Volume 34 | Issue 6 Article 4

1989

How Section 469 Redefines the Tax Shelter - and How the
Regulations Redefine Section 469

Thomas J. Donnelly

Follow this and additional works at: https://digitalcommons.law.villanova.edu/vlir

6‘ Part of the Tax Law Commons

Recommended Citation

Thomas J. Donnelly, How Section 469 Redefines the Tax Shelter - and How the Regulations Redefine
Section 469, 34 Vill. L. Rev. 1163 (1989).

Available at: https://digitalcommons.law.villanova.edu/vir/vol34/iss6/4

This Comment is brought to you for free and open access by Villanova University Charles Widger School of Law
Digital Repository. It has been accepted for inclusion in Villanova Law Review by an authorized editor of Villanova
University Charles Widger School of Law Digital Repository.


http://digitalcommons.law.villanova.edu/
http://digitalcommons.law.villanova.edu/
https://digitalcommons.law.villanova.edu/vlr/vol34
https://digitalcommons.law.villanova.edu/vlr/vol34/iss6
https://digitalcommons.law.villanova.edu/vlr/vol34/iss6/4
https://digitalcommons.law.villanova.edu/vlr?utm_source=digitalcommons.law.villanova.edu%2Fvlr%2Fvol34%2Fiss6%2F4&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/898?utm_source=digitalcommons.law.villanova.edu%2Fvlr%2Fvol34%2Fiss6%2F4&utm_medium=PDF&utm_campaign=PDFCoverPages
https://digitalcommons.law.villanova.edu/vlr/vol34/iss6/4?utm_source=digitalcommons.law.villanova.edu%2Fvlr%2Fvol34%2Fiss6%2F4&utm_medium=PDF&utm_campaign=PDFCoverPages

Donnelly: How Section 469 Redefines the Tax Shelter - and How the Regulatio

1989]

Comments

HOW SECTION 469 REDEFINES THE TAX SHELTER—AND
HOW THE REGULATIONS REDEFINE SECTION 469

I. INTRODUCTION

The Tax Reform Act of 1986! was intended to restore simplicity,
fairness and efficiency to the federal income tax laws.?2 These objectives
were facilitated through broad reductions in income tax rates and an
aggressive attack on tax shelters.> However, while the equitable impact
of rate reduction has received mixed reviews,* a consensus has formed
against the complex and sometimes inequitable passive loss provisions®

1. Pub. L. No. 99-514, 100 Stat. 2085 (1986) (codified as amended at I.R.C.
§8 1-9602 (1982 & Supp. V 1987)) (originally enacted as Act of Aug. 16, 1954,
ch. 736, 68A Stat. 3) [hereinafter 1986 Act].

2. Tax REFORM AcT oF 1986—REPORT OF THE COMMITTEE ON FINANCE
UNITED STATES SENATE TO AccoMPaNY H.R. 3838 TOGETHER WITH ADDITIONAL
Views, S. Rep. No. 313, 99th Cong., 2d Sess. 3 [hereinafter 1986 SeENnaTE FI-
NANCE CoMMITTEE REPORT]. To substanuiate the inequities of the current tax
system the Senate Report cited a study conducted by the Department of the
Treasury which found that of the taxpayers reporting in excess of $250,000 of
“‘total positive income” (defined as the sum of salary, dividends, interest and
income from profitable business ventures), 11% paid federal income tax equal
to 5% or less of “total positive income,” and 21% paid federal income tax of
10% or less of this figure. Id. at 714. Other studies characterized tax shelters as
vehicles used by the rich to substantially reduce their tax liabilities. Id. at 714
n.4 (citing JoINT CoMMITTEE ON TaxaTION, Tax REFORM PrROPOSALS: TAx SHEL-
TERS AND MINIMUM Tax (August 7, 1985)).

The 1986 Senate Finance Committee Report forwarded these studies as
proof that the “progressive tax [system] was a fraud,” allowing those who pos-
sessed investment income to effectively shelter themselves from paying their fair
share. Doernberg & McChesney, Book Review, 62 N.Y.U. L. Rev. 891, 916
(1987) (reviewing J. BirnBaUM & A. MURRAY, SHOWDOWN AT Guccl GULCH:
LAWMAKERS, LoBBYI1STS AND THE UNLIKELY TRIUMPH OF TAX REForM 10 (1987)).
However, to characterize the pre-1986 Act as unprogressive contradicts previ-
ous Treasury studies showing taxpayers with the top 5% in taxable income as
paying 38.5% of all individual income taxes paid, and the top 10% paying
51.8% of the bill. /d. (dting Tax Found., News Release, Shouldering the Burden—
Who Pays the Tax Bill? 1 (July 24, 1987)). Could our system be too progressive;
are the rich paying too much? Interestingly, the “rich,” top 10% in taxable in-
come, encompass taxpayers with adjusted gross incomes as low as $47,000. /d.
at 917.

3. 1986 SENATE FINANCE COMMITTEE REPORT, supra note 2, at 3.

4. For an affirmative view on rate reduction, see id. at 3-4 & 29-44. For an
example of legislators’ concerns over the equity of rate reduction, see 132 Cong.
Rec. S13919, S13921 (daily ed. Sept. 27, 1986) (statement of Sens. Sasser and
Harkin).

