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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.
Pursuant to section 7463(b), the decision to be entered is not
revi ewabl e by any other court, and this opinion shall not be
treated as precedent for any other case. Unless otherw se

i ndi cat ed, subsequent section references are to the |Internal
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Revenue Code (Code) in effect for the year in issue, and all Rule
references are to the Tax Court Rules of Practice and Procedure.

Respondent determ ned a $19, 358 deficiency in petitioners’
Federal inconme tax for 2004. After stipulation, the sole issue
for decision is whether for 2004 petitioners are entitled to
deduct a net |oss of $16,822 fromtwo single-famly rental
properties that they owned.

Backgr ound

General Backgr ound

Sone of the facts have been stipulated and are so found.
The stipulation of facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
California at the tine the petition was filed. Petitioner
husband wor ked as an energency physician during 2004. Hi s incone
and deductions are not at issue except to the extent that his
2004 earnings of $212,200 caused the couple to encounter an
item zed deduction phaseout with respect to their 2004 Federal
i ncome tax return.

During 2004 petitioner wife (petitioner) did not earn a
salary. Instead, she operated three rental properties that the
couple owned jointly. Petitioner’s father was a builder. Her
not her worked with her father as a bookkeeper and an interior
decorator. This upbringing gave petitioner an “eye” for the

housi ng market, and experience with building codes, architectural
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pl ans, and subcontractors. Beginning around 1980 and using
nortgage financing and joint funds with petitioner husband,
petitioner continuously was in the market to purchase property
with potential for either resale or conversion into incomne-
produci ng property.

Following this pattern, during 2004 petitioner negoti ated
the purchase of a fourth single-famly rental property and
researched a nunber of other potential single-famly rental
property acquisitions. Belowis a detail ed description of
petitioner’s rental real estate activities for 2004. Petitioner
husband did not participate in the rental activities during the
year .

1. Petitioner's Rental Real Estate Activities for 2004

A The I nn on Alisal Road

1. Description of the Property

One of petitioners’ rental properties was on Alisal Road,
about 6 or 7 mles fromthe couple’s hone. They purchased the
property in 2000. The structures consisted of a 1, 200-squar e-
foot, two-bedroom 3/4-bath (no tub) front house, built in 1949
or 1950, and a smaller back unit that had been converted froma

one-car garage into a separate residential dwelling.
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Petitioner naned this conbined property “The Inn on Alisal
Road” (Inn). As the nane indicates, petitioner furnished the two
units and offered themtogether or separately for short-termrent
to overnight | odgers, usually for about 3 days at a tine.
Petitioner provided a coffeemaker and coffee, but guests were
responsible for their own neals. Typical guests were repeat
custoners, nost often couples or small groups, who were in town
for a wedding or other special occasion. Petitioner rented the
Inn for 48 nights in 2004, with no guests in January and
February. June was the nost active nonth with guests on 12
nights. Petitioner usually charged $200 or $250 per night. She
did not record the guest nanmes in a bookkeeping journal she
mai ntai ned in which she listed her receipts for the Inn by date
for 2004.

2. Petitioner’'s Activities

Petitioner did not enploy a managenent conpany. | nstead,
she operated the Inn herself.

Petitioner’s onsite tasks included neeting potential guests
and cleaning the interior: Dusting, vacuum ng, washi ng sheets,
ironing, and running water to maintain the plunbing during
peri ods when the Inn was inactive. Petitioner also naintained
the exterior, including gardening, hand watering the roses,
caring for a plumtree and two cherry trees, inspecting the water

drip irrigation system taking out trash, reviewing the work of a
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| awn service, and periodically cleaning | eaves out of the
gutters. On average during 2004, for the two units conbined,
petitioner spent 5 hours per week on the interior and exterior
mai nt enance of the Inn, for a total of 260 hours for the year.!?

Petitioner also wirked offsite with respect to the Inn. She
woul d deposit guest paynents at her bank. She received tel ephone
calls inquiring about the Inn and calls for reservations. She
paid bills and reconciled the bank account. On occasion, she
woul d wash and iron the Inn’s linens in her |arge-capacity washer
and dryer at honme. She went to hardware and hone i nprovenent
stores to buy replacenent itens, such as |ight bulbs, a new

shower head, and a new tel ephone. On average, she spent 5 hours

For reasons explained in the discussion section below, the
nunber of hours petitioner spent on her rental property
activities is an inportant factor in the outcone of this case.
Petitioner did not maintain a log for 2004. The regul ati ons do
not allow a postevent “ball park guesstimate”. Hll v.

