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P was the sol e sharehol der of two C corporations.
One corporation operated a health club; the other
operated a law firmfor which P worked as an attorney.
P realized a loss renting a building to the health
club, and he realized inconme renting a building to the
law firm P s 1994 Federal inconme tax return reported
that the loss and inconme were both “passive” under sec.
469, |.R C., and that the |loss offset part of the
income. R disallowed the offset because, R determ ned,
the recharacterization rule of sec. 1.469-2(f)(6),
| ncone Tax Regs., deened the incone nonpassive. Held:
The recharacterization rule is valid. Held, further,
the witten binding contract exception of sec. 1.469-
11(c) (1) (ii), Incone Tax Regs., is inapplicable to the
facts herein. Held, further, the transitional rule of
sec. 1.469-11(b)(1), Incone Tax Regs., does not operate
to avoid application of the recharacterization rule.
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Victor A. Kornis, for petitioners.
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OPI NI ON

LARO Judge: This case is before the Court on cross-notions
for summary judgnment. Respondent determ ned a $28, 184 defi ci ency
in petitioner's 1994 Federal income tax and a $5, 637 accuracy-
rel ated penalty under section 6662(a). Petitioner, while
residing in Geendal e, Wsconsin, petitioned the Court to
redeterm ne respondent’s determ nation.

Fol | ow ng respondent’s concession that petitioner is not
liable for the accuracy-related penalty, we nust deci de whet her
petitioner may offset the inconme and | oss that he realized on his
separate rental activities.! W hold he may not. Unless
ot herwi se stated, section references are to the Internal Revenue
Code applicable to 1994. Rule references are to the Tax Court
Rul es of Practice and Procedure. W refer to Thomas P. Krukowski
as the sole petitioner.

Backgr ound

Petitioner is the president and sol e sharehol der of two

subchapter C corporations. One corporation (the health club)

! Petitioner asserts that he treated the separate rental
activities as a single activity under sec. 1.469-4(c)(1), Incone
Tax Regs. The record does not support this assertion. To the
contrary, the record reveals that petitioner treated his rental
activities as separate activities.
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operates a health club. The other corporation (the law firm
operates a law firm Petitioner actively works for the law firm
as an attorney.

Petitioner rents a building (the club) to the health club,
and he rents a second building (the office building) to the | aw
firm Petitioner’s 1994 Federal incone tax return reported that:
(1) He realized a $69,100 I oss on the rental of the club, (2) he
realized income of $175,149 on the rental of the office building,
(3) the rental of the club and the rental of the office building
were separate passive activities under section 469, and (4) the
| oss fromone activity offset an equal anobunt of the inconme from
the other activity, resulting in the inclusion in petitioner’s
1994 taxabl e inconme of $106, 049 of rental inconme. Respondent
determ ned that the rental income could not partially be offset
by the rental |oss; respondent determ ned that the income was
recharacterized as nonpassive incone under section 1.469-2(f)(6),

| nconme Tax Regs.,? because petitioner materially participated in

2 The recharacterization rule of sec. 1.469-2(f)(6), |ncone
Tax Regs., provides:

(f)(6) Property rented to a nonpassive activity.
An anount of the taxpayer's gross rental activity
income for the taxable year froman itemof property
equal to the net rental activity inconme for the year
fromthat itemof property is treated as not froma
passive activity if the property--

(1) I's rented for use in a trade or business
activity * * * in which the taxpayer materially
(continued. . .)
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the law firm s business activity. Respondent determ ned that
petitioner’s 1994 taxable incone includes $175, 149 (rather than
the reported $106, 049) of rental incone.
Petitioner |eased the office building to the law firmon
March 1, 1987, pursuant to a witten, 5-year |ease (the 1987
| ease) that provided for nonthly rent of $17,500. The 1987 | ease
contained the follow ng renewal provision:
24. OPTION TO RENEW
Lessor grants to Lessee three (3) consecutive
options to renew this Lease, each for a termof three
(3) years, at a rental to be nutually agreed to by
Lessor and Lessee prior to the comencenent of a
renewal termwith respect to that renewal term wth
all other ternms and conditions of the renewal |ease to
be the sane as those herein. To exercise this option,
Lessee nust:
(1) give Lessor witten notice of the
intention to do so at | east 60 days before initial
term expires, and
(2) agree with Lessor on rental for renewal
period at | east 30 days before initial term
expires.
In Lessor's sole discretion, failure to conply with either
(1) or (2) above shall cause the option to renew to becone
null and voi d.
On Decenber 27, 1991, petitioner and the law firm executed a

docunent entitled “Lease Renewal” (the 1991 | ease), pursuant to

2(...continued)
participates (within the neaning of sec. 1.469-5T)
for the taxable year * * * [Sec. 1.469-2(f)(6),
| ncomre Tax Regs. ]
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the option provision in the 1987 | ease. The 1991 | ease provi ded
in full:

Lease Renewal

Lease Renewal made this 27 day of Decenber 1991
bet ween Thomas P. Krukowski, of G eendal e, Wsconsin,
herein referred to as "Lessor" and Krukowski &
Costello, S.C., of MI|waukee, Wsconsin, herein
referred to as "Lessee".

Pursuant to Paragraph 24 entitled "Option to
Renew' in the Lease dated March 1, 1987 between Lessor
and Lessee (the "Lease"), Lessee hereby gives witten
notice of its intention to exercise the first three
year option to renew the Lease.

The termof the Lease will be extended from
March 1, 1992 until February 28, 1995 and all other
terns and conditions of the Lease shall remain the sane
including the nonthly rent of $17, 500. 00.
LESSEE:
KRUKOABKI & COSTELLO, S. C.

BY: s/
Timothy G Costello, Secretary

Agreed to and Accepted this 27 day of Decenber 1991

s/
Thomas P. Krukowski, Lessor

Di scussi on

The parties agree that we nay decide this case by way of
summary judgnent because, they assert, the dispositive issues are
purely legal. W agree that our decision herein turns entirely
on | egal determ nations, and, hence, that we may decide this case
summarily. Summary judgnent is appropriate where, as here, "the

pl eadi ngs, answers to interrogatories, depositions, adm ssions,
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and any other acceptable materials, together with the affidavits,
if any, show that there is no genuine issue as to any materi al
fact and that a decision may be rendered as a matter of |aw. "

Rule 121(b); see P & X Mkts., Inc. v. Conmm ssioner, 106 T.C 441,

443 (1996), affd. w thout published opinion 139 F.3d 907 (9th

Cir. 1998); see also Anderson v. Liberty Lobby, Inc., 477 U S

242, 247-251 (1986).

Petitioner challenges the ability of the Conm ssioner to
apply the recharacterization rule to the rental incone fromthe
office building. Petitioner argues primarily that the
recharacterization rule is invalid because it conflicts with
explicit statutory text as to the characterization of incone
derived froma rental activity. Petitioner observes that section
469(c)(2) and (4) provides that a rental activity is generally
passive and that the recharacterization rule provides that
certain rental incone is nonpassive.

We disagree with petitioner that the recharacterization rule
is invalid. The recharacterization rule is a |egislative

regul ati on, see Schwal bach v. Comm ssioner, 111 T.C 215, 220

(1998) (the Secretary had to conply with the Adm nistrative
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

rul es contained therein are |legislative rather than

interpretative); see also Fransen v. United States, 191 F.3d 599,




- 7 -
600 (5th Cr. 1999); thus, it isinvalidonly if it is arbitrary,

capricious, or manifestly contrary to the statute, see Chevron

US A, Inc. v. Natural Resources Defense Council, Inc., 467 U.S.

837, 844 (1984); see also McKnight v. Conm ssioner, 99 T.C 180,

183 (1992).

The rechacterization rule is not arbitrary, capricious, or
mani festly contrary to the statute.® |t was prescribed by the
Secretary pursuant in part to the specific grant of authority
stated in section 469(l) that allows himto prescribe al
necessary or appropriate regulations to carry out the provisions
of section 469, including regulations: (1) Defining the terns
“activity” and “material participation”, sec. 469(1)(1), and (2)
“requiring net incone or gain froma limted partnership or other
passive activity to be treated as not froma passive activity”,
sec. 469(1)(3). The rule is tied directly to the foll ow ng
passage set forth by the conferees in their report as to the
Secretary’s regulatory authority under section 469:

Regul atory authority of Treasury in defining non-
passi ve incone. --The conferees believe that

clarification is desirable regarding the regul atory

authority provided to the Treasury wwth regard to the

definition of inconme that is treated as portfolio

i ncome or as otherwi se not arising froma passive

activity. The conferees intend that this authority be

exercised to protect the underlying purpose of the
passive | oss provision, i.e., preventing the sheltering

3 The Court of Appeals for the Fifth Circuit has so
concluded. See Fransen v. United States, 191 F.3d 599 (5th CGr
1999).
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of positive incone sources through the use of tax
| osses derived from passive business activities.

Exanpl es where the exercise of such authority may

(if the Secretary so determ nes) be appropriate include

the followmng * * * (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 i ncone and creating passive incone * * *  [H

Conf. Rept. 99-841, at 147, 1986-3 C.B. (Vol. 4) 1,

147. ]

Petitioner also argues that the recharacterization rule is
i napplicable to this case by virtue of section 1.469-
11(c)(1)(ii), Inconme Tax Regs., which provides that the rul e does
not apply to inconme “attributable to the rental of * * * property
pursuant to a witten binding contract entered into before
February 19, 1988.”" Petitioner asserts that the office building
| ease in effect during 1994 was the 1987 | ease, or, in other
words, that he |eased the office building to the law firm during
1994 pursuant to a pre-February 19, 1988, witten binding
contract. W disagree. As discussed below, we conclude that the
office building lease in effect during 1994 was the 1991 | ease
and, noreover, that the 1991 | ease and the 1987 | ease are
separate contracts.

