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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
COHEN, Judge: Respondent determ ned deficiencies and
accuracy-related penalties with respect to petitioner’s Federal
incone tax as foll ows:

Penalty, |I.R C
Year Defi ci ency Sec. 6662(a)

1995 $75, 255 $15, 051
1996 103, 514 20, 703
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The issues presented are: (1) Wiether |osses clained by
petitioner are subject to the passive activity loss |imtations
under section 469 and (2) whether petitioner is liable for the
accuracy-rel ated penalty under section 6662(a). Unless otherw se
indicated, all section references are to the Internal Revenue
Code in effect for the years in issue.
FI NDI NGS OF FACT

Sonme of the facts have been stipulated, and the stipul ated
facts are incorporated in our findings by this reference.
Petitioner resided in Stillwater, Oklahoma, at the tinme of filing
the petition. He owned real estate investnent properties,
interests in various business entities, gasoline-hauling
trailers, and an airpl ane.

Petitioner researched properties and operational businesses.
He devel oped a busi ness nodel and consulted with his banker,
construction supervisor, and operations nmanagers. He either
purchased the property individually or purchased the property
indirectly through an entity in which he held an ownership
interest. Petitioner then devel oped the |and, renovated the
existing building, or inventoried the property for future
devel opment. Petitioner |eased many of his properties to Shaw s
@l f, Inc. (Shaws @lf), or its affiliates, and Shaw s Qul f

managed t he day-to-day busi ness operations.



Shaw s Gul f

Petitioner was a 44.9-percent sharehol der of Shaw s Gulf and
was its president during the years in issue. As president,
petitioner reviewed the nonthly financial statenents, approved
t he annual budget, approved the renodeling projects, and signed
the checks. Shaw s Qulf paid petitioner conpensation of
$64, 883. 62 and $64,884.00 for 1995 and 1996, respectively, for
his services related to Shaw s @l f.

Shaw s @Qulf was in the business of operating convenience
stores, gas stations, carwashes, and Western Sizzlin’
restaurants. During the years in issue, Shaw s Gulf |eased
properties frompetitioner and nanaged the operations of the
busi nesses | ocated on those properties. The conveni ence stores
that were | eased frompetitioner and operated by Shaw s Qul f
were: Buy N Bye #2, Buy N Bye #6, Buy N Bye #7, Buy N Bye #12,
Buy N Bye #13, and Conoco Cmart #16. Shaw s Gulf also rented an
office building located in Stillwater from petitioner that was
used as Shaw s @Gul f’s headquarters. In 1996, Shaw s @Gulf al so
| eased frompetitioner and operated a Western Sizzlin restaurant
| ocated in Ponca City, Cklahoma (Western Sizzlin® PC), and a
conveni ence store with a |arge carwash |located in Ponca City.
Shaw s @ulf paid gross rents to petitioner of $739,875 and

$976, 954 for 1995 and 1996, respectively.
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In addition to the real estate that Shaw s Qulf | eased from
petitioner, Shaw s Gulf also | eased properties fromentities in
whi ch petitioner held an ownership interest. During the years in
i ssue, Shaw s Gul f operated Texaco Food Mart #5, a gas station
and conveni ence store, that was | eased from RS&M Properties |
(RS&M). Petitioner was a 55-percent partner and the designated
tax matters partner of RS&M during the years in issue.

Shaw s Qulf | eased Buy N Bye #10, a conveni ence store, from
R&S Partnership (R&S). Petitioner was a 50-percent partner of
R&S during the years in issue, and petitioner contributed the
Bye N Bye #10 conveni ence store to R&S sonetine prior to the
years in issue.

In 1996, Shaw s Gulf |eased the Western Sizzlin restaurant
| ocated in Stillwater (Western Sizzlin® SW fromS. C. Shaw, Ltd.
(Shaw Ltd.), an S corporation of which petitioner was the sole
shar ehol der

Shaw s @Qulf operated a convenience store at a truck stop
| ocated in Billings, Cklahoma, that was owned by Luttrell Gl
Conmpany (Luttrell). Petitioner was a sharehol der and presi dent
of Luttrell during the years in issue. He reviewed the financi al
statenents and tax bills of Luttrell, but he did not have nuch

i nvol venent in the day-to-day operations of Luttrell.
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Petitioner’s conmpensation fromLuttrell was $34,718.30 and
$34,872.00 for 1995 and 1996, respectively.

Shaw s @Qulf al so | eased and operated four other convenience
stores in which petitioner held no direct nor indirect ownership
interest in the property.

Barden Kel lum (Kellum, vice president of operations,
managed the day-to-day operations of Shaw s GQulf and its
affiliates and was responsi ble for the maintenance of the
properties |leased by Shaw s GQulf. Kellumconsulted with
petitioner either by tel ephone or in person approximately 3 to
5 hours a week.

Shaw s @Qulf also | eased a house located in Stillwater from
R&S. Petitioner contributed the house to R&S sonetinme prior to
the years in issue. Kellumwas not responsible for any of the
residential rentals because petitioner hired an agency to nanage
the residential rentals.

