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In 1985, P husband (H) invested in DA, alimted
partnership engaged in renting real estate, and he
retained that investnent until DA's termnation in
2003. DA generated losses in every year of its
exi stence except 1995 and 2003. On the basis of a 1985
conversation wth his return preparer, H believed the
| osses to be nondeducti bl e, although the 1991 and 1993
| osses were deducted on his returns for those years.
Frequent job changes caused H to nove several tines
after 1993, but, because he believed DA woul d continue
to generate nondeductible | osses, he (1) did not advise
DA of his changes of address, (2) never received the
1994- 2003 Schedul es K-1 from DA and, therefore, was
unabl e to continue his prior practice of turning over
the Schedules K-1 to his return preparers, and (3) did
not report the gains and | osses reflected on those
Schedul es K-1. The 1994 and 1996- 2003 returns confirm
that Ps reported neither the 2003 gain nor the | osses
for the other years. The parties stipulate that Ps did
not report the 1995 gain. Ps were unable to furnish
copies of the 1985-90 and 1992 returns. R alleges that
Ps are taxable on $292,853 of unreported |ong-term
capital gain reflected on the 2003 Schedule K-1 issued
to Hby DA. Ps allege that, pursuant to sec. 469(b)
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and (g), I.R C., they may carry forward $484, 065 of
suspended passive activity |l osses from 1985-90, 1992,
1994, and 1996-2002 as a conplete offset to the
unreported 1995 and 2003 gains. R also determ ned that
Ps are liable for the sec. 6662, |I.R C., accuracy-

rel ated penalty.

1. Held: The 1994 and 1996- 2002 | osses
constitute suspended passive activity |osses, and the
excess of those | osses over the unreported 1995 gain
may be carried forward as a partial offset to Ps’
unreported 2003 | ong-term capital gain from DA

2. Held, further, Ps have not produced credible
evi dence that there are any suspended passive activity
| osses from 1985-90 or 1992 available for carryover to
2003, and, therefore, no carryover fromthose years is
permtted.

3. Held, further, R s penalty against Ps is
sustained, in part, under sec. 6662, |I.R C

Patrick J. OBrien, for petitioners

Kelly R Mrrison-Lee, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

HALPERN, Judge: By notice of deficiency dated May 9, 2006,
respondent determ ned a deficiency in petitioners’ 2003 Federal
i ncome tax of $69, 351 and an accuracy-rel ated penalty of
$13,870.20. Petitioners assign error to both of those
determ nations. The issues for decision are (1) the extent, if
any, to which there exist unused or suspended passive activity
| osses arising in taxable years before 2003 and attri butable to
petitioner WlliamC. Lowe’'s (M. Lowe’s) interest in a real

estate [imted partnership that, pursuant to section 469(b) and
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(g),! are available to petitioners as offsets to the unreported
2003 long-termcapital gain M. Lowe realized upon the
termnation of his investnment in the partnership, and (2) whether
petitioners are liable for the accuracy-rel ated penalty under
section 6662(a).

The notice contains certain other adjustnents that are
purely conputational. Their resolution depends upon our
resolution of the first issue in dispute.

FI NDI NGS OF FACT?

Sonme facts are stipulated and are so found. The stipul ation
of facts, with acconpanying exhibits, is incorporated herein by
this reference.

At the tinme the petition was filed, petitioners resided in

Lake Forest, Illinois.

1 Unl ess otherwi se indicated, all section references are to
t he I nternal Revenue Code of 1986, as anended and in effect for
the year at issue, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.

2 Pursuant to Rule 151(e)(3), each party, in the answering
brief, is required to “set forth any objections, together with
the reasons therefor, to any proposed findings of any other
party”. Petitioners have filed an answering brief, but they have
failed to set forth objections to respondent’s proposed findi ngs
of fact. Accordingly, we nust conclude that petitioners have
conceded that respondent’s proposed findings of fact are correct
except to the extent that those findings are clearly inconsistent
with either evidence in the record or petitioners’ proposed
findings of fact. See, e.g., Jonson v. Conm ssioner, 118 T.C.
106, 108 n.4 (2002), affd. 353 F.3d 1181 (10th Cir. 2003).
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M. Lowe's Background and Job History

M. Lowe earned a B.S. in physics fromLafayette College in
1962. He then was enployed by | BM as an engi neer and, by 1985,
had beconme a corporate vice president and president of IBMs
entry systens division. Although his formal training was in
physi cs, he had sone responsibilities for business decisions in
his area. 1|In general, however, M. Lowe depended upon the chief
financial officer to support the financial decisions relating to
the products with which he was concer ned.

