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PANUTHOS, Chief 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 should not be cited as authority. Unless otherw se
i ndi cat ed, 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.



Respondent determ ned deficiencies and penalties in

petitioners’ 1999 and 2000 Federal inconme taxes as foll ows:

Penal ty
Year Defi ci ency Sec. 6662(a)
1999 $4, 886 $977. 20
2000 5, 642 1, 128. 40

The issues for decision are: (1) Wiether the passive activity
rules of section 469 preclude petitioners fromdeducting the ful
anmounts of losses fromtheir rental real estate activities for
the 1999 and 2000 taxable years, and (2) whether petitioners are
|iable for accuracy-related penalties for the 1999 and 2000
t axabl e years pursuant to section 6662(a).
Backgr ound

Sone of the facts have been stipul ated, and they are so
found. The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. At the tine their
petition was filed, petitioners resided in Abingdon, Maryl and.

During the years in issue, petitioners were enpl oyees of
Ashl ey, Inc., which is located in Havre de G ace, Maryl and.
Petitioner Cam |l a Thomas-Firsow worked full tinme as an enpl oyee,
whereas petitioner Al exander Firsow (petitioner) worked 32 hours
per week. In addition to being an enpl oyee of Ashley, Inc.,
petitioner also operated a horse raci ng business.

Al so during the years in issue, petitioners owed two rental

properties. One was |ocated at 309 Row and Drive, Port Deposit,
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Maryl and (Port Deposit property). The other was |ocated at 2539
Har bor Lane, Sani bel, Florida (Sani bel property).

The Sani bel property was rented for approximately 1 nonth
during 1999 and for approximately 3 weeks during 2000. The Port
Deposit property was rented throughout 1999 and 2000. Petitioners
spent no nore than 2 weeks per year at the Sani bel property,
perform ng mai ntenance work, but also fishing off the pier.

Petitioners filed joint Federal incone tax returns for the
1999 and 2000 taxable years. For 1999, petitioners reported on
their Schedul e E, Supplenental |Incone and Loss, a | oss of $25,712
fromrental real estate for the Port Deposit property and the
Sani bel property. For 2000, petitioners reported a | 0oss on
Schedul e E of $29, 493 for the sane properti es.

For each of the taxable years, the Schedule E filed by
petitioners contained the follow ng cautionary | anguage:

“Caution: Your rental real estate loss * * * may be limted.

See page E-3 to find out if you nust file Form 8582. Real estate
prof essionals nmust conplete line 42 on page 2.” Despite this

| anguage, petitioners left blank Iine 42 of Schedule E, dealing
with “Reconciliation for Real Estate Professionals”. Mreover,
petitioners did not file a Form 8582, Passive Activity Loss
Limtations, with either of their joint returns for 1999 and

2000.
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On July 9, 2003, in response to an exam nation of their
returns, petitioners provided respondent a docunent entitled
“Election to Aggregate Activities” for the Port Deposit property,
Sani bel property, and other properties. This election was not
filed with petitioners’ joint returns for 1999 and 2000.
Respondent contends that petitioners are not entitled to
deduct the full amounts of | osses associated with their rental
activity because of passive activity loss limtations under
section 469.! Respondent further contends that petitioners are
Iiable for accuracy-rel ated penalties under section 6662(a) due
to negligence or disregard of the rules or regul ations.
Di scussi on
Whet her | osses attributable to rental real estate activities
are deductible in full depends upon the classification of such
activities. In general, arental activity is a “passive
activity,” even if the taxpayer “materially participates” in such
activity. Sec. 469(c)(2), (4). The deducti bl e anpunt of
aggregate | osses froma rental activity for the taxable year is
thus limted to the aggregate inconme fromall passive activities
for the corresponding year. The excess, if any, of the |osses
over the incone is a “passive activity loss”. Sec. 469(d)(1).

The passive activity loss is then disallowed as a deduction to

! Respondent does not contest the anpbunt of the reported
| osses, but instead contests the extent to which petitioners are
entitled to deduct such | osses.
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the extent that the taxpayer did not “actively participate” in
the rental real estate activity. Sec. 469(a)(1l), (i)(1). 1In the
present case, respondent determ ned that petitioners actively
participated in their rental activity and thus are entitled to
deduct some, but not all, of their passive activity |osses,
subject to the limtations under section 469(i).

Petitioners, however, classify their rental activity
differently. They contend that, during the taxable years in
i ssue, they were in the “real property trade or business” as that
termis defined under section 469(c)(7). |If they were, then the
passive activity loss [imtations of section 469 would not apply,
and petitioners would be entitled to deduct the full anount of
their |l osses for each year. See sec. 469(c)(7)(A(i).

