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Krukowski v. Commissioner, 114 T. C. 366 (2000)

The IRS’s recharacterization rule for passive activity income is valid and applies to
rental income from C corporations in which the taxpayer materially participates.

Summary

Thomas Krukowski, the sole shareholder of two C corporations, sought to offset a
loss from renting a building to a health club with income from renting another
building to a law firm in which he actively worked. The IRS disallowed this offset,
applying the recharacterization rule that deems rental income from a business in
which the taxpayer materially participates as nonpassive. The Tax Court upheld the
rule’s  validity,  ruling  it  was  within  the  IRS’s  authority  and  not  arbitrary  or
capricious. The court also found that the income from the law firm was not exempt
under the written binding contract or transitional rules, as the 1991 lease renewal
was considered a new contract post-dating the rule’s effective date.

Facts

Thomas Krukowski was the sole shareholder of a health club and a law firm, both
operated as C corporations. He rented a building to the health club, incurring a loss
of  $69,100  in  1994,  and  another  building  to  the  law  firm,  earning  income of
$175,149. Krukowski reported both as passive activities on his 1994 tax return,
offsetting the health club loss against the law firm income. The IRS recharacterized
the law firm rental income as nonpassive under IRS regulations because Krukowski
materially participated in the law firm’s activities. The initial lease with the law firm
was signed in 1987 with options to renew, and a renewal was executed in 1991.

Procedural History

The IRS issued a notice of deficiency to Krukowski for $28,184 in 1994 taxes and a
$5,637  accuracy-related  penalty.  Krukowski  petitioned  the  Tax  Court  for
redetermination. The IRS conceded the accuracy-related penalty. Both parties filed
for summary judgment, and the case was decided on cross-motions for summary
judgment in favor of the IRS.

Issue(s)

1. Whether the IRS’s recharacterization rule under Section 1. 469-2(f)(6) of the
Income Tax Regulations is valid?
2. Whether the recharacterization rule applies to Krukowski’s rental income from
the law firm under the written binding contract exception?
3.  Whether  the  transitional  rule  in  Section  1.  469-11(b)(1)  of  the  Income Tax
Regulations exempts Krukowski from the recharacterization rule?

Holding
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1. Yes, because the rule is within the IRS’s statutory authority and is not arbitrary,
capricious, or manifestly contrary to the statute.
2. No, because the 1991 lease renewal with the law firm was considered a separate
contract from the 1987 lease, not covered by the pre-1988 written binding contract
exception.
3. No, because the 1992 proposed regulations, applicable under the transitional
rule,  do  not  contain  the  exception  that  would  exempt  Krukowski  from  the
recharacterization rule.

Court’s Reasoning

The  court  upheld  the  validity  of  the  recharacterization  rule,  stating  it  was  a
legislative regulation within the IRS’s authority under Section 469(l) of the Internal
Revenue Code, designed to prevent the sheltering of active income through passive
losses.  The  court  rejected  Krukowski’s  argument  that  the  rule  conflicted  with
statutory text,  affirming it  was neither arbitrary nor capricious. The 1991 lease
renewal was deemed a new contract under Wisconsin law, thus not qualifying for
the written binding contract exception applicable to pre-1988 contracts. Regarding
the transitional rule, the court found that the 1992 proposed regulations did not
retain the exception from prior temporary regulations that would have excluded C
corporation  activities  from  a  shareholder’s  material  participation.  The  court’s
interpretation of the regulations’ silence on this matter did not support Krukowski’s
position. The court emphasized the IRS’s authority to change its position, provided it
is publicly announced, which was done with the 1994 final regulations.

Practical Implications

This  decision clarifies  that  rental  income from a  business  in  which a  taxpayer
materially  participates  cannot  be  offset  by  losses  from other  passive  activities.
Taxpayers must carefully consider the material participation rules and the effect of
lease renewals on their tax strategy. The ruling underscores the IRS’s authority to
issue and modify regulations to prevent tax avoidance, impacting how taxpayers
structure their business and leasing arrangements. Subsequent cases have followed
this  precedent,  reinforcing  the  application  of  the  recharacterization  rule  to  C
corporation shareholders.  Tax  practitioners  should  advise  clients  to  review and
potentially restructure lease agreements in light of this ruling to ensure compliance
and optimize tax outcomes.


