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Schwalbach v. Commissioner, 111 T. C. 215 (1998)

IRS regulations recharacterizing rental  income as nonpassive when leased to a
business in which the taxpayer materially participates are valid and do not require
additional notice and comment under the APA.

Summary

In Schwalbach v. Commissioner, the Tax Court upheld the validity of IRS regulations
recharacterizing rental income as nonpassive when leased to a business in which the
taxpayer materially participates. The Schwalbachs, who leased a building to a dental
corporation  they  partly  owned,  challenged  the  regulations  under  sections  1.
469-2(f)(6)  and 1.  469-4(a)  as invalid for not adhering to the APA’s notice and
comment requirements.  The court  found that  the IRS had complied with these
requirements and that the regulations were a logical outgrowth of the legislative
history and prior notices. This decision clarifies the application of passive activity
loss rules and upholds the IRS’s regulatory authority.

Facts

Stephen and Ann Schwalbach owned a building leased to Associated Dentists, a
personal service corporation owned equally by Stephen and another dentist.  On
their 1994 tax return, they offset the rental income from this building with unrelated
passive losses.  The IRS recharacterized this rental  income as nonpassive under
sections 1.  469-2(f)(6)  and 1.  469-4(a),  disallowing the offset.  The Schwalbachs
challenged this recharacterization, arguing that section 1. 469-4(a) was invalid due
to noncompliance with the APA’s notice and comment requirements.

Procedural History

The IRS issued a notice of deficiency to the Schwalbachs, recharacterizing their
rental  income  and  disallowing  the  offset  of  passive  losses.  The  Schwalbachs
petitioned the Tax Court, arguing that the regulations were invalid for lack of proper
notice and comment. The Tax Court heard the case and issued its opinion upholding
the validity of the regulations.

Issue(s)

1.  Whether  section  1.  469-2(f)(6),  Income  Tax  Regs.  ,  is  valid  as  applied  to
recharacterize rental income as nonpassive when leased to a business in which the
taxpayer materially participates.
2. Whether section 1. 469-4(a), Income Tax Regs. , is valid under the APA’s notice
and comment requirements.

Holding

1. Yes, because section 1. 469-2(f)(6) was properly promulgated under the authority
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granted by Congress and is effective for the Schwalbachs’ tax year.
2. Yes, because the IRS complied with the APA’s notice and comment requirements
and the final regulations were a logical outgrowth of the legislative history and prior
notices.

Court’s Reasoning

The Tax Court reasoned that the IRS had the authority to issue the regulations
under sections 469(l)(1) and 7805 of the Internal Revenue Code. The court found
that the IRS complied with the APA by issuing notices of proposed rulemaking for
both sections 1. 469-2(f)(6) and 1. 469-4(a), inviting comments and holding public
hearings. The court emphasized that the final regulations were a logical outgrowth
of the legislative history and the comments received during the notice and comment
periods. The court rejected the Schwalbachs’ argument that the regulations were
invalid due to a change in the attribution rule from the proposed to the final version,
noting that  the APA does not  require every precise rule to  be included in the
proposed regulations. The court also noted that the regulations were designed to
prevent the use of passive losses to shelter nonpassive income, aligning with the
purpose of section 469.

Practical Implications

This decision affirms the IRS’s ability to recharacterize rental income as nonpassive
when leased to a business in which the taxpayer materially participates. Taxpayers
must carefully consider the passive activity rules when structuring their business
and rental arrangements. The ruling also reinforces the IRS’s regulatory authority
and the validity of regulations issued under the APA, even when they evolve from
proposed to final form. This case may impact future challenges to IRS regulations
and the interpretation of the APA’s notice and comment requirements. Subsequent
cases may reference Schwalbach when analyzing the validity of IRS regulations and
the application of passive activity loss rules.