Comm ssioner, T.C Menp. 2010-200; Carlstedt v. Conm ssioner,
T.C. Meno. 1997-331; Speer v. Conm ssioner, T.C Meno. 1996-323;
Goshorn v. Conmi ssioner, T.C Meno. 1993-578. A log is not
requi red, however, and an individual may establish the extent of
participation in an activity by any reasonable neans. Hll v.
Commi ssi oner, supra; sec. 1.469-5T(f)(4), Tenporary I|Incone Tax
Regs., 53 Fed. Reg. 5727 (Feb. 25, 1988). |In support of
petitioner’s testinony, the Court received into evidence |ease
agreenents, nortgage and cl osing agreenents, attorney tinme
records, litigation docunents, copies of correspondence, rental
car and airline receipts, third-party confirmation froma rea
est at e agent, photographs, and other corroborating docunents.
Respondent did not challenge the tinme estimates for particul ar
tasks. Accordingly, we base our findings for hours on this

evi dence, which was credi ble, even seem ngly understated at

poi nts, but bearing against petitioner for inexactitudes of her
own maki ng. See Cohan v. Conmm ssioner, 39 F.2d 540, 544 (2d G
1930) .
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per nmonth offsite related to the Inn, for a total of 60 hours for
t he year.

Petitioner spent 4 hours during the year refinancing the
property. She secured a variable-rate equity |oan of $220, 250,
initially at 5.640 percent. She used the proceeds in main part
to extinguish a 10-percent fixed rate seller-financed nortgage.

3. Summary of Ti ne Spent

Below is a sunmary of petitioner’s hours with respect to the

| nn.
Activity Hour s
Interior and exterior maintenance 260
O fsite supply purchases and banki ng 60
Ref i nanci ng the nortgage 4
Total for the Inn 324

4. Profitability

For the year, petitioner incurred a net loss on the Inn of
$20,683. The |l oss consisted of $10,680 in guest receipts offset
by $31, 363 in expenses. Interest paynments on first and second
nort gages, depreciation, and property taxes were her |argest
expenses.

B. The Second Street Property

1. Description of the Property

A second of petitioners’ rental properties was on Second
Street (Second Street property), about two blocks fromthe Inn.
Petitioners purchased the property in 2000 for $292,000. Simlar

to the Inn, the property included two structures. The front unit
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was a 1, 149-square-foot, three-bedroomhone, with 1-3/4 baths.
The back unit was a one-car garage that petitioner converted in
2002 into a small residence with a three-quarter bath and a
kitchenette.

2. Petitioner’'s Activities

As wth the Inn, petitioner managed the Second Street
property personally and did not enploy a managenent conpany. In
contrast to the short-termguests at the Inn, petitioner sought
year-to-year tenants for the Second Street units.

a. Both Units

Because petitioner sought |ong-termtenants, she did not
have interior duties at the Second Street property to the extent
she had with the Inn. Her exterior responsibilities, however,
were simlar, including testing the water drip irrigation system
gardening, caring for an apricot tree and a | arge oak tree, and
reviewing the work of a I awn service. She spent 3 hours a week
on exterior maintenance for a total of 156 hours for the year.

Petitioner had routine offsite financial recordkeeping
duties simlar to those with the Inn. She would spend 3 hours a
nmont h depositing the nonthly rent paynment at her bank, paying
bills fromher honme, and reconciling the bank account, for a

total of 36 hours for the year.
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b. Back Dwel ling

During 2004 petitioner rented the back unit for $1,100 per
nmonth. Her tenant had continued the | ease from 2003 but did not
renew in 2004 after a sewer backup problem Petitioner spent a
total of 20 hours during the year overseeing a plunbing
contractor to correct the problemand cleaning the unit. Wthin
2 nonths, petitioner was able to find a new tenant for the sane
$1, 100 nonthly rent. She spent 10 hours during 2004 searching
for the new tenant, showi ng the unit, and executing the new | ease
agr eenent .

C. Front Dwelli ng

Unusual circunmstances with respect to the front unit caused
petitioner to spend extra tinme with respect to the Second Street
property during 2004. By late 2000 petitioner’s tenants in the
front house noticed a m|dew problem The tenants noved out.
They turned out to be petitioner’s last tenants in the front
unit. As petitioner began stripping away | ayers of |linoleumto
determ ne the extent of the m | dew problem she discovered that
bl ack nol d was present throughout the entire underpinning of the
home. By the end of 2001 petitioner was “at wits’ end”. She
eventual |y di scovered that an earlier inspector had determ ned
that the hone has insufficient subvents. |In addition, a prior
owner built an addition that bl ocked sonme of the existing

subvents. Further, the El Nino storm of 1997-98 soaked the
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carpets, flooring, and walls, conpounding the problem The toxic
mol d infestation was so bad that petitioner was unable to provide
a warranty of habitability to any prospective tenant.