Applicable State (Wsconsin) |aw characterizes the 1991

| ease as a renewal (as opposed to an extension) of the 1987

| ease, which, in turn, nmeans that the 1991 | ease is a contract

separate fromthe 1987 | ease. See Seefeldt v. Keske, 111 N W 2d

574, 575-576 (Ws. 1961). W look at three critical factors to
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determ ne whether a contract is renewed or extended under
W sconsin | aw and conclude therefromthat the 1991 |lease is a
renewal of the 1987 | ease.

First, the | anguage used in both | eases by the parties
thereto | eads to the conclusion that the 1991 | ease is a renewal
of the 1987 |lease. See id. at 576-577. The | eases refer several
tinmes to a renewal ; they refer only once to an extension.

Second, the parties’ conduct |eads to the sane concl usion.
See id. The 1991 | ease was signed by an officer of the law firm
(other than petitioner) as “Lessee”, and it was signed by
petitioner as “Lessor”, under the heading “Agreed to and
Accepted”. If the parties to the |eases had intended that the
| essee could extend the 1987 |ease at its option, petitioner’s
signature and agreenent woul d have been unnecessary.

Third, the fact that petitioner, as the office building s
| essor, had to performa further act to |l engthen the termof the
1987 | ease also leads to the conclusion that the 1987 | ease was

renewed through the 1991 | ease. Conpare M| waukee Hotel Ws. Co.

v. Aldrich, 62 NW2d 14 (Ws. 1953) (lease providing for initial
termof 3 years could be extended at | essee’s option for 3 nore
years at rent stated in |ease; held, lease is a 6-year |ease
because no further act required of |essor once | essee nakes

election), with St. Regis Apt. Corp. v. Sweitzer, 145 NwW2d 711

(Ws. 1966) (2-year |ease automatically renews for 2 nore years
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if neither party gives contrary notice; held, |ease is 2-year
| ease because either party can prevent renewal by giving notice).

See al so Sheppard v. Rosenkrans, 85 N.W 199 (Ws. 1901).

Petitioner, as |lessor, had to agree with the | essee/law firm as
to the rent that woul d be payable for any additional rental
period after the first 5 years. Moreover, if they were unable to
reach such an agreenent at |east 30 days before the 5-year period
expired, petitioner possessed the sole discretion to declare the
option to renew null and void.

We al so bear in mnd that the absence in the 1987 | ease of
an agreed-upon rent for the renewal period nade the 1987 | ease
unenforceable for any period after the 5-year period expired.

See Ws. Stat. Ann. sec. 704.03(1) (West 1998) (Wsconsin statute
of frauds provides that a |lease for nore than a year, or a
contract to nmake such a |l ease, is unenforceable unless it sets
forth the amount of rent or other consideration). |In fact, an
enforceabl e contract for the additional period did not exist

until Decenber 27, 1991, when the parties agreed on a rent for
the renewal period and created a witing nenorializing that new

agreenent. See Borkin v. Alexander, 132 N.W2d 587 (Ws. 1965);

Ratcliff v. Aspros, 35 NW2d 217 (Ws. 1948).

Petitioner also argues that he is not subject to the
recharacterization rule by virtue of section 1.469-11(b)(1),

| ncome Tax Regs., which allows taxpayers, at their option, to use
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certain proposed regulations to ascertain their tax liability for
years ending after May 10, 1992, and begi nning before Cctober 4,
1994. See sec. 1.469-11(b)(1), Incone Tax Regs. These proposed
regul ations (the 1992 proposed regul ati ons) were prescribed by
the Secretary in 1992 to define the word “activity” for purposes
of the passive loss rules. Notice of Proposed Rul emaking, PS-1-
89, 1992-1 C.B. 1219, 57 Fed. Reg. 20802 (May 15, 1992).
Petitioner argues that the 1992 proposed regul ati ons preclude a
sharehol der fromparticipating in the activities of a C
corporation, which, petitioner concludes, neans that the
recharacterization rule cannot be applied to his 1994 incone from
the office building.

We disagree with petitioner’s assertion that section 1.469-
11(b) (1), Inconme Tax Regs., precludes taxpayers from
participating in activities conducted by C corporations. Qur
conclusion is driven by a plain reading of the rel evant text;
nanmel y, section 469(a)(2)(A and (h)(1) and section 1.469-

2(f)(6) (i), Income Tax Regs. See Conm ssioner v. Soliman, 506

U S 168, 174 (1993); Crane v. Conmm ssioner, 331 U S. 1, 6

(1947); Venture Funding, Ltd. v. Conm ssioner, 110 T.C 236, 241-

242 (1998), affd. wi thout published opinion 198 F.3d 248 (6th
Cir. 1999). Section 469(a)(2)(A) provides in relevant part that
the passive activity rules apply to “any individual”. Section
469(h) (1) provides in relevant part that an individual is treated

as materially participating in an activity when he or she “is
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involved in the operations of the activity on a basis which is *
* * regular, * * * continuous, and * * * substantial”.* Section
1.469-2(f)(6) (i), Income Tax Regs., provides in relevant part
that rental inconme is recharacterized as nonpassive incone if the
underlying property “lIs rented for use in a trade or business
activity * * * in which the taxpayer materially participates”,
sec. 1.469-2(f)(6) (i), Inconme Tax Regs.

Nowhere in section 469 or the regul ations thereunder do we
read, as petitioner asks us to hold, that an individual’s
“regular”, “continuous”, and “substantial” involvenent in the
operations of an activity is not treated as materially
participating in that activity when the activity is operated by a
C corporation. Petitioner correctly observes that the Secretary
had set forth such an exception in tw sets of tenporary
regul ations that he had prescribed before 1992. In 1988, the
Secretary prescribed section 1.469-5T(f)(1), Tenporary |ncone Tax

Regs., 53 Fed. Reg. 5686, 5726 (Feb. 25, 1988), (the 1988

4 Al t hough we understand the words “regular”, “continuous”,
and “substantial” to support a finding that petitioner materially
participated in the law firm s business activity, we note that
petitioner also neets the definition of the term“materi al
participation” as set forth in the applicable regulations. Sec.
1.469-5T(a) and (d), Tenporary Inconme Tax Regs., 53 Fed. Reg.
5686 (Feb. 25, 1988) (an individual materially participates in an
activity if, inter alia, he or she participates in an activity
for nore than 500 hours in the taxable year, he or she
participates in the activity for nore than 100 hours in the
t axabl e year and no ot her individual spends nore tinme in the
activity, or the activity involves the performance of |egal
services and the individual had materially participated in the
activity during any 3 years prior to the year in question).
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tenporary regul ations), providing that “any work done by an
individual * * * in connection with an activity in which the
i ndi vidual owns (directly or indirectly, other than through a C
corporation) an interest at the tine the work is done shall be
treated for purposes of this section as participation of such
individual in the activity.” One year later, in 1989, the
Secretary prescribed section 1.469-4T(b)(2)(ii)(B), Tenporary
| ncone Tax Regs., 54 Fed. Reg. 20527, 20543 (May 12, 1989) (the
1989 tenporary regul ations), providing that “For purposes of
appl ying section 469 and the regul ati ons thereunder, a taxpayer’s
activities do not include operations that a taxpayer conducts
t hrough one or nore entities (other than passthrough entities).”

As part of the regulatory project underlying the 1989
tenporary regul ations, the Secretary al so anended the 1988
tenporary regul ations (the anmended 1988 tenporary regulations) to
del ete the parenthetical exception “(directly or indirectly,
ot her than through a C corporation)” fromsection 1.469-5T(f)(1),
Tenporary I ncone Tax Regs. Sec. 1.469-5T(f)(1), Tenporary I|Inconme
Tax Regs. On May 15, 1992, the Secretary finalized the anended
1988 tenporary regul ations as section 1.469-5(f)(1), Incone Tax
Regs. (the 1992 final regulations), leaving themvirtually
unchanged in their final form Two years later, in 1994, the
Secretary finalized a substantially revised version of the 1992
proposed regul ati ons as section 1.469-4, Inconme Tax Regs. (the

1994 final regul ations).
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The 1988 tenporary regulations (prior to the 1989 anendnent)
and the 1989 tenporary regul ations are not applicable to the year
at bar.® The applicable rules are found in: (1) The 1992
proposed regul ations, (2) the 1992 final regulations, and (3) the
1994 final regulations. The 1994 final regul ations do not help
petitioner’s cause because they provide specifically that “A
taxpayer’s activities include those conducted through C
corporations that are subject to section 469”.°% Sec. 1.469-4(a),
| ncone Tax Regs. Nor are the 1992 final regul ations of any help
to petitioner; as nentioned above, the parenthetical exception
“(directly or indirectly, other than through a C corporation)”
does not appear in those regulations. The 1992 proposed
regul ations al so do not help petitioner’s cause; the 1992
proposed regul ati ons do not contain the exception set forth in
the 1989 tenporary regul ations.

Petitioner |looks to the fact that the 1992 proposed
regul ations did not affirmatively and expressly di savow t he
exception set forth in the 1989 tenporary regul ati ons, and he

di scerns therefromthat the exception continued to exist in 1992.

> For conpl eteness, we note that the Secretary all owed the
1989 tenporary regulations to expire on May 11, 1992, under the
sunset provision of sec. 7805(e)(2). See 57 Fed. Reg. 20803 (May
15, 1992).

® Neither party disputes that the corporation operating the
law firmis a C corporation subject to sec. 469. See sec. 1.469-
1T(b) (4) and (5), Tenporary Inconme Tax Regs., 53 Fed. Reg. 5686,
5701 (Feb. 25, 1988) (a C corporation is subject to sec. 469 if
it is a “Personal service” or “Closely held” corporation.
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We disagree. The fact that the Secretary did not re-prescribe
that exception as part of the 1992 proposed regulations is
per suasi ve evidence that he revoked the exception at that tine.