5. See, e.g., Lipton, More Fun and Games with PALs: The Fuirst Set of Section 469
Regulations, 66 Taxes 235 (1988); see also Dees, Mezullo, Seely et al., Comments on

(1163)
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introduced to the Internal Revenue Code of 1986 (the “Code’”)® under
section 469.7

Section 469 was drafted with the premise that an activity’s tax bene-
fits should be currently available only to those taxpayers whose participa-
tion went beyond funding investment capital.® While a simple concept,
this was an innovative approach which necessitated the development of
new concepts. Congress and the Internal Revenue Service (the “Ser-
vice”) were forced to develop these new concepts, the most prominent
and troublesome being ‘“‘material participation,”? “significant participa-
tion activity”'!? and the definition of an “activity.”!! Itis these concepts,
which are devoid of any previous regulatory or judicial construction,
which provide the primary source for the statute’s and regulation’s most
complex and questionable provisions.

This Comment will focus primarily on the Service’s first installment
of passive activity regulations concerning the statute’s “‘material partici-
pation” prong. This Comment’s objective is to provide a pragmatic
view of questions presented by the statute and material participation
regulations in order to supply a starting point for the identification of,

" and preparation for, passive activity loss issues. It will be demonstrated

Passive Activity Loss Regulations, 1988 A.B.A. SEc. oN Tax’N—PassIVE Loss Task
ForcEe 3-4 [hereinafter Passive Loss Task FORCE] (comments represent views
held by individual members of Special Task Force on Passive Activity Losses and
not those necessarily held by the American Bar Association or its Section of
Taxation).

6. LR.C. §§ 1-9602 (1982 & Supp. V 1987) (originally enacted as Act of
Aug. 16, 1954, ch. 736, 68A Stat. 3).

7. LR.C. § 469 (West Supp. 1989). For the legislative background of the
1986 Act, see 1986 Act, supra note 1, §§ 501-502; Tax REFORM AcT OF 1986—
CONFERENCE REPORT TO Accompany H.R. 3838, H.R. ConF. REp. No. 841, 99th
Cong., 2d Sess., [1-134 through 1I-157 (hereinafter 1986 CONFERENCE REPORT];
1986 SENATE FINANCE COMMITTEE REPORT, supra note 2, at 713-46.

8. 1986 SENATE FINANCE COMMITTEE REPORT, supra note 2, at 715.

9. Section 469 applies only to “passive activities.” A passive activity is de-
fined as “‘any activity . . . which involves the conduct of any trade or business” (a
concept well defined by case law under LR.C. § 162) and “in which the taxpayer
does not materially participate.” L.R.C. § 469(c)(1) (West Supp. 1989). The
statute defines material participation as involvement which is “regular, . . . con-
tinuous, and . . . substanual.” Id. § 469(h)(1).

10. For a discussion of “significant participation activity,
103-16 and accompanying text.

11. The concepts of “material participation” and “activity” represent the
two fundamental pillars upon which the passive activity rules were constructed.
This Comment focuses on “material participation” as defined by the Service’s
first installment of proposed and temporary regulations under § 469. See Temp.
Treas. Reg. §§ 1.469-1T to -3T, -5T, -11T, 53 Fed. Reg. 5686-5733 (1988).
While the Service’s recently issued second installment defining “activity,” see
Temp. Treas. Reg. § 1.469-4T, 54 Fed. Reg. 20,527-66 (1989), intertwines with
its “‘material participation” counterpart, the two concepts are sufficiently auton-
omous to allow for separate analysis. Therefore, while “activity” issues im-
pacting the “‘material participation” analysis will be identified, further analysis of
the “activity” regulations is beyond the scope of this Comment.

’

see infra notes
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that the most fertile planning opportunities present themselves as alter-
natives to questionable positions adopted by the regulations. However,
as a prerequisite to the above analysis, this Comment will first outline
section 469’s statutory scheme, followed by a review of the Code’s nu-
merous other tax shelter provisions and an analysis of how section 469
integrates with these other provisions.

II. THE SECTION 469 STATUTORY SCHEME

Section 469 suspends the recognition of a net passive activity loss
incurred by any individual, estate, trust,'2 closely held corporation,!3 or
any personal service corporation.!* Section 469 “freezes” a taxpayer’s
net passive activity losses until released by a recognition event.!1> These
frozen losses can be recognized in three ways. First, passive loss car-
ryforwards can be applied against the respective activity’s future active
or passive (i.e., non-portfolio, non-personal service) income.!® Second,
the carryforward can be utilized in any tax year in which the taxpayer has
net positive passive income from all his passive activities.!? Finally, the
activity’s passive loss carryforward is released, and may shelter any class
of income, after the taxpayer has effected a disposition of his entire
interest.'8

Suspending net loss recognition until there has been a complete
disposition of the taxpayer’s entire interest in the passive activity codi-
fies the congressional belief in the Code’s inability to accurately measure
real annual economic losses, particularly those attributable to unrealized
appreciation.!® While provisions such as the adjusted basis and recap-
ture rules equalize prior years’ distortions between taxable and eco-
nomic income, the taxpayer still reaps a timing benefit from pre-
disposition deductions.??® To eliminate this timing benefit, section 469

12. The regulations exempt grantor trusts as described in LR.C. § 671.
Temp. Treas. Reg. § 1.469-1T(b)(2) (1988).

13. “The term ‘closely held corporation’ means a corporation that meets
the stock ownership requirements of § 542(a)(2) (taking into account the modifi-
cations in § 465(a)(3)) for the taxable year and is not a personal service corpora-
tion for such year.” Id. § 1.469-1T(g)(2)(ii).

14. “The term ‘personal service corporation’ means a corporation that is a
personal service corporation for the taxable year (within the meaning of [Treas.
Reg.] § 1.441-4T(d)).” Id. § 1.469-1T(g)(2)(1). For the regulations’ definition
of personal service corporations, see infra note 143.

