ons and does not, as Congress contenpl ated, address any

ot her sel f-charged i ncone and deduction situations. There is no
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indication that the Secretary considered situations other than
| endi ng transactions; i.e., that the Secretary specifically
deci ded that no other transactions should qualify. W do know
that the legislative history contains a directive that
regul ati ons be promulgated to deal with self-charged | ending
transactions. Thus, the Secretary’s actions were not necessarily
voluntary. In addition, nonlending transactions have not been
specifically addressed in any of the other passive activity |oss
regul ations.®

B. Self-Charged Rul es and Nonl endi ng Transacti ons

In the absence of regul atory gui dance by the Secretary and
inlight of the legislative history (commttee report |anguage)
petitioners have reasonably taken the position that the netting
of nonlending itens may be perm ssi bl e.

In the absence of regulations dealing with nonl ending
transactions, we nust decide which party’' s litigating position
nost reasonably conports with section 469. \Wile petitioners
urge us to invalidate section 1.469-7, Proposed |Incone Tax Regs.,

we are unwilling to do so because that regul ati on addresses self-

> W have located only one reference to the term
“nonl ending” in the context of sec. 469 and rel ated regul ati ons.
Sec. 1.469-11T(a)(2)(iii)(B), Tenporary Inconme Tax Regs., 56 Fed.
Reg. 14034, 14040 (Apr. 5, 1991), is a proposed anendnent that
contains a reference to “nonlending transactions”. Neither
party, however, referenced this proposed anendnment, and we do not
find it relevant to the issue before us.
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charged interest in accordance with the congressi onal mandate.®
Here, we are faced with the unusual situation where the Secretary
has pronul gated regul ati ons dealing with sone, but not all, of
the issues intended and/or anticipated by Congress. Congress
anticipated the Secretary woul d issue regul ati ons regarding self-
charged treatnent in situations where, with respect to paynent to
a taxpayer by an entity in which the taxpayer has an ownership
interest, netting would be appropriate. The Secretary, however,
addressed only self-charged interest in proposed regul ations.

Had sel f-charged nonl endi ng transacti ons been addressed in
regul ati ons, respondent’s regul atory position would have been
af forded greater deference than as a litigating position.” See

Chevron U.S.A., Inc. v. Natural Resources Defense Council, Inc.,

467 U.S. 837 (1984). Under Chevron, legislative regulations are
entitled to the highest | evel of judicial deference. See id. at
843-844. This deference, however, does not extend to a

litigating position taken by an adm ni strative agency.

® There is sone question as to whether a proposed regul ation
is susceptible to “invalidation”. Fortunately, this question
need not be addressed at this tine.

"In light of the legislative history, it is difficult to
i magi ne the issuance of regul ati ons denyi ng sel f-charged
treatnment for appropriate nonlending situations. Respondent does
not argue here that petitioners’ situation is inappropriate.
| nst ead, respondent contends that the failure to address
nonl endi ng situations in the regulations results in taxpayers not
bei ng enabled to offset itens other that the | ending transactions
covered in the proposed regul ation.
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Respondent’s litigating position is that section 469 is not
sel f-executing. Therefore, in respondent’s view, taxpayers are
unable to claimself-charged offsets for itens other than
interest, and, in the absence of specific regulations, courts
woul d not be permtted to decide that nonlending transactions are
subject to self-charged treatnent. Conversely, petitioners argue
that section 469 is self-executing, they are entitled to claim
self-charged treatnent, and this Court is permtted to approve
such treatnent. W agree with petitioners.

I n general, where regul ati ons have been necessary to
i npl ement a statutory schene providing favorabl e taxpayer rules,
this Court has found that the statute’s effectiveness is not
condi ti oned upon the issuance of regulations. See Estate of

Maddox v. Conmi ssioner, 93 T.C 228, 233-234 (1989); First

Chi cago Corp. v. Conm ssioner, 88 T.C 663, 676-677 (1987), affd.

842 F.2d 180 (7th G r. 1988); Cccidental Petroleum Corp. v.

Comm ssioner, 82 T.C. 819, 829 (1984). As in the above-cited

cases, we are placed in the difficult position of “doing the
Secretary’s work” where there is a failure to issue regul ations

that are congressionally intended. First Chicago Corp. V.

