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DEAN, Special Trial Judge: This case was heard pursuant to

the provisions of section 7463 of the Internal Revenue Code in
effect at the tinme the petition was filed. The decision to be
entered is not reviewabl e by any other court, and this opinion
shoul d not be cited as authority. Unless otherw se indicated,
subsequent section references are to the Internal Revenue Code in
effect for the years in issue, and all Rule references are to the

Tax Court Rules of Practice and Procedure.
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Respondent determ ned deficiencies of $6,328, $4,018, and
$1,571 in petitioners’ Federal inconme taxes for tax years 1994,
1995, and 1996, respectively. The issues for decision are:

(1) Whether petitioners’ share of incone froma partnership in
1994, 1995, and 1996 is attributable to the rental of property
pursuant to witten binding contracts entered into before
February 19, 1988; (2) whether the issue of petitioner Steven D
Kucera’s (petitioner) participation in Business Managenent
Services, Inc. (BMS) is properly before the Court; and

(3) if so, whether petitioner materially participated in BM5S such
that the rental incone attributable to BMS should not be subject
to the recharacterization rule of section 1.469-2(f)(6), Incone
Tax Regs.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by reference. Petitioners resided in G and
| sl and, Nebraska, at the tinme the petition was filed in this
case.

Petitioner is a certified public accountant and has been
during all years relevant in this case. Petitioner prepared
joint Fornms 1040, U.S. Individual Income Tax Returns, for hinself

and his wife, Teresa M Kucera, for each of the years at issue.
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Since at least July 1984, petitioner has conducted his
accounting practice through a professional corporation (PC) al ong
with several other accountants, with each accountant owni ng an
equal percentage of the PC. During all relevant periods,
petitioner was a material participant in the PC. The nane of the
PC has been anended on several occasions since its inception to
properly reflect its practicing nmenbers and sharehol ders.

Petitioner has been a partner in a partnership known as the
1203 Partnership since at least July 1984. The 1203 Partnership
is the owner of the real estate and office building | ocated at
1203 West Second in Grand Island, Nebraska (1203 office
building). During all relevant tinmes, the ownership of the 1203
Partnership was held equally by the sane individuals who were
t hen sharehol ders of the PC. Although there have been changes in
the partners of the 1203 Partnership, the partnership has never
been di ssol ved, |iquidated, or term nated.

Since at least July 1984, petitioner has been a sharehol der
of Busi ness Managenent Services, Inc. (BM5), which was organi zed
as a “C corporation. BM functions as a conputer service bureau
by preparing custoners’ payroll and conputerized general | edgers.
During all relevant tines, the shareholders of BMS have been the
sane individuals as the shareholders in the PC, with up to two
addi ti onal sharehol ders. The additional sharehol ders were

nei t her accountants, nor owners of the PC. The officers and
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directors of BMS are all nenbers of the PC, but the officers and
directors of BMS are not the sane as those of the PC

For all relevant years, the PC s business has been | ocated
in the 1203 office building pursuant to a | ease between the PC
and the 1203 Partnership. BMS s business al so has been | ocated
in the 1203 office building pursuant to a | ease between BMS and
the 1203 Partnership. The spaces occupied by the PC and BMS
within the 1203 office building are separate and distinct.

On May 1, 1986, the PC and the 1203 Partnership executed a
docunent entitled “Real Estate Lease”. The docunent states that
the owner of the | eased property is the 1203 Partnership and that
the tenant is Larsen, Schroeder & Associates, PC.! The |eased
prem ses are the “Ofice building and parking lots at 1203 West
Second Street and parking lot at 1219 Wst Second Street, * * *
excepting that portion of said building occupied by Business
Managenment Services.” The termof the lease is “from May 1,
1986, to April 30, 1987, to be renewed automatically year to year
on May 1", and the nmonthly rental is $5,580. The |ease was
si gned on behalf of the 1203 Partnership by George Schroeder,
General Partner, and on behalf of the PC by Tom Larsen,

Pr esi dent .