15. 1.R.C. § 469(a)(1), (b) (West Supp. 1989).

16. Id. § 469(f)(1)(A).

17. Id. § 469(b).

18. 1d. § 469(g)(1)(A).

19. STAFF OF THE JOINT CoMM. oN Tax’N, 100TH CoNg., 1sT SEss., GENERAL
EXPLANATION OF THE TAaX REFORM AcT OF 1986 213 (Joint Comm. Print 1987)
[hereinafter 1986 BLUE Book].

20. The most common example of a tax benefit timing deduction is the de-
preciation deduction allowed on real property. For example, take the case of a
$100,000 building: assume a 28.5-year depreciable life, a constant marginal tax
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synchronizes tax loss recognition with economic realizations by defer-
ring recognition until there has been a disposition of the taxpayer’s en-
tire interest in the activity.2!

Congress developed the “‘passive activity loss” (PAL)22 concept as
the means for implementing this statutory scheme. A PAL occurs when
a taxpayer’s total passive activity losses for the taxable year exceed his
total passive activity income.?3 The calculation of passive activity in-
come or loss (i.e., the specific items of income or loss to be used in the
calculation) incorporates section 469’s guiding principle of segregating
passive losses from all other classes of income.?4 Accordingly, the stat-
ute requires identification and exclusion of all other classes of income,
namely personal service income?® and portfolio income.?6 The statute’s

rate of 28% and a fair market value at the end of the depreciable life cycle of
$100,000. Depreciation is designed to approximate economic exhaustion.
However, economic reality diverges from these tax assumptions when either the
asset appreciates or fails to depreciate as rapidly as provided for by the tax de-
preciation schedules. While the recapture provisions close this gap in the year
the asset is sold, they do not remove the timing benefits. For instance, in the
above example, if the taxpayer sells the building in year 28 for $100,000, the
recapture provisions will force a gain of $100,000 to be recognized. However,
this recapture does not reflect the time value of money benefit the taxpayer re-
ceived from the $28,000 in deferred taxes generated by deductions in years 1
through 28. By matching passive loss recognition with the asset’s year of dispo-
sition, Congress hoped to deprive tax shelter investors of this time value of
money tax benefit.
21. 1986 BLUE Book, supra note 19, at 213.

22. PALs, as used herein, refer to both passive activity losses and passive
activity credits, unless designated otherwise.

23. LR.C. § 469(d) (West Supp. 1989).

24. Congress characterized the ability to offset positive income (e.g., salary
and portfolio income) with passive activity losses {i.e., losses from business activ-
ities in which the taxpayer did not “materially participate”) as fundamental to
the tax shelter problem. 1986 BLUE Book, supra note 19, at 212.

25. The regulations state that *“[pJassive activity gross income does not in-
clude compensation paid to or on behalf of an individual for personal services
performed or to be performed by such individual at any time.” Temp. Treas.
Reg. § 1.469-2T(c)(4)(1) (1988).

That regulation’s application can be exemplified as follows: Assume Mr. A
has a distributable net passive loss of $10,000 from an S Corporation, and Mr. A
rendered 400 hours of management consulting services to the S Corporation for
which he was compensated $20,000. None of the $10,000 distributable net pas-
sive loss can offset the $20,000 of compensation income. See id. § 1.469-
2T (c)(4)(i1) (example).

26. LR.C. § 469(e)(1) (West Supp. 1989). Portfolio income includes all
items of gross income and expense not derived in the original course of a trade
or business, attributable specifically to one of the following: (1) interest (includ-
ing § 707(c) interest payments on partner’s capital); (2) annuities; (3) royalties
(including fees and other payments for the use of intangible property); (4) cor-
poration dividends; (5) real estate investment trust (REIT) mncome (including
dividends from any § 856 trust); (6) real estate mortgage investment conduit
(REMIC) (§ 851) mutual fund income; (7) REMIC (§ 850D) income; (8) com-
mon trust fund (§ 584) income; (9) controlled foreign corporation (§ 957) in-
come; (10) qualified electing fund (§ 1295(a)) income; (11) cooperative

https://digitalcommons.law.villanova.edu/vir/vol34/iss6/4
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9
emphasis on segregation favors those taxpayers who have activities
which can be classified as passive activity income generators (PIGs).27
However, since PIGs are now the most favored form of activity among
taxpayers, the regulations attempt to narrow the classification as much
as possible, principally through the use of dubious recharacterization
schemes which effectively place the taxpayer in a no-win situation.28
Fundamental to the PAL concept is the definition of a *“passive ac-
tivity.” A non-rental activity?? obtains passive status if it involves the
conduct of a trade or business and is an activity in which the taxpayer
does not materially participate.3® While the “‘trade or business” concept
has been well defined by existing case law,3! the regulations substan-
tially narrow the term in order to limit attempts to fabricate passive ac-
tivity income.?? These regulations appear reasonable and have stirred

(§ 1381(a)) income; (12) S Corporation (§ 1368(c)(2)) dividend income; (13) in-
come attributable to dispositions of any of the aforementioned income-produc-
ing items; (14) income attributable to the disposition of property held for
investment within the meaning of § 163(d). Id. § 469(c)(1), (e)(1); Temp. Treas.
Reg. § 1.469-2T(c)(3)(1) (1988); see also Lipton & Evaul, I Passive Activity Losses,
Tax TranNsacTiONS LiBrary (CCH) § 902 (1988).

27. Activiies which create net positive ‘‘passive activity income’’ are known
as passive income generators (PIGs). See, e.g., Rubin, Sticking PIGs: Real Estate
Under the Passive Loss Regulations, 39 Tax NoTes 867 (1988).