Conm ssi oner, supra at 677. |If Congress intended relief fromthe

passive activity rules for self-charged transactions, we nust
deci de whet her petitioners’ claimis within that intent. In

ot her situations, we have held that the U S. Departnent of the
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Treasury’s failure to provide the needed gui dance shoul d not
deprive taxpayers of the benefit or relief Congress intended.
However, if, as contended by respondent, the Secretary was given
dom ni on over whether taxpayers were entitled to offset self-
charged itens, then a court nmay not substitute or exercise its
judgnment in deciding what rules or regulations should have been
promul gated. To answer these questions, we turn to the statute
and |l egislative history.

The rel evant statutory provision is section 469(1), which
provi des as foll ows:

SEC. 469(1) Reqgul ations.--The Secretary shal
prescribe such regul ati ons as nmay be necessary or

appropriate to carry out provisions of this section,
i ncl udi ng regul ati ons- -

* * * * * * *

(2) which provide that certain itens of
gross incone wll not be taken into account
in determning inconme or |oss from any
activity (and the treatnent of expenses
all ocable to such incone),

I n determ ning whet her section 469(1)(2) is self-executing, it is
instructive to | ook at how section 469(1)(1) has been interpreted
by this Court. The |anguage of section 469(1)(1) has been

general ly descri bed as self-executing. In Schwal bach v.

Comm ssioner, 111 T.C 215, 226 (1998), “we [found] nothing in

the statutory text, or inits legislative history, that

conditions the effecti veness of section 469 on the i ssuance of
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regul ations.” See also Trans Gty Life Ins. Co. v. Conmm Ssioner,

106 T.C. 274, 299-300 (1996); Estate of Neumann v. Conm Ssioner,

106 T.C. 216 (1996); H Enters. Intl., Inc. v. Conm ssioner, 105

T.C. 71, 81-85 (1995). We can find no reason that would justify
or reconcile treating section 469(1)(1), which was at issue in

t he Schwal bach case, as self-executing and treating section

469(1)(2) as not being self-executing.
We have held | anguage simlar to that in section 469(1)(2)

to be self-executing. For exanple, in International Miltifoods

Corp. v. Conm ssioner, 108 T.C 579, 584 (1997), the taxpayer

sourced a loss in accordance with the statutory rule of section
865(a). Despite a statutory provision that “The Secretary shal
prescribe such regul ati ons as nmay be necessary or appropriate to
carry out the purpose of this section, including regulations * *
* relating to the treatnment of |osses from sales of persona
property,” no | oss sourcing regulations were issued. The
Comm ssi oner argued that nothing in the statute required the
promul gati on of any “particular rule” with respect to the

all ocation of |osses on the disposition of personal property. In
rejecting that argunment, we found that Congress had intended to
change the rules regarding the sourcing of |osses and hel d that
t he Comm ssioner could not hide behind the failure to pronul gate
regul ations. Under those circunstances, we stated:

When Congress directs that regul ati ons be
promul gated to carry out a statutory purpose, the fact
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that regulations are not forthcom ng cannot be a basis
for thwarting the legislative objective. It is well
established that the absence of regulations is not an

acceptabl e basis for refusing to apply the substantive
provi sions of a section of the Internal Revenue Code.

* * %

Id. at 587. This Court reasoned that Congress had articul at ed
the “overall purpose” behind the statute in the |egislative
hi story, and the taxpayer’s action was appropriate even in the
absence of regul ations because the statute was self-executing.

Mor eover, where the regul ations nerely provide “how a
statutory provision applies, this Court has found the statutes to

be self-executing. |In Estate of Neunmann v. Conm SSioner, supra

at 218-219, the language in the statute’s command provision (that
is “The Secretary shall prescribe such regul ati ons as may be
necessary or appropriate to carry out the purposes of this
chapter”) was contrasted with the | anguage from certai n ot her
statutes that provide that a statutory provision would apply
“only to the extent provided in regulations prescribed by the

Secretary.” See also Qccidental Petroleum Corp. v. Conm Ssioner,

supra; First Chicago Corp. v. Conm Ssioner, supra. | n Estate of

Neunann v. Conmi ssioner, supra at 221, we concl uded that

i ssuance of regulations is to be considered a
precondition to the inposition of a tax where the
appl i cabl e provision directing the issuance of such
regul ations reflects a “whether” characterization * * *
and not where the provision sinply reflects a “how’
characterization. * * *
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The command provi sion of section 469(1) contenpl ates regul ati ons
that reflect a “how’ characterization and does not contain the
type of “only to the extent” |anguage that is found in statutes
that are not self-executing.