In 2002 petitioners engaged an attorney to sue the prior
owner and the owner’s son-in-law. The son-in-law served as the
agent for the seller (his nmother-in-law) and for the buyer
(petitioners). Petitioners clainmed in main part that the prior
owner and the son-in-law knew about the nold problem and did not
tell them Petitioners also naned as defendants a busi ness that
performed the hone inspection for their purchase and a pest
control contractor that petitioner paid annually to inspect the
home for termtes.

During 2003 petitioner | earned that even if they won the
case, they mght not be able to collect the judgnment if the
defendants did not have sufficient assets. Petitioner hired a
private investigator to search for assets. During 2004,
petitioner spent 30 hours conducting Internet research to assi st
the private investigator.

Petitioner paid her attorney $70, 109 during 2004 for his
work on the lawsuit. During the year, petitioner spent 15 hours
periodically discussing the litigation wwth the attorney and
revi ewi ng docunents that he sent to her. She also spent 5 hours

coordinating wwth the attorney to determ ne whether the
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homeowner’s policy covered any part of the loss. The insurance
conpany deni ed cover age.

In 2004 the pest control contractor settled its liability
for $50,000. The hone inspection business also settled, but the
settlenment anount is not in the record. Follow ng a nonjury
trial in January 2005, the Superior Court of the State of
California, County of Santa Barbara, awarded petitioners
$135,303.81 in damages fromthe prior owner for “breach of
contract” and the sane anount in damages fromthe prior owner’s
son-in-law for “professional negligence”. |In addition, the court
awar ded petitioners recovery of attorney’'s fees and costs.

Petitioner spent further tinme in 2004 on other activities
related to the front unit. First, because the hone was vacant,
she woul d spend an hour per week in the interior cleaning,
dusting, and in maintaining the plunbing, for a total of 52 hours
for the year.

Second, she spent 24 hours in 2004 planni ng how she woul d
renovate the hone after she received the litigation proceeds and
after contractors finished gutting the interior to renove the
nmold and to install proper venting. She nmet with representatives
of the town’ s building departnent, and she drafted plans to
redesign the interior. For exanple, she decided to renove a wall
bet ween the kitchen and the dining roomto create an open fl oor

pl an.
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Third, petitioner spent 10 hours during the year driving to
hardware and paint stores to buy supplies and working with novers
to bring itens fromstorage to the property.

3. Summary of Ti ne Spent

The followng is a sunmary of petitioner’s hours for 2004

with respect to her activities for the Second Street property.

Conbi ned for Both Units Hour s
Ext eri or nmai ntenance 156
Ofsite bill paying and banki ng 36
Subt ot al 192
Back Unit Only Hour s
Correct and cl ean sewer backup 20
Search and | ease for new tenant 10
Subt ot al 30
Front Unit Only Hour s
Asset investigation research 30
Litigation nonitoring and support 15
| nsurance coverage inquiries 5
I nteri or mai ntenance 52
Renovati on pl anni ng 24
Suppl i es purchases and novers 10
Subt ot al 136

Grand total for the Second St. property 358

4. Profitability

Petitioner incurred an operating |oss of $17,167 related to
the Second Street property for 2004. The |oss consisted of
$11,000 in rent she collected on the back unit mnus $28,167 in
operating expenses related to both units. Mortgage interest,

depreci ation, supplies, and property taxes were the | argest
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expenses. As noted above, petitioner also expended $70,109 in

2004 for attorney’'s fees related to the nold litigation for the
front unit.

C. The Existing Boi se Property

1. Description of the Property

The third of petitioners’ rental properties was on Rose Hil
Street, Boise, |Idaho (existing Boise property). Petitioner
becane interested in Boise because she found that she |liked the
area fromvisiting a brother living there and a great uncle who
lived nearby. The record is sparse about this property, other
than that it was a single-famly honme that petitioner purchased
in an earlier year and which one tenant or famly rented for al
of 2004.

2. Petitioner's Activities

Petitioner operated the existing Boise property directly and
di d not enpl oy a managenent conpany. For 2004 petitioner’s
duties consisted solely of spending 2 hours per nonth, for a
total of 24 hours for the year, depositing to her bank account
the nonthly rent check she received by mail, paying from her hone
occasional bills such as the annual water bill and a one-tine
speci al sewer connection charge, and reconciling the bank
account. No extraordinary events occurred during 2004 that

requi red additional tine.
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3. Summary of Ti ne Spent

Activity Hour s
Bi || payi ng and banki ng 24
Total for existing Boise property 24

4. Profitability

Petitioner earned a profit of $345 related to the existing
Boi se property for 2004. The profit consisted of $6,000 in rent
she received m nus $5, 655 in expenses. Mortgage interest,
property taxes, and depreciation were the | argest expenses.