See Keppel v. Tiffin Sav. Bank, 197 U.S. 356, 373 (1905) ("it

cannot in reason be said that the omssion * * * gives rise to
the inplication that it was the intention of Congress to reenact

it."); Independent Ins. Agents of Am, Inc. v. O arke, 955 F.2d

731, 735 (D.C. Cr. 1992) (“Under traditional rules of statutory
construction, * * * nmaterial omtted on reenactnent is deened

repealed.”), revd. on other grounds sub nom United States Natl.

Bank v. | ndependent Ins. Agents of Am., Inc., 508 U S. 439

(1993). See generally Singer, Sutherland Statutory Construction,

sec. 23.28, at 413 (5th ed. 1993). As we observed in Schwal bach

v. Comm ssioner, 111 T.C. 215, 228 (1998): “Although the * * *

[ 1992 proposed regul ations were] silent on this rule, including
whet her the Comm ssioner was consi dering abandoning it, we read
nothing in * * * [those] regulations that would |lead us to

believe that the Conmm ssioner was proposing to retain the rule.”

The facts of Schwal bach v. Conmmi ssioner, supra, are sim/lar

to the facts at bar. There, the taxpayers chall enged the

Comm ssioner’s application of the recharacterization rule to

i ncone they had realized in 1994 on their rental of property to a
corporation owed by 2 sharehol ders, one of whom was one of the
taxpayers. The taxpayers argued primarily that the

recharacterization rule was invalid because the Secretary did not
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conply with the APA when he prescribed section 1.469-4(a), |ncone
Tax Regs.; if the Secretary had not conplied with the APA, the
t axpayers argued, then the recharacterization rule was invalid as
applied to them W concluded that the Secretary net the APA s
requirenents; in so doing, we analyzed the statutory text,
rel evant |egislative history, and various regul ations prescribed

under section 469.

The taxpayers in Schwal bach al so advanced an alternative
argunent that is the sane argunent that petitioner advances

herein. The taxpayers in Schwal bach argued on brief:

inthe event it is redeterm ned the provisions of
Treas. Reg. Sec. 1.469(d)(5) [sic] apply, the

provi sions of Treas. Reg. Sec. 1.469-4T(b)(2)(ii)(B)
shoul d be available to petitioners through 1994 due to
the continued confusion with respect to provisions of
the May, 1992, proposed regul ati ons and the absence of
a definitive statenment as regards a non-passt hrough
entity not conducting passive activities through
itself. See, effective date and transition rul es under
Treas. Reg. Sec. 1.469-11(b)(1).

We rejected this argument sunmarily, holding that nothing in
section 1.469-11, Inconme Tax Regs., allowed us to apply the
exception appearing in the pre-1992 regul ati ons under which a
t axpayer woul d not be considered to be a material participant of

an activity conducted through a C corporation. See Schwal bach v.

Conmi ssi oner, supra at 230. W stated:

we decline petitioners' invitation to allow themto
apply the rules of section 1.469-4T(b)(ii)(B)

Tenporary I ncone Tax Regs., 54 Fed. Reg. 20543, in lieu
of the rules stated in section 1.469-4(a), |ncone Tax
Regs. Sinply put, the effective date and transition
rules related to the regulatory rul es under section 469
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do not allowthemto use it [i.e., the only rule stated

in sec. 1.469-4T(b)(ii)(B), Tenporary |Incone Tax Regs.,

45 Fed. Reg. 20543 (May 12, 1989), nanely, that “a

taxpayer's activities do not include operations that

t he taxpayer conducts through one or nore entities

(ot her than passthrough entities).”]. See sec.

1.469-11, Incone Tax Regs. [1d.]
Al t hough we recogni ze that section 1.469-11(b)(1), Incone Tax
Regs., does not explicitly reference section 1.469-4T(b)(ii)(B)
Tenporary I ncone Tax Regs., but, instead, allows taxpayers to use
the rules set forth in the 1992 proposed regul ati ons, we believe
that this distinction is nmeaningless under the facts herein.
Wher eas section 1.469-4T(b)(ii)(B), Tenporary |Incone Tax Regs.,
contains an explicit rule under which a taxpayer is not
considered to participate in a C corporation’s activities,
petitioner effectively asks the Court to inply the sane rule in
the 1992 proposed regul ations by virtue of the fact that those

regul ations are silent as to the inapplicability of such a rule.

We decline to do so. Accord Sidell v. Conm ssioner, T.C. Mno.

1999-301; Connor v. Commi ssioner, T.C Meno. 1999-185.

We conclude that petitioner may not offset part of the
incone that he realized on his rental of the office building to
the law firm by the |loss that he realized on his rental of the

club to the health club. W have considered all argunents in
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this case and, to the extent not discussed above, find those
argunents to be without nmerit or irrelevant. To reflect the
f or egoi ng,

An appropriate order will be

i ssued, and decision will be

entered for respondent.

Revi ewed by the Court.

COHEN, WELLS, RUWE, COLVIN, CH ECH , FOLEY, VASQUEZ, and
THORNTON, JJ., agree with this majority opinion.
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BEGHE, J., concurring in part and dissenting in part: |
agree with the majority that section 1.469-2(f)(6), |ncone Tax
Regs. (popularly known as the self-rental rule, and referred to
by the majority and hereinafter as the recharacterization rule),
as in effect interpreted by the final 1994 activity regul ation,
section 1.469-4(a), Income Tax Regs., is a valid regul ation.
al so agree that petitioners are not entitled to effective date
relief fromthe recharacterization rule under the pre-1988
witten binding contract exception of section 1.469-11(c)(1)(ii),
| ncone Tax Regs. However, | respectfully dissent fromthe
maj ority’s conclusion that petitioners are not entitled, under
section 1.469-11(b)(1), Incone Tax Regs., to transitional relief
fromapplication of the recharacterization rule for 1994 to the
net rental income from M. Krukowski’s C corporation |aw firm
The key question is whether shareholders did materially
“participate” in the “activities” of their C corporations under
the regulatory | aw applicable to 1994. The majority concl ude
t hat sharehol ders did so participate, under their “plain reading”
of section 469 and the recharacterization rule and their
interpretation of the “silent” 1992 proposed regul ati ons that
flows therefrom | disagree.

|. The Majority’'s “Plain Readi ng” of Section 469 and the
Rechar acteri zation Rule I's Unprecedented and I ncorrect

The majority’s plain neaning approach to this case is

unprecedented, in several disquieting respects. To begin wth,
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neither party argued that the statutory text and the
recharacterization rule suffice to answer the question in issue.
| nstead, the parties’ argunents were based on their respective
anal yses of the applicable provisions of the several successive
sets of regul ations the Conm ssioner has issued under section
469, interpreting the ternms “participation” or “activity”.

More particularly, the parties have agreed that the 1994
final regulations, and the 1992 proposed regul ations, are the
governing law. As discussed in nore detail below, the 1994 fi nal
activity regulation clearly provides that sharehol ders
participate in the activities of their C corporations; that
regul ation generally applies to 1994. See sec. 1.469-11(a)(1),
| ncone Tax Regs. (sec. 1.469-4, Incone Tax Regs., applies for
taxabl e years ending after May 10, 1992). However, the 1994
final regulations also contain a transitional rule applicable to
the year in issue. Section 1.469-11(b)(1), Incone Tax Regs.,
provi des that taxpayers may apply the 1992 proposed regul ations
to 1994 if they so choose, instead of the 1994 final activity
regul ati on otherw se applicable. In other words, the 1994 fi nal
regul ati ons make the 1992 proposed regul ati ons applicable to the
year in issue.

For this reason, the parties believed that the crucial issue
was whet her sharehol ders participate in C corporation activities

under the 1992 proposed requl ations, and they nmade their

argunent s accordi ngly.
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The majority’s “plain reading” of section 469 and the
recharacterization rule is also inconsistent with our precedent.

I n Schwal bach v. Conm ssioner, 111 T.C 215 (1998), Sidell v.

Conmi ssioner, T.C. Menp. 1999-301, and Connor v. Conmi Ssioner,

T.C. Meno. 1999-185, we considered the application of the
recharacterization rule to C corporation sharehol ders. None of
these opinions relied on the plain neaning of section 469 or of
the recharacterization rule. To the contrary, all three opinions
treated the 1994 final regulations (and the 1992 proposed
regul ati ons nmade applicabl e thereby) as the governing | aw

Qur Schwal bach decision is a striking exanple of the

i nportance we have attributed to the 1994 final activity

regulation in this context. |In Schwal bach, respondent applied

the recharacterization rule to a C corporation shareholder. The
taxpayers’ primary argunent was that this application was
invalid, because: (1) The 1994 final regulation defining
“activity” was a prerequisite to the application of the
recharacterization rule to a C corporation sharehol der; and (2)
the recharacterization rule and the 1994 final activity

regul ation were invalid for failure to conply with the notice and
coment procedures of the Adm nistrative Procedure Act, 5 U S . C

sec. 553(b) and (c) (1994). See Schwal bach v. Conm ssi oner,

supra at 219.

In the course of Schwal bach’s detail ed anal ysis of the

protracted regul atory process that ultimately gave rise to the
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1994 final activity regulation, we never questioned that that
regul ation was a prerequisite to the application of the
recharacterization rule. Indeed, if shareholders clearly
participated in C corporation activities under the plain nmeaning
of the statute and the recharacterization rule, as the majority

now cont end, Schwal bach’s anal ysis and uphol di ng of the 1994

final “activity” regulation would be dictum’

Most inportantly, the majority’s plain meani ng approach is
fundanmental |y i nconsistent wwth the repeated efforts the
Comm ssioner has found it necessary to exert, through issuance of
different regulations, sinply to interpret and apply the
assertedly “plain” | anguage of section 469.