! At this tinme, Tom Larsen, Matt Shonsey, George Schroeder,
Bob Al mgui st, Bruce Schreiner, Phil Mltzahn, and petitioner were
equal sharehol ders of the PC
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On May 1, 1989, the PC and the 1203 Partnership executed a
docunent entitled “Real Estate Lease”. The provisions of this
docunent are identical to the 1986 docunent in all respects
except that the nane of the tenant was changed to Shonsey,
Schroeder, Al nguist, Schreiner, Kucera & Maltzahn, P.C ,2 and the
termof the lease is “from My 1, 1989, to April 30, 1990, to be
renewed automatically year to year on May 1.” Phil Maltzahn
Ceneral Partner, signed the docunent on behalf of the 1203
Part nershi p and Matthew Shonsey, President, signed it on behalf
of the PC.

On May 1, 1990, the PC and the 1203 Partnership executed a
docunent entitled “Real Estate Lease”. The provisions in this
docunent are identical to those in the 1989 docunent, except that
the termof the lease is “fromMay 1, 1990 to April 30, 1991, to
be renewed automatically year to year on May 1", and the rental
amount was increased from $5,580 to $7,425. Phil Mltzahn and
Mat t hew Shonsey once agai n signed the docunent on behalf of the
parties.

On May 1, 1993, the PC and the 1203 Partnership executed a
docunent entitled “Real Estate Lease”. This docunent is

identical to the 1990 docunent except that the nane of the tenant

2 As of May 1, 1989, one of the PC sharehol ders’ interest
in the PC had been redeened. The PC anended its Articles of
| ncorporation and changed its name to reflect the six individuals
who were equal sharehol ders of the PC
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was changed to Shonsey, Al nguist, Kucera, Mltzahn, and Gal | ownay,
PC, 2 and the | ease termwas changed to run “from May 1, 1993 to
April 30, 1994, to be renewed automatically year to year on My
1.7

On July 1, 1984, BMsS and the 1203 Partnership executed a
docunent entitled “Real Estate Lease”. The docunent was signed
on behalf of the 1203 Partnership by Gary Fitit, General Partner,
and on behalf of BMS by Danny Steele, President. The |ease
agreenent provides that BMS will |ease “Ofice space consisting
of one thousand two hundred seventy square feet, nore or |ess,
and parking lot in back of building |ocated at 1203 Wst Second
Street”. The termof the lease is fromJuly 1, 1984 with “no
ending termand the | ease shall be offered by | essor and accepted
by | essee fromnonth to nonth.” The agreenent provides for a
nonthly rental of $915.

On June 1, 1988, BMS and the 1203 Partnership executed a
docunent entitled “Real Estate Lease”. The only differences in
this docunent and the prior |ease are that the termof the | ease
in the 1988 docunent is fromJune 1, 1988, and the docunent was
signed by Phil Maltzhan, General Partner, on behalf of the 1203

Part nership and by Mchael Martin, President, on behalf of BMS.

8 As of May 1, 1993, all the stock of two sharehol ders had
been redeened and one sharehol der had been added to the ownership
of the PC. The name of the PC was changed to reflect the five
i ndi vi dual s who were equal sharehol ders of the PC
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On Novenber 1, 1989, BMS and the 1203 Partnership executed a
docunent entitled “Real Estate Lease”. This docunent indicates
that the | eased prem ses are “one thousand square feet, nore or
| ess, and parking lot in back of building” and that the nonthly
rental is $720. The termof the | ease starts Novenber 1, 1989.
The docunent is signed by Phil Maltzahn, General Partner, on
behal f of the 1203 Partnership and by M ke Mrtin, President, on
behal f of BM5. There is a handwitten notation on the docunent
stating “Current lease in effect”.

Petitioners tinely filed their 1994, 1995, and 1996 j oi nt
Federal inconme tax returns. On Part Il of their Schedules E
Suppl enental I ncone and Loss, petitioners reported incone from
t he 1203 Partnership of $15, 355, $11,933, and $4,920 for 1994,
1995, and 1996, respectively. This inconme consists of
petitioner’s share of the net rental income fromthe real estate
and office building owed by the partnership.

