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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

VASQUEZ, Judge: In these consolidated cases respondent
determ ned deficiencies in petitioners’ Federal incone tax and

accuracy-rel ated penalties as foll ows:



Penal ty
Year Defi ci ency Sec. 6662(a)
2006 $12, 790 $2, 558
2007 12, 154 2,430

The issues for decision are: (1) Wiether rental real estate
| osses petitioners clainmed on their Schedul es E, Suppl enment al
| nconre and Loss, for 2006 and 2007 are subject to the passive
activity loss limtations under section 469;! (2) whether
petitioners are entitled to a deduction of $7,729 for business
use of their home clainmed on their 2006 Schedule C, Profit or
Loss From Busi ness, for Abe Consulting, Inc. (ACI Schedule O
(3) whether petitioners are entitled to a deduction of $14, 500
for rental or |ease of business property clainmd on their 2006
ACI Schedule C, (4) whether petitioners are entitled to a
deduction of $28,445 for |egal and professional services clainmed
on their 2006 Schedule C for the Law Ofices of Andrew B. Bosque
& Associates (law practice Schedule C); (5) whether petitioners
are entitled to a deduction of $1,389 for rental or |ease of
busi ness property clained on their 2006 | aw practice Schedul e C,
and (6) whether petitioners are liable for accuracy-rel ated

penal ties under section 6662(a) for 2006 and 2007.2

1 Unless otherwi se indicated, all 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
Pr ocedure.

2 Respondent determ ned that petitioners failed to report
(continued. . .)
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The stipulations of facts and the attached exhibits are
i ncorporated herein by this reference. Petitioners resided in
San Jose, California, when they filed their petitions.

In 2006 and 2007 Andrew Roque Bosque (M. Bosque) worked as
a self-enployed attorney and al so perforned services for Abe
Consul ting, Inc. (ACl), a business he organized in 2005. Alm
Bosque (Ms. Bosque) worked full tine as a nurse.® Petitioners
al so owned three rental real estate properties.

Rental Real Estate

Petitioners owned the following rental real estate
properties: (1) Asingle-famly home in Lathrop, California
(Lathrop property), approximately 1 hour from petitioners’ hone;
(2) a single-famly honme in Sl oughhouse, California (Sloughhouse

property), approximately 2.5 hours from petitioners’ hone; and

2(...continued)
wages of $6,270 for 2006. Petitioners did not challenge this
determnation in their petition or at trial, and the issue is
deened conceded. See Rule 34(b)(4).

Respondent’ s determ nations with respect to petitioners’
item zed deductions and sel f-enpl oynent tax are conputationa
adjustnents that will be resolved by our decisions on the primary
I ssues.

3 Ms. Bosque earned wages of $127,970 in 2006 and $142, 543
in 2007.
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(3) a single-famly hone in Reno, Nevada (Reno property), over 4
hours from petitioners’ hone.

Petitioners tried many different nethods to solicit tenants.
They hired a real estate agent to help themfind tenants, and M.
Bosque di scussed the properties wth Charles H nds (M. Hi nds),
the real estate agent’s husband, for 1 hour three tines a week.
M . Bosque advertised the Lathrop and Sl oughhouse properties on
Craigslist. He spent 1 hour three tinmes a week updating the
advertisenents and replying to inquiries he had received.
Lastly, M. Bosque visited the Lathrop and Sl oughhouse properties
once a nonth and posted flyers in area restaurants and
busi nesses. It took himapproximtely 9 hours to drive to and
fromthe properties and post the flyers. M. Bosque kept daily
| ogs detailing the tinme he spent updating the Craigslist
advertisenments, replying to inquiries, and visiting the Lathrop
and Sl oughhouse properties.*

Petitioners had little success renting out their properties
in 2006 and 2007.° As a result they suffered | osses in each year
and clained the | osses on their 2006 and 2007 Schedul es E.®©

Petitioners conpleted the Schedul es E as though M. Bosque

4 Petitioners introduced no evidence of any activity
related to the Reno property.

5 Petitioners received rental incone of $2,000 for 2006 and
$14, 500 for 2007.

6 Petitioners clained rental real estate | osses of $139, 467
and $152,426 for 2006 and 2007, respectively.
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qualified as a “real estate professional”. Petitioners did not
file an election with their 2006 or 2007 return to treat al
interests in rental real estate as a single rental real estate
activity pursuant to section 469(c)(7)(A).

