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CARLUZZO, 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 reviewable 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 1995, Rule references are to the Tax Court Rul es of

Practice and Procedure.
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Respondent determ ned a $2,741 deficiency in petitioners’
1995 Federal inconme tax and a $548.20 penalty under section 6662.
The issue for decision is whether petitioners are entitled to a
casualty | oss deduction in excess of the anmount all owed by
respondent.

Sone of the facts have been stipulated and are so found.
Petitioners are, and were during all relevant periods, married to
each other. At the time the petition was filed, they resided in
Fredoni a, Kent ucky.

Sonetinme in early 1993, petitioners and their children noved
froma rented house in Nashville, Tennessee, into a 3-bedroom
2-bath, ranch-style brick house that they purchased in
Hendersonvill e, Tennessee (the Hendersonville residence). On
July 7, 1995, one of petitioners’ daughters plugged a vacuum
cleaner into an electrical outlet |located in petitioners’
bedroom Through sonme fault in either the vacuum cl eaner or the
outlet, a fire started in that bedroomthat caused substanti al
damage to the Hendersonville residence and destroyed or badly
damaged nost of the personal property located in the house.

At the tinme, petitioners were insured against fire | osses
by the Westfield Conpanies (Westfield). Under the terns of
their insurance coverage, subject to various conditions and

l[imtations, petitioners were entitled to recover the replacenent
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cost of personal property danmaged or destroyed by fire. As a
result of the fire, petitioners received $118,970.92 (less the
$250 deductible attributable to personal property |osses) from
Westfield. This amount includes $49, 686.02 for danages to the
Hender sonvill e residence, $11,909.90 for additional |iving
expenses, and the policy limts of $57,375 (|l ess the deductible)
for damages to or |oss of personal property. O the anmount
petitioners received for |oss of personal property, $11,642.94
was attributable to dry cleaning expenses, and the bal ance,
$45,732. 06, was attributable to the replacenent costs of various
itens of personal property typically found in a famly residence.
After an investigation, Wstfield paid petitioners the policy
limts for their personal property |osses because, according to
the i nsurance conpany, “the ACV [actual cash value] of the UPP

[ unschedul ed personal property] exceeded the limts and they were
not made whol e”.

Westfield s decision to pay policy limts for personal
property | oss was based at least in part upon a docunent entitled
“Personal Property Inventory” prepared by petitioners wthin days
after the fire occurred (the inventory). The inventory consists
of 38 pages that item zes and descri bes hundreds of itens of
personal property destroyed by the fire. Some descriptions are
specific, e.g., “Magnavox 19 inch color television with VCR

others are nore general, e.g., “belts”. For each item (or
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category of itens) listed on the inventory, petitioners mde
entries in designated colums for: (1) Nunmber of itens
destroyed; (2) date and place of purchase; (3) “original cost”;
and (4) replacenent cost at or about the tine of the fire.

For a fewitens, there is a variance between the entries
made for original cost and the replacenent cost. For nost, if
not all, of those few itens, the replacenent cost is higher than
petitioners’ estimated original cost for that item

For nost itens, either the anounts entered for original cost
and the replacenent cost are identical, or, if nore than one item
was destroyed, the replacenent cost listed is the product of the
nunmber of itens nultiplied by the amount |isted as the original
cost of the itens. It appears that for these itens, anounts
entered in the “original cost” colum do not, as the nane
suggests, represent petitioners’ costs of the itens, but instead
duplicate petitioners’ estimate of the replacenent costs of those
i tens.

Fromthe information supplied by petitioners, Wstfield
conputed the “actual cash value” of each itemlisted on the
inventory by applying a depreciation factor, ranging from 20
percent to 70 percent, to the replacenent cost of each item The
total of the anpbunts listed as original cost cannot be determ ned
fromthe copy of the inventory placed into the record because

rel evant portions of the docunent are obscured by overl ays.
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Repl acenent costs for all of the itens total $83,830.66; actual
cash val ues (replacenent cost m nus depreciation) of all of the
items total $51,711.17.