As the majority correctly observe, section 469 defines
“material participation” generally. Sec. 469(h). That section,

however, neither defines a taxpayer’s “activities”, nor expressly

" Of course, in Sidell v. Conmm ssioner, T.C Mnp. 1999-301,
and Connor v. Conm ssioner, T.C Meno. 1999-185, we did concl ude
that sec. 1.469-2(f)(6), Inconme Tax Regs. (the recharacterization
rule), could be applied to C corporation sharehol ders where the
regul ations promulgated in T.D. 8565, 1994-2 C. B. 81, 59 Fed.

Reg. 50485 (Cct. 4, 1994) (the 1994 final regulations), and the
regul ati ons promul gated in Notice of Proposed Rul emaking, PS-1-
89, 1992-1 C. B. 1219, 57 Fed. Reg. 20802 (May 15, 1992) (the 1992
proposed regul ations), applied. 1| believe those decisions should
no |l onger be followed. As | explain in the text below, the 1992
proposed regul ations, properly interpreted, prevent sharehol der
participation in C corporation activities.

In any event, the majority rely little on Sidell and Connor
for their conclusion; perhaps this is because the majority’s view
of the governing lawis so fundanentally different fromthe views
expressed in those opinions.
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states whether a taxpayer can “participate” in the activities of
entities he owms. Nor does the recharacterization rule, which
uses these terns, provide a definition of either of them

If I were witing on a clean slate, before the Comm ssioner
had i ssued any relevant regul ati ons defining “materi al
participation” or “activity”, | mght conclude that a sharehol der
could participate in the activities of his C corporations, under
a plausible interpretation of the statute.® However, the slate
was far fromclean during the year in issue. As discussed in
nmore detail below, on at |east four separate occasions--in 1988,
1989, 1992, and 1994—-t he Comm ssioner issued tenporary,
proposed, or final regulations interpreting “activity” or
“participation” for purposes of section 469.

O course, the nere existence of these detailed and often
contradi ctory versions of the regulations is conpelling evidence

t hat the neaning of section 469 is anything but plain.® Above

8 |"mnot sure, however, that even in the absence of
regulations | would agree with the magjority that attributing C
corporation activities to the shareholder is a foregone
concl usion under either the statute or the recharacterization
rule. Both the tax common-law rule of Mline Properties, Inc. V.
Conmm ssioner, 319 U S. 436 (1943), and the necessity of statutory
stock ownership attribution rules in other areas, e.g., secs.

267, 318, and 544, would give ne pause, even if they wouldn’t bar
t hi s approach.

® One of the section 469 regul ati ons—the tenporary
“activity” regulation pronulgated in 1989—- al one occupi ed over 20
pages of the Federal Register. See sec. 1.469-4T, Tenporary
| ncone Tax Regs., 54 Fed. Reg. 20527, 20542-20565 (May 12, 1989).
As described in the text infra p. 34, the Conmm ssioner allowed
(continued. . .)
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all, however, the content of these successive regul ations
denonstrates that the majority’s “plain meaning” interpretation
of the statute and the recharacterization rule is incorrect.

The majority conclude that sharehol ders participate in C
corporation activities under the plain neaning of section 469 and

the recharacterization rule. The fatal flaw of this concl usi on

is that the Conmm ssioner reached the opposite conclusion in the

section 469 requl ati ons—-not once but tw ce.

In 1988 and 1989, the Conm ssioner was faced with the sane
statutory | anguage. And yet, during those years the Conm ssioner
interpreted that |anguage--in tenporary regul ations having the

force of law-to conclude that shareholders did not participate

in C corporation activities. See the discussion of the 1988 and

1989 tenporary regulations infra pp. 30-34.

The majority do not argue (or even dare to suggest) that the
express nonparticipation (or nonattribution) rules set forth in
the tenporary regulations were invalid interpretations of the
statute. Moreover, none of the parties litigating (or courts
considering) the application of the recharacterization rule to C
corporation sharehol ders has ever argued or concluded that the

tenporary regulations were invalid in this respect. The

°C...continued)
this regulation to “sunset” under sec. 7805(e), partly as a
result of public criticismthat it was overly |long and conpl ex,
burdensone for small taxpayers, and nechanically inflexible. See
Schwal bach v. Conm ssioner, 111 T.C 215, 224 (1998).
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Commi ssioner’s inclusion of express nonattribution rules in two
sets of tenporary regulations therefore conpletely refutes the
maj ority’ s conclusion that sharehol ders participate in C
corporation activities under the plain |anguage of section 469
and the recharacterization rule.

I[1. The Silence of the 1992 Proposed Requl ations |Is Not
Di spositive

The majority correctly note that the Conm ssioner all owed
the rel evant portions of the tenporary regulations to “sunset” in
1992. See infra p. 34. At the sane tine, the Comm ssioner
promul gated the 1992 proposed regul ati ons, which apply to the
year in issue. See id.

Unli ke the tenporary regulations, the 1992 proposed
regul ati ons say not hi ng about sharehol der participation in C

corporation activities. The mgjority conclude, because the 1992

proposed regul ati ons do not expressly preclude such
participation, that sharehol ders participate in C corporation
activities even when the proposed regul ations apply. Once again,
| di sagree.

The majority’s interpretation of the “silent” 1992 proposed
regul ations rests on their concl usion that sharehol ders
participate in C corporation activities under the plain nmeaning
of the statute and the recharacterization rule. As explained
above, the majority’s plain reading is incorrect; their

interpretation of the 1992 proposed regulations is therefore al so
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incorrect. The silence of the 1992 proposed regul ations sinply
does not require (or as explained below, even permt) us to reach
the majority’s result.
1. The Silence of the 1992 Proposed Requl ati ons Must Be

Interpreted in Light of the Prior and Subsequent
Requl ati ons

In essence, the majority view section 469 and the
recharacterization rule as self-executing and as nandating a rule

of sharehol der participation in C corporation activities unless

anot her rule expressly bars such participation. Consistent with

this view, the mpjority conclude that the silent 1992 proposed

requl ati ons cannot constitute the necessary bar.

My viewis different. | see section 469--particularly as
i npl enented by the recharacterization rul e--as an anbi guous
statute, which the Conm ssioner reasonably interpreted, in
tenporary regul ati ons having the force of |aw -not once but
tw ce-—-as precluding sharehol der participation in C corporation
activities.

O course, the Comm ssioner |ater adopted a contrary

interpretation. However, the Comm ssioner did not publicly

announce this contrary interpretation until 1994, when he issued

the 1994 final requlations. This announcenent cane nore than 6

vears after the 1988 tenporary requl ations, and al nbst at the end

of 1994, the taxable vear in issue. See Schwal bach v.

Comm ssioner, 111 T.C. at 226, where we stated that “up until the

[ 1994] final regulations, the Conmm ssioner had not publicly taken
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the position that an individual’s activities could include
activities conducted through a C corporation.”

| agree that the Conm ssioner is entitled to change his

m nd; we so decided in Schwal bach. However, under the

ci rcunst ances of this case, where the Comm ssioner had issued two
sets of tenporary regulations taking a position favorable to

t axpayers (and petitioners), the standards of fairness devel oped
by this Court (discussed in nore detail below) require that the
Comm ssi oner publicly announce his change of position, before the

new position can take effect. See Georgia Fed. Bank v.

Commi ssioner, 98 T.C 105, 110 (1992), where we stated that an

agency that changes its position nust acknow edge that its
interpretation has shifted and nust supply a persuasively

reasoned explanation for the change. See also Gottesman & Co. V.

Comm ssioner, 77 T.C. 1149 (1981), and Corn Belt Hatcheries of

Arkansas, Inc. v. Conm ssioner, 52 T.C. 636 (1969) (discussed

infra pp. 48-50), where we decided that taxpayers were entitled
torely on withdrawn or unclarified guidance fromthe
Comm ssioner, until the Comm ssioner publicly announced his new
or clarified position.

Agai nst this background, the proper interpretation of the
“silent” 1992 proposed regul ati ons becones vitally inportant.
Al t hough the Conm ssioner allowed the relevant portions of the
1988 and 1989 tenporary regulations to “sunset” in 1992 and

replaced themw th the 1992 proposed regul ati ons, neither these
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actions, nor the silent proposed regul ati ons thensel ves,
constituted the necessary public announcenent of the
Comm ssi oner’ s change of position fromthe tenporary regul ations.

Prior to the issuance of the 1994 final regul ations,
t axpayers could not know (or, as explained below, even infer)
that the Comm ssioner had changed his interpretation of section
469 and the recharacterization rule. Al though this delay did not
render the 1994 final regulations invalid, the standards of
fairness devel oped by this Court require that we interpret the
silence of the 1992 proposed regul ati ons as preserving the
interpretation of the statute previously promulgated in both sets
of tenporary regulations. Once that silence is so interpreted,
the transitional rule of the 1994 final regulations can perform
its relief-providing function, and protect taxpayers fromthe
unannounced and unanti ci pated change those regul ations nade to
the Comm ssioner’s prior interpretations of the | aw

In reaching this conclusion, I'"mnot suggesting that the
Commi ssi oner | acked the power to prescribe a final regulation
that woul d have applied the new activity definition

retroactively. As we concluded in Schwal bach, the

10 See sec. 7805(b) (the Secretary may prescribe the extent,
if any, to which a regulation shall be applied wthout
retroactive effect); Autonobile Cub of Mchigan v. Conmm Ssioner,
353 U. S. 180, 184 (1957) (Comm ssioner may correct any regulation
retroactively, but also has discretion to limt retroactivity to
avoid inequitable results); cf. sec. 7805(b) as in effect for
regul ations relating to statutory provisions enacted after July

(continued. . .)
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Comm ssioner’s actions had at |east alerted taxpayers to the
possibility that the definition of activity was under
reconsi deration. Wat we should decide in the case at hand,
however, is that by pronulgating the transitional rule of the
1994 final regul ations, the Conm ssioner wi sely chose to apply
the new activity definition prospectively, unless the taxpayer
benefited ot herw se.