During the 3 years at issue, petitioners owned severa
rental units which generated | osses in each year. They also had
passive activity |loss carryovers fromprior years. Petitioners
of fset the rental inconme received fromthe 1203 Partnership
agai nst passive |osses frompetitioners’ other rental real
estate. After consideration of the passive activity |oss

limtations, petitioners clainmd passive activity losses in the
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years 1994, 1995, and 1996 of $20, 753, $18, 151, and $4, 920,
respectively.

Respondent determ ned that the inconme fromthe 1203
Part ner shi p was nonpassi ve i ncone pursuant to the
recharacterization rule of section 1.469-2(f)(6), |ncone Tax
Regs. After consideration of the passive activity |oss
limtations, respondent determ ned that petitioners’ passive
activity |l osses were $412, $4,220, and $0 for 1994, 1995, and
1996, respectively. Respondent increased petitioners’ taxable
incone for the years accordingly. As a result of respondent’s
adj ustnents, respondent reduced petitioners’ item zed deductions
in each year at issue and determ ned deficiencies in petitioners’
i ncome taxes of $6,328, $4,018, and $1,571 for the 1994, 1995,
and 1996 respective tax years.

Petitioners do not chall enge respondent’s conputations but
argue that their rental inconme fromthe 1203 Partnership is
passi ve i nconme and not subject to the recharacterization rule of
section 1.469-2(f)(6), Incone Tax Regs.

Di scussi on

Section 469 sets forth the passive activity loss rule which
generally allows | osses generated by passive activities to be
of fset only against gains fromother passive activities. Section
469(c) defines a passive activity as any activity which invol ves

t he conduct of any trade or business and in which the taxpayer
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does not materially participate. Rental activity is generally
considered a passive activity. See sec. 469(c)(2).

The Secretary, however, is expressly authorized to prescribe
regul ati ons necessary or appropriate to carry out the provisions
of section 469, including regulations “which specify what
constitutes an activity, material participation, or active
participation” and “requiring net incone or gain froma limted
partnership or other passive activity to be treated as not froma
passive activity”. Sec. 469(1)(1), (3). Pursuant to this
authority, section 1.469-2(f)(6), Incone Tax Regs.,
recharacterizes a taxpayer’s rental incone from property rented
for use in a trade or business in which the taxpayer materially
participates as income not froma passive activity.* Section
1.469-11(c)(1)(ii), Incone Tax Regs., however, excludes “the

portion of the inconme (if any) that is attributable to the

4 The regulation, in relevant part, provides:

(f)(6) Property rented to a nonpassive activity.
An anount of the taxpayer’s gross rental activity
income for the taxable year froman item of 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
participates (within the nmeaning of § 1.469-5T)
for the taxable year * * *[Sec. 1.469-2(f)(6),
| nconmre Tax Regs. ]
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rental of that itemof property pursuant to a witten binding
contract entered into before February 19, 1988” fromthe
recharacterization rule of section 1.469-2(f)(6), |ncone Tax
Regs.

Petitioners contend that the | ease agreenents between the PC
and the 1203 Partnership and between BMS and the 1203 Partnership
in effect for the years in issue were both entered into before
February 19, 1988, and therefore, incone derived fromthe 1203
Partnership’s rental activity is passive. They further argue
that the 1203 Partnership’s incone fromBMS s | ease of office
space i s passive incone regardl ess of which | ease agreenment was
in effect for the years in issue because petitioner was not a
mat eri al participant in BM.

Respondent argues that new | eases which changed materi al
provi sions of the original |eases were executed after February
19, 1988. Respondent thus maintains that the net rental incone
fromthe 1203 Partnership in 1994, 1995, and 1996 was not
attributable to | eases entered into before February 19, 1988.
Respondent further argues that petitioners have failed to
properly bring before the Court the issue of petitioner’s
participation in BVS.