During 1985, M. Lowe resided in Chappaqua, New York. He
becanme an executive for Xerox Corp. in 1988 and remai ned at Xerox
until 1991. During that period, he continued to reside in
Chappaqua. He then enbarked upon a series of job changes and
relocations: In 1991, he becane the chief executive officer
(CEO) of @ulfstream Aerospace in Savannah, Ceorgia, and he noved
to Hilton Head, South Carolina; in 1993, he becane the CEO of New
Engl and Busi ness Services in G oton, Massachusetts, and he noved
to Concord, Massachusetts; and, in 1996, he becane executive vice
president, North America, for More Corp., headquartered in Lake
Forest, Illinois, which becane his new place of residence. Then,
inlate 1998 or early 1999, petitioner Cristina Lowe’s (Ms.
Lowe’ s) not her passed away, and petitioners noved to Tucson,
Arizona, to be with Ms. Lowe’'s father. |In 2004, petitioners

nmoved back to Lake Forest, Illinois.
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M. Lowe's Investnent in Dougl as Associ at es

In 1985, while M. Lowe was at IBM a financial adviser from
Chase Bank, used by M. Lowe and a nunber of other |BM
executives, advised M. Lowe to get involved in sone limted
partnerships. He specifically recoomended that M. Lowe invest
i n Dougl as Associates, a limted partnership engaged in renting
real estate. Thereupon, M. Lowe invested $200, 000 i n Dougl as
Associ ates in exchange for a limted partnership interest.

Dougl as Associ ates issued Schedules K-1, Partner’s Share of
| ncone Credits, Deductions, etc. (the Schedules K-1), to M. Lowe
for each year of its existence (1985-2003), and M. Lowe retained
his limted partnership interest in Douglas Associates for that
entire period. The Schedules K-1 reported M. Lowe’s annual

share of Dougl as Associates’ gains and | osses as foll ows:

Year Gain (Loss)
1985 ($7, 961)
1986 (31, 817)
1987 (61, 526)
1988 (71, 581)
1989 (63, 587)
1990 (58, 029)
1991 (49, 152)
1992 (49, 336)
1993 (46, 596)
1994 (43, 615)
1995 107, 580
1996 (15, 102)
1997 (15, 469)
1998 (16, 667)
1999 (14, 257)
2000 (20, 645)

2001 (6, 638)



2002 ($7, 835)
2003 1292, 853

! The 2003 Schedul e K-1 (which covered
Dougl as Associ ates’ final taxable year, ending
July 15, 2003) also reported that M. Lowe’ s share
of unrecaptured depreciation gain from*“fl ow
through entity” was $109, 913. Respondent does not
argue that that anmount reduces the anount of
suspended passive activity | osses that may be
avai l able to offset the $292,853 | ong-term capital
gain M. Lowe realized upon the termnation of his
i nvestment in Douglas Associates. Therefore, we
will ignore that amount in determ ning the anount
of suspended passive activity |losses, if any,
avai |l abl e for that purpose.

The 1985 and 1986 Schedules K-1 reported M. Lowe’s | osses
for those years on line 1, “Ordinary incone (loss)”. The
Schedul es K-1 for all subsequent years (1987-2003) reported his
gains or losses on the line entitled “Reconciliation [or
“Anal ysis'] of partner’s capital account”, and/or that entitled
“Incone [or ‘Net incone’] (loss) fromrental real estate
activities”.

M. Lowe received the 1985-93 Schedul es K-1 and turned them
over to his tax return preparer. Having failed to notify Dougl as
Associ ates of his various changes of address between 1994 and
2003, M. Lowe did not receive any of the Schedules K-1 issued

for those years.?

