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years in issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.

Respondent determ ned deficiencies of $15,066 and $6, 649 in
petitioners’ 2001 and 2002 Federal incone taxes, respectively.
Respondent al so determ ned accuracy-rel ated penal ti es under
section 6662(a) of $3,013.20 and $1, 329.80 for 2001 and 2002,
respectively.

After concessions by the parties,! the issues remining for
deci sion are whether petitioners are: (1) Entitled to deduct on
Schedul e E, Supplenental |nconme and Loss, |osses of $40, 104 and
$19, 656 for 2001 and 2002, respectively, as qualifying taxpayers
in real property trades or businesses; and (2) liable for the
accuracy-rel ated penalty for each year.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the exhibits received into evidence
are incorporated herein by reference. Wen the petition was

filed, petitioners resided in California.

1'n a “Stipulation of Settled |ssues” the parties agree
that: (1) Petitioners are entitled to a net capital |oss of $856
(rather than $5,988.16) for 2001; (2) they are not entitled to a
sel f-enpl oyed heal th i nsurance deduction of $2,332 for 2001; (3)
they are not entitled to additional exenptions of $9,048 and
$1,920 for 2001 and 2002, respectively; and (4) item zed
deductions adjustnments for 2001 and 2002 are conputational .
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During 2001 and 2002 Shri Agarwal (M. Agarwal) worked ful
time as an engineer. During 2001 and 2002 Sudha Agarwal (Ms.
Agarwal ) worked full tinme as a real estate agent at “Century 21
Al bert Foul ad Realty” (brokerage firn).2? During 2001 and 2002
Ms. Agarwal was |licensed as a real estate agent under California
| aw; she was not a licensed as a broker.® She worked for a
br okerage firm pursuant to an “Independent Contractor Agreenent
(Bet ween Broker and Associ ate Licensee)”. The contract provided
t hat she was an i ndependent contractor, not an enployee of the
brokerage firm Consistent wwth Ms. Agarwal’s independent
contractor status, the brokerage firmissued a Form 1099 to her
for each year, and it did not pay her a salary; rather, she
recei ved conm ssions. The contract also required Ms. Agarwal to
sell, exchange, |ease, or rent properties and solicit additional
listings, clients, and custoners diligently and with her best
efforts.

During 2001 and 2002 petitioners owned two rental
properties. Together they spent approximately 170 hours managi ng
the “Wanda Property” and approximately 170 hours managi ng the
“Mohave Property” during 2001 and 2002. They were the only

persons who managed their rental properties. Ms. Agarwal spent

2The brokerage firmis a |licensed broker under California
| aw. The brokerage firmis franchised by a broker, Al bert
Foul ad.

SMs. Agarwal becane a |icensed broker in Decenber 2007.
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a total of 1,400 and 1,600 hours managi ng petitioners’ rental
properties and selling real estate in 2001 and 2002,
respectively.

For 2001 Ms. Agarwal reported conm ssions of $13,912 as
gross receipts on Schedule C, Profit or Loss From Business. She
al so reported total expenses of $14,084 for a $172 loss with
respect to her Schedule C real estate business. For 2002 she
reported conm ssions of $14,119 as gross receipts on Schedule C
and total expenses of $13,401 for a profit of $718.

For 2001 petitioners reported total rents of $36,367 on
Schedule E. They also reported total expenses of $76,471.78 for
a $40,104.78 |l oss (which they rounded down to $40,104). For 2002
they reported total rents of $45,521 on Schedul e E and t ot al
expenses of $65,177 for a $19, 656 | oss.