D. New Acqui sition in Boise

1. Description of Property

On August 25, 2004, petitioner paid $185,000 to acquire

anot her one-story single-famly hone in Boise, on a 3/4-acre |ot,
al so located on Rose HlIl Drive (new acquisition in Boise). She
financed the purchase with a $166, 315 nortgage and j oi nt funds.
The house, built in 1941, is a “darling” honme with a wood burning
fireplace, crown nolding, and a brick exterior nmade with “clinker
bricks”. The main floor contains two bedroons, one bathroom and
a small kitchen. Prior owners had converted the basenment into an
apartnent for a person who took care of the owner. Petitioner
did not begin renting the home to tenants in 2004.

2. Petitioner’'s Activities

Petitioner first found the new acquisition in Boise in Apri
2004 on the Internet. She researched the property online before

contacting the seller’s real estate agent. After a week of
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t el ephone di scussions and emails with the agent, petitioner mde
a formal offer for the property. Her total tinme through
extending the offer was 10 hours.

The 20 weeks from her escrow deposit to cl osing was
unusual ly time consum ng for petitioner because she had not
previ ously purchased a hone froma “short sale”. Petitioner’s
questions about zoning and the purchase difficulties caused her
to speak weekly with the selling realtor. These di scussions
totaled 2.5 hours per week for a sum of 50 hours over the 20-week
escrow peri od.

Petitioner also made nunerous calls to representatives of
the seller’s bank, which was controlling the sale. 1In addition,
petitioner spoke a nunber of tines with a Boise representative of
her own bank regarding nortgage ternms. Her discussions with
bankers total ed 10 hours during the year.

Petitioner flewround trip to Boise on August 11, 2004, for
a wal kt hrough i nspection of the house before closing. She left
her home around 5:15 a.m, drove to the Los Angel es airport
(LAX), flew to Boise, rented a car, conpleted the inspection,
returned to the Boise airport, dropped off the rental car, flew
back to LAX, and arrived at about 8:15 p.m at the LAX parking
lot. She drove to her parents’ home nearby for the night,

returning to her own hone the next norning. In conbination with
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making airline and rental car reservations, petitioner devoted 25
hours to inspecting the new acquisition in Boise.

Petitioner also spent 10 hours related to the closing
agreenent and to planning future renodeling of the property.

3. Summary of Ti ne Spent

Activity Hour s

Pre-offer research, emails, and calls 10
Di scussions with realtor during escrow 50
D scussions w th banker 10
Round-trip to Boise for wal kt hrough 25
Cl osi ng and renovation pl anni ng 10
Grand total for new acquisition in Boise 105

4. Profitability

Petitioner did not have inconme and did not report her
expenses related to the new acquisition in Boise for 2004.

E. Research of O her Potential Acquisitions

1. Description of Property

Petitioner researched other properties for potential
acquisition in certain real estate markets that she found
prom sing. She particularly focused on houses in Boise; the
Brent wood section of Los Angel es; San Fernando Vall ey,
California; Santa Ynez Valley, California; and Sherman Qaks,
Cal i fornia.

2. Petitioner’'s Activities

Petitioner conducted her research on potential acquisitions
primarily over the Internet. She would peruse real estate Wb

sites. During 2004, on 3 days each week petitioner spent an hour
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conducting her Internet research, totaling 156 hours for the
year. For |ocations nearby she would drive through the areas to
assess houses and the | ocal market. Her nonthly research drives
t hrough nei ghbor hoods woul d take 3 hours for a total of 36 hours
for the year.

3. Summary of Ti ne Spent

Activity Hour s

| nternet research 156

Driving investigation of neighborhoods 36
G and total for research of other

potential acquisitions 192

4. Profitability

Petitioner did not receive any incone and did not keep
records of the expenses related to her investigation of potenti al
property purchases in 2004.

[11. Summary of Petitioner’s Tine Wth Respect to All of the
Rental I nconme Properties for 2004

Below is a sunmary of the tinme petitioner spent with respect

to all of her rental inconme properties for 2004.

Activity Hour s

The Inn on Alisal Road 324
The Second Street property 358
The exi sting Boise property 24
The new acquisition in Boise 105
Resear ching potential acquisitions 192
Grand total for all properties 1, 003
Less tinme spent on the Inn (see bel ow) (324)

Total hours excluding the Inn 679



| V. Pr ocedur al Post ure

Petitioners engaged Benadon, Shapiro, Villalobos, C P.A's,
of Burbank, California, to prepare their 2004 Federal incone tax
return. Al though the return enconpassed 39 pages, relevant here
are solely two itens: (1) Petitioners deducted a | oss of $20, 683
fromthe I nn, which they reported on Schedule C, Profit or Loss
From Busi ness; and (2) petitioners deducted a | oss of $86, 931
fromthe other two rental properties, which they reported on
Schedul e E, Suppl enental Incone and Loss. The Schedule E | oss
consi sted of three conponents: (1) The $17,167 operating | oss on
the Second Street property; (2) the $70,109 in attorney’s fees
for the Second Street property; and (3) the $345 profit on the
exi sting Boise property. Petitioners did not report any incone
or expenses related to the new acquisition in Boise or from
petitioner’s general research into other potential real estate
acqui sitions.