C&A Tr ucki ng

C&A Trucking was a subsidiary of Shaw s Qulf. C&A Trucking
was in the transportation business; on a call-and-carry basis, it
del i vered petrol eum products. About 25 to 35 percent of C&A
Trucki ng’ s business was from Shaw s Gulf. Stephen Shaw, general
manager of C&A Trucki ng, nmanaged the day-to-day busi ness

operations, dispatch, and billing.
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Petitioner was a sharehol der and the president of C&A
Trucking during the years in issue. Petitioner was not involved
in the day-to-day operations of C&A Trucking but did neet with
St ephen Shaw for about 3 hours three tinmes a nonth to reviewthe
nunbers, sign the checks, and review the business volune. C&A
Trucki ng paid petitioner conpensation of $16,180.50 and
$16,221.00 in 1995 and 1996, respectively, for his services
related to C&A Trucki ng.

C&A Trucking rented gasoline-hauling trailers (Over the Road
Trailers) and a warehouse located in Stillwater from petitioner.
C&A Trucking paid petitioner gross rents of $172,251 and $313, 657
in 1995 and 1996, respectively.

Shaw Ltd.

Petitioner was the sol e sharehol der of Shaw Ltd., which was
an S corporation, during the years in issue. During the years in
i ssue, Shaw Ltd. was in the business of operating a Dairy Queen
restaurant. In 1995, Shaw Ltd. owned and operated the Wstern
Sizzlin® SWrestaurant that was | ater | eased to and operated by
Shaw s @ulf in 1996

The Dairy Queen restaurant was built and opened for business
in 1994. Shaw Ltd. owned the building and the equi pnent of the
Dai ry Queen restaurant, but the I and on which the Dairy Queen

restaurant stood was | eased from SDQ LLC. Petitioner was a
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33. 33-percent nenber and the designated tax matters partner of
SDQ LLC during the years in issue. The day-to-day operations of
the Dairy Queen restaurant were nanaged by Kent Russel
(Russel ).

Petitioner renovated the Dairy Queen restaurant in 1995.
Petitioner purchased a new cash register system and added a sal ad
di spl ay case. The renovations consisted of relocating the
fountain area to create a separate area for custoners to get
their drinks, installing newtile, and adding a nop sink closet.
The renovati on work was done at night so that the restaurant
coul d remai n open.

During the first 14 weeks of 1995, petitioner was involved
in the renovation project and operations of the Dairy Queen
restaurant. He spent about 7 hours a week at the restaurant
busi ng tabl es, cooking hanburgers, and fixing the balls in the
pl ayroom Petitioner met wth Russell every norning to review
the food and | abor costs. After the first 14 weeks of 1995,
petitioner spent about 3 hours a day at the restaurant observing
operations. |In 1996, petitioner spent about 3 hours a week at
the Dairy Queen restaurant.

Petitioner contributed Western Sizzlin® SWto Shaw Ltd. in
May 1995. 1In 1996, Shaw Ltd. |eased Western Sizzlin SWto

Shaw s Qul f, and Shaw s Gul f took over the business operations of
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Western Sizzlin® SW Bob Pal mer (Pal ner), manager of Western
Sizzlin® SW continuously managed t he day-to-day operations of
the Western Sizzlin® SWrestaurant during the years in issue.

In 1995, Shaw Ltd. nade renovations to Western Sizzlin SW
The renovati ons consi sted of expanding the seating area,
extending the entry to create a cashier area, relocating the
restroons, adding a cleaning closet, and expandi ng the parKking
lot. The renovation work was done at night so that the
restaurant could remain open.

Petitioner nmet with Pal mer regul arly, about 14 hours a week
during the 15-week construction period, to discuss the
renovati ons and busi ness operations of the Western Sizzlin® SW
restaurant. Petitioner nmade the final decisions on the
operations and policy of the Western Sizzlin® SWrestaurant,
including the type of food served, the neat quality, the
seasoni ng used on the steaks, the use of a vacuumtunbler to
marinate the steaks, the baking of fresh bread, the addition of
scatter bars throughout the restaurant, and the addition of a
cotton candy nmachi ne and desserts to the buffet. After the
renovations were conpleted in August 1995, petitioner nmet with
Pal mer occasionally, about 3 hours a week, to review and di scuss
the financial statenments. |In 1996, petitioner ate dinner at the

restaurant 3 nights a week.
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G egory Webb (Webb), an enpl oyee of Shaw s Qulf, was the
construction supervisor responsible for overseeing the day-to-day
construction of the Dairy Queen and Western Sizzlin SW
renmodel ing projects. Whbb worked with petitioner on the design,
drawi ngs, and cost of the projects. Petitioner approved all of
the details of the renovation projects, set up lines of credit
with vendors, found subcontractors, set up the bank account, and
signed the checks for the cost of construction. During
construction, Webb nmet with petitioner for about an hour on a
daily basis to discuss the progress and probl ens encountered on
t he renodel i ng projects.

Petitioner took trips for the purpose of inproving his
busi ness operations. He attended conventions, observed the
operations and facilities of other restaurants, and net with
ot her franchise owners. The trips he took in his airplane are
docunented in his airplane flight log. The airplane flight |og
recorded the dates of travel, points of departure and arrival,
hours of flight duration, and remarks on the purpose of the
trips. Petitioner’s flight and travel tine that related to Shaw
Ltd. was 110 hours in 1995. Petitioner kept cal endars for the
years in issue, but they were discarded at the end of each

cal endar year.