28. See, e.g., infra notes 107-32 and accompanying text. The preamble to
the Comments on Passive Activity Loss Regulations states that “although Congress
decreed that passive income should be available to be offset by passive losses,
the Regulations make a serious effort to eliminate passive income through
recharacterization rules which rely on a ‘heads Treasury wins, tails taxpayer
loses’ rational.” Passive Loss Task FoRrck, supra note 5, at 11-12.

29. Rental activities are presumptively passive. See LR.C. § 469(c)(2) (West
Supp. 1989).

30. Id. § 469(c)(1)(A)-(B). While the statute, by its provisions, would not
apply to an endeavor before such endeavor constituted a trade or business
under § 162, the newly issued activity regulations have amended the material
participation regulations to apply the provisions of § 469 to an endeavor con-
ducted in aniticipation of becoming a trade or business. Temp. Treas. Reg.
§ 1.469-4T(b)(2)(i1) (1989).

31. For a discussion of the case law concerning the definition of a trade or
business, see Lipton & Evaul, supra note 26, § 401.01.

32. Regarding trade or business income, the temporary regulations
provide:

(ii) Solely for purposes of paragraph (c)(3)(i) of this section, gross in-

come derived In the ordinary course of a trade or business includes

only—

(A) Interest income on loans and investments made in the ordi-
nary course of a trade or business of lending money;

(B) Interest on accounts receivable arising from the performance
of services or the sale of property in the ordinary course of a trade or
business of performing such services or selling such property, but only
if credit is customarily offered to customers of the business;

(C) Income from investments made in the ordinary course of a
trade or business of furnishing insurance or annuity contracts or rein-
suring risks underwritten by insurange companies;

(D) Income or gain derived in the ordinary course of an activity

Published by Villanova University Charles Widger School of Law Digital Repository, 1989
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little debate.

By contrast, the introduction of an expanded material participation
concept has caused considerable debate.33 The concept’s ambiguity is
helped little by the statute’s own definition of material participation as
“involve[ment] in the operations of the activity on a . . . regular, . . .
continuous and . . . substantial [basis].”34 The concept is based on prior
usage within sections 1402(a)3% and 2032A.36 However, the established

of trading or dealing in any property if such activity constitutes a trade

or business (but see paragraph (c)(3)(iii)(A) of this section);

(E) Royalties derived by the taxpayer in the ordinary course of a
trade or business of licensing intangible property (within the meaning
of paragraph (c)(3)(iii)(B) of this section);

(F) Amounts included in the gross income of a patron of a coop-
erative (within the meaning of section 1381(a), without regard to para-
graph (2)(A) or (C) thereof) by reason of any payment or allocation to
the patron based on patronage occurring with respect to a trade or
business of the patron; and

(G) Other income identified by the Commissioner as income de-
rived by the taxpayer in the ordinary course of a trade or business.

Temp. Treas. Reg. § 1.469-2T(c)(3)(11) (1988).

33. The debate caused by the statute is a function of the broad and ambigu-
ous language utilized in its key provisions. The most prominent questions
raised are: (1) What constitutes an “activity”? (e.g., If a taxpayer operates three
grocery stores, are they to be treated separately or integrated?); (2) What consti-
tutes ‘‘material participation?”’ (i.e.,, Did Congress intend a quantitative hours
spent approach, or was the quality of the time spent to be the controlling ele-
ment?); and (3) What are the guidelines for recharacterization? For a further
discussion of these provisions and the issues they present, see infra sections 1V &
V.

34. LR.C. § 469(h)(1) (West Supp. 1989).

35. Section 1402 imposes a tax on self-employment income (the counter-
part to the Social Security tax withheld from an employee’s income). In general,
self-employment income consists of an individual’s net earnings from a trade or
business carried on either alone or in general partnership. Treas. Reg. §
1.1402(a)-1(a) (1988). Rentals from real estate and related personal property
generally are excluded from self-employment income. However, rentals for land
are classified as self-employment income if three conditions are met: (1) they
are derived under a contract to produce agricultural or horticultural commodi-
ties; (2) the rental contract requires material participation of the owner or tenant in
either production or management; and (3) there is actual material participation by
the owner or tenant. /d. § 1.1402(a)-4(b)(1).

The § 1402 regulations provide that periodic (as opposed to regular under
§§ 2032A and 469) physical or managerial involvement, and furnishing required
capital, 1s all that is necessary to establish material participation. /d. § 1.1402(a)-
4(b)(3). The regulations’ leniency is dictated by a taxpayer’s desire to avoid ma-
terial participation classification in order to have the rental payments excluded
from self-employment income. Therefore, the cross purposes of the material
participation concepts under §§ 1402(a) and 469 diminish the use of analytical
comparisons.

36. Section 2032A provides an alternative estate tax valuation for real
property used in farming or other closely held businesses. I.R.C. § 2032A (West
1989). Among other requirements, § 2032A is only available where there was
material participation and a qualified use of the farming or closely held business by
the decedent or member of decedent’s family for at least five out of the eight
years prior to death (with a qualified use on the date of death). Id. § 2032A(b).

https://digitalcommons.law.villanova.edu/vir/vol34/iss6/4
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precedents under those provisions are not dispositive of material partici-
pation under section 469. Congress intended3? the statute’s regular,
continuous and substantial involvement criteria to be interpreted as ex-
panding the concept’s usage within section 469 beyond its current inter-
pretations under sections 1402(a) or 2032A.38 This extension beyond
established usages has raised interpretative questions as to how far, and
in what manner, Congress intended to alter the term’s current meaning.
While the ultimate determination of congressional intent is for the
courts, the statute’s extensive delegation of interpretive authority to the
Secretary of the Treasury3® makes the regulations the current focus of
attention.¥® The manner in which the Secretary has exercised this

The benefits of alternative valuation are contingent upon continued qualified
use and material participation for at least 10 years. Id. § 2032A(c).