3 The 1998-2002 Schedul es K-1 were addressed to M. Lowe at
his address in Lake Forest, Illinois, which indicates that
soneone had advi sed Dougl as Associates that M. Lowe resided at
that address. Presunably, M. Lowe’s failure to receive themis
attributable to petitioners’ late 1998 or early 1999 nove from
Lake Forest to Tucson, Arizona. The 2003 Schedul e K-1 was
m st akenly addressed to M. Lowe at a different address in Lake
Forest, Illinois, at a tinme when petitioners were still residing
in Tucson.
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Tax Reporting of the Gains and Losses Reflected on the
Schedul es K-1

M. Lowe reported the losses attributed to himon the 1991
and 1993 Schedules K-1 (jointly with his fornmer spouse for 1991
and jointly with Ms. Lowe for 1993) as currently deductible on
the returns filed for those years. On the joint returns
petitioners filed for 1994 through 2003, they reported neither
the gains, for 1995 and 2003, nor the | osses, for the other
years, reflected on the Schedules K-1 for those years. M. Lowe
was unable to obtain copies of his 1985-90 and 1992 returns, and
those returns are not in evidence.*

M. Lowe’s 1985-92 returns were prepared by Joseph Cannistra
& Co., in Munt Kisco, New York. H's 1993-2003 returns were
prepared by at least six different tax preparers, generally
| ocated near his residence, which, as noted supra, changed
several tinmes during those years.

OPI NI ON

Petitioners’ Entitlenent to a Passive Activity Loss Carryover

A. Applicable Law

Section 469, dealing with passive activity | osses and
credits, was added to the Internal Revenue Code by section 501 of
the Tax Reform Act of 1986 (TRA), Pub. L. 99-514, sec. 501, 100
Stat. 2233. Theretofore, there had been no generally applicable

[imtation on a taxpayer’s ability to use | osses froma

4 The 1995 return is also not in evidence, but the parties
stipulate that petitioners did not report on that return the
$107,580 gain reported on the Douglas Associ ates 1995 Schedul e K-
1
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particul ar trade or business activity to offset inconme from other
such activities. That circunstance gave rise to the
proliferation of tax shelters permtting taxpayers to reduce or
avoi d taxes on salary or other positive incone through the use of
| osses (often in excess of real economc costs) incurred in
advance of any inconme fromthe shelters. See H Conf. Rept. 99-
841 (Vol. 11) at 11-137 (1986), 1986-3 C.B. (Vol. 4) 1, 137; S.
Rept. 99-313, at 713 (1986), 1986-3 C.B. (Vol. 3) 1, 713.

In pertinent part, section 469(a)(1) provides that an
i ndi vidual’s “passive activity |loss” for any taxable year shal
not be allowed. Section 469(c)(1) defines a “passive activity”
as one which involves the conduct of any trade or business in
whi ch the taxpayer does not materially participate.® Section
469(d) (1) defines a passive activity loss as the anount, for the
t axabl e year, by which aggregate |osses fromall passive
activities exceed aggregate incone fromthose activities. Thus,
| osses arising froma passive activity are deductible only
agai nst incone fromthat activity or another passive activity.
See S. Rept. 99-313, supra at 722, 1986-3 C.B. (Vol. 3) at 722.
Section 469(b) provides that any passive activity |oss disallowed
under subsection (a) shall be treated as a deduction allocable to

that sanme passive activity in the next taxable year. |f the

> Wth exceptions not here relevant, an individual is not
treated as materially participating in any activity of a limted
partnership of which he is alimted partner (e.g., M. Lowe is
not treated as materially participating in Douglas Associ ates’
activities). See sec. 469(h)(2); sec. 1.469-5T(e), Tenporary
I ncone Tax Regs., 53 Fed. Reg. 5726 (Feb. 25, 1988).
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carried-over passive activity | oss becones a nonal | owabl e passive
activity loss for the carryover year, it is carried over to the
succeedi ng year. Disallowed or suspended | osses nmay be carried
over indefinitely until they are used.® See S. Rept. 99-313,
supra at 722, 1986-3 C.B. (Vol. 3) at 722; Bittker & Lokken,
Federal Taxation of Incone, Estates and Gfts, par. 28.9, at 28-
91 (3d ed. 1999). Pursuant to section 469(g)(1)(A and (B), if a
t axpayer disposes of his entire interest in a passive activity to
an unrel ated person in a transaction in which all gain or loss is
recogni zed, suspended passive activity |l osses (remaining after
the application of section 469(b)) are deductible w thout
[imtation (i.e., they are treated as | osses “not from a passive
activity”) in the year of disposition.’