Lease Agreenents

Petitioner usually represented both sides of the |ease
transacti ons between hinself and Shaw s GQulf. Petitioner signed
the | ease agreenents as the | egal owner of the property, as
| essor, and as the |egal representative of Shaw s Gulf, as
| essee, for the follow ng properties: Buy N Bye #2, Buy N
Buy #6, Buy N Buy #7, Buy N Bye #12, Buy N Bye #13, Western
Sizzlin PC, and the airplane. Kellum signed as the |egal
representative of Shaw s Gulf, as |essee, on the | eases for
Western Sizzlin® SW Conoco Crart #16, and the office buil ding
| ocated in Stillwater.

Petitioner had an apprai sal done for each property he owned
and used the appraisal to determne the rental price. He
generally set the rental price based on the appraisal value and
added a 12-percent return. Kellum and Webb cal cul ated the
nunbers that assisted petitioner in determ ning whether he could
own, devel op, and |l ease a particular property to Shaw s CGul f.

Kel l um typed sone of the | ease docunents but did not research
what the fair rental value of properties would have been.

The | ease agreenents included the |and, building, fixtures,
and equi pnment at the specified location. The |ease agreenents
al so provided that Shaw s Gulf woul d be responsible for the
repai rs and mai nt enance of each property and that inprovenents
made by the | essee would revert to the | essor upon term nation of

the | ease. The | ease agreenents for Buy N Bye #2, Buy N Bye #6,
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Buy N Bye #7, Buy N Bye #12, Buy N Bye #13, Conoco Crart #16, and
the office building located in Stillwater provide:

Lessee covenants and agrees to carry and nmaintain the
bui | di ngs, equi pnent, and i nprovenents upon the said
prem ses in the sane conditions as they now are and to
deliver the sane to the Lessor upon the term nation of
this lease in the sane condition in which they are now,
normal and usual wear and tear alone expected. Lessee
may construct additions and i nprovenents upon the

prem ses, which said additions and inprovenents are to
be mai ntained at Lessee’ s expense to the term nation of
the | ease when they becone property of the Lessor.

The | ease agreenent for Western Sizzlin PC provides:

REPAI RS. The LESSEE shall, at its own expense, nake
all necessary repairs and replacenents to the Leased
Premses * * * fixtures and all other appliances and
t heir appurtenant equi pment * * *

ALTERATI ONS AND | MPROVEMENTS. * * * Al| additions,
alterations and inprovenents nmade in or to the | eased
prem ses by either the LESSOR or the LESSEE, shal
becone property of the LESSOR and be surrendered with
the Leased Prem ses at the termnation of the Lease.

* * %

Ai rpl ane Lease Activity

Petitioner purchased a new TBM 700, single engine, propeller
airplane in 1993. Petitioner |eased the airplane to Shaw s Gul f
during the years in issue. Petitioner signed the |ease
agreenent, as |lessor, and as the president of Shaw s Gulf, as
| essee. The | ease agreenent provided that “Shaw Qulf, Inc. shal
keep the airplane in good condition and shall nake all repairs
necessary for its good operation at * * * [its] own expense” and
required nonthly rental paynents of $7,000. The |ease agreenent

al so required Shaw s Gulf to insure the airplane agai nst |oss.
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Shaw s @Qulf deducted the rental expense and all the repairs and
mai nt enance expense relating to the airplane. Petitioner

i ncluded the rental inconme and deducted the nortgage interest and
depreci ati on expense related to the airplane.

Tax Reporting

Petitioner’s individual tax return and the tax returns of
petitioner’s business entities were prepared by petitioner’s
accountant, who was a certified public accountant, tax
practitioner, and had a real estate background. Petitioner net
with his accountant regularly and di scussed his business
activities.

On petitioner’s Schedul e E, Suppl enental |Inconme and Loss, he
reported income and | osses fromhis owership interests as

nonpassi ve:

Entity 1995 1996

RS&M $29, 814 $29, 814
R&S 27, 869 25, 236
SDQ LLC 21,981 19, 247
Shaw, Ltd. (139, 623) (108, 691)

Net nonpassive incone/(loss) $(59, 959) $( 34, 394)
Based on petitioner’s assunption that he qualified as a real
estate professional under section 469(c)(7), petitioner reported
his net inconme and |loss fromhis rental property on Schedul e E as

nonpassi ve:



Property 1995 1996

Over the Road Trailers $22, 357 $16, 489
War ehouse (Stillwater) 600 600
Buy N Bye #7 32,128 34,791
Buy N Bye #6, #12, #13 306, 272 330, 688
Conoco Cmart #16 52, 644 87, 868
Ofice building (Stillwater) (6, 838) 20, 688
Carwash (Ponca City) -- 21, 000
Buy N Bye #2 (24,856) (14, 446)
Western Sizzlin PC -- (114, 811)
Ai r pl ane (355, 147) (255, 096)

Tot al nonpassi ve i ncone/ (| o0ss) $27,160 $127,771
Petitioner did not attach to his 1995 or 1996 tax return an
election to treat all interests in rental real estate as a single
rental real estate activity.

Noti ce of Deficiency

Respondent’ s exam nation of petitioner’s tax liability
commenced on May 13, 1997. A statutory notice of deficiency for
1995 and 1996 was nailed to petitioner on Decenber 8, 1999. 1In
the notice of deficiency, respondent disallowed petitioner’s
| osses for 1995 and 1996.