In the notice of deficiency issued to petitioners,
respondent disallowed their Schedule E | osses for each year
because: (1) Passive |losses are allowed only to the extent that
they qualify for the special allowance for rental real estate and
the transitional phase-in rule; and (2) petitioners’ |osses were
in excess of their passive incone, the special allowance, and the

phase-in rule.
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Di scussi on

Burden of Proof

The Comm ssioner’s determnations in a notice of deficiency
are presuned correct, and the taxpayer bears the burden to prove
that the determ nations are in error. See Rule 142(a); Welch v.
Hel vering, 290 U. S. 111, 115 (1933). But the burden of proof on
factual issues that affect the taxpayer’s tax liability nay be
shifted to the Conmm ssioner where the “taxpayer introduces
credi bl e evidence with respect to * * * such issue.” See sec.
7491(a)(1). Petitioners have not alleged that section 7491(a)
appl i es; however, the Court need not decide whether the burden
shifted to respondent since there is no dispute as to any factual
i ssue. Accordingly, the case is decided by the application of
|aw to the undi sputed facts, and section 7491(a) is inapplicable.

[I. Petitioners’ Losses and Application of Section 469

Section 469(a) generally disallows any passive activity
| oss. A passive activity loss is defined as the excess of the
aggregate | osses over the aggregate incone fromall passive
activities. Sec. 469(d)(1). A passive activity is any trade or
busi ness or an activity engaged in for the production of incone
in which the taxpayer does not materially participate. Sec.
469(c) (1), (6). WMaterial participation nmeans that the taxpayer
is involved in the activity's operations on a regul ar,

conti nuous, and substantial basis. Sec. 469(h); see al so sec.
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1.469-5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725 (Feb.
25, 1988) (an individual is treated as materially participating
if the individual satisfies any one of the seven enunerated
tests).

The general rule is that a rental activity is treated as a
per se passive activity regardl ess of whether the taxpayer
materially participates. Sec. 469(c)(2), (4). But under section
469(c)(7), rental activities of a qualifying taxpayer in a real
property trade or business are not a per se passive activity

under section 469(c)(2). Kosonen v. Conm ssioner, T.C Meno.

2000- 107. Rather, the qualifying taxpayer’s rental activities
are treated as a trade or business--subject to the materi al
participation requirenments of section 469(c)(1). Fower v.

Comm ssioner, T.C Meno. 2002-223; sec. 1.469-9(e)(1l), Income Tax

Regs. And in determ ning whether a taxpayer materially
participates, the participation of the taxpayer’s spouse is taken
into account. Sec. 469(h)(5).

A taxpayer may qualify for the real property trade or
busi ness exception if: (1) Mre than one-half of the personal
services performed in trades or businesses by the taxpayer during
the taxable year are perfornmed in real property trades or
busi nesses in which the taxpayer materially participates; and
(2) the taxpayer perfornms nore than 750 hours of services during

the taxable year in real property trades or businesses in which
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the taxpayer materially participates. Sec. 469(c)(7)(B)(i) and
(ti). In the case of a joint return, either spouse nust satisfy
both requirenments. Sec. 469(c)(7)(B)

Section 469(c)(7)(C) defines the term“real property trade
or business” as “any real property devel opnent, redevel opnent,
construction, reconstruction, acquisition, conversion, rental,
oper ati on, managenent, |easing, or brokerage trade or business.”
[ Enphasi s added. ]

A. The Parties’ Argunents

Petitioners argue that real estate agents should be
considered real estate professionals because real estate agents
are engaged in a real property brokerage business in that real
estate agents “bring together buyers and sellers”.

In reply, respondent argues that Ms. Agarwal was a |icensed
real estate agent, not a licensed real estate broker. Thus,
under California |law, according to respondent, Ms. Agarwal could
not be engaged in a brokerage trade or business, and therefore,
she was not engaged in a real property trade or business as
defined by section 469(c)(7)(C.

B. Br oker age Defi ned

The term “brokerage” is not defined in section 469, within
the legislative history of section 469, or by any court deci sion.
Thus, the Court turns to principles of statutory construction to

determne its neaning. See Baker v. Wash. Group Intl., Inc., No.
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1: 06-CVv-1874 (M D. Pa. Mar. 14, 2008); Sierra Club v. Leavitt,