Section 469 generally applies to taxable years begi nni ng
after Decenber 31, 1986, and does not apply to | osses from pre-
1987 taxable years carried forward to post-1986 taxabl e years.
TRA sec. 501(c)(1) and (2). Section 469(nm) provides a 5-year

phase-in for passive activity losses frominterests held before

6 Because disall owed or suspended | osses from a passive
activity are allowable in full upon a fully taxable disposition
of that activity (see discussion infra), it is necessary to
determ ne the portion of each year’s passive activity | oss
carryover that is allocable to each of the taxpayer’s passive
activities, assum ng the taxpayer owns interests in nore than
one. See S. Rept. 99-313, at 722 (1986), 1986-3 C.B. (Vol. 3) 1,
722; sec. 1.469-1(f)(4)(i), Inconme Tax Regs.; sec. 1.469-
1T(f)(2), Tenporary Incone Tax Regs., 53 Fed. Reg. 5706 (Feb. 25,
1988) .

"In this case, the nonpassive activity |oss
characterization would apply only to the extent M. Lowe’s
suspended | oss carryover exceeded his unreported capital gain on
the disposition of his interest in Douglas Associ ates.
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the new | aw s date of enactnment, October 22, 1986, pursuant to
whi ch an increasing percentage of such | osses becones subject to
the new rules, with 100 percent of such | osses becom ng subject
thereto for taxable years beginning in or after 1991.

B. Arqgunents of the Parties

Petitioners argue that the |osses set forth on the Schedul es
K-1 issued to M. Lowe by Douglas Associates for 1985-90, 1992,
1994, and 1996-2002, totaling $484, 065, and from which they “have
received no tax benefit”,® are passive activity | osses, which
“nore than offset any gains from Dougl as Associates”; i.e., the
1995 and 2003 gains totaling $400, 433.°

Respondent argues: “Because petitioners have failed to
substantiate the transactions surrounding the all eged passive
activity losses * * * | petitioners cannot satisfy the statutory
requi renents for carrying forward suspended * * * [passive
activity losses]”. He concludes that those all eged | osses
“cannot be properly carried forward because they are not

suspended * * * [passive activity |osses] pursuant to * * *

8 The parties stipulate (and the 1991 and 1993 returns
verify) that the | osses reported on the 1991 and 1993 Schedul es
K-1 were deducted as nonpassive or “active” |osses, and
petitioners concede that the all eged passive activity | oss
carryover is “net of clained active | osses”.

°® Petitioners do not dispute the status of the unreported
1995 gain as an offset to their alleged suspended passive
activity loss carryover to 2003. What they seek is to “apply al
passive * * * [|osses] (net of clained active | osses and
unreported gains) to offset any tax liability for 2003.”
(Enphasi s supplied.)




- 11 -

[ section] 469.” Alternatively, respondent argues that, even if
we decide that the | osses set forth on the 1994 and 1996- 2002
Schedul es K-1, totaling $140, 228, constitute suspended passive
activity |l osses available as a carryover, ! they nust be offset
by the unreported 1995 gain of $107,580, leaving only $32,648 in
suspended passive activity |losses as an offset to the unreported
2003 gain of $292,853, resulting in net unreported gain of
$260, 205.

C. Burden of Proof

In pertinent part, Rule 142(a)(1) provides, as a general
rule: “The burden of proof shall be upon the petitioner”. In
certain circunstances, however, if the taxpayer introduces
credi bl e evidence with respect to any factual issue relevant to
ascertaining the proper tax liability, section 7491 places the
burden of proof on the Comm ssioner. Sec. 7491(a)(1); Rule
142(a)(2). Credible evidence is evidence that, after critical
analysis, a court would find constituted a sufficient basis for a
decision on the issue in favor of the taxpayer if no contrary

evi dence were subm tted. Baker v. Commi ssioner, 122 T.C. 143,

168 (2004); Bernardo v. Commi ssioner, T.C Menp. 2004-199 n. 6.