Sone of the personal property located in the house at the
time of the fire appeared to be sal vageable. Petitioners hired
MasterCraft and MasterClean to clean and/or refurbish these
itens. After renoving these itens fromthe Hendersonville
resi dence, the cleaning conpany determ ned that some of them
coul d not be cleaned or otherw se salvaged. The itens that could
not be cleaned were not returned to petitioners and were not
i ncluded on the inventory. Petitioners estimated the val ue of
these items to total $4,562.

Petitioners filed a tinely joint 1995 Federal incone tax
return. It was prepared by a professional incone tax return
preparer. They reported adjusted gross incone of $42,802.
Taking into account item zed deductions totaling $29,516 and
personal exenption deductions clained for thenselves and their
four children, they reported no taxable inconme or Federal incone
tax liability on that return.

Rel evant here, on the Schedule A, Item zed Deducti ons,
included with their 1995 return, petitioners clained a $21, 610

casualty | oss deduction, conputed as foll ows:
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Cost or other basis of each property $139, 647
| nsurance or other reinbursenent 107, 022
Fair market val ue before casualty 133,012
Fair market value after casualty - 0 -
Amount of | oss 133,012
Anmount of | oss not reinbursed 25,990
Less $100 fl oor 100
Less 10 percent of adjusted gross incone 4,280
Casualty |l oss cl ai ned 21,610

In the notice of deficiency, respondent disallowed, at |east
mat hematical ly, $20,011.04 of the casualty |oss deduction here in
di spute. A fair reading of the explanation for this adjustnent
suggests that respondent intended to disallow the entire anount.
Nevert hel ess, we proceed as though petitioners are entitled to a
casualty | oss deduction of at |east $1,598.96 for 1995. 1In the
noti ce of deficiency respondent also determ ned that petitioners
are liable for a section 6662(a) penalty, but respondent now
agrees that they are not.

Di scussi on

Subject to certain [imtations, an individual is entitled to
a deduction for “any |loss[es] sustained during the taxable year
and not conpensated for by insurance or otherw se” that “arise
fromfire * * * or other casualty”. Sec. 165(a), (c)(3), (h)(1)
and (2).

To properly conpute a casualty | oss deduction, the follow ng
val ues of the damaged or destroyed property nust be establi shed:
(1) Fair market value before the casualty; (2) fair nmarket val ue

after the casualty; and (3) the taxpayer’s basis in the property.
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See Mllsap v. Comm ssioner, 46 T.C. 751, 759 (1966), affd. 387

F.2d 420 (8th G r. 1968). The reduction in the fair market val ue
of the property caused by the casualty nust be conpared to the
adj usted basis of the property. The |esser of the two anounts
equal s the anount of the casualty |oss for purposes of conputing

t he deduction all owed under section 165. See Helvering v. Oaens,

305 U. S. 468 (1939); Pfalzgraf v. Conmm ssioner, 67 T.C. 784

(1977); Cornelius v. Comm ssioner, 56 T.C. 976 (1971); MIlsap v.

Comm ssi oner, supra; sec. 1.165-7(b)(1), Incone Tax Regs.

Subj ect to nunerous exceptions, the general rule is that a
taxpayer’s basis in property equals the taxpayer’s cost of the
property. See secs. 1011 and 1012. Fair market value is defined
in countless cases as “the price at which the property would
change hands between a willing buyer and a willing seller,

nei t her bei ng under any conpul sion to buy or sell and both having

reasonabl e know edge of relevant facts.” United States v.

Cartwight, 411 U S. 546, 551 (1973); G eshamyv. Conm ssioner, 79

T.C. 322, 326 (1982), affd. 752 F.2d 518 (10th Cr. 1985); sec.
1. 170A-1(c)(2), Incone Tax Regs.

Al t hough |l ess than clear fromthe manner in which the
casualty | oss deduction was conputed on petitioners’ return, the
rel evant “property” over which the controversy centers in this
case is the personal property damaged or destroyed in the fire.

Reciting the well-established general principles that control
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situations such as the one presently before us is relatively
sinple and straightforward. Applying those principles to
hundreds of personal household itens that would typically be
damaged or destroyed in a residential fire is nore problematic,
not only because of the nunber of itens involved, but also
because of the nature of those itens.