In summary, the majority’s plain reading of section 469 and
the recharacterization rule is an inadequate analysis of, and a
woef ul Iy i nadequat e response to, the situation in which
petitioners (and other simlarly situated taxpayers) found
t henmsel ves during the year in issue. To understand that
situation fully-—and to interpret the silent 1992 proposed
regul ations properly--it’s unfortunately necessary to describe
the long and tortuous history of the section 469 regul ations (and
the parties’ argunents based thereon) in nore detail; to that

task | now turn

10¢, .. conti nued)
29, 1996. O course, the Comm ssioner’s unexpl ained reversal of
position fromthe regulations pronulgated in T.D. 8175, 1988-1
C.B. 191, 53 Fed. Reg. 5686 (Feb. 25, 1988) (the 1988 tenporary
regul ations), and in T.D. 8253, 1989-1 C. B. 121, 54 Fed. Reg.
20527 (May 12, 1989) (the 1989 tenporary regul ations), would be
relevant in any judicial review of the 1994 final regulations, if
t he Comm ssi oner had decided to apply those regul ations
retroactively. See Georgia Fed. Bank v. Comm ssioner, 98 T.C
105 (1992).
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| V. Devel opnent of the Requl ati ons Over Tine

The recharacterization rule recharacterizes rental incone
fromproperty “rented for use in a trade or business activity * *
* in which the taxpayer materially participates * * * for the
taxabl e year”. Sec. 1.469-2(f)(6)(i), Incone Tax Regs. During
1994, M. Krukowski rented the office building to the law firm
Therefore, the recharacterization rule applies to petitioners’
income fromthe office building for that year only if M.
Krukowski materially “participated” in a trade or business
“activity” of the law firmduring that year.

Because the law firmis a C corporation, we're required to
deci de whet her a sharehol der could participate in a trade or
busi ness activity of his C corporation under the | aw applicable
to 1994. In 1988, 1989, 1992, and 1994, the Comm ssioner issued
tenporary, proposed, or final regulations defining “activity” or
“material participation” for purposes of section 469. W nust
therefore trace these regul ati ons’ successive answers to that
guesti on.

A. The 1988 Tenporary Requl ati ons

In 1988, the Conm ssioner issued the first section 469
regul ations. See T.D. 8175, 1988-1 C. B. 191, 53 Fed. Reg. 5686
(Feb. 25, 1988) (the 1988 tenporary regulations). The 1988
tenporary regul ations contained the first version of the
recharacterization rule (see sec. 1.469-2T(f)(6), Tenporary

| ncone Tax Regs., 53 Fed. Reg. 5686, 5723 (Feb. 25, 1988)). That
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rule, like the current rule, applied where property was rented to
an “activity” in which the taxpayer materially “participates”.

The 1988 tenporary regulations didn't define “activity”.
See sec. 1.469-4T, Tenporary Incone Tax Regs., 53 Fed. Reg. 5686,
5725 (Feb. 25, 1988), which stated in full: “Definition of
activity (tenporary). [Reserved]”. They did, however, contain a
regul ation entitled “Material participation”, which defined both
“participation” and the kind of participation deened to be
material. Sec. 1.469-5T, Tenporary |Incone Tax Regs., 53 Fed.
Reg. 5686, 5725-5728 (Feb. 25, 1988). The participation
definition in section 1.469-5T of the 1988 tenporary regul ati ons
provi ded:

(f) Participation— (1) In general. Except as

ot herwi se provided in this paragraph (f), any work done

by an individual (without regard to the capacity in

whi ch the individual does such work) in connection with

an activity in which the individual owms (directly or

indirectly, other than through a C corporation) an

interest at the tine the work is done shall be treated

for purposes of this section as participation of such

individual in the activity. [Sec. 1.469-5T(f)(1),

Tenporary I ncone Tax Regs., 53 Fed. Reg. 5686, 5726
(Feb. 25, 1988); enphasis added. ]

The second parenthetical of this 1988 definition clearly
provi ded that an individual shareholder did not participate (and
thus could not materially participate) in the activities of his C

corporations. As a result, under the 1988 tenporary

11 Unl ess the sharehol der al so owned a passt hrough interest
in the C corporation’s activity, through which he could be
considered to participate. See sec. 1.469-5T(k), Exanples (1)

(continued. . .)
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regul ations the recharacterization rule could not apply to incone
received by a C corporation’s sharehol der/l essor, notw thstandi ng
t he absence of an “activity” definition in those regul ations.

B. The 1989 Tenporary Requl ati ons

In 1989, the Conm ssioner issued T.D. 8253, 1989-1 C.B. 121,
54 Fed. Reg. 20527 (May 12, 1989) (the 1989 tenporary
regul ations). The 1989 tenporary regul ati ons anended certain
provi sions of the 1988 tenporary regul ations; they al so contai ned
the first regulation defining “activity” for purposes of section
469, section 1.469-4T, Tenporary |Incone Tax Regs., 54 Fed. Reg.
20527, 20542 (May 12, 1989). See T.D. 8253, 1989-1 C.B. 121,
supra at “Sunmmary”.

The 1989 tenporary regul ati ons anended the participation
definition contained in the 1988 tenporary regul ati ons by
del eting the parenthetical phrase “(directly or indirectly, other
than through a C corporation)”. Sec. 1.469-5T, Tenporary | ncone
Tax Regs., 54 Fed. Reg. 20527, 20565 (May 12, 1989).12 As a

result, the material participation definition in the 1989

(... continued)
and (2), 53 Fed. Reg. 5686, 5727 (Feb. 25, 1988).

12 The mpjority opinion refers to the participation
definition of the 1988 tenporary regul ati ons, as anended by the
1989 tenporary regul ations, as the “anmended 1988 tenporary

regulations”. | prefer to describe the Conm ssioner’s
si mul t aneous 1989 definitions of both “participation” and
“activity” as the 1989 tenporary regulations; after all, it was

those definitions taken together that established the | aw
applicable to 1989.
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tenporary regul ations no | onger expressly stated that a
shar ehol der could not participate in the activities of his C
cor porations.

At first blush, one mght think that this elimnation of
restrictive | anguage—and the resulting silence about whether
i ndi vidual s could participate in their indirectly owned
activities-—-mght nmean that individuals could participate in the
activities of all their entities, including C corporations.
However, this was not the case. The new definition of “activity”
contained in section 1.469-4T of the 1989 tenporary regul ati ons
expressly provided that a sharehol der did not participate in the

activities of his Ccorporations.?® As a result of this new

13 New sec. 1.469-4T of the 1989 tenporary regul ations
defined activity for purposes of the passive |loss rules. See
sec. 1.469-4T, Tenporary Incone Tax Regs., 54 Fed. Reg. 20527,
20542 (May 12, 1989). Sec. 1.469-4T(b)(2)(ii1)(B) of those
regul ations provided that for purposes of section 469 and the
regul ati ons thereunder “a taxpayer’s activities do not include
operations that a taxpayer conducts through one or nore entities

(ot her than passthrough entities).” 1d. at 20543. Sec. 1.469-
AT(b)(2)(i) in turn defined “passthrough entity”; that definition
did not include C corporations. 1d. at 20543.

A shareholder’s inability to participate in the activities
of his C corporations under the cited provisions was nmade cl ear
by the exanpl e acconpanyi ng section 1.469-4T(b)(2) of the 1989
tenporary regulations. |In the facts of that exanple, taxpayer A
owned stock of closely held corporation X. The exanpl e st at ed:

Xis a Ccorporation and therefore is not a passthrough

entity. Thus, for purposes of section 469 and the

regul ations thereunder, A s activities do not include

the operations of X' s real estate devel opnent busi ness.

Accordingly, A's participation in X s business is not

participation in an activity of A and is not taken
(continued. . .)
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activity definition, it was clear that a sharehol der did not
participate in C corporation activities under the 1989 tenporary
regul ati ons—notw t hstanding the silence on this issue in the
mat erial participation definition itself.

C. The 1992 Proposed Requl ati ons

In 1992, the Conm ssioner adopted the participation
definition of the 1989 tenporary regul ations substantially
unchanged, as final regulation section 1.469-5(f)(1), |ncone Tax
Regs. See T.D. 8417, 1992-1 C.B. 173, 57 Fed. Reg. 20747 (May
15, 1992).'* At the sane tinme, the Commi ssioner allowed the
activity definition of the 1989 tenporary regulations to “sunset”
under section 7805(e). The Comm ssioner replaced that definition
with a new proposed activity regul ati on, section 1.469-4,
Proposed I ncome Tax Regs. See Notice of Proposed Rul enaking, PS-
1-89, 1992-1 C.B. 1219, 57 Fed. Reg. 20802 (May 15, 1992) (the
1992 proposed regulations). Unlike the 1989 tenporary
regul ations, the 1992 proposed regulations didn’t contain a
general purpose definition of a taxpayer’s activities. |Instead,
the 1992 proposed regul ations were silent on whether a

sharehol der could participate in the activities of his C

13(...continued)

into account in determ ning whether A materially
participates (within the neaning of 1.469-5T) * * *
in any activity. [Sec. 1.469-4T(b)(2), Tenporary

I ncone Tax Regs., 54 Fed. Reg. 20543-20544 (May 12,
1989) . ]

4 The majority opinion refers to this definition as the
1992 final regul ations.
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corporations. The effect of this silence on the application of
the recharacterization rule is what’s in issue in this case.