Section 7491(a)(1) applies only if the taxpayer conplies with
substantiation requirenents, maintains all required records, and

cooperates with the Conm ssioner’s requests for w tnesses,

10 As explained infra sec. I.D., respondent believes that
petitioners’ duty to be consistent forecloses their claimthat
the 1985-93 | osses are available to offset their unreported 2003
passive activity gain.
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i nformati on, docunents, neetings, and interviews. Sec.
7491(a)(2).

For the reasons discussed infra section E.3.a., we find that
petitioners have failed to introduce credi ble evidence that any
of the | osses reflected on the Schedules K-1 for 1985-90 and 1992
(the pre-°93 | osses) constitute suspended passive activity
|l osses. It follows that petitioners retain the burden of proving
that those | osses are available to offset their 2003 gain on the
di sposition of M. Lowe’s interest in Douglas Associates, a
burden that, because of the absence of credible evidence on that

i ssue, petitioners cannot sustain. See Bernardo v. Conm Ssioner,

supra n.7; see also Rendall v. Comm ssioner, 535 F.3d 1221, 1225

(10th Cr. 2008) (citing Bernardo v. Conm ssioner, supra), affg.

T.C. Meno. 2006-174. Therefore, our discussion of that issue may
be viewed as setting forth the basis for our determ nation that
petitioners have failed to (1) introduce credi ble evidence and

(2) carry their burden of proof. See Bernardo v. Conm Ssioner,

supra; see also Rendall v. Commi ssioner, supra at 1225.

The parties al so disagree as to the status of the | osses
reflected on the Schedules K-1 for 1994 and 1996-2002 (the post-
‘93 | osses) as suspended passive activity | osses. W need not
deci de whet her section 7491(a) applies to that issue because we
resolve it upon a preponderance of the evidence. Therefore,
resolution of the issue does not depend upon which party bears

t he burden of proof. See, e.g., Bergquist v. Comm ssioner, 131

T.C _, _ (2008) (slip op. at 30).
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D. Respondent’s Motion for Leave To File
Amrendnent to Answer To Conformto the Evidence

On January 31, 2008, respondent noved, pursuant to Rule
41(b), for leave to file an anmendnent to the answer to conformto
the evidence (the notion). |In the notion, respondent raises the
duty of consistency as an affirmative defense to what he
considers petitioners’ attenpt to characterize the 1985-93
| osses, alleged by respondent to have been reported as active
| osses on the 1985-93 returns, ! as suspended passive activity
| osses available to offset their unreported 2003 passive activity
gain.'2 Petitioners oppose the notion.

We need not rule upon the notion because, as noted supra, we
find that petitioners have failed to introduce credi ble evidence
that the pre-*93 | osses constitute suspended passive activity
| osses. That finding, together with the parties’ stipulation
that petitioners reported the 1991 and 1993 | osses as active
| osses (so that petitioners concede they may not be carried
forward as suspended passive activity | osses) renders noot

respondent’s notion, which, in substance, seeks the sane result.

11 As noted supra note 8, the parties stipulate that the
| osses reported on the 1991 and 1993 Schedul es K-1 were deducted
as active | osses for those years.

12 The “Anendnment To Answer” filed with the notion
erroneously refers to “passive gains in 2004".



E. Di scussi on

1. | nt roducti on

The parties’ joint exhibits include copies of petitioners’
1994 and 1996-2002 returns. Those returns show that petitioners
did not report or deduct the post-‘93 |losses. Petitioners’ tax
treatnent of the pre-*93 |l osses is not evidenced by copies of
returns filed for those years. The only support for petitioners’
argunent that those | osses were never deducted and, therefore,
remai n avail able for carryover to 2003 is M. Lowe's testinony to
that effect. Because of that evidentiary difference, we
separately consider those two groups of alleged passive activity
| osses.

2. The Post-‘93 Losses

a. Analysis

Respondent states that petitioners have failed to provide a
“valid explanation as to why * * * [M. Lowe] invested in Dougl as
Associ ates” and that M. Lowe “failed to explain why he had very
limted records relating to his roughly 20-year participation in”
t hat partnership and why he never inquired further relating to
hi s $200, 000 i nvestnmrent therein. Respondent concludes: “Because
petitioners have failed to substantiate the transactions
surroundi ng the all eged passive activity losses * * * [they]
cannot satisfy the statutory requirenents for carrying forward
suspended * * * [passive activity |osses].” Respondent also
cites a taxpayer’'s right, under section 469(g)(1), to carry

forward suspended passive activity |osses to the year in which
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t he taxpayer disposes of his entire interest in the passive
activity to an unrel ated party, provided all gain or loss on the
di sposition is recogni zed. He then states: “[M. Lowe] has not
substantiated that this [i.e., that there is a suspended loss] is
true for any of the * * * [passive activity |osses], and thus,
[ he] cannot carry any of * * * [then] forward.” (Enphasis
supplied.) W disagree as regards the post-*93 | osses.