As compared with regulations under § 1402(a), the § 2032A regulations are
much more restrictive in order to limit taxpayer access to material participation
status. Therefore, in contrast to § 1402(a), the pro-taxpayer posture of
§ 2032A’s material participation standard causes § 2032A to be a more appro-
priate model of the congressional intent for the standard under § 469. For a
discussion of material participation, see infra notes 150-64 and accompanying
text.

37. 1986 BLUE Book, supra note 19, at 237.

38. See 1986 SENATE FinaNcE COMMITTEE REPORT, supra note 2, at 732; see
also infra notes 150-64 and accompanying text.

39. Section 469(/) provides:

The Secretary shall prescribe such regulations as may be necessary

or appropriate to carry out provisions of this section, including regula-

tions—

(1) which speafy what constitutes an activity, material participation, or
active participation for purposes of this section,

(2) which provide that certain items of gross income will not be
taken into account in determining income or loss from any activity (and

the treatment of expenses allocable to such income),

(3) requiring net income or gain from a limited partnership or
other passive activily to be treated as not from a passive activity,
(4) which provide for the determination of the allocation of inter-
est expense for purposes of this section, and
(5) which deal with changes in marital status and changes be-
tween joint returns and separate returns.
LR.C. § 469(/) (West Supp. 1989) (emphasis added).

40. Regulations can be broadly categorized into two distinct classes: those
which are “interpretative”” and those which are “legislative.” Westin, Dubious
Interpretative Rules for Construing Federal Taxing Statutes, 17 WAKE ForesT L. REV. 1,
17 (1981) (citing Rogovin, The Four R’s: Regulations, Rulings, Reliance, and Retro-
activity—A View From Within, 43 Taxes 756 (1965)).

Absent a specific statutory directive, the Secretary nonetheless may issue
rules and regulations for any Code provision pursuant to his general rule-mak-
ing power under § 7805(a). Regulations issued pursuant to this power are
termed interpretative. Although these interpretative regulations do not have the
force of law, they are accorded some weight. /d. at 18.

Legislative regulations, on the other hand, are issued pursuant to the direc-
tive of a specific Code provision (e.g., § 469(/)). Id. at 17. As a consequence they
are regarded as having the status of law, and therefore are presumed correct and
seldom invalidated. /d. at 17 n.133 (quoting J. CHoMMIE, FEDERAL INCOME Tax-
AaTioN 13 (2d ed. 1973)).
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power will be the focus of upcoming sections.

III. Exi1sTING TAX SHELTER PROVISIONS

A review of existing tax shelter provisions will provide an apprecia-
tion of the extent to which the passive loss provisions have extended the
tax shelter concept. This historical backdrop will frame the tax shelter
problem from a congressional viewpoint and supply a reference point
from which the legislative intent for section 469 can be assessed.

Pre-1986 Act tax shelter provisions have two forms: quantitative
and qualitative. The former relies upon a quantitative formula to cap a
taxpayer’s overall benefit from tax preference items,*! while the latter
generally tries to disallow tax benefits derived from improperly moti-
vated investments.

A. Quantitative Provisions
1. The Alternative Minimum Tax (AMT)—Sections 55-59

The AMT is a parallel system of income taxation designed to ensure
that taxpayers who have claimed substantial tax preference deductions
and credits pay at least a minimum level of tax.#2 To arrive at alterna-
tive minimum taxable income,*3 the AMT recalculates ordinary taxable
income through an addback of deductions designated as tax preference
items.#* Tax shelter investors are generally sensitive to the AMT, in
that most tax shelters are designed to generate substantial tax prefer-
ence items.*5

2. Limitation on Investment Interest—Section 163(d)

Investment interest expense is defined as “‘any interest . . . which is
paid or accrued on indebtedness incurred or continued to purchase or

41. Tax preference items are deductions and credits which have been
granted preferential treatment by the Code, generally created by Congress to
benefit a specific class of taxpayer. [1989 Index] Stand. Fed. Tax Rep. (CCH) §
300.09, at 8818, se¢ also S. LEIMBERG, M. SATINSKY, J. IVERS, E. KRADER & A.
PARKER, STANLEY & KiLCULLEN'S FEDERAL INCOME Tax Law 2-28 (1988) [herein-
after STANLEY & KILCULLEN].

42. [1989 Index] Stand. Fed. Tax Rep., supra note 41, 4 300.09, at 8818; see
also STANLEY & KILCULLEN, supra note 41, at 2-27.

43. See 1.R.C. § 56 (West Supp. 1989) (listing specific adjustments neces-
sary for computing taxpayer’s alternative minimum taxable income).

44. Tax preference items are detailed in L.LR.C. § 57.

45. [1989 Index] Stand. Fed. Tax Rep., supra note 41, § 300.03, at 8805.

https://digitalcommons.law.villanova.edu/vir/vol34/iss6/4



Donnelly: How Section 469 Redefines the Tax Shelter - and How the Regulatio

1989] COMMENT 1171

carry property held for investment.”4¢ The frequent use of leverage*”
in tax shelters’ capital structures has given the investment interest limi-
tation rules a significant impact in this area.#*® A taxpayer’s aggregate
investment interest expense is deductible only to the extent of net in-
vestment income.*® This provision parallels the passive loss rules in
that it isolates a specific character of income or expense, and prevents
investment interest deductions from sheltering any non-investment
income.

