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MVEMORANDUM OPI NI ON

MARVEL, Judge: Respondent determ ned deficiencies in
Federal incone tax and an addition to tax under section

6651(a)(1)* as foll ows:

1Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and

(continued. . .)



Addition to tax

Year Defi ci ency? sec. 6651(a) (1)
1996 $72, 145 - 0-

1997 846, 531 - 0-

2001 473, 380 $47, 338
2002 229, 565 - 0-

2003 336, 821 - 0-

The years in dispute are 2001, 2002, and 2003. The
deficiencies determ ned for 1996 and 1997 reflect solely the
di sal | ownance of net operating |losses fromthe years in dispute.
The only issue for decision is whether the managi ng nenber
interest of petitioner husband Lee E. Newell (petitioner husband)
ina Californialimted liability conpany (L.L.C ) that is
classified as a partnership for Federal incone tax purposes is a
limted partnership interest as a |imted partner for purposes of
appl ying the passive activity rules under section 469 and rel ated

regulations.? W hold that it is not.

Backgr ound

The parties submtted this case fully stipulated pursuant to
Rul e 122. W incorporate the stipulation of facts into our
findings by this reference. On the date they petitioned this

Court, petitioners resided in California.

Y(...continued)
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

2The parties stipulated that the sec. 6651(a)(1) addition to
tax applies to any deficiency determ ned for 2001. Because we
conclude that petitioners are not |liable for the deficiency
determ ned for any of the years at issue, petitioners are not
liable for the addition to tax.
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Petitioner husband is an attorney licensed in Florida, but
he does not practice law. His primary business activity involves
t he managenent of real estate investnents. He spends nore than
50 percent of his time and nore than 750 hours annually in real
property trade or business activities.

During 2001, 2002, and 2003 (years at issue) petitioner
husband owned all of the stock in California Custom M || works,
Inc. (MIlworks), an S corporation. M| Ilworks’ business included
manuf acturing and installing wi ndows, cabinets, doors, trim and
other itenms of carpentry.

During the years at issue petitioner husband actively

engaged in the conduct of the trade or business of MII|works as

foll ows:
Year Hour s
2001 250
2002 300
2003 350

Hi s participation in the trade or business of MIIlworks was a
significant participation activity as defined by section 1.469-
5T(c), Tenporary Incone Tax Regs., 53 Fed. Reg. 5726 (Feb. 25,
1988). During the years at issue MIIworks incurred | osses that
were distributed to petitioner husband and deducted by

petitioners on their Federal incone tax returns.® Respondent

3ln 2005 MIlworks filed for bankruptcy “in which all its
assets were disposed, and then |iquidated.”
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does not chall enge the anmount of the | osses, which were as

foll ows:
Year Loss
2001 $458, 379
2002 1, 270, 452
2003 798, 431

During the years at issue petitioner husband al so owned 33
percent of the nmenber interests in Pasadera Country Club, L.L.C
(Pasadera). Pasadera was fornmed in 1999 as an L.L.C. under
California law to engage in the business of owning and operating
a golf course, restaurant, and country club facility. Pasadera
is classified as a partnership for Federal incone tax purposes.

At all relevant tinmes petitioner husband was the managi ng
nmenber of Pasadera* and was responsible for hiring and firing all
managenent personnel. As the managi ng nenber, he al so oversaw
the construction of Pasadera’ s 38, 000-square-foot cl ubhouse;
created and admi nistered all nmenbership prograns, including
advertising and review ng and approvi ng nenbershi p applications;
and revi ewed, approved, and signed all checks for expenses

incurred in the construction and operation of Pasadera. He was

“The parties stipulated that petitioner husband was the
managi ng nmenber of Pasadera during the years at issue. The First
Amended and Restated Limted Liability Conmpany Operating
Agreenent of Pasadera in effect during the years at issue
(operating agreenent) stated that the managi ng nenber of Pasadera
was NCDG CGol f, L.L.C. (NCDG Golf). Petitioner husband, as
presi dent of NCDG Gol f, signed the operating agreenment as the
managi ng nenber .
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al so responsi ble for annual filings with State and county
agencies and for any liquor |icense, conpliance, or other |egal
i ssues of Pasader a.