M. Lowe testified that he invested in Douglas Associ ates
upon the advice of a financial adviser who provided investnent
advice to I BM executives |ike him The advi ser suggested that he
becone involved in limted partnershi ps and, specifically, that
he invest in Douglas Associates. The parties have stipul ated
that from 1985 through 2003 Dougl as Associates was a |imted
partnership engaged in the activity of renting real estate, and
that M. Lowe held a limted partnership interest therein.
According to the Schedul es K-1 issued by Dougl as Associ at es,
whi ch are unchal | enged, M. Lowe’s investnent in Douglas
Associates did give rise to the alleged | osses (both pre- and
post-*93), and the 1994 and 1996- 2002 returns provide
unchal | enged verification that the post-‘93 | osses were not
clainmed on those returns and did not give rise to any tax benefit
to petitioners before 2003. Moreover, pursuant to section
469(c) (1) and (h)(2) and section 1.469-5T(e), Tenporary |nconme
Tax Regs., 53 Fed. Reg. 5726 (Feb. 25, 1988), which, together,
establish that M. Lowe’s limted partnership interest in Douglas

Associ ates constituted a passive activity, it is clear that the
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post-‘93 | osses constituted passive activity |losses. Lastly,
there is no dispute that all of the other requirenents of section
469(g) (1) for carrying forward the post-‘93 | osses to offset the
2003 capital gain on termnation of M. Lowe’s interest in
Dougl as Associ ates have been net. Respondent does not dispute
that, as reflected on the 2003 Schedule K-1, the partnership was
termnated in a fully taxable transaction, and respondent does
not allege that that termnation constituted a “di sposition [of
the limted partnership interests] involving [a] related party”
wi thin the neaning of section 469(g)(1)(B)

b. Concl usi on

The post-*93 | osses constitute suspended passive activity
| osses that may be carried forward to 2003 pursuant to section
469(b) and (g)(1)(A).

3. The Pre-'93 Losses

a. Analysis

Because the 1985-90 and 1992 returns are not in evidence,
petitioners’ position that the pre-‘93 | osses constitute
suspended passive activity | osses available for carryover to 2003
is based solely upon M. Lowe’s testinony. That testinony is not
per suasi ve.

M. Lowe testified that, beginning with his receipt of the
1985 Schedul e K-1, his “process was to turn * * * [the Schedul es

K-1] over to ny tax preparer, who | depended upon to deal with
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them properly and put nmy returns in proper form”' He further
testified that the CP.A firmthat prepared his 1985 return (as
wel |l as all subsequent returns through 1992) told himthat the
1985 | oss was a “passive loss”, that he could not “do anyt hing
with” the loss, and that his “expectation fromthat point forward
was that’'s the way they would be treated”. M. Lowe expressed
his “belief” that the 1985-90 | osses reflected on the Schedul es
K-1 for those years “were never clainmed”, and that the sane was
true for 1992. He had no explanation as to why the 1991 and 1993
| osses were reported as “active |losses” on the returns for those
years, and he testified that “it was a surprise to nme to discover
that those | osses had been cl ainmed.”