Abe Consulting, |Inc.

M . Bosque organi zed ACI for the purpose of recruiting
i ndi vidual s to becone real estate agents. During 2006 he
desi gned Power Poi nt presentations highlighting the benefits of
becom ng a real estate agent and delivered themto his recruits
at either his home or his office in MIpitas, California.’

1. Busi ness Use of Home

In 2001 petitioners added to their honme a room which M.
Bosque used as an office for both ACl and his |aw practice during
the years in issue. Petitioners clainmed on both their 2006 ACI
Schedul e C and their 2006 | aw practice Schedule C a deduction for
t he busi ness use of their hone. |Instead of apportioning the
busi ness use of their home between ACI and the | aw practice,
petitioners clained as a deduction the full amount of the
busi ness use of their home twice; i.e., $7,729 for ACI and $7, 551

for the | aw practice. Respondent allowed the deduction clained

" M. Bosque's daily | og showed that he perforned services
for ACI on 20 occasions in 2006 and on 1 occasion in 2007. H's
Cct. 19, 2006, entry showed that he perfornmed services for AC
from5-7 p.m, but no other entry showed a begi nning and endi ng
tinme.
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on petitioners’ |aw practice Schedul e C but disallowed the
deduction clained on their ACI Schedule C.

2. Rental or Lease of Busi ness Property

Petitioners clainmed on their 2006 ACI Schedul e C a deduction
of $14,500 for the rental or |ease of business property.
Respondent disallowed the deduction after petitioners failed to
provi de substantiation. At trial petitioners admtted to having
no docunentation to substantiate the cl ai med deducti on.

Law O fice of Andrew B. Bosque & Associ at es

M . Bosque continued to practice |law in 2006 although his
practice was “placed in [sic] the back burner” while he
concentrated on his real estate activities. He worked out of his
home and his office in MIlpitas, nmeeting with clients at both
| ocati ons.

1. Legal and Prof essi onal Services

In 2006 M. Bosque used the services of three paral egals.?
He did not pay his paralegals a set salary or hourly rate;
rather, he paid them what he thought was a fair price for the
work that they did and the urgency with which he needed the work

conpl et ed. ®

8 M. Bosque explained that Terry Johns (M. Johns), one of
his paralegals, was his real estate expert.

® M. Bosque treated his paral egals as independent
contractors but did not issue Forns 1099-M SC, M scel | aneous
| ncone, to them
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Petitioners clainmed on their 2006 | aw practice Schedule C a
deduction of $28,445 for | egal and professional services for the
paral egal fees M. Bosque paid. Respondent disallowed the
deduction after petitioners failed to provide substantiation.

At trial petitioners introduced copies of checks witten
fromthe Andrew B. Bosque & Associ ates checkbook. In 2006 M.
Bosque wote a total of 45 checks to his paralegals. Sone of the
checks specified which case the paral egal had worked on, while
others stated “paral egal fees”.

2. Rental or Lease of Busi ness Property

Petitioners clainmed on their 2006 | aw practice Schedule C a
deduction of $1,389 for rental or |ease of business property.
Respondent disallowed the deduction after petitioners failed to
provi de substantiation. At trial M. Bosque admtted that he did
not “exactly know what * * * [the deduction for rental or |ease
of business property] pertains to” and that currently petitioners
did not have any docunentation to substantiate it.