Lease Agreenents

W first exam ne the | ease agreenents at issue. State |law

governs the nature of property rights, and Federal |aw determ nes
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the appropriate tax treatnment of those rights. See United States

v. National Bank of Comerce, 472 U S. 713, 722 (1985). The

agreenents at issue were executed within the State of Nebraska by
residents of Nebraska for the | ease of property located in
Nebraska. W thus |l ook to Nebraska |law to determ ne the nature
of the property rights created by the agreenents.

Four | ease agreenents between the PC and the 1203
Partnership were executed from May 1, 1986, to May 1, 1993. Each
of the docunents is a conplete agreenent entitled “Real Estate
Lease” and covers all material terns of the |ease. Each of the
agreenents provides for a specified rental termof 1 year
begi nning on the date the agreenent was executed and contains a
provision that the lease is “to be automatically renewed year to
year”.

Many states recogni ze a distinction between an extension and
a renewal of a lease. See 51C C.J.S., Landlord and Tenant, sec.
54b, at 164 (1968); 49 Am Jur.2d, Landlord and Tenant, sec. 141
(1995). In such states, an extension creates on its own force an
additional term and the sane | ease continues in force during the
additional period. See 51C C. J.S., Landlord and Tenant, sec.
54b, at 164 (1968); 49 Am Jur.2d, Landlord and Tenant, sec. 141
(1995). In contrast, a renewal requires the execution of a new
| ease and is regarded as a separate contract. See 51C C J.S.,

Landl ord and Tenant, sec. 54b, at 164 (1968); 49 Am Jur. 2d,
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Landl ord and Tenant, sec. 141 (1995). It appears that Nebraska

recogni zes such a distinction. |In Mauzy v. Elliott, 22 N W2d

142, 147 (Neb. 1946), the Supreme Court of Nebraska quoting 35
C.J., Landlord and Tenant, sec. 178 at 1037, stated that “each
renewed |l ease is a new | ease, and the taking of it operates as a
surrender of the old one.” The court further noted that the
original |ease could be considered to be continued only for the
protection of certain “legal interests carved out of it, which,
once created, the laww Il not permt to be destroyed”. 1d.; see

al so Bishop Cafeteria Co. v. Ford, 129 N.W2d 581, 588-589 (Neb.

1964) .

The use of the words “renewal” or “extension” in a |ease,
however, may not be conclusive as to whether a | ease grants a
covenant to renew or an agreenment to extend. See 51C C J.S.,
Landl ord and Tenant, sec. 54b at 165 (1968); 49 Am Jur. 2d,

Landl ord and Tenant, sec. 143 (1995). Instead, the ternms of the
| ease and the parties’ conduct nmay indicate that the parties
intended to continue for a subsequent term under the original

| ease. See 51C C. J.S., Landlord and Tenant, sec. 54b at 165
(1968); 49 Am Jur.2d, Landlord and Tenant, sec. 143 (1995).

Wth respect to the 1986 | ease agreenent between the PC and
the 1203 Partnership, the automatic nature of the renewal
provi sion suggests that the parties intended that the | ease be

extended rather than renewed in subsequent years. The fact that
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no new agreenent was executed until 3 years |later supports such a
determ nation. Having determ ned that the 1986 agreenent’s
automatic renewal provision extended the agreenent to subsequent
years, we now consider the agreenments executed after the 1986
agr eenent .

Under Nebraska law “* A contract conplete in itself wll be
concl usively presuned to supersede and di scharge anot her one nade
prior thereto between the sane parties concerning the sanme
subject matter, where the terns of the latter are inconsistent
with those of the forner, so they cannot subsist together.’” The

Nebraskans, Inc. v. Homan, 294 N W2d 879, 881 (Neb. 1980)

(quoting In re Estate of Wse, 13 N.W2d 146 (Neb. 1944)(syll abus

of the court)); Goings v. Cerken, 263 N.W2d 655 (Neb. 1978). In

such case, “a nerger of the agreenents” occurs. The Nebraskans,

Inc. v. Homan, supra. The parties’ intent to discharge an old

agreenent through the execution of a new agreenent nmust clearly

appear. See DeFilipps v. Skinner, 320 N.W2d 737, 739 ( Neb.