Deductions are a matter of |egislative grace, and generally
t he taxpayer bears the burden of proving entitlenent to any

deduction clained. Rule 142(a); I NDOPCO, Inc. v. Conm ssioner,

503 U.S. 79, 84 (1992). The burden of proof has not shifted to
respondent pursuant to section 7491(a). Wile exam nation of the
tax returns in issue commenced after July 22, 1998, neither of
the parties has addressed the applicability of section 7491(a).
Petitioners have not offered any evidence that they satisfied any
of the criteria of section 7491(a)(2)(A) and (B). Accordingly,
we conclude that the burden remains on petitioners to prove that

they were in the real property trade or business and that their
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rental real estate activity is not a passive activity for the
1999 and 2000 taxabl e years.

The term “real property trade or business” neans any real
property devel opnent, redevel opnent, construction,
reconstruction, acquisition, conversion, rental, operation,
managenent, | easing, or brokerage trade or business. Sec.
469(c)(7)(C. A taxpayer nmay elect to treat all interests in
rental real estate as one activity. Sec. 469(c)(7)(A); sec.
1.469-9(g) (1), Income Tax Regs. Such election is nmade by filing
a statenent with the taxpayer’s original inconme tax return for
the taxable year. Sec. 1.469-9(9)(3), Incone Tax Regs.

To qualify for the election, the taxpayer nust satisfy two
requirenents. First, nore than one-half of the personal services
performed in trades or businesses by the taxpayer during such
t axabl e year nust be perfornmed in real property trades or
busi nesses in which the taxpayer materially participates. Sec.
469(c)(7)(B)(i). Second, such taxpayer must perform nore than
750 hours of services during the taxable year in real property
trades or businesses in which the taxpayer materially
participates. Sec. 469(c)(7)(B)(ii). 1In the case of a joint
return, both requirenents nust be satisfied by the sane spouse.
Sec. 469(c)(7)(B).

Under both requirenents, a taxpayer nust materially

participate in a real property trade or business in order for the
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personal services provided by the taxpayer in that real property
trade or business to count. See sec. 469(c)(7)(B); sec. 1.469-
9(c)(3), Incone Tax Regs. A taxpayer is treated as materially
participating in an activity only if the taxpayer is involved in
the operations of the activity on a basis which is regular,
conti nuous, and substantial. Sec. 469(h)(1). |In determning
whet her a taxpayer materially participates, the participation of
the taxpayer’s spouse is taken into account. Sec. 469(h)(5).
The tenporary Treasury regul ations promul gated under section 469
provi de:
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

means. Reasonabl e neans for purposes of this paragraph

may include but are not limted to the identification

of services perfornmed over a period of tinme and the

approxi mat e nunber of hours spent perform ng such

servi ces during such period, based on appoi nt nent

books, cal endars, or narrative summaries.
Sec. 1.469-5T(f)(4), Tenporary Incone Tax Regs., 53 Fed. Reg.
5727 (Feb. 25, 1988); see also sec. 1.469-9(b)(5), Incone Tax
Regs. This Court has acknow edged that these tenporary
regul ati ons are sonewhat anbi val ent concerning the records to be
mai nt ai ned by taxpayers, but we have held that the regul ations do
not allow a post-event “ball park guesstimate”. Fow er v.

Conmi ssioner, T.C. Menp. 2002-223; Goshorn v. Comm ssioner, T.C.

Menmo. 1993-578.
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To establish the anount of tinme petitioners spent on their
rental real estate activities in the present case, petitioners
i ntroduced a spreadsheet and a daily work | og sumari zi ng the
work activities they perfornmed on a daily basis for the Sani bel
property and Port Deposit Property. The daily work | og was not
prepared contenporaneously as petitioners performed each
activity, but it was conposed by petitioners in preparation for
an exam nation of their returns by respondent. The spreadsheet
lists the follow ng hours spent by petitioners at their rental
properties:

Year Port Deposit property Sani bel property Tot al

1999 283 606 889
2000 311 494 805

Petitioner testified that he worked 12 hours per day whenever he
was at the Sani bel property. The spreadsheet also |lists
petitioners’ time spent rendering personal services for their own
resi dence and for the properties owned by petitioner’s parents.
Petitioners have not net their burden of proving that they
were in the real property trade or business and that their rental
real estate activity is not a passive activity for the 1999 and
2000 taxable years. VWile petitioners did not file their
el ection to aggregate activities with their joint returns for
1999 and 2000, we need not deci de whet her we should | ook at the
total nunber of hours during each of these taxable years such

that petitioners spent 889 hours in 1999 and 805 hours in 2000.