3. The At Risk Rules—Section 465

Most tax shelters are designed around a leveraged capital structure.
To the extent that a capital structure was leveraged with nonrecourse
financing,%0 tax shelter investors, prior to enactment of section 465,
could generate total deductions in excess of their actual economic expo-
sure.5! In response, Congress created the section 465 at risk rules to
limit at investor’s aggregate deductions from any specific activity to his
personal liability in that activity. Its most fundamental premise, in this
regard, is that a taxpayer is generally not at risk with respect to nonre-
course debt or indemnified liabilities.>2

46. L.R.C. § 163(d)(3)(A) (West Supp. 1989). Section 163(d)(5)(A) speci-
fies that for purposes of the subsection (dealing with limitation on investment
interest) the term “property held for investment” shall include

(i) any property which produces income of a type described in section

469(e)(1), and
(1)) any interest held by a taxpayer in an activity involving the conduct
of a trade or business—
(I) which is not a passive activity, and
(II) with respect to which the taxpayer does not materially
participate.
1d. § 163(d)(5)(A). Section 469(e)(1) specifies interest, dividends, annuities or
royalties not derived in the ordinary course of a trade or business, as well as any
gain or loss from the sale of such property or any property held for investment.
Id. § 469(e)(1).

In very general terms, the investment interest rules provide that a taxpayer’s
allowable deduction cannot exceed his net investment income (§ 163(d)(1)), and
that unused deductions are to be carried forward (§ 163(d)(2)).

47. “Leverage,” in the business sense, is the intensification of an entity’s
return or loss on equity through use of debt. BLack’s Law DicTioNary 816 (5th
ed. 1979). For example, assume company “A” is capitalized with $100 in stock,
while company “B” has $10 in stock and $90 in bonds. If company “A” earned
$15, and company “B” earned $5 ($15 less $10 in interest expense), company
“A” would have a 15% return on equity while company “B” would have a 50%
return on equity.

48. [1989 Index] Stand. Fed. Tax Rep., supra note 41, § 300.09, at 8818.

49. LR.C. § 163(d)(1) (West Supp. 1989).

50. Nonrecourse financing is a “[t]lype of security loan which bars the
lender from action against the borrower if the security value falls below the
amount required to repay the loan.” Brack’s Law Dictionary 953 (5th ed.
1979).

51. [1989 Index] Stand. Fed. Tax Rep., supra note 41, ¢ 300.07, at 8814.

52. Id.; see also 1986 Act, supra note 1, § 503(a) (striking § 465(c)(3)(D)—
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precedents demonstrate a far more qualitative than quantitative con-
gressional design, the section 469 legislative history does recognize the
temporal element of material participation.!3® While Congress contem-
plated a facts-and-circumstances approach, some objective criteria are
necessary to promote administrative efficiency and provide taxpayers
with certainty in their tax planning.'6® Regulations indicative of con-
gressional intent would strike a balance between these two competing
objectives. A balance between administrative efficiencies and congres-
sional intent only can be achieved if the Service and the courts allow the
facts-and-circumstances alternative to develop with a more qualitative
emphasis.!®1 However, the regulations’ exclusion of management activ-

decedent and his son had exercised management and control over the acreage
by paying the taxes . . ., inspecting the timberland [on a regular basis], keeping
in contact with the adjoining landowners, negotiating rental agreements, and
deciding whether or not to retain or sell the property”), cert. denied, 419 U.S.
1021 (1986); Estate of Ward v. Commissioner, 89 T.C. 54, 57, 64-65 (1987)
(finding material participation where decedent owned family farm, exercised in-
dependent management decisions, and supervised daily operations from her
residence located on farm.).

These three cases represent a spectrum of participation. In Estate of Ward,
the decedent resided on the farm and had a regular, continuous and substantial
presence in the daily operations of the business. This level of participation is
consistent with the intended use of material participation under § 469. How-
ever, Mangels represents the type of precedent which prompted Congress to ex-
pressly negate pre-existing legal standards under § 2032A. Mangels
demonstrates that “an intermitted role in management [which], while relevant,
does not establish matenial participation . . ; [flor example, the fact that one has
responsibility for making significant management decisions with respect to an
activity does not establish material participation even if one from time to time
exercises such responsibility.”” 1986 SENATE FINANCE COMMITTEE REPORT, supra
note 2, at 734.

159. For a discussion of § 469’s legislative history, see Moriarty, supra note
132, at 11.

160. For a discussion of this issue, see Moriarty, supra note 132, at 11; see
also Evaul & Lipton, Current and Quotable: Evaul and Lipton Suggest ‘Quantitative’
Approach to Defining Participation, 37 Tax NoTes 1276 (1987) (advocating quantita-
tive approach).

161. Some of the ABA’s Section of Taxation members state:

There is no easy solution to this conflict between the desire for an easy-

to-administer quantitative test, particularly one which is consistent with

the rigorous matertal participation standard in § 469(h)(1), and the

need to provide relief in appropriate facts and circumstances. To re-

solve this conflict, we would suggest that the Regulations focus primar-

ily upon a facts and circumstances test which applies o taxpayers who

are involved in an activity for a minimal number of hours, while provid-

ing a “safe harbor” which may be elected by other taxpayers who par-

ticipate for a sufficient period during the year. If the emphasis in the

Regulations were placed on the facts and circumstances test in a man-

ner which is consistent with the legislative history of § 469, the safe

harbor could be a rigorous elective test which would apply only in situ-

ations in which the material participation test should be presumed to be
satisfied.
Passive Loss Task Forck, supra note 5, at 47.
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ities from accredited participation status eliminates the primary means
of qualitative participation necessary to meet this objective.