1982); In re Estate of Wse, supra. “An inspection of the

contracts, together with exam nation of the circunstances, may
show that the |later contract was intended as supplenentary to the

first.” DeFilipps v. Skinner, supra at 739.

Petitioners argue that the original agreenment remained in

effect for the years at issue and quote Mouudry v. Parkos, 349

N.W 2d 387, 389 (Neb. 1984), for the proposition that a year-to-
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year tenancy can be term nated under Nebraska |aw only “by an
agreenent of the parties, express or inplied, or by notice given,
si x cal endar nonths ending with the period of the year at which
the tenancy commenced.” Regardless of whether the automatic
renewal provision created a year-to-year tenancy, however, the
parties agreed to discharge the initial agreenment when they
executed the 1990 real estate |ease.®

The 1990 agreenment increased the nonthly rental price from
$5,580 to $7,425. The rental price is a material termof the
| ease and is inconsistent wwth the rental price stated in the My

1, 1986, agreenent. See Cooperative Refinery Association v.

Consuners Pub. Power Dist., 190 F.2d 852, 858 (8th Cir. 1951);

The Nebraskans, Inc. v. Homan, supra. The parties’ intent to

replace their earlier agreenent is evident in the 1990 agreenent
itself. The docunent is entitled “Real Estate Lease”, it

includes all material terns of the |lease, and it was signed by a

5 The 1989 and 1993 agreenents reflect changes in the PC s
name. Respondent argues that the changes in the professional
corporation’s nane constitute changes in a party to the lease. A
pr of essi onal corporation, however, is a |legal entity separate
fromits shareholders and officers. See Neb. Rev. Stat. sec. 21-
2203 (1997); United States Natl. Bank v. Rupe, 296 N.W2d 474
(Neb. 1980). A change in a professional corporation’s nanme does
not change the underlying entity. See Neb. Rev. Stat. secs. 21-
2204, 21-20,116, 21-20,124 (1997). Likew se, changes in the
ownership of the 1203 Partnership do not ambunt to a change in a
party to the |l ease. See Neb. Rev. Stat. secs. 67-306(1), 67-330
(1996); Ravenna Bank v. Custom Unlimted, 391 N.W2d 557, 561-562
(Neb. 1986); Bailey v. MCoy, 193 N.W2d 270, 273 (Neb. 1971).
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general partner of the 1203 Partnership and by the president of
t he PC.

In contrast to the contracts at issue in In re Estate of

Wse, supra, where the Suprenme Court of Nebraska determ ned that

a subsequent contract was intended to supplenent an earlier
contract, the 1990 agreenent nmakes no reference to any earlier
agreenents executed between the PC and the 1203 Partnership. The
1990 agreenent is conplete in and of itself. As a contract
conplete in itself, varying a material term the 1990 agreenent
replaces the 1986 agreenent.

The 1203 Partnership’'s rental income fromthe PC during the
years in issue, therefore, is not attributable to a witten
bi ndi ng contract entered into before February 19, 1988.

Wth respect to the three | ease agreenents between BMS and
the 1203 Partnership executed fromJuly 1, 1984, to Novenber 1,
1989, petitioners nake the sanme argunents as with the PC rental
agreenents. The BMS agreenents, however, are distinguishable in
that they create nonth-to-nonth tenancies. Each agreenent
provides that the termof the lease is fromthe date on which the
agreenent was executed and further provides: “There shall be no
ending termand the | ease shall be offered by | essor and accepted
by | essee fromnonth to nonth.”