Petitioner husband negotiated all construction and permanent
| oans for Pasadera and was personally liable for those | oans.
As of the date on which the parties submtted the stipulation of
facts, petitioner husband remai ned personally |iable for
Pasadera’s outstanding | oan obligations. |If Pasadera experienced
an operational cash shortfall, he, along with two ot her nenbers
of Pasadera, provided funding to cover the shortfall

Petitioner husband actively engaged in the conduct of the

trade or business of Pasadera as foll ows:

Year Hour s
2001 450
2002 400
2003 400

Pasadera incurred |l osses in each of the years at issue.
Petitioner husband s distributive shares of the | osses, the

anounts of which respondent does not dispute, were as foll ows:

Year Loss

2001 $1, 882, 125
2002 2,104, 000
2003 2,034, 394

Petitioners deducted the | osses on their 2001-03 joint Federal

i ncome tax returns.
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Respondent exam ned petitioners’ 2001-03 incone tax returns
and determ ned that the | osses fromboth MIIwrks and Pasadera
had been incurred in a passive activity under section 469 and
that the MIIworks and Pasadera | osses petitioners clainmed in
each of the years at issue “are suspended and not currently
deducti bl e” under section 469(a)(1l). Respondent issued to
petitioners a notice of deficiency reflecting the determ nations.
As a further consequence of respondent’s disall owance of the
passive activity |losses for the years at issue, respondent
di sal | oned petitioners’ clainmed net operating | oss carrybacks to
1996 and 1997 in the notice of deficiency. Petitioners tinely
petitioned this Court.

Di scussi on

A. Passi ve Activity Losses in General

CGenerally, losses incurred in a trade or business are
deducti bl e by a taxpayer under section 165(c)(1l). However, the
deduction of a passive activity loss® is suspended, i.e., the
| oss is not deductible in the year incurred, but it may be
carried forward to the next taxable year. Sec. 469(a)(1l), (b).

A passive activity is any activity that involves the conduct

of a trade or business in which the taxpayer does not materially

5Sec. 469(d) (1) defines a passive activity loss as the
anount by which the aggregate | osses fromall passive activities
for the taxabl e year exceed the aggregate incone fromall passive
activities for the year.
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participate. Sec. 469(c)(1l). A taxpayer materially participates
in an activity if the taxpayer is involved in the operations of
the activity on a regular, continuous, and substantial basis.
Sec. 469(h)(1).

When it enacted section 469, Congress authorized the
Secretary to prescribe regulations that specify what constitutes
material participation for purposes of section 469. Sec.
469(1)(1). Pursuant to that grant of authority, in 1988 the
Secretary pronul gated tenporary regul ati ons under section 469
that apply to the years at issue. Secs. 1.469-1T through 1.469-
11T, Tenporary Incone Tax Regs., 53 Fed. Reg. 5686 (Feb. 25,
1988) .6

The tenporary regul ati ons pronul gated under section 469
provi de seven tests for determ ning whether an individual shal

be treated as materially participating in an activity.’ Sec.

6Sec. 7805(e)(2), which was enacted in 1988, provides: *“Any
tenporary regul ation shall expire within 3 years after the date
of issuance of such regulation.” It applies to any tenporary
regul ation issued after Nov. 20, 1988. Technical and
M scel | aneous Revenue Act of 1988, Pub. L. 100-647, sec. 6232(b),
102 Stat. 3735. The sec. 469 tenporary regul ations were issued
on Feb. 19, 1988, before the effective date of sec. 7805(e).

