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HAI NES, Judge: This case was heard pursuant to section 7463
of the Internal Revenue Code in effect when the petition was

filed.! Pursuant to section 7463(b), the decision to be entered

Unl ess ot herwi se indicated, all section references are to
the I nternal Revenue Code, as anended and in effect for the years
at issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure. Ampunts are rounded to the nearest
dol | ar.



-2
is not reviewable by any other court, and this opinion shall not
be treated as precedent for any other case.

Respondent determ ned deficiencies in petitioners’ Federal
i nconme taxes for 2005 and 2006 (years at issue) of $1,869 and
$15, 325, respectively, and an accuracy-rel ated penalty under
section 6662(a) of $3,065 for 2006. The issues for decision
after concessions? are whether petitioners may deduct |osses from
their rental real estate activity under the passive activity | oss
rules of section 469 for the years at issue and whet her
petitioners are liable for the accuracy-rel ated penalty under
section 6662(a) for 2006.

Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts, together with the attached exhibits, is
i ncorporated herein by this reference. At the tine petitioners
filed their petition, they resided in California.

Petitioners tinely filed their 2005 and 2006 i ndi vi dual
Federal inconme tax returns. Petitioner Victor Ani (M. Ani)
wor ked as a barber, and petitioner Francisca Ani worked full tine

as a nurse. M. Ani reported his barber shop income and expenses

2Respondent concedes that petitioner Victor Ani materially
participated in the rental activities and thus may qualify for
t he $25, 000 of fset provided by sec. 469(i). Respondent also
concedes that petitioners have elected to treat all of the rental
properties as one activity under sec. 469(c)(7)(A) (flush
| anguage) .
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on Schedules C, Profit or Loss From Business. He also received
Forms W2, Wage and Tax Statenent, for 2005 and 2006 for barber
services he provided to a nursing home in Covis, California, and
a juvenile hall in San Leandro, California.

Petitioners also owned five rental properties, which M. Ani
managed. He negotiated | eases, dealt with tenants, collected
rent, coordinated repairs, and paid bills associated with the
properties. Petitioners reported the rental property incone and
expenses on Schedul es E, Suppl enental Inconme and Loss, and
deduct ed | osses of $64,856 and $125,510 for 2005 and 2006,
respectively, on the basis of their claimthat M. Ani was a rea
estate professional pursuant to section 469(c)(7)(B)

To substantiate their claimthat M. Ani was a real estate
prof essional, petitioners submtted three docunents. Two of the
docunents, which covered the years at issue, were prepared by
petitioners’ accountant using information M. Ani provided. The
first docunent purports to be a sanpling of activities that M.
Ani performed in the managenent of the rental properties. The
second docunent sets out hours spent on barber activities versus
real estate activities for 2005 and 2006. According to the
second docunent, M. Ani spent a total of 1,377 hours on barber
activities and 956 hours on real estate activities in 2005 and a
total of 1,380 hours on barber activities and 886 hours on real

estate activities in 2006. The third docunment, prepared by M.
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Ani in anticipation of trial, purports to estimte the amount of
time M. Ani spent on barber activities and real estate
activities during the years at issue. The estimates inflate the
hours spent on real estate activities and conflict with the
information in the other two docunents.

On May 27, 2009, respondent sent petitioners a notice of
deficiency for 2005 and 2006 which disallowed the | osses from
petitioners’ rental real estate under the passive activity |oss
rules of section 469. Petitioners filed a tinely petition with
this Court.

Di scussi on

Passi ve Activity Rul es

The Conmm ssioner’s determnations in a notice of deficiency
are presuned correct, and the taxpayer bears the burden of
proving that the Conm ssioner’s determ nations are incorrect.

Rul e 142(a)(1); Welch v. Helvering, 290 U.S. 111, 115 (1933).

Taxpayers are all owed deductions for certain business and

i nvest ment expenses under sections 162 and 212. However, section
469 generally disallows the deduction of any passive activity

| oss. A passive activity loss is defined as the excess of the
aggregate | osses fromall passive activities for that year over
the aggregate incone fromall passive activities for the year.