OPI NI ON

Respondent reclassified petitioner’s Schedule E activities
from nonpassive to passive activities and disallowed the |osses
claimed by petitioner based on the passive loss limtations under
section 469. In deciding whether petitioner is allowed to deduct
his | osses, we nust address nmultiple issues. The deductibility
of the losses frompetitioner’s owership interest in Shaw Ltd.

depends on whet her petitioner materially participated in Shaw
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Ltd. The deductibility of the losses fromhis rental properties
depends on: (1) Wether petitioner had net inconme fromself-
rented property under section 1.469-2(f)(6), Incone Tax Regs.;
(2) whether petitioner qualifies as a real estate professional
under section 469(c)(7); and (3) whether petitioner’s airplane
| ease activity was a passive activity under section 469(c)(2).

Section 469 generally disallows for the taxable year any
passive activity loss. Sec. 469(a). A passive activity loss is
defined as the excess of the aggregate | osses fromall passive
activities for the taxable year over the aggregate incone from
all passive activities for that year. Sec. 469(d)(1l). A passive
activity is any trade or business in which the taxpayer does not
materially participate. Sec. 469(c)(1l). Rental activity is
treated as a per se passive activity regardl ess of whether the
taxpayer materially participates. Sec. 469(c)(2), (4). Under
section 469(c)(7)(B), the rental activities of a taxpayer in the
real property business (real estate professional) are not per se
passive activities under section 469(c)(2) but are treated as a
trade or business and subject to the material participation
requi renents of section 469(c)(1).

Petitioner contends, for the first time in his posttrial
brief, that he is entitled to deduct his losses in 1995 and 1996
because Shaw s @Gulf, Shaw Ltd., petitioner’s real estate rental

activities, and petitioner’s airplane |ease activity constitute a
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single trade or business activity in which petitioner materially
parti ci pat ed.

Respondent argues that petitioner’s desire to conbine his
various activities into a single trade or business activity under
section 1.469-4(c), Inconme Tax Regs., represents a new i ssue that
cannot be raised for the first tinme on brief. Respondent asserts
that to permt petitioner to raise this newissue on brief would
result in unfairness, surprise, and prejudice to respondent.

We have held that issues raised for the first tine on brief
wi Il not be considered by the Court when surprise and prejudice

are found to exist. See Selignman v. Commi ssioner, 84 T.C. 191,

198- 199 (1985), affd. 796 F.2d 116 (5th Cr. 1986). Petitioner
had numerous opportunities to raise his new theory, and the
failure to raise this issue when he could have done so wai ves the

argunent. See Aero Rental v. Conmm ssioner, 64 T.C 331, 338

(1975). Petitioner’s attenpt to regroup his activities is

bel ated and will not be accepted. In any event, his argunent is
factually and legally flawed under section 1.469-4(e)(1), I|ncone
Tax Regs., and section 1.469-4(d)(2), Incone Tax Regs.

Respondent alternatively argues that petitioner’s proposed
grouping of activities is inconsistent with petitioner’s actual
grouping of activities as reported in 1994, 1995, and 1996.
Section 1.469-4(e)(1), Inconme Tax Regs., states, in general, that

“once a taxpayer has grouped activities under this section, the
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t axpayer may not regroup those activities in subsequent taxable
years”. Respondent al so explains that petitioner is unable to
group his real estate rental activities with his airplane
activity because, under section 1.469-4(d)(2), Incone Tax Regs.,
an “activity involving the rental of real property and an
activity involving the rental of personal property * * * may not
be treated as a single activity”. W agree with respondent.

Material Participation in Shaw Ltd.

Respondent reclassified the inconme and | oss from
petitioner’s Schedul e E ownership interests from nonpassive to
passive activities and disall owed the net passive |oss of $59, 959

and $34,394 in 1995 and 1996, respectively, pursuant to section

469:
Entity 1995 1996
RS&M $29, 814 $29, 814
R&S 27, 869 25, 236
SDQ LLC 21,981 19, 247
Shaw Lt d. (139, 623) (1108, 691)
Net passive incone/(loss) $(59, 959) $( 34, 394)

The effect of respondent’s reclassification was to disall ow
a portion of the |osses from Shaw Ltd. Petitioner can deduct the
| osses fromhis ownership interest in Shaw Ltd. of $139, 623 and
$108,691 in 1995 and 1996, respectively, if petitioner can
denonstrate that he materially participated in Shaw Ltd. during

1995 or 1996.
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Material participation is defined as involvenent in the
operations of an activity that is regular, continuous, and
substantial. Sec. 469(h)(1). As explained in section 1.469-
5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725 (Feb. 25,
1988), a taxpayer can satisfy the material participation
requirenent if the individual neets any one of the seven
regul atory tests:

(1) The individual participates in the activity for
nore than 500 hours during such year;

* * * * * * *

(4) The activity is a significant participation
activity * * * for the taxable year, and the

i ndividual’s aggregate participation in all significant
participation activities during such year exceeds 500
hour s;

(7) Based on all of the facts and circunstances * * *,

the individual participates in the activity on a

regul ar, continuous, and substantial basis during such

year.