Respondent sel ected petitioners’ 2004 Federal incone tax
return for exam nation. Respondent allowed the $20, 683 Schedul e
Closs for the Inn. In a notice of deficiency, however,
respondent disallowed the $70,109 in attorney’s fees related to
the Second Street property, determning that the fees were not a
currently deductible ordinary and necessary busi ness expense.
Respondent al so disall owed the remaining Schedule E | oss of

$16, 822, consisting of the $17,167 | oss on the Second Street
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property offset by the $345 profit on the existing Boise
property. Respondent determ ned that the $16, 822 net | o0ss was a
passive activity loss that was not currently deductible for 2004.

The di sal | owances caused an increase to petitioners’
adj usted gross incone (Ad), which in turn caused a conputati onal
phaseout of $1,466 of their item zed deductions. The adjustnents
and phaseout resulted in a Federal incone tax deficiency of
$19, 358 for 2004.

Petitioners contested the adjustnents in a petition to this
Court. The parties stipulated that the $70,109 in attorney’s
fees was a capital expenditure that petitioners should add to the
basis of the Second Street property. The stipulation left as the
sol e disputed i ssue whether petitioners may deduct the renaining
Schedul e E net |oss of $16, 822.

Di scussi on

Burden of Proof

In general, the Conmm ssioner’s determnation set forth in a
notice of deficiency is presuned correct, and the taxpayer bears

the burden of showing that the determnation is in error. Rule

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

are a matter of legislative grace. Deputy v. du Pont, 308 U.S.

488, 493 (1940); New Colonial Ice Co. v. Helvering, 292 U S. 435,

440 (1934). A taxpayer bears the burden of proving entitlenent

to any deduction clained. Rule 142(a); I NDOPCO, Inc. V.
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Commi ssioner, 503 U.S. 79, 84 (1992); Wl ch v. Helvering, supra,;

Wlson v. Commi ssioner, T.C Mno. 2001-139.

Pursuant to section 7491(a), the burden of proof as to
factual matters shifts to the Conm ssioner under certain
circunstances. Petitioners have neither alleged that section
7491(a) applies nor established their conpliance with the
substanti ation and recordkeepi ng requirenents. See sec.
7491(a)(2)(A) and (B). Petitioners therefore bear the burden of
proof. See Rule 142(a).

1. Passi ve Losses in General

Taxpayers may deduct ordinary and necessary expenses they
paid or incurred during the year in carrying on a trade or
busi ness and for the production of inconme. Secs. 162, 212. The
Code, however, limts the deduction for |osses arising froma
“passive activity’”. Sec. 469(a).

A passive activity is any trade or business in which the
t axpayer does not materially participate. Sec. 469(c)(1). A
passive activity loss is the excess of the aggregate | osses from
all passive activities for the year over the aggregate incone
fromall passive activities for that year. Sec. 469(d)(1). A
rental activity is generally treated as a per se passive activity
regardl ess of whether the taxpayer materially participates. Sec.
469(c)(2). A rental activity is “any activity where paynents are

principally for the use of tangible property.” Sec. 469(j)(8).



I11. Real Estate Professional

A. Exceptions to the General Rule

There are two main exceptions to the general rule that
rental activities are per se passive activities. Mss v.

Comm ssioner, 135 T.C. __, _ (2010) (slip op. at 6). One

exception applies to rental real estate activities where the
i ndi vi dual actively participates in the activity during the year.

Sec. 469(i)(1); Moss v. Conm ssioner, supra at __ (slip op. at

10). The maxi mum deducti ble |l oss under this first exception is
$25,000. Sec. 469(i)(2). The $25,000 | oss all owance, however,
begi ns to phase out when AG exceeds $100, 000 and phases out
conpletely when A@ is $150,000 or nore. Sec. 469(i)(3)(A); Mss

v. Conm ssioner, supra at __ (slip op. at 10). The stipul ation

to capitalize the $70,109 in attorney’s fees increased
petitioners’ AG fromtheir reported figure of $104,637 to an
amount exceedi ng the $150, 000 phaseout ceiling. Consequently,
the active participation exception is not available to
petitioners.