"The seven tests in the tenporary regul ations are as
fol | ows:

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

(2) The individual’s participation in the activity
for the taxable year constitutes substantially all of
(continued. . .)
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1.469-5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725 (Feb.
25, 1988). The parties agree that the only materi al

participation test under the tenporary regul ati ons applicable to

(...continued)

the participation in such activity of all individuals
(1 ncluding individuals who are not owners of interests
in the activity) for such year;

(3) The individual participates in the activity
for nore than 100 hours during the taxable year, and
such individual’s participation in the activity for the
taxabl e year is not less than the participation in the
activity of any other individual (including individuals
who are not owners of interests in the activity) for
such year;

(4) The activity is a significant participation
activity (within the neaning of paragraph (c) of this
section) for the taxable year, and the individual’s
aggregate participation in all significant
participation activities during such year exceeds 500
hour s;

(5) The individual materially participated in the
activity (determned without regard to this paragraph
(a)(5)) for any five taxable years (whether or not
consecutive) during the ten taxable years that
i mredi ately precede the taxable year;

(6) The activity is a personal service activity
(within the neani ng of paragraph (d) of this section),
and the individual materially participated in the
activity for any three taxable years (whether or not
consecutive) preceding the taxable year; or

(7) Based on all of the facts and circunstances
(taking into account the rules in paragraph (b) of this
section), the individual participates in the activity
on a regul ar, continuous, and substantial basis during
such year.

Sec. 1.469-5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725
(Feb. 25, 1988).
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petitioner husband’s MIIworks and Pasadera activities is the
significant participation activity test under section 1.469-
5T(a)(4), Tenporary Inconme Tax Regs., 53 Fed. Reg. 5726 (Feb. 25,
1988). Under that test (1) the activity nust be a significant
participation activity for the taxable year, and (2) the
i ndi vidual’s aggregate participation in all significant
participation activities during the year nust exceed 500 hours.
Id. An activity is a significant participation activity only if
(1) the activity is a trade or business, (2) the individual
participates in the activity for nore than 100 hours during the
year, and (3) the individual cannot establish materi al
participation under any of the other material participation tests
in the regulations. Sec. 1.469-5T(c), Tenporary I|Incone Tax

Regs., supra.

B. The Parties’ Arqunents

The parties agree that petitioner husband’ s participation in
M|l works and Pasadera satisfies the significant participation
activity test of section 1.469-5T(a)(4), Tenporary |ncone Tax
Regs., supra. Despite this agreenent, respondent argues that
section 469(h)(2) requires petitioner husband’ s interest in
Pasadera, a California L.L.C., to be treated as an interest with
respect to which he does not materially participate. Respondent
contends that under section 469(h)(2), which sets forth a speci al

rule for “interests in alimted partnership as a limted
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partner”, and section 1.469-5T(e), Tenporary Incone Tax Regs., 53
Fed. Reg. 5726 (Feb. 25, 1988), petitioner husband’ s nenber
interest in Pasadera is treated as a |imted partnership interest
as defined under section 1.469-5T(e)(3)(i)(B), Tenporary | ncone
Tax Regs., 53 Fed. Reg. 5726 (Feb. 25, 1988), and is subject to
the restriction contained in section 1.469-5T(e)(1), Tenporary
I ncone Tax Regs., 53 Fed. Reg. 5726 (Feb. 25, 1988).
Respondent’ s argunment assunes that petitioner husband held a

l[imted partnership interest in Pasadera as a limted partner.

C. Special Rule for Limted Partnership Interests

Section 469(h)(2) provides: “lInterests inlimted
part nerships. --Except as provided in regulations, no interest in
alimted partnership as a limted partner shall be treated as an

interest with respect to which a taxpayer materially
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participates.”® Section 1.469-5T(e), Tenporary |Incone Tax Regs.,
supra, ® provi des:

(e) Treatnent of limted partners--(1) Ceneral
rule. Except as otherw se provided in this paragraph
(e), an individual shall not be treated as materially
participating in any activity of a limted partnership
for purposes of applying section 469 and the
regul ati ons thereunder to--

(1) The individual’s share of any incone, gain,
| oss, deduction, or credit fromsuch activity that is
attributable to a limted partnership interest in the
partnership; and

(i1) Any gain or loss fromsuch activity
recogni zed upon a sale or exchange of such an interest.