“Participation” generally nmeans any work done in an activity
by an individual who owns an interest in the activity.
Sec. 1.469-5(f)(1), Inconme Tax Regs. Wrk done by the individual
is not treated as participation in the activity if such work is
not of a type that is customarily done by an owner of such

activity and one of the principal purposes for perform ng such

work is to avoid the passive activity limtations of section 469.
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Sec. 1.469-5T(f)(2)(i), Tenporary Incone Tax Regs., 53 Fed. Reg.
5726 (Feb. 25, 1988).

Work done by an individual in the individual’s capacity as
an investor in an activity is not treated as participation in the
activity for purposes of this section unless the individual is
directly involved in the day-to-day managenent or operations of
the activity. Sec. 1.469-5T(f)(2)(ii)(A), Tenporary |Incone Tax
Regs., 53 Fed. Reg. 5727 (Feb. 25, 1988). W rk done as an
i nvestor includes: (1) Studying and review ng financi al
statenments or reports on operations of the activity;

(2) preparing or conpiling summaries or anal yses of the finances
or operations of the activity for the individual’s own use;

and (3) nonitoring the finances or operations of the activity in
a nonmanagerial capacity. Sec. 1.469-5T(f)(2)(ii)(B), Tenporary
| ncome Tax Regs., supra.

Petitioner contends that in 1995 he nmet the 500-hour
requi renment under section 1.469-5T(a)(1), Tenporary |Incone Tax
Regs., supra, and in 1996 his participation in significant
participation activities exceeded 500 hours under section 1.469-
5T(a)(4), Tenporary Incone Tax Regs., 53 Fed. Reg. 5726 (Feb. 25,
1988). Respondent argues: (1) Petitioner failed to establish by
reasonabl e neans the hours he devoted to Shaw Ltd. and

(2) petitioner’s activities that were related to Shaw Ltd.
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consi sted of investor type activities that are not treated as
participation in an activity.
Wth respect to the evidence that may be used to establish
hours of participation, section 1.469-5T(f)(4), Tenporary |ncome
Tax Regs., 53 Fed. Reqg. 5727 (Feb. 25, 1988), provides:

The extent of an individual’s participation in an
activity may be established by any reasonabl e neans.
Cont enporaneous daily time reports, logs, or simlar
docunents are not required if the extent of such
participation may be established by other reasonable
means. Reasonabl e neans for purposes of this paragraph
may include but are not limted to the identification
of services perforned over a period of tinme and the
approxi mat e nunber of hours spent perform ng such
services during such period, based on appoi nt nent
books, cal endars, or narrative summari es.

Wil e the regul ati ons are somewhat anbi guous concerning the
records to be maintained by taxpayers, they do not allow a

post event “bal |l park guesstinmate”. Carlstedt v. Conm ssioner,

T.C. Meno. 1997-331; Speer v. Conmissioner, T.C. Mnop. 1996-323;

Goshorn v. Conmi ssioner, T.C. Menp. 1993-578. Petitioner’s

recoll ection and estimate of the hours that he participated in
Shaw Ltd. are reasonable and are corroborated by the testinony of
Webb and Pal ner. However, based on the description of the
activities that petitioner performed, the hours that are rel ated
to investor type activities such as nonitoring the operations and
reviewi ng financial statenents are not treated as participation
because petitioner was not involved in the day-to-day operations

of the restaurants. Rather, the day-to-day operations of the
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Dai ry Queen restaurant were managed by Russell and the day-to-day
operations of Western Sizzlin® SWwere managed by Pal ner. The
activities that will be considered as participation in Shaw Ltd.
are petitioner’s involvenent in the renovations and initial
operations of his restaurants in 1995. Petitioner spent about 7
hours a week during the 14-week construction period on activities
related to the Dairy Queen restaurant, or 98 hours, and he spent
about 14 hours a week during a 15-week construction period on
activities related to the Western Sizzlin® SWrestaurant, or 210
hours. Petitioner’s flight and travel tinme related to Shaw Ltd.
was 110 hours in 1995. Petitioner’s 418 hours of participation
in Shaw Ltd. do not neet the material participation test for
1995. Petitioner has conceded that he did not participate in
Shaw Ltd. for 500 hours in 1996.

Petitioner’s argunment that he spent nore than 500 hours in
significant participation activities in 1996 inpermssibly
conbi nes his hours of participation in Shaw Ltd. with his hours
of participation in his rental activities. Section 1.469-
5T(c)(1)(i), Tenporary Inconme Tax Regs., 53 Fed. Reg. 5726
(Feb. 25, 1988), provides that a significant participation
activity must be a trade or business activity, not a rental

activity.



Rental Activities

Petitioner reported his property rentals as nonpassive
activities during the years in issue based on the assunption that
he qualified as a real estate professional under section
469(c) (7). Respondent determ ned that petitioner was not a real
estate professional and reclassified petitioner’s rental
activities as passive activities.