The ot her exception is the one in controversy here. This
second exception is available to “taxpayers in real property
busi ness” (real estate professionals). Sec. 469(c)(7). Rental
activities of a real estate professional are not per se passive

activities under section 469(c)(2). Sec. 469(c)(7)(A) (i); Moss



- 21 -

v. Conm ssioner, supra at __ (slip op. at 6); sec. 1.469-9(e)(1),

| ncome Tax Regs.
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.
In other words, only one spouse needs to qualify as a real estate
prof essional to recharacterize an otherw se passive activity.

Moss v. Conm ssioner, supra at __ (slip op. at 6-7).

B. Application of the 750-Hour Requirenent to Petitioner

Respondent does not dispute that petitioner satisfied the
first requirenent of materially participating in the activities.
Anmong ot her qualifying factors, petitioner had no other vocation
during 2004 and her involvenent in the properties was regul ar,
conti nuous, and substantial. See sec. 469(h)(1); sec 1.469-
5T(a), Tenporary Incone Tax Regs., 53 Fed. Reg. 5725 (Feb. 25,

1988). Therefore, the only remaining issue is whether petitioner
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performed nore than 750 hours of services in “real property
trades or businesses” during 2004.

To conpute the 750 hours, the Code treats each real estate
activity as a separate activity unless the taxpayer nmakes an
el ection to conbine sone or all of the activities. Sec.

469(c)(7)(A); H Il v. Comm ssioner, T.C. Meno. 2010-200; sec.

1.469-9(e) (1), Income Tax Regs. An election is binding for the
year of election and for all future years in which the taxpayer
qualifies. Sec. 1.469-9(g), Inconme Tax Regs. Respondent does
not contend that petitioners failed to elect to conbine all of
their rental properties as one activity. Accordingly, we deem

that issue conceded. See Mpss v. Conm ssioner, supra at __ (slip

op. at 7).

Respondent does contend, however, that the Inn is not a
“real property trade or business” for purposes of the 750-hour
test. The significance of respondent’s contention is that if
petitioner can include the hours she spent on the Inn, then she
easily satisfies the 750-hour requirenent because she spent 1,003
hours on all of her rental activities for the year. 1f, on the
ot her hand, she cannot include the hours relating to the Inn,

t hen she spent only 679 hours on her real estate activities. See
table supra p. 16. She would not satisfy the 750-hour
requi renent, she would not qualify as a real estate professional,

the two rental properties at issue would be per se passive
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activities, and as a result the $16,822 net | oss woul d not be
deducti bl e in 2004.

C. The Parties’ Contentions

Petitioner points to the plain | anguage of section
469(c)(7)(C and its legislative history? to contend that
congressional intent and the statute itself clearly allow her to
i nclude her hours fromher activities for the Inn. The statute
describes a “real property trade or business” as “any real
property devel opnent, redevel opnent, constructi on,
reconstruction, acquisition, conversion, rental, operation,
managenent, | easing, or brokerage trade or business.” [d.
(enphasi s added by petitioner).

Respondent counters by pointing to a regul ation that
provides the follow ng exclusion: “an activity involving the use
of tangible property is not a rental activity” for a year if,
anong ot her reasons, “the average period of custoner use for such
property is seven days or |less” during the year. Sec.
1.469-1T(e)(3)(ii)(A), Tenporary Incone Tax Regs., 53 Fed. Reg.
5702 (Feb. 25, 1988). The parties agree that the average period
of the guests’ use of the Inn in 2004 was 3 days. Therefore,
respondent contends that for passive activity purposes for 2004,

petitioner nmust separate the hours spent on and the loss fromthe

2Petitioner refers to H Rept. 103-111, at 613-614 (1993),
1993-3 C. B. 167, 189-190.
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Inn fromher other rental real estate activities hours and net
| 0ss.

D. The Court’s Prior Opinion in Bailey

To support his position, respondent points to an opinion of

this Court, Bailey v. Comm ssioner, T.C Meno. 2001-296 (no

relation to petitioners), which involved a simlar set of facts.
Because petitioner also focuses on the Bail ey opinion, we detai
bel ow t he facts and hol di ng of that case.

In Bailey the taxpayers, husband and wife, were |icensed
attorneys. In 1997, the pertinent year at issue, they also owned
and taxpayer wife (taxpayer) participated in the operation of
five real estate properties at three locations: (1) The Lake
Arrowhead property (a single-famly house); (2) the Indian Wlls
properties (a condomniumand a unit in a planned devel opnent);
and (3) the El derwood properties (two four-plex buildings). The
t axpayer al so spent 104 hours on general real estate activities
not associated with any one particul ar property. The taxpayer
rented the Lake Arrowhead property to custoners in 1997 for
peri ods averaging | ess than 4 days.