5. What Counts for Participation?

a. Management Activities Within the Facts-and-Circumstances
Alternative

The regulations, under the facts-and-circumstances alternative only,
exclude management services from being credited towards participation
unless: (1) the taxpayer was the activity’s only participant who was com-
pensated for management services, and (2) the taxpayer performs more
hours of management services than any other participant.!62 The regu-
lation is really an anti-abuse provision, designed to prevent manipula-
tion of a taxpayer’s status via the cloak of managerial responsibilities.
The regulation accomplishes this objective by limiting accredited partic-
ipation to those activities which have a single identifiable manager.

The need for protective measures against manipulation and abuse
of management participation has direct and extensive support in the leg-
islative history. A footnote in the legislative history specifically states:

Experience in applying existing legal standards confirms that a
test based on participation in management is subject to manip-
ulation and creates frequent factual disputes between the tax-
payers and the Internal Revenue Service . . . . [Wihile the
Internal Revenue Service may argue . . . that an investor is not
truly participating in management, such argument may be diffi-
cult to sustain in the absence of reliable direct evidence regard-
ing the investor’s independence of judgment. Congress expects
that the material participation standard for purposes of the passive loss
rules, in light of its focus on the taxpayer’s role in the actual operations,
will not be similarly subjected [sic] to manipulation and ambiguity.1%3

The Service’s regulation will certainly accomplish this objective.
However, the Service’s response to this congressional concern failed to
recognize that Congress’ remarks were made as a caveat (actually taking
the form of the above quoted footnote) to its overall intent to generally
treat ““management functions . . . no differently than [the] rendering [of]
other services or [the] performing [of] physical work with respect to the
activity. However, a merely formal or nominal participation in manage-
ment, in the absence of a genuine exercise of independence, discretion
or judgment, does not constitute material participation.””16* Therefore,
it is clear that Congress did not intend to exclude legitimate managerial
functions. However, the regulations would apparently not credit partici-
pation of an individual whose sole function was as a participant of the

162. Temp. Treas. Reg. § 1.469-5T(b)(2)(ii)(A), (B) (1988).
163. 1986 BLUE Boox, supra note 19, at 239 n.31 (emphasis added).
164. Id. at 239.
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Board of Directors of his S Corporation, unless he was that activity’s
only manager, or most active manager (two unlikely circumstances).
And as shown below, the taxpayer would probably not receive credit for
participation under the remaining alternatives unless his participation
amounted to day-to-day involvment or went beyond what the regula-
tions define as work done in the individual’s capacity as an investor.

Therefore, the congressional direction to the Service was not to ex-
clude management services from the material participation calculation,
but rather to distinguish between genuine and contrived managerial po-
sitions. While the Service’s position contradicts the congressional de-
sign for management services, a wholly facts-and-circumstances
approach would be equally inconsistent given the concerns expressed by
Congress. There is no easy resolution to the tension created by Con-
gress’ desire to include management activities, but yet avoid abuses and
excessive litigation. However, the Service’s approach is clearly weighted
in favor of avoiding abuse, without any concern for its impact on
legitmate managerial functions.

b. Limitations on What Counts for Participation in General

The first of two more general anti-abuse provisions covering all the
alternatives is the regulation which excludes investor-orientated func-
tions'% from accredited participation status unless done in the context
of an individual who is directly involved in the day-to-day management
of operations of the activity.!6¢ While the facts-and-circumstances alter-
native allows management functions to be credited towards material
participation only when there is a single identifiable manager, these
overall participation regulations require day-to-day involvement. Why
provide two different standards within the same section? Is one more
lenient than the other? Can a taxpayer qualify under facts-and-circum-
stances with less than day-to-day involvement as long as he is the only
participant performing management activities? Can investor-orientated
functions qualify if the taxpayer is the only manager, but has less than

165. Temp. Treas. Reg. § 1.469-5T(f)(2)(ii) (1988) provides:

(A) Work done by an individual in the individual’s capacity as an
investor in an activity shall not be treated as participation in the activity
for purposes of this section unless the individual is directly involved in
the day to day management or operations of the activity.

(B) For purposes of this paragraph (f)}(2)(i1), work done by an in-
dividual in the individual’s capacity as an investor in an activity in-
cludes—

(1) studying and reviewing financial statements or reports on op-
erations of the activity;

(2) preparing or compiling summaries or analysis of the finances
or operations of the activity for the individual’s own use; and

(3) monitoring the finances or operations of the activity in a non-
managerial capacity.

166. Id. § 1.469-5T(£)(2)(1)(A).
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day-to-day involvement? The answers, if any, are unclear, adding fur-
ther complexity to an already confused area.

Of greater concern than the implications of these apparently con-
flicting criteria is the regulation’s requirement of direct involvement in
the day-to-day management or operations of the activity in order for any
“investor-type” activities to be credited as participation.!6? Where a
single operation is involved, determining day-to-day involvement is rela-
tively simple. However, where the taxpayer is involved with multiple
operations, characterization as either a single activity or multiple activi-
ties would presumably impact upon the taxpayer’s ability to satisfy the
day-to-day involvement criteria. Therefore, the first step in resolving
such a problem would necessitate reference to the recently issued activ-
ity regulations.168

Failing the ability to demonstrate day-to-day involvement in the ac-
tivity, the next step would be to structure the taxpayer’s activities
outside the regulation’s definition of investor-type activity. The regula-
tions define investor-type activity as either: (1) reviewing financial state-
ments; (2) preparing financial summaries for the investor’s own use; or
(3) monitoring finances or operations in a non-managerial capacity.!69
The first example makes it clear that merely reviewing the numbers will
not suffice as participation. However, the second example does leave an
opening by way of its reference to the investor’s own use. It is probable
that preparation time could suffice if the investor had enough foresight
to create an outside need for the information—for example, a lendor
who required monthly financial statements for monitoring conditions
tied to its loan. This would presumably take the participation outside
the scope of investor-type activity and, thereby, allow such participation
to count without a corresponding day-to-day involvement by the tax-
payer. However, this line of reasoning could fail as a sham if it were
found that the reports were primarily for the taxpayer’s use, or that the
lendor did not customarily require such information.