* * * * * * *

(3) Limted partnership interest--(i) In general.
* * * for purposes of section 469(h)(2) and this
paragraph (e), a partnership interest shall be treated
as alimted partnership interest if—

8The tenporary regul ati ons under sec. 469 provide that an
i ndividual is not subject to sec. 469(h)(2) if: (1) The
i ndi vidual participates in the activity for nore than 500 hours
during the year; (2) the individual materially participated in
the activity for any 5 taxable years (whether or not consecutive)
during the 10 taxable years that imediately precede the taxable
year; or (3) the activity is a personal service activity, which
is an activity in the fields of health, |aw, engineering,
architecture, accounting, actuarial science, performng arts,
consulting, or any other trade or business in which capital is
not a material income-producing factor, and the individual
materially participated in the activity for any 3 taxable years
(whet her or not consecutive) preceding the taxable year. Sec.
1.469-5T(e)(2), (a)(1), (5, (6), (d), Tenporary Incone Tax
Regs., 53 Fed. Reg. 5725-5726 (Feb. 25, 1988). None of the
exceptions applies in this case.

°Petitioners do not challenge the validity of sec. 1.469-5T,
Tenporary I ncone Tax Regs., 53 Fed. Reg. 5725 (Feb. 25, 1988).
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(A) Such interest is designated a limted
partnership interest in the limted partnership
agreenent or the certificate of limted partnership,

w thout regard to whether the liability of the hol der
of such interest for obligations of the partnership is
[imted under the applicable State | aw, or

(B) The liability of the holder of such interest
for obligations of the partnership is limted under the
| aw of the State in which the partnership is organized,
to a determ nable fixed amount (for exanple, the sum of
the holder’s capital contributions to the partnership
and contractual obligations to nmake additional capital
contributions to the partnership).

By its terns section 469(h)(2) applies only if the taxpayer
has an interest in alimted partnership as a limted partner.

See Garnett v. Comm ssioner, 132 T.C. __ (2009). In Garnett we

held that an interest in an lowa L.L.C. was not an “interest in a
l[imted partnership as a limted partner” within the neani ng of
section 469(h)(2) or the regulations thereunder. |1d. at _,
(slip op. at 22-23, 27). 1In so doing we recogni zed that Congress
enact ed section 469(h)(2) to address the statutory constraints on
alimted partner’s ability to participate in the partnership’ s
busi ness and that a nenber of an lowa L.L.C. was not simlarly
constrained. |d. at __ (slip op. at 21-23). Because a nenber of
an lowa L.L.C., unlike a limted partner, was not prohibited by
State law from participating in the partnership’s business and
nmore cl osely resenbled a general partner, we concluded that a

menber of an lowa L.L.C. cane within the general partner

exception of section 1.469-5T(e)(3)(ii), Tenporary Income Tax
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Regs., supra. Consequently, we held that the special rules of
section 469(h)(2) did not apply to an interest in an lowa L.L.C

We turn then to petitioner husband’ s interest in Pasadera.
Pasadera was fornmed as an L.L.C. under California |law. Under
California law, a nenber of an L.L.C. may participate in the
managenent of the L.L.C. Cal. Corp. Code sec. 17150 (West
2006) . Moreover, under Pasadera’s operating agreenment, the
managi ng nmenber has the right to participate in the managenent of
the L.L.C. 1! Petitioner husband was pernitted to participate in
t he managenent of Pasadera by California | aw, and he was required
to do so by the operating agreenent. In contrast, under
California law, a limted partner in a California limted
partnership will lose his limted liability if he
participates in managing the limted partnership. See Cal. Corp.
Code sec. 15507(a) (West 2006).

Respondent concedes that petitioner husband substantially
participated in managi ng Pasadera as its managi ng nenber.
Respondent argues, however, that petitioner husband’ s interest in

Pasadera was a limted partnership interest as that termis

°l'n addition, no nenber of an L.L.C. is personally liable
for any debt, obligation, or liability of the L.L.C. solely by
reason of being a nenber thereof. Cal. Corp. Code sec. 17101(a)
(West 2006) .