Sec. 469(d)(1). A passive activity is any trade or business in
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whi ch the taxpayer does not materially participate.
Sec. 469(c)(1).

Rental activity is generally treated as a per se passive
activity regardl ess of whether the taxpayer materially
participates. Sec. 469(c)(2). However, the rental activities of
a taxpayer who is a real estate professional pursuant to section
469(c)(7)(B) are not treated as per se passive activities. Sec.
469(c) (7)) (A (i) .

To qualify as a real estate professional, a taxpayer nust
satisfy both of the follow ng requirenents:

(1) nore than one-half of the personal services
performed in trades or businesses by the taxpayer

during such taxable year are perfornmed in real property

trades or businesses in which the taxpayer materially

participates, and
(i1) such taxpayer perforns nore than 750 hours of
services during the taxable year in real property

trades or businesses in which the taxpayer materially

partici pates.

Sec. 469(c)(7)(B). For couples filing “a joint return, the
requi renents of the preceding sentence are satisfied if and only
if either spouse separately satisfies such requirenents.” 1d.

Section 1.469-5T(f)(4), Tenporary Incone Tax Regs., 53 Fed.
Reg. 5727 (Feb. 25, 1988), sets forth the requirenents necessary
to establish the taxpayer’s hours of participation as foll ows:

The extent of an individual’s participation in an

activity may be established by any reasonabl e neans.

Cont enporaneous daily time reports, logs, or simlar

docunents are not required if the extent of such
participation may be established by other reasonable
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means. Reasonabl e neans for purposes of this paragraph
may include but are not Iimted to the identification
of services performed over a period of tine and the
approxi mat e nunber of hours spent perform ng such
services during such period, based on appoi nt nent

books, cal endars, or narrative summari es.

Al t hough “reasonabl e neans” may be interpreted broadly, a
post event “bal |l park guesstimate” will not suffice. Mss v.

Commi ssioner, 135 T.C. 365, 369 (2010) (and cases cited thereat).

Even if taxpayers fail to qualify as real estate
pr of essi onal s under section 469(c)(7) and nmust therefore treat
| osses fromtheir rental properties as passive activity | osses,
they may still be eligible to deduct a portion of their |osses
pursuant to section 469(i)(1). Section 469(i) provides a limted
exception to the general rule that passive activity |osses are
di sal l oned. A taxpayer who actively participates in a renta
real estate activity may deduct a loss up to $25,000 per year
related to the activity. The deduction is phased out as adjusted
gross incone, nodified by section 469(i)(3)(E), exceeds $100, 000,
with a full phaseout occurring when nodified adjusted gross
i ncone equal s $150,000. Sec. 469(i)(3)(A).

Petitioners contend that M. Ani satisfies the section 469
requirenents for being a real estate professional. W disagree.
The three docunments petitioners submtted in support of their
contention that M. Ani is a real estate professional contain
conflicting information. Wth respect to the estimtes M. Ani

prepared, petitioners failed to provide underlying docunentary



-7-
evi dence to substantiate the estimated hours. Additionally, the
estimates inflate the nunber of hours spent on the real estate
activities substantially over the hours shown on the other two
docunents that M. Ani’s accountant prepared using information
M. Ani provided. The estinmates are sinply postevent ball park
guesstimates to which we attach no wei ght.

Wth respect to the two docunents M. Ani’s account ant
prepared, the first docunent was prepared as a sanpling of the
types of activities that could take place but was not conplete
enough to establish hours for each activity. The second docunent
provi ded sufficient detail with respect to hours spent on the
barber and real estate activities when coupled with M. Ani’s
testinony. According to the second docunent, M. Ani spent a
total of 1,377 hours perform ng barber services and 956 hours
managi ng petitioners’ rental properties in 2005, and 1,380 hours
perform ng barber services and 886 hours managi ng petitioners’
rental properties in 2006. Thus, M. Ani spent nore tinme in 2005
and 2006 working as a barber than he did managi ng petitioners’
rental properties.