The taxpayers had made a previous election to group the
properties as one activity. Each of the properties generated a
| oss for 1997. The taxpayers conbi ned them and deducted the

| osses on Schedule E of their 1997 Federal incone tax return.
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The Comm ssioner determ ned that the taxpayer could not
conbi ne her hours on the Lake Arrowhead property with her hours
on the other two rental properties because the rental period for
t he Lake Arrowhead property was | ess than the 7-day threshol d of
section 1.469-1T(e)(3)(ii)(A), Tenporary Incone Tax Regs., supra.
Accordi ngly, the Conm ssioner disallowed the taxpayers’ | osses
fromall three of their rental properties.

Specifically wwth respect to disallowing the loss fromthe
Lake Arrowhead property, the Conm ssioner determ ned that the
t axpayer did not establish that she materially participated in
operating the property in part because she engaged a managenent
conpany to operate the property and in part because she had
significant outside activities as an attorney. Pertinent here,
t he Comm ssioner also disallowed the | osses on the taxpayer’s
other two rental properties because the taxpayer did not
establish that she expended nore than 750 hours of personal
services on these other two properties, including her tinme on
general rental real estate activities but excluding her tinme on
t he Lake Arrowhead property.

The taxpayer contended that she qualified as a real estate
prof essional for 1997 because when she included the Lake
Arrowhead property, she net the two requirenents of section
469(c)(7)(B); nanmely: (1) She perforned nore than one-half of

her personal services for the year in real property trades or
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busi nesses; and (2) she performed nore than 750 hours in real
property trades or businesses in which she materially
participated. Therefore, according to the taxpayer, she and her
husband were entitled to deduct the |losses fromall of their
rental properties because she was a real estate professional for
t he year.

The Court sustained the Comm ssioner’s disallowance of al
of the taxpayers’ rental real estate |osses for 1997 because:
(1) The taxpayer did not materially participate in the Lake
Arrowhead property; and (2) relevant here, after excluding the
taxpayer’s time on the Lake Arrowhead property because of its
short--less than 7 days--average rental period, the taxpayer did
not have nore than 750 hours in personal services on the other
properties to qualify as a real estate professional. In sumary,
the short rental period made the Lake Arrowhead property a trade
or business, not a rental real estate activity.

E. Applving Bailey to Petitioner’'s Facts and G rcunstances

Petitioner distinguishes her facts and circunstances from
those of the taxpayer in Bailey. Petitioner enphasizes that she
materially participated in the operation of the Inn, a point with
whi ch respondent agrees, whereas the taxpayer in Bailey did not
materially participate in the operation of the Lake Arrowhead
property. Frompetitioner’s viewpoint, her materi al

participation in the Inn in 2004, in conbination with the clear
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and unanbi guous pl ain | anguage of section 469(c)(7)(C
the inclusion of the hours she spent operating the Inn f
pur poses of the 750-hour test. |In other words, petition
contends that a taxpayer is entitled to include all real
trades or businesses in which the taxpayer materially
participated during the year for purposes of conputing t
hour requirenent for a real estate professional. W dis

The Court in Bailey addressed this exact issue, in

requires
or

er

property

he 750-
agr ee.

t wo

portions of the opinion. W quote extensively below from Bail ey

to resolve any doubt. The first excerpt bel ow conmes fromthe

portion of the opinion where the Court was deci di ng whet

her the

t axpayer nmet the 750-hour test to be a real estate professional,

as foll ows:

Whet her petitioner qualifies as a real estate
pr of essi onal under section 469(c)(7) is based on
petitioner’s activities related to the Indian Wlls
condom nium Indian Wells unit, and El derwood

properties. Petitioners argue that the Lake Arrowhead

property is rental real estate that should be inclu
in determ ning whether petitioner is a real estate
prof essional. W disagree.

ded

Petitioner’'s activities that are related to the
Lake Arrowhead property are di sregarded for purposes of
determ ni ng whet her she was a real estate professional

because the Lake Arrowhead property is not “rental

r eal

estate” as defined in section 1.469-9(b)(3), Incone Tax

Regs. Section 1.469-9(b)(3), Income Tax Regs., def
“rental real estate” as “any real property used by
custoners or held for use by custoners in a rental

activity within the neaning of section 1.469-1T(e)(
Section 1.469-1T(e)(3), Tenporary Incone Tax Regs.,
Fed. Reg. 5702 (Feb. 25, 1988), states that, except
ot herwi se provided, an activity is a “rental activi
for a taxable year, if “during such taxabl e year,

i nes

3).”
53
as

ty”
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tangi bl e property held in connection with the activity
is used by custoners or held for use by custoners”.

See also sec. 469(j)(8). As provided in section
1.469-1T(e)(3)(ii)(A), Tenporary Incone Tax Regs.,
supra, an “activity involving the use of tangible
property is not a rental activity for a taxable year if
for such taxable year * * * [the] average period of
custoner use for such property is seven days or |ess”.