1Al t hough petitioner husband was personally liable for sone
| oans of Pasadera, those obligations, as respondent points out,
do not alter the fact that petitioner husband’s liability as a
menber of Pasadera was limted to a determ nable fixed anount.
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defined in section 1.469-5T(e)(3)(i)(B), Tenporary |Incone Tax
Regs., supra, and consequently, section 469(h)(2) applies to his
interest. In support of his argunent, respondent notes, and
petitioners do not dispute, that Pasadera is treated as a
partnership for Federal tax purposes under section 301.7701-3(a)
and (b), Proced. & Adm n. Regs., and that petitioner husband
enjoys limted liability under California | aw

W reject respondent’s argunent. Respondent’s argunent
fails to recognize that in order for section 469(h)(2) to apply
at all, petitioner husband nust have held an ownership interest

inalimted partnership as a linmted partner. See GArnett v.

Conmm ssioner, supra;, Gegg v. United States, 186 F. Supp. 2d 1123

(D. O. 2000). Petitioner husband did not. As we enphasized in
Garnett, an L.L.C. is a hybrid formof business entity that
shares sonme of the characteristics of a partnership and sone of

the characteristics of a corporation. Garnett v. Conm SSioner,

supra at __ (slip op. at 14); see also 1 Bronberg & Ri bstein,
Part nership, sec. 1.01(b)(4) (1996). Menbers of a California
L.L.C. can participate directly in managenent, but they al so
enjoy limted liability for conpany debts and liabilities under
California law. 2 |If we analogize a California L.L.C. to a

[imted partnership, the nenbers of a California L.L.C. nore

2Nevert hel ess, petitioner husband obligated hinself
personal |y for Pasadera’ s outstanding | oan obligations.
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closely resenble general partners than limted partners. This is
particularly true with respect to petitioner husband, who was the
managi ng nmenber of Pasadera. |In that capacity he managed the
day-t o-day operations of Pasadera, functioning just as a general
partner would function in a limted partnership.

In Garnett v. Conm ssioner, supra, we did not decide whether

an interest in an lowa L.L.C. could be treated as an interest in
alimted partnership for purposes of section 469 and the
tenporary regulations.®® |nstead, we focused our analysis on

whet her a nmenber in an L.L.C. holds his nenbership interest “as a

l[imted partner”. Specifically, we exam ned whether a nmenber in

3'n Thonpson v. United States, 87 Fed. C. 728, 734 (2009),
whi ch was decided after we issued our Qpinion in Garnett v.
Comm ssioner, 132 T.C. ___ (2009), the U S. Court of Federal
Cl ai ns exam ned sec. 1.469-5T(e)(3), Tenporary |Incone Tax Regs.,
53 Fed. Reg. 5726 (Feb. 25, 1988), and concluded that sec. 1.469-
5T(e)(3)(i)(B), Tenporary Inconme Tax Regs., supra, “literally
requires that the ownership interest be in a business entity that
is, in fact, a partnership under state |law-not nerely taxed as
such under the Code.” Because the cited portion of the
regul ati on was unanbi guous, the Court of Federal C ains concl uded
that it had to enforce the regulation’s plain neaning. Thonpson
v. United States, supra at 734. Mreover, because sec. 469(h)(2)
refers to an interest in a partnership “as a limted partner”
the Court of Federal O ains concluded that “the taxpayer nust
actually be alimted partner” for the prohibition of sec.
469(h)(2) to apply. 1d. The Court of Federal Cainms held that
(1) once sec. 1.469-5T(e)(3), Tenporary Incone Tax Regs., supra,
“Is read in context and with due regard to its text, structure,
and purpose, it beconmes abundantly clear that it is sinply
i napplicable to a nenbership interest in an LLC', and (2) even if
the regulation could apply to the taxpayer, the taxpayer’s
interest “woul d best be categorized as a general partner’s
i nterest under 81.469-5T(e)(3)(i1)”. [1d. at 738 (citing Garnett
v. Conm ssioner, supra at __ (slip op. at 23), with approval).
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an L.L.C. qualifies for the general partner exception set forth
in section 1.469-5T(e)(3)(ii), Tenporary |Incone Tax Regs., supra.