The regulations recharacterize any participation in an activity which
is not of a type customarily done by an owner of such an activity or
engaged in with a tax-avoidance purpose.!”® A prime example would be
the sports franchise owner who sends his wife to work as a secretary for
the ball club in order to secure material participation status. The wife’s
participation, which could otherwise be aggregated with the husband’s,
will be disallowed because owners do not customarily function as secre-
taries, and the participation was motivated by a tax-manipulation pur-
pose. Here, the regulation’s focus on intent conforms to the
congressional design for recharacterization.

167. Id.

168. See Temp. Treas. Reg. § 1.469-4T, 54 Fed. Reg. 20,5627-66 (1989).
169. Temp. Treas. Reg. § 1.469-5T (£)(2)(1i)(B)(1)-(3) (1988).

170. Id. § 1.469-5T(£)(2)(i)(A).
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VI. CoNCLUSION

The two most elusive concepts of the passive activity rules are “ma-
terial participation” and “‘activity.” Together, these concepts can be ex-
pected to be the subject of many disputes and to engender substantial
litigation before being honed into understandable concepts for taxpay-
ers and their representatives.

The quantitative approach espoused in the regulations’ definition of
material participation, depending as it does on the number of hours
worked at a particular activity, would seem to impose a substantial rec-
ord-keeping burden on taxpayers. Evidently in response to concerns
about the record-keeping burden expressed during the Senate floor de-
bates,!?! the regulations!72 state that contemporaneous daily time
records are not necessary if material participation can be established by
other reasonable means. The regulations then go on to suggest that
other reasonable means include such things as appointment books and
calendars (records akin to contemporaneous daily time records). It is

171. See 132 Conc. REc. §7471 (daily ed. June 13, 1986). It states:

Mr. Andrews. Mr. President, in reading the committee report on
the tax bill’s passive loss section that the Senator from Nebraska and
the Senator from New York had their recent colloquy on, I see a great
deal of ambiguity on the definition of material participation that could
raise havoc on the family farms of America.

‘Let me share with you, Mr. President, where my concern lies.

These characters in the Internal Revenue Service would not know
a steer from a heifer. They have no idea of how an American farm
works. They are the ones who wanted us to start a log book on the use of the
Samily farm pickup.

Mr. President, that pickup on the average farm is used by our kids,
by our uncles, by our cousins, by our hired men. You get into it and
you run out into the field with some fuel for a swather. Someone else
gets into it and runs to the elevator for a moisture test. Someone else
gets into it and goes into town for repairs. There is no way you can keep a
log.

¢ We made the point. We made it here in this body. Even though we
passed legislation correcting it they interpreted it and they reinterpreted it and they
misinterpreled it and we had to correct it yet again within the last month.

Mr. President, in this passive loss section they have done it again.

The regulations, as I pointed out earlier, that the IRS published in the matter
of loss on the farm family pickup were totally contrary to the intent of Congress
and, for this reason, tax counselors continue to advise their clients to keep contem-
poraneous auto record logs.

Id. (emphasis added).
172. Temp. Treas. Reg. § 1.469-5T(f)(4) (1988) provides:

The extent of an individual’s participation in an activity may be
established by any reasonable means. Contemporaneous daily time re-
ports, logs or similar documents are not required if the extent of such
participation may be established by other reasonable means. Reason-
able means for purposes of this paragraph may include but are not lim-
ited to the identification of services performed over a period of time
and the approximate number of hours spent performing such services
during such period, based on appointment books, calendars, or narra-
tive summaries.
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difficult to surmise what type of evidence would suffice if it is not a time
record or some other type of record from which time spent can be re-
constructed. Until audits and cases commence, little will be known
about what type of proof will be required. In some cases taxpayers may
resort to the facts-and-circumstances test. However, if the quantitative
tests are not met, the results are problematic.

This Comment has been designed to place the passive activity rules
in perspective with other Code provisions and to provide a starting
point from which passive activity loss issues can be identified and
planned for, and from which alternative positions to the regulations can
be explored. While any regulation will have some possible alternative
positions, the passive loss regulations are particularly susceptible to
valid criticisms due to numerous interpretations which embellish the
statute well beyond its intended scope. However, despite numerous in-
stances of overreaching, the task of challenging any legislative regula-
tion is a formidable one. And, since the passive loss rules only defer
rather than deny deductions, the inclination to challenge could be
reduced.

The winds of change have taken a sharp turn with the adoption of
the passive loss rules. Since the attractiveness of a tax shelter depends
on the bunching of tax losses in the early years of operation, the passive
loss rules will likely satisfy the desire of Congress to deter primarily tax-
motivated transactions. At the same time, however, the passive loss
rules will deny tax deductions for losses of businesses which were not
designed and could never be classified as tax shelters. It is inevitable
that unintended and unfair results will follow, and that changes will be
necessary to deal with these problems.

Thomas J. Donnelly
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