Respondent al so determ ned that the properties | eased to
Shaw s @ul f and C&A Trucking were self-rented properties pursuant
to section 1.469-2(f)(6), Income Tax Regs. The self-rented
property rule contained in section 1.469-2(f)(6), |ncone Tax
Regs., states:

Property rented to a nonpassive activity. An anount of

the taxpayer’'s gross rental activity incone for the

taxabl e year froman item of property equal to the net

rental activity incone for the year fromthat item of

property is treated as not froma passive activity if
t he property—

(1) I's rented for use in a trade or business

activity * * * in which the taxpayer materially

participates * * * for the taxable year * * * [ Enphasis

added. ]
Under the self-rented property rule, the net rental inconme from
self-rented property is treated as nonpassive incone and the net
rental |osses are treated as passive | osses, even though the
rental activities are passive activities. Respondent
reclassified the net rental income fromthe follow ng properties

as nonpassi ve:



Property 1995 1996
Over the Road Trailers $22,357  $16, 489
War ehouse (Stillwater) 600 600
Buy N Bye #7 32,128 34,791
Buy N Bye #6, #12, #13 306, 272 330, 688
Conoco Cmart #16 52, 644 87, 868
Ofice building (Stillwater) -- 20, 688
Carwash (Ponca City) - - 21, 000

Tot al nonpassi ve i ncone $414,001 $512,124

The result to petitioner is that his passive |osses fromhis
other rental properties are subject to the passive |oss
limtations under section 469. The following rental |osses were

di sal | oned by respondent:

Property 1995 1996
Buy N Bye #2 $24,856  $14, 446
Ofice building (Stillwater) 6, 838 -—
Western Sizzlin PC —- 114, 811
Ai rpl ane 355, 147 255, 096
Total passive | osses $386, 841  $384, 353

Petitioner contends that the application of section 1.469-
2(f)(6), Inconme Tax Regs., is arbitrary, capricious, and contrary
to the Code because simlarly situated properties are treated
differently solely on the basis of whether they show a profit or
| oss for the year. Petitioner argues that the regul ations
produce an inequitable result and are not appropriate where
mul tiple properties are |l eased to a single business enterprise.

This Court has previously addressed the validity of section
1.469-2(f)(6), Income Tax Regs., and held that the

recharacterization of net inconme fromself-rented property was
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not arbitrary, capricious, or manifestly contrary to the statute.

Krukowski v. Conm ssioner, 114 T.C 366, 369-370 (2000);

Schwal bach v. Conm ssioner, 111 T.C 215, 219-224 (1998); see

also Sidell v. Comm ssioner, T.C. Mno. 1999-301, affd. 225 F. 3d

103 (1st Cir. 2000). Congress granted the Secretary of the
Treasury the authority to prescribe regulations as may be
necessary or appropriate to carry out the provisions of section
469, including regul ations “which specify what constitutes an
activity, material participation, or active participation for
purposes of this section, * * * [and] requiring net inconme or
gain froma limted partnership or other passive activity to be
treated as not froma passive activity”. Sec. 469(1)(1), (3).

I n Krukowski v. Commi ssioner, supra at 369, the Court stated:

We disagree wth petitioner that the
recharacterization rule is invalid. The
recharacterization rule is a legislative regul ation,
see Schwal bach v. Conmm ssioner, 111 T.C 215, 220
(1998) (the Secretary had to conply with the
Adm ni strative Procedure Act (APA), 5 U S. C sec.
553(b) and (c) (1994), when he prescribed sec. 1.469-
2(f)(6), Income Tax Regs., because the rules contained
therein are legislative rather than interpretive); see
al so Fransen v. United States, 191 F.3d 599, 600 (5th
Cr. 1999); thus, it isinvalidonly if it is
arbitrary, capricious, or manifestly contrary to the
statute, see Chevron, U.S. A, Inc. v. Natural Resources
Def ense Council, Inc., 467 U S. 837, 844 (1984); see
al so McKni ght v. Comm ssioner, 99 T.C 180, 183 (1992)
[affd. 7 F.3d 182 (5th Gr. 1993)].

The recharacterization rule is not arbitrary,
capricious, or manifestly contrary to the statute. It
was prescribed by the Secretary pursuant in part to the
specific grant of authority stated in section 469(l)
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that allows himto prescribe all necessary or
appropriate regulations to carry out the provisions of
section 469 * * * [Fn. ref. omtted.]

The Court cited the foll ow ng passage fromthe | egislative
hi story to support its hol ding:

The conferees intend that this authority be exercised
to protect the underlying purpose of the passive |oss
provision, i.e., preventing the sheltering of positive
i ncome sources through the use of tax | osses derived
from passi ve business activities.

Exanpl es where the exercise of such authority may
(if the Secretary so determ nes) be appropriate include
the followng * * * (2) related party | eases or sub-
| eases, with respect to property used in a business
activity, that have the effect of reducing active
busi ness inconme and creating passive inconme * * *,
[H Conf. Rept. 99-841, at 147 (1986), 1986-3 C. B
(Vol . 4) 147.]

Petitioner argues that the Court has not previously
considered the inequity of recharacterizing net incone from
self-rented properties where self-rented properties with | osses
are not recharacterized. W disagree. The taxpayers in Sidel

v. Conm ssioner, supra, faced a simlar situation where one self-

rented property generated a net |oss and the other self-rented
properties generated net incone. The taxpayers argued that the
properties were either contiguous to or |ocated across the street
fromeach other and that the ownership of the properties was
separate fromthe business for valid business reasons. The Court

held that section 1.469-2(f)(6), Incone Tax Regs., was valid
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pursuant to the Secretary’ s del egated regul ati on- maki ng
authority.

Wt hout the application of section 1.469-2(f)(6), |Incone Tax
Regs., taxpayers would be able to substitute passive incone from
self-rented properties for nonpassive inconme, such as wages or
di vidends from a personal service or closely held corporation, in
order to offset their passive |osses fromother activities.