Section 1.469-5T(e) (1), Tenporary Incone Tax Regs., supra,
sets forth the general rule that a limted partner shall not be
treated as materially participating in any activity of a limted
partnership for purposes of applying section 469 and the
regul ati ons thereunder. However, section 1.469-5T(e)(3)(il),
Tenporary I ncone Tax Regs., supra, provides:

(i) Limted partner holding general partner

interest.--A partnership interest of an individual

shall not be treated as a limted partnership interest

for the individual’'s taxable year if the individual is

a general partner in the partnership at all tines

during the partnership’s taxable year ending with or

within the individual’s taxable year (or the portion of

the partnership s taxable year during which the

i ndi vidual (directly or indirectly) owns such limted

partnership interest).

As we pointed out in Garnett v. Comm ssioner, 132 T.C at

(slip op. at 18), the general partner exception of section 1.469-
5T(e)(3)(ii), Tenporary Incone Tax Regs., supra, is not expressly
confined to the situation where a limted partner also holds a
general partnership interest. The exception provides that an

i ndi vidual who is a general partner is not restricted from
claimng that he materially participated in the partnership.
After examning the legislative history of section 469 and taking
into account the lack of any prohibition regarding participation
i n managenent under State |aw, we concluded that the general

partner exception was broad enough to cover the activity of a
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t axpayer who holds an interest in an L.L.C. and is authorized by

State law to participate in managing the L.L.C Garnett v.

Commi ssioner, supra at __ (slip op. at 20-23). W held that the

t axpayers who were nenbers of an lowa L.L.C. held their
menbership interests in the L.L.C. as “general partners” within
t he neaning of the tenporary regulations. |d.

The sanme reasoning applies to a nenbership interest in a
California L.L.C. And, because the nenbership interest at issue
here is held by the managi ng nenber, the reasoning is even nore
conpelling. Unlike the taxpayers in Garnett, whose exact roles
in the managenent of the L.L.C. s were not fleshed out, the
parties stipulated that petitioner husband was the L.L.C.’'s
managi ng nmenber and, as such, he actively and substantially
participated in its managenent during 2001-03. 1In addition to
the authority conferred by California law to participate in the
L.L.C.’ s managenent, petitioner husband was expressly authorized
by the operating agreenent to act on the L.L.C.’s behalf and to
manage the L.L.C."s operations. 1In fact, the parties stipul ated
t hat petitioner husband handl ed the day-to-day operations of
Pasadera, including hiring and firing enpl oyees, negotiating |oan
agreenents and other contracts, overseeing construction,
adm ni stering nenbershi p prograns, and review ng, approving, and
signing all checks. As the managi ng nenber of the L.L.C

petitioner husband functioned as the substantial equivalent of a
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general partner in alimted partnership. See id. at __ (slip
op. at 22).

In view of the above and consistent with Garnett, we
concl ude that petitioner husband conmes within the general partner
exception of section 1.469-5T(e)(3)(ii), Tenporary |ncone Tax
Regs., supra, and consequently did not hold his nmanagi ng nenber
interest in Pasadera, a California L.L.C., as a limted partner.
Because section 469(h)(2) does not apply to petitioner husband’' s
menbership interest in Pasadera and because respondent concedes
that petitioner husband otherw se net the requirenents of the
significant participation activity test under section 1.469-
5T(a)(4), Tenporary Incone Tax Regs., supra, petitioner husband’' s
Pasadera activity was a significant participation activity for
the years at issue, and his aggregate participation in al
significant participation activities (MIIlworks and Pasadera) in
each of the years at issue exceeded 500 hours. Thus, under the
significant participation test of section 1.469-5T(a)(4),
Tenporary I ncone Tax Regs., supra, petitioner husband is treated
as materially participating in MI|lwrks and Pasadera during the
years 2001-03. We hold therefore that petitioners properly

deducted their MIIworks and Pasadera | osses for 2001-03.



To reflect the foregoing,

Deci sion will be entered

for petitioners.