- 9 -
We find that their testinony, the spreadsheet, and the daily work
| ogs were not credible. Petitioners were enpl oyees of Ashl ey,
Inc., where she worked full tinme and he worked 32 hours a week.
In addition to his enploynent at Ashley, Inc., petitioner also
operated a horse racing business. Petitioners testified, and the
spreadsheet indicates, that they spent a fair anmount of tine
renderi ng personal services for their own residence and for the
properties owned by petitioner’s parents. Even if we were to
accept as true petitioner’s testinony that he worked 12 hours per
day at the Sani bel property (above and beyond his tinme fishing
off the pier), petitioners spent no nore than 2 weeks per year
there. Wiile petitioners have spent sonme tine performng
personal services at their rental properties, we conclude that
such time falls short of the “nore than 750 hours of services”
requi red under section 469(c)(7). Accordingly, we sustain
respondent’s determ nation regarding this issue.

The final issue is whether petitioners are |liable for
accuracy-rel ated penalties under section 6662(a) for the 1999 and
2000 taxabl e years. An accuracy-related penalty “applies to any
portion of an underpaynment of tax required to be shown on a
return” where such portion is attributable to negligence or
disregard of rules or regulations. Sec. 6662(a) and (b)(1). The
term “negligence” includes any failure to make a reasonabl e

attenpt to conply with the provisions of the Internal Revenue
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Code. Sec. 6662(c). The term “disregard” includes any carel ess,
reckless, or intentional disregard. 1d. Respondent has the
burden of production with respect to the accuracy-rel ated
penalties. See sec. 7491(c).

The courts have refined the Code definition of negligence as
a lack of due care or failure to do what a reasonabl e and prudent
person woul d do under simlar circunstances. Allen v.

Comm ssi oner, 925 F.2d 348, 353 (9th Gr. 1991), affg. 92 T.C 1

(1989). Treasury regulations further provide that negligence
includes any failure to exercise ordinary and reasonable care in
the preparation of a tax return, failure to keep books and
records, or failure to substantiate itens properly. Sec.
1.6662-3(b) (1), Income Tax Regs. A return position that has a
“reasonabl e basis” as defined in the regulation is not
attributable to negligence. 1d.

An exception to the section 6662 penalty applies when the
t axpayer denonstrates: (1) There was reasonabl e cause for the
under paynent, and (2) the taxpayer acted in good faith with
respect to the underpaynent. Sec. 6664(c).2 Wether the
t axpayer acted with reasonable cause and in good faith is
determ ned by the relevant facts and circunstances on a

case-by-case basis. See Stubblefield v. Conm ssioner, T.C Meno.

2 This section may provide relief even if a return position
does not satisfy the reasonable basis standard. Sec. 1.6662-
3(b)(3), Incone Tax Regs.
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1996-537; sec. 1.6664-4(b)(1), Income Tax Regs. “C rcunstances
that may indicate reasonabl e cause and good faith include an
honest m sunderstanding of fact or law that is reasonable in
light of all the facts and circunstances, including the
experi ence, know edge, and education of the taxpayer.” Sec.
1.6664-4(b)(1), Incone Tax Regs. A taxpayer is not subject to
the addition to tax for negligence where the taxpayer makes
honest m stakes in conplex matters, but the taxpayer nust take
reasonabl e steps to determne the law and to conply with it.

Ni edri nghaus v. Conm ssioner, 99 T.C 202, 222 (1992). The nost

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

the proper tax liability. Stubblefield v. Conm ssioner, T.C

Meno. 1996-537; sec. 1.6664-4(b)(1), Incone Tax Regs.

Respondent has net his burden of production with respect to
the accuracy-rel ated penalties under section 6662(a). The
returns filed by petitioners contai ned cautionary | anguage that
they failed to heed. Petitioners did not maintain records for
their rental real estate activity, but produced the spreadsheet
and daily work log only in response to an exam nation of their
returns by respondent. Based upon these facts and circunstances,
we find that petitioners did not take reasonable steps to
determine the law and to conply with it. Moreover, petitioners
have failed to denonstrate that there was reasonabl e cause and

that they acted in good faith. Accordingly, we sustain
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respondent’s determnation with respect to the accuracy-rel ated
penal ti es under section 6662(a).
Revi ewed and adopted as the report of the Small Tax Case
Di vi si on.
To reflect the foregoing,

Deci sion will be entered

for respondent.