Were the taxpayer controls both sides of the transaction, such
arrangenments require special scrutiny.

We do not agree with petitioner that section 1.469-2(f)(6),
I ncone Tax Regs., has produced an inequitable result. Petitioner
i's a sophisticated busi nessperson who owned nultiple properties,
hel d ownership interests in several businesses, and served as the
presi dent of Shaw s Gulf and C&A Trucking. Petitioner controlled
both sides of the rental transactions between hinself,
individually, as lessor, and as an officer of the respective
busi nesses, as |l essee. As |lessor, he knew the apprai sed val ue,
the nortgage i nterest expense, and the depreciation expense on
each property. He had control over establishing the anmount of
rent and chose a 12-percent return. Petitioner had nontax
busi ness reasons for retai ning owership of the rental properties
i ndi vidual |y and outside of his businesses.

Petitioner nust accept the tax consequences of his business

deci si ons and the manner in which he chose to structure his
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busi ness transactions. The Suprene Court has observed that
“while a taxpayer is free to organize his affairs as he chooses,
nevert hel ess, once having done so, he nust accept the tax
consequences of his choice, whether contenplated or not and may
not enjoy the benefit of sone other route he m ght have chosen to

follow but did not.” Commi ssioner v. Natl. Alfalfa Dehydrating &

MIling Co., 417 U. S. 134, 148-149 (1974) (citations omtted).

We sustain respondent’s determ nation that the net rental
inconme fromthe real estate properties rented to Shaw s Gulf and
C&A Trucki ng should be reclassified as nonpassi ve incone.

Petitioner argues, in the alternative, that his real estate
activities were nonpassive activities because he qualifies as a
real estate professional under section 469(c)(7) and his real
estate rental activities are a trade or business in which he
materially partici pated.

Respondent disallowed the followi ng real estate rental

| osses based on the passive loss l[imtations under section 469:

Property 1995 1996
Buy N Bye #2 $24,856  $14, 446
Ofice building (Stillwater) 6,838 -—
Western Sizzlin PC —- 114,811
Total passive | osses $31,694 $129, 257

Respondent maintains that the real estate rental activities
generating a net |loss are per se passive activities under section

469(c) (2) because petitioner has not presented adequate evi dence
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to support his assertion that he was a real estate professional
pursuant to section 469(c)(7) in either 1995 or 1996 or to
support a finding that he materially participated in each of the
real estate properties.

Under section 469(c)(7)(B), a taxpayer qualifies as a real
estate professional and is not engaged in a passive activity
under section 469(c)(2) if:

(1) nore than one-half of the personal services
performed in trades or businesses by the taxpayer

during such taxable year are perfornmed in real property

trades or businesses in which the taxpayer materially

participates, and
(i1) such taxpayer perforns nore than 750 hours of
services during the taxable year in real property

trades or businesses in which the taxpayer materially

partici pates.

Thus, if the taxpayer qualifies as a real estate
professional, the rental activities of the real estate
prof essional are exenpt fromclassification as a passive activity
under section 469(c)(2). Instead, the real estate professional’s
rental activities are treated as a passive activity under section
469(c) (1) unless the taxpayer materially participated in the
activity. Sec. 1.469-9(e)(1), Incone Tax Regs. For purposes of
determ ni ng whether a taxpayer materially participated in a trade
or business, this requirenent nust be net with respect to each

interest in rental real estate unless the taxpayer nmakes an

election to treat all interests in rental real estate as a single
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rental real estate activity. Sec. 469(c)(7)(A); sec. 1.469-
9(e)(1), Incone Tax Regs. Petitioner did not make a tinely
election to treat all interests in rental real estate as a single
rental real estate activity.

Real property trades or businesses are defined in section
469(c)(7)(C as “any real property devel opnent, redevel opnent,
construction, reconstruction, acquisition, conversion, rental,
oper ati on, nmanagenent, |easing, or brokerage trade or business.”

A trade or business includes being an enpl oyee. Putona Corp. V.

Comm ssioner, 66 T.C. 652, 673 (1976), affd. 601 F.2d 734 (5th

Cr. 1979).

Petitioner asserts that he devoted nore than 750 hours to
real property trades or businesses because his “activities show a
meani ngful involvenent in real property trades or business” and
he bases this on the following: (1) He was the general
contractor on three projects in 1995 and two projects in 1996;
(2) he spent a significant anmount of tinme | ooking for additional
real estate to purchase; (3) he owned 20 real estate properties
in 1995 and 21 in 1996; (4) he purchased five real estate
properties in 1995 and four in 1996; (5) he sold two parcels of
real estate in 1995; and (6) he spent over $395,870 and $597, 000
in construction costs in 1995 and 1996, respectively. The nunber

of properties owned, sold, or purchased or the anmount of noney
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spent on construction costs does not quantify the nunber of hours
that petitioner spent on real estate activities.

Petitioner attenpted to recollect his participation in his
real estate activities at trial and attenpted to sunmarize his
estimates fromtrial in his brief. Petitioner asserts that his
hours of participation in his real estate activities were 1,425.5
and 1,494.4 in 1995 and 1996, respectively.