D. The 1994 Fi nal Requl ati ons

In 1994, the Conm ssioner issued T.D. 8565, 1994-2 C. B. 81,
59 Fed. Reg. 50485 (COct. 4, 1994) (the 1994 final regul ations).
The 1994 final regulations didn't change the participation
definition adopted at the tinme of the 1992 proposed regul ati ons.
However, the 1994 final regulations substantially revised the
1992 proposed regul ations’ activity definition, by adding the
follow ng statenent to the “scope and purpose” provision: “A
taxpayer’s activities include those conducted through C
corporations that are subject to section 469, S corporations, and
partnerships.” Sec. 1.469-4(a), Incone Tax Regs. As a result of
this change, it was clear that a sharehol der would materially
participate in the activities of his C corporations under the
1994 final regul ati ons-—even though the participation definition
itself was not affected.

The follow ng table summari zes the devel opnent over tine of
the activity and material participation definitions in the
section 469 reqgul ations, as descri bed above. It also notes
whet her, as a result of those definitions, a sharehol der could

participate in the activities of his C corporations.
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Provi sion re sharehol der’s
participation in his C
corporation’s activities

participate in
C corporation
activities

“Materi al
“Activity” participation” |overall

Year / event regul ati on regul ation ef f ect

1988 tenporary |Silent Par ent het i cal Shar ehol der

regul ati ons (no activity expressly does not

(T.D. 8175) regul ation) provi des participate in
shar ehol der C corporation
does not activities

activities
i ncl ude those

1989 tenporary |[Definition and |Silent Shar ehol der
regul ati ons exanpl e (parenthetical |does not
(T.D. 8253) expressly r enmoved) participate in
provi de C corporation
shar ehol der activities
does not
participate in
C corporation
activities
1992 proposed Si | ent Si | ent 2?7
regul ati ons (no definition |(sanme as (at issue in
(PS-1-89) or exanpl e) above) the case at
hand)
1994 fi nal Expressly Si | ent Shar ehol der
regul ati ons provi des t hat (sanme as partici pates
(T.D. 8565) t axpayer’s above) in activities

of C
corporations

conduct ed subject to
t hrough C sec. 469
corporations
subject to
sec. 469

V. The 1992 Proposed Requl ations Control This Case

As the above di scussion makes cl ear,

the 1988 and 1989

tenporary regul ati ons expressly provided that sharehol ders did
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not participate in C corporation activities; the 1994 final
regul ati ons expressly provide that sharehol ders do so
participate. The 1992 proposed regul ati ons sai d not hi ng about
this issue.

The 1994 final regulations generally apply to 1994. See
sec. 1.469-11(a)(1), Incone Tax Regs. (sec. 1.469-4, I|Incone Tax
Regs., applies for taxable years ending after May 10, 1992).
However, taxpayers may choose to apply the 1992 proposed
regul ations, rather than the 1994 final regulations, to determ ne
tax liability for years ending after May 10, 1992 and begi nni ng
before Cctober 4, 1994. See sec. 1.469-11(b)(1), Incone Tax
Regs.

The parties agree that the 1992 proposed regul ati ons apply
to this case.

VI. W Need Not Infer that Shareholders Participate in

C Corporation Activities Under the 1992 Proposed
Requl ati ons

The majority conclude (as respondent argued) that the
silence of the 1992 proposed regul ati ons nust be interpreted as
al I om ng sharehol der participation in C corporation activities.
According to the majority (and respondent), because the 1992
proposed regul ati ons do not contain the express nonparticipation
rule of the tenporary regulations, it nust be inferred that the
Comm ssioner did not intend to continue that rule in the 1992
proposed regul ations. The majority conclude that it nust be

inferred further that sharehol ders participate in C corporation
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activities where the 1992 proposed regul ations apply. |
di sagree. 1®

A. The Proposed Requl ations’ Silence |s Anbi guous

The I ong and tortuous history of the section 469 regul ati ons
proves that we need not infer a sharehol der participation rule
fromthe silence of the 1992 proposed regulations. To the
contrary, the history shows that silence was anbi guous.

The recharacterization rule enploys the terns “activity”
and “material participation”. As the table, supra p. 36, clearly
shows, under both the 1988 and 1989 tenporary regul ations, the
definition of one of these key terns didn’t discuss a
sharehol der’s participation in C corporation activities.
Nevert hel ess, under both sets of tenporary regulations, a
sharehol der clearly did not participate in C corporation
activities, because one or the other of the two key terns was
interpreted as precluding attribution of or participation in such

activities.

15 Qur nmenorandumopinion in Sidell v. Comi ssioner, T.C
Meno. 1999-301, made a simlar inference in support of its
concl usion that sharehol ders participate in corporate activities
under the 1992 proposed regul ations. Although Sidell v.

Comm ssioner, 78 T.C.M (CCH) 53,537 at 430, 1999 T.C. M (R A
par. 99,301 at 99-1929, stated that “Sinply put, the proposed
regul ations’ silence nmeans not hing, not sonething”, Sidel
neverthel ess concluded that fromthis silence “it is inferable”
that the Conm ssioner didn’t intend, in the 1992 proposed

regul ations, to adhere to the position of the tenporary
regul ati ons.
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Under the 1994 final regulations, one of the key
definitions—regarding material participation--still does not
address the question of C corporation sharehol der participation.
Yet, as a result of the new activity definition contained in
t hose regul ations, a shareholder clearly participates in C
corporation activities under the regulations as a whol e.

The result of all this is that in 1988 and 1989, regul atory
silence with respect to one of the key terns enpl oyed by the
recharacterization rule nmeant that a sharehol der did not
participate in C corporation activities. By contrast, in 1994,
such regul atory silence neans that the sharehol der does
participate in those activities. Under these circunstances, it
is difficult to infer either an intent to repeal a
nonparticipation rule, or an intent to prescribe a participation
rule, fromthe “silence” of the 1992 proposed regul ations. More
tellingly, it would have been far nore difficult for petitioners
to divine either of these results fromthat silence during 1994,
the year in issue; the 1994 final regul ations were not
promul gated until October of that year. See supra p. 35.

B. The Canons of Construction Do Not Mandate A
Participation Interpretation

The majority attenpt to support their interpretation of the
1992 proposed regul ations by reference to a canon of statutory
construction. However, canons of construction sinply do not

require us to reach the mgjority’ s result.
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The majority note that naterial contained in earlier-

enacted legislation, but omtted in subsequently enacted

| egislation, is deened to be repeal ed by the subsequent

enactnment. The majority enploy this canon (and apply it to

regul ations) to support their conclusion that the 1992 proposed

regul ations’ failure to restate one or the other of the express

nonparticipation rules contained in the 1988 and 1989 tenporary

regul ati ons neans that the 1992 proposed regul ati ons repeal ed

t hat rule.

Al though the majority’s canon may be hel pful at tines, this
case should not (and need not) be decided by a canon of
construction. First, the canon cited by the magjority is far from
an absolute rule. It nmay be disregarded where the | awraker’s
intent is found to be otherwi se. See Singer, Sutherland
Statutory Construction, sec. 23.32 at 283 and sec. 23.12 at 363
(5th ed. 1993).

Second, and nore inportantly, the canons of construction
usual ly cut both ways, see Llewellyn, The Comon Law Tradition:
Deci di ng Appeal s 521-535 (1960), even when they’'re not just
wong. See Posner, Statutory Interpretation--in the Courtroom

and in the Cassroom 50 U of Chi. L. Rev. 800, 806 (1983).1

1 The tenporary regul ati ons contain an excell ent exanple of
a situation in which the mgjority’s canon woul d produce the w ong
answer. The 1988 tenporary regul ations’ participation definition
cont ai ned | anguage expressly preventing sharehol der participation
in C corporation activities. The 1989 tenporary regul ations
(continued. . .)
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For exanpl e, another canon of construction, applied in

Sm etanka v. First Trust & Sav. Bank, 257 U.S. 602, 607 (1922),

on the effect of materi al added on reenactnent, not materi al

omtted, cuts against the majority’s argunent. |In First Trust &

Sav. Bank, the Supreme Court treated the addition of an express
rule, by a later enactnent, as proof the rule was not included in
t he anal ogous provisions of an earlier statute.

The 1994 final regul ations expressly state that a
sharehol der’s activities include those conducted through C
corporations subject to section 469. The silent 1992 proposed
regul ati ons contained no such participation/attribution rule.

Therefore, the First Trust & Sav. Bank canon of construction

suggests that sharehol ders did not participate in C corporation
activities under the 1992 proposed regulations. As the Suprene

Court concluded in First Trust & Sav. Bank, where a provision has

been added to a |l ater act, a court cannot supply the omssion in

the earlier act.?

18(, .. continued)
del eted this | anguage. Applying the majority’s canon, one woul d
concl ude the Comm ssioner intended shareholders to participate in
C corporation activities under the later regulation. However,
this was not the case, as the activity definition of the 1989
tenporary regulations clearly shows. See supra pp. 32-34.

17 One other point: the cases cited by the majority to
support their canons of construction argunent concern situations
where an express rule was clearly required to sustain a party’s
position. For exanple, |ndependent Ins. Agents of Am, Inc. v.
Carke, 955 F.2d 731 (D.C. Cr. 1992), revd. on other grounds sub
nom United States Natl. Bank v. Independent Ins. Agents of Am,

(continued. . .)
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C. The Express Participation Rule of the 1994 Fi nal
Requl ations Did Not “Carify” the 1992 Proposed
Requl ati ons

To support the position that sharehol ders participate in C
corporation activities under the 1992 proposed regul ati ons,
respondent additionally argued that the express participation
rule of the 1994 final regulations sinply “clarified” the 1992
proposed regul ations. This is also incorrect.