M. Lowe’s testinony that the pre-*93 | osses were not
claimed is inplausible in several respects. To begin wth,
before the enactnent of section 469 in 1986, the concept of
active versus passive |losses did not exist for deductibility
pur poses, and, with the exception of the section 1211(Db)
limtations on the deductibility of capital |osses, |osses
incurred by an individual in connection with a trade or business
or in a transaction entered into for profit were fully deductible
under section 165(c)(1) and (2). Moreover, as noted supra
section |. A, section 469 did not becone effective until 1987;
and, until 1991, it only affected a portion of the | osses from

preenact nent investnents such as M. Lowe’s interest in Douglas

13 M. Lowe’s practice of turning over the Schedules K-1 to
hi s accountants of course ceased after 1993 when he no | onger
recei ved any from Dougl as Associ at es.
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Associates. Lastly, the Schedules K-1 for 1985 and 1986 |isted
the | osses for those 2 years on a line entitled “Ordinary incone
(loss)”. Under those circunstances, we find incredible M.
Lowe’s testinony that his professional tax-advisor (1) did not
deduct the | osses reflected on the Schedules K-1 for 1985 and
1986 and (2) told him in connection with the preparation of his
1985 return, that the 1985 | oss was a “passive |loss” and that he
“couldn’t do anything with it.”

Petitioners’ argunent that the pre-‘93 | osses subject to
section 469, in whole or in part (1987-92), were not deducted is
not based upon the returns for those years (which are not in
evi dence) or even upon M. Lowe’s recollection based upon his
prior review of those returns but, instead, upon his “belief”
that those | osses “were never clainmed”. That belief, based upon
an all eged conversation that took place sone 22 years earlier, is
belied by the 1991 return, which shows that the firmresponsible
for preparing the 1985-92 returns treated the loss reflected on
the 1991 Schedule K-1 as a deductible, ordinary loss. The 1991
return, at the very least, inplies that neither the return
preparer nor the reviewer(s) (if any) were aware of the section
469 limtations on the deductibility of passive activity |osses,

and that they, therefore, continued to deduct in full, after

4 For subsequent years, the Schedules K-1 listed M. Lowe’'s
pass-through gain or loss on a line entitled “Income [or ‘ Net
inconme’] (loss) fromrental real estate activities” and/or on a
line entitled “Reconciliation of partner’s capital account”.
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1986, the | osses reflected on the Schedules K-1.1 On the other
hand, if we assune that M. Lowe’s return preparers applied
section 469 to M. Lowe’s passive activity |losses reflected on
the Schedules K-1 for 1987-90 and 1992, including the phase-in
rules of section 469(m applicable to 1987-90, there is no
evi dence of the extent to which those passive activity | osses may
have been used as offsets to passive activity inconme or gain from
interests other than M. Lowe’s interest in Douglas Associ ates,
t her eby maki ng them unavailable for carry forward to 2003. ¢

b. Concl usi on

M. Lowe has not provided credible evidence of the existence
of pre-‘93 passive activity |osses available for carry forward to
2003 pursuant to section 469(b) and (g)(1)(A).

F. Concl usi on

Petitioners may carry forward to 2003 post-‘93 | osses of

$32, 648.

15 The ordinary loss treatnent in 1993 by a new return
preparer of the loss reflected on the 1993 Schedule K-1 is,
per haps, explainable if we assune that that preparer followed the
gquestionabl e practice of treating the Schedule K-1 | oss for 1993
just as the Schedule K-1 | osses had been treated by the prior
return preparer for prior years. O course, that practice, if it
exi sted, necessarily stopped, beginning in 1994, when M. Lowe
stopped receiving Schedul es K-1 from Dougl as Associ ates and,
therefore, was unable to furnish themto his return preparers.

® The 1991 and 1993 returns, both of which reflect
i nvestnments in partnerships other than Dougl as Associ ates,
indicate that M. Lowe may very well have nmaintai ned such
investnments during the entire 1987-92 peri od.



1. Section 6662(a) Penalty

A. Applicable Law

Section 6662(a) provides for a penalty equal to 20 percent
of the portion of any underpaynent of tax attributable to, anong
ot her things, negligence or intentional disregard of rules or
regul ations (w thout distinction, negligence), any substanti al
under statenment of income tax, or any substantial valuation
m sstatenment. See sec. 6662(b)(1)-(3). Although the notice
states that respondent bases his inposition of the penalty of
$13,870.20 on “one or nore” of the three above-referenced
grounds, on brief he relies upon only the first two of those
grounds: negligence and substantial understatenent of incone tax.

Negl i gence has been defined as |ack of due care or failure
to do what a reasonably prudent person would do under I|ike

circunstances. See, e.g., Hofstetter v. Conm ssioner, 98 T.C.