Respondent’s argunent is essentially that the statute is not
sel f-executing since the Secretary was charged with witing
regul ations. Respondent’s position that congressionally intended
benefits can be withheld sinply by the refusal of the Secretary
to issue regulations is peculiarly Draconian. Respondent, in a
brief devoid of case references, articulated no reason for
denying the taxpayers in this case the tax treatnent sought. 1In
that regard, allowing netting in this case fulfills the “economc
significance” concerns expressed in the legislative history. The
failure to issue regul ations covering nonlending transactions
shoul d not be a reason to preclude taxpayer from congressionally

i ntended and appropriate relief. As stated in Estate of Maddox

v. Comm ssioner, 93 T.C 228, 234 (1989),

we nmust do the best we can with the statutory provision
* * * now before us in the absence of pertinent

regul ations, since, in our view, the Secretary cannot
deprive a taxpayer of rights which the Congress plainly
intended to confer sinply by failing to promul gate the
required regul ations. * *

Section 469(1)(2) mandates the issuance of regul ations
providing “that certain itens of gross income will not be taken
into account in determning inconme or loss fromany activity (and

the treatnment of expenses allocable to such incone)”. Although
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self-charged itens are not specifically nmentioned in the statute,
we have little difficulty placing self-charged itens within the
anbit of section 469(1)(1) and (2). Through the |egislative
comentary, the Secretary was directed to i ssue regulations for
sel f-charged | ending transactions. The Secretary, by follow ng
that direction and issuing section 1.469-7, Proposed |Incone Tax
Regs., 56 Fed. Reg. 14034 (Apr. 5, 1991), acknow edges that the
mandat e of section 469(1)(2) includes self-charged itens. Under
those circunstances, it is nore difficult to accept respondent’s
position that the Secretary’s failure to issue regulations is a
bar to a taxpayer’s claimng that nonl endi ng sel f-charged
transactions may al so be offset. Respondent’s position would
ring nore true, but not necessarily nore correct, if no
regul ations at all regarding self-charged itens had been issued.

Havi ng deci ded that the absence of regul ations here is not
an acceptabl e basis for respondent’s determ nation, we turn to
the provision in question to determ ne whether petitioners are
entitled to self-charged treatnent for the managenent fee incone
and deductions. Petitioner received nonpassive incone, through
SMC, for SMC s providing real estate nanagenent services for the
partnerships (in which petitioner had an ownership interest,
either directly or indirectly). |In connection with these real
est at e managenent services, petitioner was also entitled to a

deduction for his distributive share of the managenent fees
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expense of the partnerships for the services provided by SMC

The essence of these transactions is that petitioner, through
entities in which he held an interest, earned and paid the sane
managenent fees; i.e., noved managenent fees from his “passive
pocket” to his “nonpassive pocket”. Under those circunstances,

t he partnershi ps’ nmanagenent fee deductions should be of fset?

agai nst the managenent fee paynents (incone) received by SMC
There was no net accretion of wealth with respect to the
managenent services provided from SMC to the partnerships. Under
respondent’s determ nation, petitioners would be required to
recogni ze i nconme even though respondent does not dispute that, in
effect, petitioner has sinply paid a nanagenent services fee to
hi msel f. Respondent has identified no difference between the
circunstances in this case and those set forth in the proposed
regul ation and the legislative history permtting an offset where
a taxpayer’s self-charged transaction involves interest (a

| endi ng transaction).

Respondent’ s position denying the offset to petitioners is
not only contrary to the legislative history and intent of
Congress, but it does not appear to be based on any established
tax policy or any reason other than the failure to pronulgate a

regul ation. Again, we note that respondent has not articul ated

8 Any offset nust, of course, be limted to petitioners’
owner shi p percent ages.
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any reason why petitioners should be prohibited from
recharacterizing the managenent fees deducti on as nonpassive in
order to accurately reflect the econom c significance of the
transaction. Indeed, respondent does not dispute that
di sall ow ng sel f-charged treatnent for the managenent fees woul d
result in the very msmatching that Congress sought to alleviate
by directing the Secretary to issue regul ations for self-charged
transactions. Nor has respondent identified a distinction
bet ween | endi ng and nonl endi ng transactions in the context of
this case that would | ead us to conclude that the two
transactions should be treated differently under the self-charged
regi ne.

We have considered all other argunents advanced by the
parties, and to the extent we have not addressed these argunents,
consider themirrelevant, noot, or w thout nerit.?®

To reflect the foregoing,

Deci sion will be entered for

petitioners.

® Because of our conclusion that petitioners are entitled to
self-charged treatment with respect to the nanagenent fees, we
find it unnecessary to address their alternative argunment that
the partnerships properly reported two activities to petitioner
(or to the upper tier partnerships or S corporations).