The 1994 final regulations included the foll ow ng sentence
dealing with the “scope and purpose” of the activity definition:
“A taxpayer’s activities include those conducted through C
corporations that are subject to section 469, S corporations, and
partnerships.” Sec. 1.469-4(a), Incone Tax Regs. (the express
participation (or attribution) rule). It is true that the

preanble to the 1994 final regulations stated that this |anguage

(... continued)
Inc., 508 U S. 439 (1993), concerned a national bank’s ability to
sell insurance. |In the Court of Appeals’ view, section 24 of the
Nat i onal Bank Act, 12 U S.C. sec. 24 (1988), limted banks’
activities to those expressly authorized by law. Starting from
this premse, it of course followed, after Congress omtted the
section of the banking | aws authorizing banks to sell insurance,
t hat banks no | onger had the power to do so.

The majority assert that an express nonattribution rule is
necessary to prevent sharehol der participation in C corporation
activities. As made clear in the text, this is incorrect. The
Comm ssioner’s interpretations of the statute in both sets of
tenporary regul ations, the Conmm ssioner’s inclusion of an express
participation rule in the 1994 final regulations, and our
decision in Schwal bach v. Comm ssioner, 111 T.C. 215 (1998),
treating the 1994 final regul ations as necessary, all suggest
t hat sharehol ders do not participate in C corporation activities,
under the plain neaning of section 469.
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was a clarification. See T.D. 8565, 1994-2 C B. 81, 59 Fed. Reg.
50485 (Qct. 4, 1994), at “Supplenentary Information: Explanation
of Provisions; Il. Public Coments”. Under the circunstances of
this case, however, there is no reason to give the Conm ssioner’s
retrospective rationalization contained in the preanble to the
1994 final regulations any nore interpretative weight than
respondent’s litigating position.

O course, a preanble may be used as an aid in interpreting

the regulation it acconpanies. See Arnto, Inc. v. Conm Ssioner,

87 T.C. 865, 868 (1986). But the case at hand concerns the
meani ng of the 1992 proposed regul ati ons, not the nmeaning of the
1994 final regulations. The 1994 preanble was not a

cont enporaneous interpretation of the 1992 regul ations in issue.
As a retrospective rationalization, it’'s entitled to little or no
interpretative weight. See id. at 868, where we stated:

The proper interpretation of a regulation as a matter

of lawis a responsibility that ultimtely rests with

the courts. In exercising its judicial function, the

court may be aided by the views of the drafters on the

i ntended neani ng of the | anguage, but to be accorded

any wei ght, those views cannot be post hoc * * *

More inportantly, the preanble’s statenent that the | anguage
added to the 1992 proposed regul ations’ activity definition by
the 1994 final regulations was only a clarification sinply does
not withstand scrutiny. According to the preanble, the new

| anguage clarified a “grouping” rule contained in the 1992

proposed regul ati ons, by explaining that a taxpayer could group
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activities conducted through C corporations with other
activities. See 59 Fed. Reg. 50485, 50486 (Cct. 4, 1994). The
1992 proposed regul ations’ grouping rule (contained in section
1.469-4()) of the 1992 proposed regul ations, 57 Fed. Reg. 20802,
20805 (May 15, 1992)) had provided as foll ows:

(j) Activities conducted through partnerships or
S corporations. A partnership or S corporation nust
group its activities under the rules of this section.
Once a partnership or S corporation determnes its
activities, a partner or sharehol der groups those
activities with activities conducted directly by the
partner or shareholder or with activities conducted
t hrough ot her partnerships or S corporations in
accordance with the rules of this section.

As the above-quoted passage makes clear, the grouping rule
of the 1992 proposed regul ati ons provided that a taxpayer could
group activities conducted through passthrough entities with
activities conducted directly. Notw thstanding the
Comm ssioner’s claimin the preanble, | fail to understand how a
rule entitled “Activities conducted through partnerships or S
corporations”, and which refers explicitly several tinmes only to
such passthrough entities, could be “clarified” to provide that a
t axpayer may group activities conducted through nonpasst hrough
entities as well, such as “C corporations that are subject to
section 469".

Qur decision in Schwal bach v. Comm ssioner, 111 T.C. 215

(1998), also establishes that the express attribution rule of the
1994 final regulations was not sinply a “clarification” of the

1992 proposed regul ations. Al though our nenorandum opi nion in
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Connor_v. Conmm ssioner, T.C Meno. 1999-185, suggested Schwal bach

had concluded that the 1994 final regulations clarified the

proposed regul ati ons, what we actually said in Schwal bach was

that the preanble to the final requlations itself asserted that

the inclusion of an attribution rule in the final regul ations was
a clarification; we didn't so conclude ourselves. To the

contrary, in Schwal bach v. Conm ssioner, supra at 221-226, we

descri bed the | anguage added to the 1994 final regulations as a
“change” fromthe 1992 proposed regul ations, as a “new position”
and as a “conplete reversal” fromthe 1989 tenporary regul ations.
W al so stated that “the change in | anguage fromthe proposed
regul ati ons was substantial; up until the final regulations, the
Comm ssi oner had not publicly taken the position that an
i ndividual’s activities could include activities conducted
through a C corporation.” 1d. at 226.

VI1. Fairness Demands We Interpret the Silence of the 1992

Proposed Requl ations as Continuing the
Nonparticipation Rule of the Tenmporary Requl ati ons

Respondent and the majority assert that the silence of the
1992 proposed regul ati ons nmust be interpreted as repealing the
nonparticipation rule of the tenporary regul ati ons and as
prescribing an express participation rule instead. For the
reasons just set forth, | disagree. Placing the silence of the
1992 proposed regulations in its proper context, it’s difficult
to infer fromsuch silence either an intent to repeal a

nonparticipation rule, or an intent to prescribe a participation



- 46 -
rule. Wth respect to the issue in the case at hand, the
recharacterization rule and the 1992 proposed regul ations are
anbi guous.

Nevert hel ess, setting aside for the nonment any inferences
that nmay be drawn fromthe silence (or other anmbiguity) of the
1992 proposed regul ations, three aspects of those regul ations are
crystal clear. First, the 1992 proposed regul ati ons do not
expressly provide that a sharehol der participates in C
corporation activities. Second, the 1992 proposed regul ati ons do
not expressly disavow the rule of nonattribution that had been
set forth in the 1988 and 1989 tenporary regulations. Third, the
1992 proposed regul ations neither state that the Comm ssioner was
changi ng his position on sharehol der participation in C
corporation activities, nor explain why such a change was being
made. For all these reasons, the standards of fairness devel oped
by this Court require us to interpret the anbiguity of the 1992
proposed regul ati ons as mai ntaining the nonattribution
interpretation of the statute and the recharacterization rule
formerly contained in the tenporary regul ations.

As an exanple of these standards of fairness, we noted in

Georgia Fed. Bank v. Comm ssioner, 98 T.C. at 110, that sharp

changes of agency course constitute danger signals to which a
reviewi ng court nust be alert; we also stated that an agency that

changes its position nust acknow edge that its interpretation has



- 47 -
shifted, and nust supply a persuasively reasoned explanation for
t he change. 8

It isin this context that (contrary to the statenent in

Sidell v. Conmm ssioner, T.C Menp. 1999-301) the silence of the

1992 proposed regul ati ons nmeans sonet hing, not nothing. The
silent proposed regulations could not (and did not) serve as the
requi red public announcenment of the Conm ssioner’s change of
position fromthe tenporary regul ations, or as the required

expl anation of the reasons for that change. It is uncontested
that the first public announcenent by the Comm ssioner of his
conplete reversal of position was contained in the 1994 fi nal
regul ati ons, which were not published in the Federal Register

until October 4, 1994. See Schwal bach v. Conm ssioner, supra at

226; 59 Fed. Reg. 50485 (Qct. 4, 1994) (pronul gation of 1994
final regul ations).

| agree with our conclusion in Schwal bach v. Conm ssi oner,

supra, that the silence of the 1992 proposed regul ations alerted

taxpayers to the possibility that the Conm ssioner was

consi dering changing the nonattribution rule contained in the

8 |'n Georgia Fed. Bank v. Commi ssioner, 98 T.C. 105, 109-
110 (1992), we al so observed that if a regulation repudi ates an
earlier interpretation, the manner in which it evolved nerits
inquiry, and the nore recent interpretation nay be accorded | ess
deference than a consistently maintained position. W further
noted that an agency’s action nmust be upheld, if at all, on the
basis articul ated by the agency at the tinme of the rul e making;
post hoc rationalizations cannot be offered to buttress an
agency’ s action.
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1988 and 1989 tenporary regul ations; the 1994 final regul ations,
al though different fromthe tenporary and proposed regul ati ons,
were therefore valid. However, taxpayers could not have
concl uded, on the basis of the silence of the 1992 proposed

regul ations, that the Conm ssioner had in fact changed that rule.

Qur cases interpreting another |arge and detail ed set of
| egi sl ative regul ati ons-—the consolidated return regul ati ons—-
provi de anot her exanple of how the standards of fairness instruct
us to interpret the Comm ssioner’s silence in the case at hand.
We have held that the Conm ssioner is bound by the consequences
flowng fromthe silence (or the express terns) of the
consolidated return regul ati ons, even when those consequences are
arguably at odds with larger tax principles or the statute as a

whol e. See Wods Inv. Co. v. Commi ssioner, 85 T.C. 274 (1985)

(literal application of consolidated return regul ati ons bi nding,
even though result was all egedly a doubl e deduction for the

t axpayer); Gottesman & Co. v. Conm ssioner, 77 T.C. 1149 (1981)

(refusal to “fill in the gaps” regarding inposition of
accunul ated earnings tax on corporations filing consolidated
returns).