Accordingly, we find that M. Ani does not satisfy the first
part of the definition of a real estate professional under
section 469(c)(7)(B). That definition required M. Ani to
perform nore than one-half of his personal services in trades or

busi nesses during the taxable years in real property trades or
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busi nesses in which he materially participated. He did not. As
aresult, we find that M. Ani was not a real estate professiona
under section 469(c)(7) for 2005 or 2006. Accordingly, we hold
that petitioners’ rental activities during those years were
passive activities pursuant to section 469(c)(2).

Even though we have held that petitioners’ rental activities
were passive, we still nust consider whether petitioners are
eligible to deduct a portion of their real estate |osses pursuant
to section 469(i)(1) because of M. Ani’s active participation in
t he managenent of the rental properties. The active
participation standard is nmet as |long as the taxpayer
participates in a significant and bona fide sense in making
managenent deci sions or arranging for others to provide services

such as repairs. See Mdss v. Conm ssioner, supra at 371; Madler

v. Conm ssioner, T.C. Menob. 1998-112. It is clear fromthe

record that petitioners wholly own the rental properties and that
M. Ani has personally been very active in managing the rental
properties. Moreover, respondent concedes that M. Ani
materially participated in real estate activities during the
years at issue. Accordingly, we hold that petitioners are
entitled to deduct a portion of their real estate |osses pursuant
to section 469(i)(1). However, petitioners’ deduction may be

limted by the phaseout cal cul ati on under section 469(i)(3)(A).



1. Accuracy-Related Penalty

Respondent determ ned that petitioners are liable for the
accuracy-rel ated penalty under section 6662(a) for 2006. Section
6662(a) and (b)(2) inposes a 20-percent accuracy-related penalty
upon any under paynment of tax resulting froma substanti al
under statenment of inconme tax. An understatenent is substantial
if it exceeds the greater of 10 percent of the tax required to be
shown on the return or $5,000. Sec. 6662(d)(1)(A).

Respondent bears the burden of production with respect to
petitioners’ liability for the accuracy-related penalty
determned in the notice of deficiency and nust therefore produce
evidence that it is appropriate to i npose that penalty. See sec.

7491(c); see also Higbee v. Conm ssioner, 116 T.C. 438, 446

(2001). Petitioners accurately reported their incone on their
2006 Federal incone tax return. However, petitioners were unable
to deduct | osses clainmed on Schedul e E because of the passive
activity loss rules of section 469. Thus, respondent cal cul ated
that petitioners understated their tax liability by $13,524.3
Petitioners had reported taxes of $199 on their 2006 return. The
amount of the understatenent was substantial because it exceeded

the greater of: (1) 10 percent of the tax required to be shown

3This anpbunt will have to be recalculated in the Rule 155
conput ati on dependi ng upon the outcone of the sec. 469(i)(3) (A
cal cul ati ons.
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on the return for the taxable year, or (2) $5,000. Consequently,
respondent has satisfied his burden of production.

The accuracy-related penalty is not inposed, however,
W th respect to any portion of the underpaynment of tax if the
t axpayer can establish that he acted with reasonabl e cause and in
good faith. Sec. 6664(c)(1). The decision as to whether the
t axpayer acted with reasonabl e cause and in good faith depends
upon all the pertinent facts and circunstances. Sec. 1.6664-
4(b) (1), Inconme Tax Regs. Gircunstances indicating that a
t axpayer acted with reasonabl e cause and in good faith include
“an honest m sunderstanding of fact or law that is reasonable in
[ight of all of the facts and circunstances, including the
experience, know edge, and education of the taxpayer.” [|d.

Petitioners did not address their liability for the
accuracy-related penalty at trial or on brief, except for a
single sentence in their answering brief stating that they are
not |liable for the accuracy-related penalty. Though they hired
an accountant, petitioners maintained no contenporaneous books,
| ogs, or records to substantiate the hours M. Ani purportedly
spent managing the rental properties. Gven the circunstances,
we find that they did not act with reasonabl e cause and i n good
faith, and therefore we hold petitioners are liable for the

accuracy-rel ated penalty under section 6662(a) for 2006.
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I n reaching our holdings, we have considered all argunents
made, and, to the extent not nentioned, we conclude that they are
noot, irrelevant, or w thout nerit.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