Respondent argues that petitioner has not established by
reasonabl e neans that he spent nore than 750 hours in real
property trades or businesses. W agree. Petitioner has not
recorded the nunber of hours spent in any activity and has
di scarded his calendars. Hi s attenpt to reconstruct or estimate
his hours through testinony such as that descri bed above produces
a generalized description of his activities and a vague
approxi mation--or “ball park guesstimte”--of his hours. H's
testinmony regarding his real estate activities is inadequate and
unper suasi ve under the circunstances. H's estimted hours of
participation in real estate activities are unreasonable.

The airplane flight |ogs that docunent petitioner’s flight
time woul d be a credible source and reasonable neans to
denonstrate petitioner’s activities and hours spent in real
estate activities; however, petitioner’s flight tinme that was

related to his real estate activities in 1995 and 1996 does not
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provide a sufficient nunber of hours to neet the 750-hour
participation requirenent.

Because petitioner does not neet the 750-hour requirenent of
section 469(c)(7)(B)(ii), he is not a real estate professional
for purposes of section 469(c)(7)(A), and his real estate rental
activities are treated as passive activities under section
469(c)(2). As such, it is not necessary for us to address
whet her petitioner spent nore than 50 percent of his tinme in real
estate trades or businesses or whether he materially participated
in each real estate rental. Even so, the | ease agreenents
executed by petitioner would not require nuch invol venent by
petitioner during the | ease term because the | eased prem ses
i ncluded the | and, building, fixtures, and equi pnent, and the
| essee was required to repair and maintain the property.
Further, Kellumwas responsible for the repairs and mai nt enance
of the properties leased to Shaw s Qulf, and petitioner hired an
agency to manage the residential rentals.

Ai rpl ane Lease Activity

Respondent disallowed the airplane rental |osses of $355, 147
and $255,096 in 1995 and 1996, respectively, and maintains that
the | easing of personal property is a passive activity under
section 469(c)(2) and subject to the passive activity |oss

limtations under section 469.
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Petitioner argues that the airplane was an essential part of
his real estate operations and that the costs he incurred should
be al |l owabl e as trade or busi ness expenses under section 162.
Petitioner asserts that he used the airplane for the
“prof essional chase of properties”, such as the purchase of real
estate, research to develop his properties, and attendance at
busi ness neeti ngs.

Arental activity is a per se passive activity regardl ess of
whet her the taxpayer materially participates in the activity.
Sec. 469(c)(2), (4). Rental activity, as defined in section
469(j))(8), is “any activity where paynents are principally for
the use of tangible property.” Here, the rental of petitioner’s
airplane to Shaw s @l f for nonthly | ease paynents of $7,000 was
a rental activity under section 469(j)(8) and, thus, a passive
activity under section 469(c)(2).

Petitioner argues that, while, in form the agreenent is a
| ease, the substance of the transaction resenbles an
expense-sharing agreenent with Shaw s @ulf, Shaw Ltd., and C&A
Trucking. We disagree. The |ease agreenent did not provide for
expense-sharing. Rather, the |ease provided that the | essee
woul d maintain and repair the airplane and insure the airplane
against loss. Shaw s @Gulf, as | essee, deducted the repairs and

mai nt enance expenses related to the airpl ane.
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Petitioner was on both sides of the transaction and reported
the i ncone and expense of the airplane |lease activity as a rental
activity on his Schedule E. Petitioner chose to structure and
report his airplane leasing activity as a rental activity during
the years in issue and nust accept the tax consequences rel ated

to that form See Conmi ssioner v. Natl. Alfalfa Dehydrating &

MIling Co., 417 U. S. 134, 148-149 (1974). He cannot bel atedly

recharacterize it to secure greater tax benefits. 1d. W
conclude that the airplane | ease activity was a passive activity,
and the rental losses are limted to the extent of passive
activity income under section 469.

Penal ti es

Section 6662(a) inposes a 20-percent accuracy-related
penalty where the taxpayer’s underpaynent of tax is attributable
to negligence or disregard of rules or regulations. See also
sec. 6662(b).

Respondent determ ned that petitioner is liable for the
accuracy-rel ated penalty under section 6662(a) because petitioner
was negligent in the preparation of his 1995 and 1996 t ax
returns. Respondent maintains that petitioner’s tax returns
contained errors, petitioner failed to maintain adequate books
and records, and petitioner ignored the self-rental rules of
section 1.469-2(f)(6), Income Tax Regs. Petitioner argues that

he was not negligent, that he nmade a reasonable attenpt to conply
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with the provisions of the Internal Revenue Code, and that he
took a position that was well founded in |aw and fact.

Good faith reliance on the advice of counsel or a qualified
accountant can, in certain circunstances, be a defense to the

accuracy-rel ated penalty for negligence. See Schwal bach v.

Comm ssioner, 111 T.C 215, 230-231 (1998); Ewi ng V.

Comm ssioner, 91 T.C. 396, 423-424 (1988), affd. w thout

publ i shed opinion 940 F.2d 1534 (9th Cr. 1991).

Petitioner consulted with his accountant who prepared his
tax returns for the years in issue. Petitioner’s reliance on the
representations of his accountant was reasonable. W concl ude
that petitioner is not |iable for the accuracy-rel ated penalties
i nposed under section 6662.

We have considered all of the remai ning argunents that have
been made by petitioner for a result contrary to that expressed
herein, and, to the extent not discussed above, they are w thout
merit.

To reflect the foregoing,

Deci sion will be entered

for respondent as to the

deficiencies and for

petitioner as to the

accuracy-rel ated penalties.