695, 704 (1992). It also “includes any failure to nake a
reasonabl e attenpt to conply with the provisions of the internal
revenue |laws or to exercise ordinary and reasonable care in the
preparation of a tax return.” Sec. 1.6662-3(b)(1), Inconme Tax
Regs.

For individuals, a substantial understatenment of incone tax
exists “if the anount of the understatenent for the taxable year
exceeds the greater of--(i) 10 percent of the tax required to be
shown on the return for the taxable year, or (ii) $5,000.” Sec.

6662(d) (1) (A).
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Section 6664(c) (1) provides that the accuracy-rel ated
penalty shall not be inposed with respect to any portion of an
underpaynent if it is shown that there was reasonabl e cause for
that portion and the taxpayer acted in good faith with respect to
that portion. Further:

The determ nation of whether a taxpayer acted with

reasonabl e cause and in good faith is made on a case-

by-case basis, taking into account all pertinent facts

and circunstances. * * * Circunstances that may

i ndi cat e reasonabl e cause and good faith include an

honest m sunderstanding of * * * |aw that is reasonable

inlight of all of the facts and circunstances,

i ncludi ng the experience, know edge, and education of

the taxpayer. * * * [Sec. 1.6664-4(b)(1), Incone Tax

Regs. ]

B. Analysis

Even with a $32,648 offset to petitioners’ unreported
capital gain for 2003, it is clear that there was a substanti al
understatenment of petitioners’ 2003 incone tax within the neaning
of section 6662(d)(1)(A). Aternatively, we find that that
understatenent was attributable to negligence, within the neaning
of section 6662(c), on M. Lowe’s part. He did not exercise due
care or do what a reasonably prudent person would do; rather, he

adopted an attitude of total indifference to his investnent in

7 M. Lowe Petitioners’ taxable unreported |ong-term
capital gain for 2003 as determ ned herein is $260, 205 ($292, 853
- $32,648). Applying the 15-percent maxi mum capital gain rate
under sec. 1(h)(1)(C) applicable to net capital gain realized in
t axabl e years ending on or after May 6, 2003, petitioners’
understatenment of tax attributable to that gain is $39,031 (15
percent of $260,205). That understatenment exceeds $5,000 and 10
percent of the tax required to be shown on petitioners’ 2003
return, which, as conputed by respondent is $71, 820, an anount
that, presumably, will be reduced by our allowance of a portion
of the passive activity loss carryover clained by petitioners.
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Dougl as Associates. That indifference caused himnot to notify
Dougl as Associ ates of his various changes of address after 1993,
and that inaction resulted in his not receiving the 2003 Schedul e
K-1 or including, on his 2003 return, the long-termcapital gain
of $292,853 reflected on that Schedule K-1. M. Lowe’s stated
assunption that Dougl as Associ ates woul d perpetually generate
nondeducti bl e | osses (so that there was no reason for himto nake
certain that he would receive the Schedules K-1 after he changed
his address in 1993) was not a reasonable or prudent assunption,
even if it was based upon advice froma professional tax return
preparer. The reasonabl eness of M. Lowe’s predicating such an
assunption upon that advice is undercut by his testinony that the
advice related only to the initial year of the investnent, 1985,
a year which preceded the effective date of the passive |oss
provisions, and that it was his own “expectation fromthat point
forward” that the | osses would continue to be nondeducti bl e.
Moreover, it was not reasonable for an individual of M. Lowe’s
background and experience to nake a $200, 000 i nvestnent with the
sol e expectation that it would do no nore than generate perpetual
| osses of no economi c benefit to him He knew, or should have
known, that Dougl as Associ ates owned real estate of sone
potential value, which mght be sold at sone tine, and that such
a sale, in part because of the property’s depreciated tax basis,
m ght produce a taxable gain to the investors. For that reason
alone M. Lowe was negligent in turning his back on the Schedul es

K- 1.
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The sane reasons that formthe basis for our finding that
petitioners’ underpaynent of the 2003 tax liability was
attributable to M. Lowe’s negligence also formthe basis for our
finding that there was no reasonabl e cause for that underpaynent,
and that M. Lowe failed to act in good faith with respect
thereto. See sec. 6664(c)(1).

C. Concl usion

Petitioners are liable for the section 6662(a) penalty as
applied to the underpaynent of tax determ ned herein.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