In some jurisdictions, a nonth-to-nmonth tenancy is

consi dered a continuous tenancy, and in sone it is considered a
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recurring tenancy. See 51C C.J.S., Landlord and Tenant, sec. 145
at 438 (1968); 49 Am Jur.2d, Landlord and Tenant, sec. 130
(1995). In those jurisdictions that view the tenancy as
recurring, the tenancy ends and recommences at the expiration of
every nmonth. See 51C C.J.S., Landlord and Tenant, sec. 145 at
438 (1968). It is not clear fromthe case | aw whet her Nebraska
views a nonth-to-nonth tenancy as conti nuous or recurring.
Neverthel ess, we find that the initial agreenent between the
Part nershi p and BMS was repl aced by the Novenber 1, 1989,
agr eenent .

The 1989 agreenent decreased the nmonthly rental from $915 to
$720. It also decreased the office space rented from
approximately 1,270 square feet to approximately 1,000 square
feet.® These changes to the naterial terns of the |ease
incorporated in a conplete contract executed by the parties are
inconsistent wwth the initial agreement between the parties. The
intent of the parties that the 1989 agreenent supercede the
earlier agreenment is evident in the docunents thensel ves.

Thus, the rental inconme received by the 1203 Partnership
fromBM during the years in issue is not attributable to a

witten binding contract entered into before February 19, 1988.

6 Because the space rented by the PC was described as the
1203 office building, “except that portion of said building
occupi ed by Busi ness Managenent Services”, the decrease in the
space rented by BMS resulted in an increase in the space rented
by the PC.



Material Participation

Even if petitioners’ inconme is not attributable to property
| eased under a witten binding contract entered into before
February 19, 1988, petitioners argue that a portion of the incone
i's neverthel ess passive i ncone because petitioner was not a
mat erial participant in BVM5. Respondent objects to petitioners’
argunment, asserting that petitioners have not properly raised
this issue before the Court and that, in any case, petitioners
have failed to establish that the 1203 Partnership s | ease
relationship with BMS constitutes a separate activity fromits
| ease relationship with the PC

Rule 34 requires that the petition contain clear and concise
assi gnnents of each and every error alleged and statenents of
facts on which petitioner relies to sustain each assignnent of
error. See Rule 34(b)(4) and (5). The purpose underlying the
Court’s pleadings requirenents is to give the parties and the
Court fair notice of the matters in controversy. See Rule 31(a).
CGenerally, issues not raised in the assignments of error in the
petition are deened conceded. See Rule 34(b)(4). Nevertheless,
it is wthin the discretion of the Court to determ ne whet her
considerations of surprise and prejudice require that a party be
protected fromhaving to face a bel ated confrontati on which

precludes or Iimts that party’ s opportunity to present pertinent
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evi dence. See Ware v. Conm ssioner, 92 T.C 1267, 1268 (1989),

affd. 906 F.2d 62 (2d Cir. 1990).

It is clear that petitioners did not provide notice in their
petition of an intent to challenge the extent of petitioner’s
participation in BV5. Their petition states their disagreenent
wi th respondent’s determnation in the notice of deficiency
solely as foll ows:

W disagree with the adjustnent based on Reg. Sec.

1.469-11(c)(1)(ii). The inconme fromthe “1203

Part nershi p” was attributable to the rental of property

pursuant to a witten binding contract entered into

bef ore February 19, 1988, and thus was properly

reported as passive incone.

Petitioners never anmended their petition to raise or assert
any other issue. No pretrial nenoranda were filed by either
party. Counsel for petitioners first raised the issue of
petitioner’s participation in BVM5S in his opening statenent.
Nevert hel ess, petitioners argue that respondent should have been
on notice that petitioner’s participation in BM5 was at issue
because petitioners stipulated that petitioner was a materi al
participant in the PC but did not make such a stipulation with
regard to BMS

Al t hough the recharacterization rule applies only to a
taxpayer’s rental income fromproperty rented for use in a trade
or business in which the taxpayer materially participates, see

sec. 1.469-2(f)(6), Inconme Tax Regs., rules governing the

grouping of activities prohibit a partner fromtreating
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activities grouped together by a section 469 entity as separate
activities; see sec. 1.469-4(c)(5), Incone Tax Regs. Therefore,
if the 1203 Partnership grouped its rentals to the PC and to BVMS
as a single activity, petitioners are not at liberty to treat the
income fromthe rentals as fromtwo separate activities. |If the
rentals constitute a single activity, it is irrelevant whether
petitioner was a material participant in BM5. H's materi al
participation in the PCis sufficient to recharacterize all of
his share of the 1203 Partnership’s incone.