355 F. Supp. 2d 544, 555 (D.D.C. 2005); Wber v. Heitkanp (In re

Hopson), 324 Bankr. 284, 287 (S.D. Tex. 2005).
“Statutory words are uniformy presuned, unless the contrary
appears, to be used in their ordinary and usual sense, and with

t he neaning commonly attributed to them” Camnetti v. United

States, 242 U. S. 470, 485-486 (1917). |In addition, a statutory
termis construed “in its context and in light of the terns

surrounding it.” Leocal v. Ashcroft, 543 U.S. 1, 9 (2004); see

al so Jarecki v. G D. Searle & Co., 367 U. S. 303, 307 (1961) (“a

word is known by the conpany it keeps”). Legislatures are
presuned to have intended that a statute’'s terns “‘be given a

reasonabl e construction’”. Hazlett v. Evans, 943 F. Supp. 785,

788 (E.D. Ky. 1996) (quoting D.L.C. v. Walsh, 908 S.wW2d 791 (M.

Ct. App. 1995)); see also Beck v. N. Natural Gas Co., 170 F.3d

1018, 1024 (10th Cr. 1999); In re Nofziger, 925 F.2d 428, 435
(D.C. Cr. 1991).
A terms common or approved usage may be established by a

dictionary. Rousey v. Jacoway, 544 U.S. 320 (2005); Smth v.

United States, 508 U. S. 223, 228-229 (1993). Webster’s Third New

International Dictionary 282 (2002) defines the term “brokerage”
as “the business of a broker” or “the fee or comm ssion for

transacti ng business as a broker.” [Enphasis added. ]
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The Court concludes that Congress is presuned to have
defined the term “brokerage” in its conmmon or ordinary meaning.
The Court further concludes that for purposes of section 469, the
“busi ness” of a real estate broker includes, but is not limted
to: (1) Selling, exchanging, purchasing, renting, or |easing
real property; (2) offering to do those activities; (3)
negotiating the ternms of a real estate contract; (4) listing of
real property for sale, |ease, or exchange; or (5) procuring
prospective sellers, purchasers, |essors, or |essees. See Hooper

v. California, 155 U S. 648, 657 (1895); Lawence Gas Co. V.

Hawkeye O I Co., 165 N.W 445, 447 (lowa 1917); Schm dt v.

Maples, 289 N.W 140, 143 (Mch. 1939); Commonwealth v. Jones &

Robins, Inc., 41 S.E.2d 720, 727 (Va. 1947); In re Pipes, 748

A .2d 118, 121 (N.J. Super. C. App. D v. 2000); Conmmonwealth v.

Fahnest ock, 15 Pa. C. 598 (Pa. Quar. Sess. 1895); see al so Ky.
Rev. Stat. Ann. sec. 324.010(1) (LexisNexis 2007) (defining “Real
estate brokerage”); Ml. Code Ann. Bus. Ccc. & Prof. sec.
17-101(1) (LexisNexis 2004 & Supp. 2008) (defining “Provide real
estate brokerage services”); Ws. Stat. Ann. sec. 452.01(3e)
(West 2006) (defining “Brokerage service”).

C. Application of the Definition to Ms. Agarwal’s
Activities

As is relevant here, California | aw defines the term*“rea
estate broker” as a person who does, or negotiates to do, any one

of the enunerated activities for conpensation. Cal. Bus. & Prof.
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Code sec. 10131 (West 2008). Simlarly, California | aw al so
defines the term“real estate sal esman” as a person who is
enpl oyed by a broker and who does any one of the enunerated
activities. Cal. Bus. & Prof. Code sec. 10132 (West 2008). But
whet her Ms. Agarwal is characterized as a broker or a
sal esperson for State | aw purposes is irrelevant for Federal
i ncome tax purposes—the test is whether she was engaged in
“brokerage” within the neaning of section 469, as defined supra.
Consistent with her real estate salesnman’s |icense and pursuant
to her contract wwth the brokerage firm Ms. Agarwal was engaged
in “brokerage”; i.e., she sold, exchanged, |eased, or rented real
property and solicited listings. Therefore, Ms. Agarwal was
engaged in a “brokerage” trade or business within the neani ng of
section 469(c)(7)(C).

Because Ms. Agarwal owned an interest in a rental property,
performed nore than one-half of her personal services in rea
property trades or businesses in which she materially
participated, and performed nore than 750 hours of services in
real property trades or businesses in which she materially
participated, she is a qualifying taxpayer. See sec. 469(c)(7);
sec. 1.469-9(b)(6), (c)(1), Incone Tax Regs. Because Ms.