Establishing the fair market val ues of used household itens
is not only difficult, but also not enough for purposes of
section 165(a). The taxpayer’s cost, or basis, in each item of
property must al so be established, often long after the item was
acquired. Furthernore, the utility, econom c, and senti nental
val ues of a particular piece of personal property to a particul ar
owner are not necessarily reflected in either the fair narket
val ue of, or the taxpayer’s basis in, that item Consequently,
it is not unusual for a taxpayer who suffers the |oss of property
due to sonme casualty to sense a | oss greater than that allowable
as a deduction pursuant to section 165(a).

Petitioners could not explain the manner in which the
casualty |l oss deduction is conputed on their return, and we
cannot find any support for the conputation in the record. The
anount of insurance reinbursement |isted is obviously incorrect,
at least in the aggregate, and does not correspond to the
recovery of any of the conponent anobunts. Furthernore, the

amounts listed for “cost or basis” and “fair narket val ue before
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casualty” do not appear to be based upon information contained on
the inventory.

At trial, petitioners nore or |less ignored the conputation
of the casualty | oss deduction set forth in their return.
I nstead, they relied al nost exclusively on the inventory, a
docunent prepared not with reference to the anount of any
potential casualty |oss deduction to which they m ght be
entitled, but rather in connection with an insurance clai munder
a policy that allowed recovery based upon repl acenent cost. For
I nsurance purposes, the original cost of personal property
damaged or destroyed in the fire was not particularly inportant.
Consequently, the inventory does not provide sufficient
information to allow for the proper conputation of the anount of
petitioners’ casualty |oss deduction. Neverthel ess, respondent,
i n apparent recognition of the practical difficulties confronting
petitioners in establishing the information technically required
to support a casualty |l oss deduction, relies, at least in part,
upon the information reported on the inventory, even though that
docunent m ght not contain all of the information necessary to
properly conpute the all owabl e deduction. In an apparent attenpt
to sinplify the matter, respondent now accepts petitioners’
estimate of replacenent costs and Westfield' s estimte of actual
cash val ue (repl acenent cost |ess depreciation) of the destroyed

property as the neasure of that property’'s fair market val ue
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before the fire.! Respondent argues that petitioners’ casualty
| oss deduction should be conputed as foll ows:

Fair market val ue of personal property

before fire $51, 711. 17
Less anount rei nbursed 45, 732. 06
Less $100 (sec. 165(h)(1)) 100. 00
Less 10 percent of adjusted gross incone

(sec. 165(h)(2)) 4,280. 00
Al | owabl e casualty | oss deduction 1,599.11

In effect, in the above conputation, respondent considers the
property damaged or destroyed in the fire to have had no fair

mar ket value after the fire. Furthernore, to petitioners’
benefit, respondent treats the property’'s fair market value prior
to the fire and petitioner’s basis in the property as equal,
which is highly unlikely.

We consi der respondent’s conputation to be reasonabl e under
the circunstances, and note that, if only by coincidence, it
provi des support for the adjustnent nmade in the notice of
deficiency. The conputation, however, does not take into account
the value of those itens renoved fromthe Hendersonville
resi dence by the cleaning conpany, determ ned to be
unsal vageabl e, and never returned to petitioners. W accept
petitioners’ $4,562 estimate of value of those itens, adopt

respondent’s approach as to the significance of that estinate,

! Subtracting depreciation fromreplacenent cost can be an
acceptabl e nmethod of determning the fair market value of an item
of personal property. See Cornelius v. Conmm ssioner, 56 T.C. 976
(1971).
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and find that petitioners are entitled to a casualty |oss
deduction for 1995 conputed as foll ows:

Fair market val ue of personal property

listed on inventory, plus fair market
val ue of personal property not |isted

on inventory, (values before fire) $56, 273. 17
Fair market val ue of personal property

after fire - 0 -
Less i nsurance rei nbursenent 45, 732. 06
Less $100 (sec. 165(h)(1)) 100. 00
Less 10% of AQ (sec. 165(h)(2)) 4,280. 00
Al | owabl e casualty | oss deduction 6,161. 11

Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.
Based on the foregoing,

Deci sion will be

entered under Rul e 155.