Qur opinion in Gottesman & Co. v. Conm SSioner, supra, is

particularly instructive. Gottesman & Co. al so considered the

effect of the Conmi ssioner’s silence, following the withdrawal of

requl ati ons favorable to the taxpayer. In Gottesman & Co., we

consi dered whet her the taxpayer (the comon parent of an
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affiliated group) was required to conpute “accunul ated taxabl e
i ncone” (for purposes of the accumul ated earnings tax, section
531) on a consolidated basis as the Conm ssioner contended, or on
a separate-conpany basis as the taxpayer contended. Under one
set of proposed regul ations, certain taxpayers (including the

taxpayer in Gottesnman & Co.) woul d have conputed accumnul at ed

taxabl e i ncome on a separate conpany basis. Those proposed
regul ations were withdrawn prior to the years in issue in

Gottesman & Co.; proposed regul ati ons reaching the opposite

result were promul gated after those years. 1In holding for the
t axpayer, we concl uded, against this background, that the
Commi ssioner’s silence during the years in issue had failed to
provi de sufficient guidance to the taxpayer:

Though the 1968 proposed regul ati ons were withdrawn in
1971, before the years involved in this case, we can
readi |y understand petitioner’s confusion as to
respondent’s true position * * * * *

We cannot fault petitioner for not know ng what
the law was in this area when the Comm ssioner, charged
by Congress to announce the |law (sec. 1502), never
deci ded what it was hinself. * * *

Thus, we find that the Conm ssioner’s regul ations
regardi ng the manner in which the accunul ated ear ni ngs
tax was to be inposed on corporations nmaking
consolidated returns were anbi guous during the years at
issue. This anbiguity was of the Comm ssioner’s
maki ng, and, as such, nust be held against him * * *
We think that under these circunstances the failure of
petitioner to conply with respondent’s post hoc view of
the regulations is an insufficient ground on which to
i npose the accunmul ated earnings tax, and we hold for
petitioner on the issues herein presented.*
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4 See also Corn Belt Hatcheries of Arkansas, Inc. V.
Conmm ssioner, 52 T.C. 636 (1969).

[Gottesman & Co. v. Conmi ssioner, 77 T.C at 1157-1158.]

Qur opinion in Corn Belt Hatcheries of Arkansas, Inc. v.

Commi ssioner, 52 T.C. 636 (1969) (cited in Gottesnan & Co. at

1158 n.4), further supports interpreting any anbiguity in the
1992 proposed regulations in petitioners’ favor; it also
addresses and downpl ays the role of the Conmm ssioner’s
subsequently asserted “clarification” in that interpretation. 1In

Corn Belt Hatcheries of Arkansas, Inc., the taxpayer (a conmon

parent corporation) arguably would have been permtted to file a
separate return under the | anguage of a revenue ruling. However,
t he taxpayer clearly would not have been able to do so under a
subsequently published “clarification” of that |anguage in

anot her revenue ruling. In holding for the taxpayer we wote:

Petitioner interprets * * * [the first revenue
ruling] to permt what its words seemto say * * *. W
consider this interpretation a plausible one and we are
not di sposed to reject it by inporting into the ruling
the subsidiary qualification asserted by respondent.
Taxpayers are already burdened with an incredibly |ong
and conplicated tax law. W see no reason to add to
this burden by requiring themanticipatorily to
interpret anbiguities in respondent’s rulings to
conformto his subsequent clarifications, particularly
in an area, such as consolidated returns, where
Congress has placed such reliance on respondent’s
expertise. * * * [Corn Belt Hatcheries of Arkansas,

Inc. v. Conmi ssioner, supra at 639-640.]1%°

19 Sec. 1.469-1T(g)(3)(iii), Tenporary Income Tax Regs., 53
Fed. Reg. 5686, 5707-5708 (Feb. 25, 1988), further supports the
interpretation that a shareholder did not participate in C
(continued. . .)
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Concl usi on

Notw t hstanding the majority’s belated resort to “plain
meani ng”, section 469 is a technical and conplicated statute.
The regul ati ons pronul gated under that section have been detailed

and vol um nous; they have al so changed significantly over tine.

19C. .. continued)
corporation activities under the 1992 proposed regul ati ons.
Personal service corporations and closely held C corporations are
t hensel ves subject to the passive loss rules. See sec.
469(a)(2)(B) and (C). Sec. 1.469-1T(g)(3), Tenporary |Incone Tax
Regs., 53 Fed. Reg. 5707-5708 (Feb. 25, 1988) determ nes when
such corporations will be considered to participate in their own
activities. Sec. 1.469-1T(g)(3)(iii), Tenporary |Incone Tax
Regs., supra, provides that for this purpose, the general
participation definition of sec. 1.469-5T, Tenporary |Incone Tax
Regs., shall apply, except that individuals shall be treated as
holding an interest in all corporate activities.

This special participation definition was first pronul gated
as part of the 1988 tenporary regul ations (see sec. 1.469-
1T(g)(3)(iii), Temporary Incone Tax Regs., supra. It was an
exception to the general participation definition of those 1988
tenporary regul ati ons, which expressly provided that a
sharehol der did not participate in C corporation activities. See

supra pp. 30-32.

The Comm ssioner did not anend or renove the special
participation definition of sec. 1.469-1T(g)(3)(iii), Tenporary
| ncone Tax Regs., supra, when he pronul gated the 1992 proposed
regul ations. See T.D. 8417, 1992-1 C. B. 173, 57 Fed. Reg. 20747
(May 15, 1992) (certain tenporary passive |oss regul ations
anended or adopted as final regulations); Notice of Proposed
Rul emaki ng, PS-1-89, 1992-1 C. B. 1219, 57 Fed. Reg. 20802 (May
15, 1992) (the 1992 proposed regul ations). Because the speci al
definition would not be necessary if sharehol ders generally
participated in C corporation activities, the Conm ssioner’s
failure to renove that definition when he promul gated the 1992
proposed regul ations further suggests that sharehol ders did not
generally participate in C corporation activities under those
regul ati ons.
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The Comm ssi oner has |ong recogni zed the val ue of effective
date and transitional rule relief in the section 469 setting.
When the recharacterization rule was first promul gated as part of
the 1988 tenporary regul ati ons, the Conm ssioner ensured it would
not be applied retroactively, because “taxpayers could not
clearly foresee the particular recharacterization rul es that
t hese regul ati ons would adopt”. See T.D. 8175, 1988-1 C. B. 191,
53 Fed. Reg. 5686 (Feb. 25, 1988), at “Supplenentary Information:
Significant Policy Issues; XVI. Recharacterization of Certain
Passive Activity G oss Incone”. Also, when the Comm ssi oner
allowed the activity definition in the 1989 tenporary regul ati ons
to “sunset” he published the 1992 proposed regul ations to take
its place; the 1992 proposed regul ations stated that they woul d
apply only to tax years ending after their date of publication.
See Notice of Proposed Rul emaki ng, PS-1-89, 57 Fed. Reg. 20802,
20803 (Mway 15, 1992).

The 1988 and 1989 tenporary regul ati ons expressly provided
that a sharehol der could not participate in the activities of his
C corporations. By contrast, the 1992 proposed regul ati ons were
silent on this issue. For the reasons set forth above, taxpayers
could not have inferred fromthis silence that the Conm ssioner
had changed the prior rules to provide that sharehol ders
participate in the activities of their C corporations under the

1992 proposed regqgul ati ons.
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More inportantly, notw thstanding any contrary inferences
that m ght have been drawn, it is clear that the activity
definition contained in the 1994 final regulations was the first
activity rule expressly providing that a sharehol der participated
in his Ccorporation’s activities. | repeat the observation we

made i n Schwal bach v. Conm ssioner, 111 T.C. at 226, about the

new 1994 activity definition:

t he change in | anguage fromthe proposed regul ati ons
was substantial; up until the final regulations, the
Comm ssi oner had not publicly taken the position that
an individual s activities could include activities
conducted through a C corporation.

| also repeat that in Schwal bach we never questioned that this

1994 change was a prerequisite to the recharacterization of
rental inconme received by the shareholder of a C corporation.

In pronul gating the 1994 final regulations containing this
substanti al change, the Comm ssioner once again recogni zed the
i nportance of transitional relief. The 1994 final regul ations
provi ded that taxpayers could determne their tax liability for
years ending after May 10, 1992, and begi nning before Cctober 4,
1994, under the 1992 proposed regulations if they so chose,
rat her than under the final regulations. See 59 Fed. Reg. 50485,
50486-50487 (Cct. 4, 1994).

It would be inconsistent with this grant of transitional
relief to hold to their detrinment that sharehol ders partici pated
in the activities of their C corporations under the 1992 proposed

regul ations. Taxpayers could not learn or infer, fromreading
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the 1992 proposed regul ations, that sharehol ders participated in
the activities of their C corporations. Mreover, the addition
of an express attribution rule to the 1994 final regul ations was
a significant change fromthose proposed regul ations. The only
possi bl e purpose of the transitional rule contained in the 1994
final regulations was to protect taxpayers fromthis type of
unanti ci pated change during the interimperiod.

The Comm ssi oner has abused the regul atory process in
backing and filling on the transitional rule issue in this case
and in previous cases. Having with one hand granted transitional
relief in the 1994 final regulations by allow ng C corporation
sharehol ders for 1993-94 to apply the 1992 proposed regul ati ons,
t he Comm ssioner should not be able to take it away with the
ot her, through statutory notices and litigation.

| would hold that sharehol ders who received net rental
inconme fromtheir C corporations--during years to which the 1992
proposed regul ati ons apply--are not subject to the
recharacterization rule. The majority’s holding to the contrary
IS incorrect.

CHABOT, PARR, WHALEN, HALPERN, GALE, and MARVEL, JJ., agree
with this concurring in part and dissenting in part opinion.