Under these circunstances, the fact that the parties nmade no
stipulation regarding petitioner’s participation in BMS would not
gi ve respondent notice that petitioners intended to contest this
i ssue. Respondent, however, did not object to testinony elicited
fromthe PC s president concerning petitioner’s involvenment with
BMS. When issues not raised by the pleadings are tried by
inplied consent of the parties, the issues are treated as if they
had been raised in the pleadings. See Rule 41(b). Failure to
anend the pl eadi ng, does not affect the result of the trial of
these issues. See id. Wen petitioner introduced the issue at
trial and respondent acquiesced in the introduction of evidence
on that issue w thout objection, Rule 41(b) was satisfied. See

Parekh v. Commi ssioner, T.C Meno. 1998-151; Chiu v.

Conmi ssioner, T.C. Menp. 1997-199. W, therefore, consider
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whet her the portion of rental inconme attributable to the BMS
| ease is exenpt fromrecharacterization

Material participation is defined as involvenent in the
operations of an activity on a regul ar, continuous, and
substantial basis. See sec. 469(h)(1). A taxpayer materially
participates in an activity if he satisfies one of seven tests
provided in the regulations. See sec. 1.469-5T(a), Tenporary
| ncone Tax Regs., 53 Fed. Reg. 5725 (Feb. 25, 1988); see also

Mordkin v. Conm ssioner, T.C. Menp. 1996-187.

Mat t hew Shonsey was petitioners’ sole witness. Wen asked
whet her he was famliar with the people who rendered “services
for Busi ness Managenent Services to its clients”, he identified
four individuals as “programrers that rendered the major
services.” M. Shonsey then was asked whet her petitioner ever
rendered any services for BVM5. He responded “No.” He further
testified that BMS does not have the sane officers and directors
as the PC, however, he did not indicate whether petitioner was a

director or officer of BMS.

We are not persuaded by M. Shonsey’s testinony that
petitioner did not provide any services for BM5. It is unclear
whet her M. Shonsey intended to testify that petitioner did not
render services for BMS s clients or whether he did not provide
any services for BMS. Further, he failed to provide specific
i nformati on about the nmanagenent of BMS. Under these

circunst ances, petitioners have failed to establish that
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petitioner was not a material participant in BM5. See 1.469-
5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725-5726 (Feb.
25, 1988).

Regar dl ess of whether petitioner materially participated in
BMS, petitioners have not provided any evidence that the 1203
Partnership treated their rentals to the PC and to BMS as
Separate activities. |If the 1203 Partnership grouped its rentals
to the PC and to BMS as a single activity, petitioners may not
treat the incone fromthe rentals as fromtwo separate
activities. See sec. 1.469-4(c)(5), Inconme Tax Regs. Under the
general rules for grouping activities, one or nore rental
activities may be treated as a single activity if the activities
constitute an appropriate economc unit for the measurenent of
gain or loss for purposes of section 469. See 1.469-4(c)(1),
I ncone Tax Regs. The facts and circunstances used to determn ne
whet her activities constitute an appropriate econom c unit al
point toward the two rentals’ being considered one econom c unit.

See sec. 1.469-4(c)(2), Incone Tax Regs.

Accordi ngly, we uphold respondent’s determ nation that al
of petitioners’ income fromthe 1203 Partnership is not froma
passive activity pursuant to the recharacterization rule of

section 1.469-2(f)(6), Incone Tax Regs.
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Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.

Deci sion will be entered

for respondent.