The average period of custonmer use for the Lake
Arrowhead property was |l ess than 7 days during 1996 and
1997. Thus, the rental of the Lake Arrowhead property
is not a “rental activity” as defined in section
1.469-1T(e)(3)(ii)(A), Tenporary Incone Tax Regs.,
supra, not “rental real estate” under section
1.469-9(b)(3), Income Tax Regs., and not included in
the el ection under section 469(c)(7) to treat al
interests in rental real estate as a single rental real
estate activity. See Scheiner v. Comm ssioner, T.C
Menmo. 1996- 554 (where average period of custoner use
| ess than 7 days, condom nium hotel activity was not
rental activity under section 469(j)(8) and not
consi dered a passive activity under section 469(c)(2));
Mordkin v. Comm ssioner, T.C Meno. 1996-187.

Accordingly, petitioner’s attenpt to distinguish her
situation because she materially participated in operating the
Inn is msplaced. Petitioner m sapprehends the significance of
mat erial participation. As noted supra p. 20, material
participation is significant for determ ning whether a trade or
business is a passive activity. For exanple, the taxpayer in
Bailey did not naterially participate in operating the Lake
Arrowhead property. Consequently, because the Lake Arrowhead
activity was not a rental activity under section 469(c)(2), but
rather a trade or business in which the taxpayer did not
materially participate under section 469(c)(1), the Lake

Arrowhead activity was a passive activity; and therefore the
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Commi ssioner disallowed the | osses. As applied here, as noted
supra pp. 17-18, respondent allowed petitioner’s year 2004
Schedule C loss for the I nn because she materially participated
in the activity during the year.

The above excerpt fromBailey illustrates this point. Wen
a taxpayer spends time on a real estate property that the
t axpayer rents for periods averaging |less than 7 days, that
property is no longer a “rental activity”. Therefore, the
t axpayer must exclude or “disregard” the time he or she spent on
the property for purposes of counting hours for the 750-hour
section 469(c)(7)(B)(ii) test to be a real estate professional.

Further, as if in anticipation of petitioner’s contentions,
the Court in Bailey, in a later portion of the opinion, stated
the following in discussing whether the taxpayer could separately
deduct the loss on the Lake Arrowhead property as a Schedule C
busi ness | oss:

Petitioners argue that they properly filed an

el ection pursuant to section 469(c)(7)(A(ii) to treat

all of their interests in rental real estate as a

single rental real estate activity and that their

activities related to the rental of their Lake

Arrowhead property should be considered in aggregate

with their other rental properties. As previously

expl ai ned, petitioners’ argunent fails because the

election to treat all rental properties as one activity

islimted to the purpose of determ ning whether a

taxpayer is a real estate professional under section

469(c)(7). Here, the average period of use of the Lake

Arrowhead property was |l ess than 7 days in 1996 and

1997; thus, the rental of the Lake Arrowhead property

is not arental activity as defined in section
469(j))(8) and is not a passive activity under section
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469(c)(2). See Scheiner v. Conm ssioner, supra;
Mrdkin v. Conm ssioner, supra. * * *

We reiterate the holding in Bailey that a rental property
with average use of less than 7 days is not an activity that a
t axpayer can include in conputing the nore than 750 hours of
services that a taxpayer needs to qualify as a real estate
pr of essi onal under section 469(c)(7)(B)(ii).

The rationale for segregating petitioner’s hours is
consistent wwth the disparate reporting of the activities. The
Inn activity is reported on Schedul e C because nmanagi ng a
property with a short rental period is akin to running a
busi ness. The other rental real estate activities are reported
on Schedule E as a separate and distinct activity and generally
fall within the purview of section 212.

The statute’'s legislative history reinforces this rationale,
t hough not as petitioner suggests. A 1986 Senate Fi nance
Comm ttee report, in explaining the then-new passive activity
| oss rules, provided the followng clarification: “A passive
activity is defined under the bill to include any rental
activity, whether or not the taxpayer materially participates.
However, operating a hotel or simlar transient |odging, for
exanpl e, where substantial services are provided, is not a rental
activity.” S. Rept. 99-313, at 720 (1986), 1986-3 C.B. (Vol. 3)
1, 720.



| V. Concl usi on

In summary, the 679 hours petitioner spent in 2004 on all of
her rental real estate activities excluding the Inn are not nore
than the 750 hours that section 469(c)(7)(B)(ii) requires for
petitioner to qualify as a real estate professional.
Consequently, these other activities are per se passive under
section 469(c)(2). W therefore sustain respondent’s
di sal l owance for 2004 of petitioners’ conbined net |oss of
$16,822 fromtheir Second Street property and their existing
Boi se property.

We have considered all of petitioners’ contentions and
argunents that are not discussed herein, and we conclude they are
w thout nmerit, irrelevant, and/or noot.

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