Agarwal is a qualifying taxpayer and she materially participated
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with respect to each property,* petitioners are entitled to
deduct their 2001 and 2002 Schedul e E | osses. See sec.

469(c)(7); sec. 1.469-9(e)(1), (3), (4) Exanple (i), Incone Tax

Regs.; sec. 1.469-5T(a), Tenporary Incone Tax Regs., supra
(defining material participation); see also Fow er v.

Conmi ssioner, T.C. Menp. 2002-223; Shaw v. Commi ssioner, T.C

Meno. 2002- 35.

I1l. Accuracy-Related Penalty

Initially, the Conm ssioner has the burden of production
with respect to any penalty, addition to tax, or additional
anmount. Sec. 7491(c). The Conmm ssioner satisfies this burden of
production by comng forward with sufficient evidence that
indicates that it is appropriate to inpose the penalty. See

H gbee v. Conm ssioner, 116 T.C 438, 446 (2001). Once the

Comm ssioner satisfies this burden of production, the taxpayer

must persuade the Court that the Comm ssioner’s determnation is

“41f the taxpayer is a qualifying taxpayer, then each
interest in rental real estate is treated as a separate activity
unl ess the taxpayer elects to treat all interests in rental real
estate as one activity. Sec. 469(c)(7)(A); Fow er v.

Comm ssioner, T.C Meno. 2002-223. And the determ nation of

whet her the qualifying taxpayer materially participated pursuant
to sec. 469(c)(1) nust be net with respect to each rental
activity, unless the taxpayer elected to treat all of the
taxpayer’s rental activities as a single activity. Sec.
469(c)(7)(A); Fow er v. Conm ssioner, supra; Shaw v.

Comm ssioner, T.C Menp. 2002-35; sec. 1.469-9(e)(1), (4) Exanple
(i), Incone Tax Regs.
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in error by supplying sufficient evidence of reasonabl e cause,
substantial authority, or a simlar provision. 1d.

In pertinent part, section 6662(a) and (b)(1) and (2)

I nposes an accuracy-rel ated penalty equal to 20 percent of the
under paynent that is attributable to: (1) Negligence or

di sregard of rules or regulations; or (2) a substanti al
under st at enent of incone tax.® Section 6662(c) defines the term
“negligence” to include “any failure to make a reasonabl e attenpt
to conply with the provisions of this title,” and the term
“disregard” to include “any carel ess, reckless, or intentional

di sregard.” Negligence also includes any failure by the taxpayer
to keep adequat e books and records or to substantiate itens
properly. Sec. 1.6662-3(b)(1), Incone Tax Regs.

Section 6664(c) (1) provides an exception to the section
6662(a) penalty: no penalty is inposed with respect to any
portion of an underpaynent if it is shown that there was
reasonabl e cause therefor and the taxpayer acted in good faith.
Section 1.6664-4(b)(1), Incone Tax Regs., incorporates a facts
and circunstances test to determ ne whether the taxpayer acted
W th reasonabl e cause and in good faith. The nost inportant

factor is the extent of the taxpayer’s effort to assess his

°Because the Court finds that petitioners were negligent or
di sregarded rules or regulations, the Court need not discuss
whet her there is a substantial understatenment of incone tax. See
sec. 6662(b); Fields v. Conmm ssioner, T.C Meno. 2008-207.
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proper tax liability. 1d. “C rcunstances that may indicate
reasonabl e cause and good faith include an honest
m sunder st andi ng of fact or law that is reasonable in |ight of
* * * the experience, know edge, and education of the taxpayer.”
Id.

Because petitioners concede that they are not entitled to
certain deductions, see supra note 1, the Court finds that
respondent has met his burden of production and that petitioners
were negligent. Petitioners did not establish a defense for
t heir nonconpliance wth the Code’ s requirenents. See sec. 6001
(requiring taxpayers to keep records sufficient to establish the
anounts of the itens required to be shown on their Federal incone

tax returns). Respondent’s determ nation is sustained.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