OPI NI ON

The Conmm ssioner’s determ nations in the notice of
deficiency are presuned correct, and taxpayers bear the burden of
proving that the Conmm ssioner’s determi nations are incorrect.?°

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

10 Ppetitioners do not contend that sec. 7491(a) applies in
the instant cases to shift the burden of proof to respondent.
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Taxpayers al so bear the burden of proving that they have net all
requi renents to be entitled to any claimed deductions. Rule

142(a); I NDOPCO, Inc. v. Conm ssioner, 503 U S. 79, 84 (1992).

| . Deductibility of Rental Real Estate Losses

Taxpayers are all owed deductions for certain business and
i nvest ment expenses pursuant to sections 162 and 212; however,
section 469 generally disallows any passive activity loss for the
tax year. A passive activity is any trade or business in which
t he taxpayer does not materially participate. Sec. 469(c)(1). A
passive activity loss is defined as the excess of the aggregate
| osses fromall passive activities for the year over the
aggregate incone fromall passive activities for such 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. Real Estate Prof essional

Pursuant to section 469(c)(7), the rental activities of a
taxpayer who is in the real property business (real estate
prof essional) are not per se passive activities but are treated
as a trade or business subject to the material participation
requi renents of section 469(c)(1). Sec. 1.469-9(e)(1), Incone

Tax Regs.

1 Arental activity is “any activity where paynents are
principally for the use of tangible property.” Sec. 469(j)(8).
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A taxpayer qualifies as a real estate professional and is
not engaged in a passive activity under section 469(c)(2) if:

(1) nore than one-half of the personal services
performed in trades or businesses by the taxpayer during
such taxabl e year are perforned in real property trades or
busi nesses 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
busi nesses in which the taxpayer materially participates
[ 750- hour service perfornmance requirenent].

Sec. 469(c)(7)(B). In the case of a joint return, the foregoing
requirenents for qualification as a real estate professional are
satisfied if, and only if, either spouse separately satisfies the
requi renents. 1d. Thus, if either spouse qualifies as a real
estate professional, the rental activities of the real estate
prof essi onal are not per se passive under section 469(c)(2).
Section 1.469-5T(f)(4), Tenporary Incone Tax Regs., 53 Fed.
Reg. 5727 (Feb. 25, 1988), sets forth the requirenents to
establish the taxpayer’s hours of participation as follows:
The extent of an individual’s participation in an activity
may be established by any reasonabl e neans. Cont enpor aneous
daily tinme reports, logs, or simlar docunents are not
required if the extent of such participation may be
establ i shed by ot her reasonabl e neans. Reasonabl e neans for
pur poses of this paragraph may include but are not limted
to the identification of services perfornmed over a period of
time and the approxi mate nunber of hours spent performng
such services during such period, based on appoi nt nent
books, cal endars, or narrative summari es.
We have held that the regulations do not allow a postevent

“bal | park guesstimate”. Bailey v. Conm ssioner, T.C Menop. 2001-

296; Goshorn v. Conmi ssioner, T.C. Mnp. 1993-578.
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Petitioners contend that they satisfy the section 469
requi rements of being a real estate professional.® M. Bosque
spent 6 hours a week updating the Craigslist advertisenents,
responding to inquiries, and discussing the rental properties
with M. Hnds. He also spent 9 hours a nonth driving to and
fromthe Lathrop and Sl oughhouse properties, posting flyers in
near by busi nesses, and checking on the properties. M. Bosque’'s
activities related to the rental real estate properties total 420
hours per year,!® less than the 750-hour service performance
requi renent of section 469(c)(7)(B)

Petitioners argue that we should consider the hours M.
Bosque worked for ACI in our determ nation of whether he
qualifies as a real estate professional. Assum ng w thout
deciding that ACI is a real property trade or business,
petitioners presented mnimal evidence as to how many hours M.

Bosque perfornmed services for ACI during 2006 and 2007. M.

2. On brief it appears that petitioners attenpt to conbi ne
their hours of service. As nentioned supra, either spouse
separately nmust satisfy the requirenents of sec. 469(c)(7)(B)

We dismss the possibility of Ms. Bosque's qualifying as a real
estate professional in 2006 or 2007. She worked full tine as a
nurse during the years at issue, and petitioners presented no
evi dence that would allow us to conclude that she perfornmed nore
than 750 hours of services with respect to real property trades
or businesses.

13 M. Bosque spent 312 hours per year updating the
Craigslist advertisenents, responding to inquiries, and
di scussing the properties with M. H nds and 108 hours per year
visiting the Lathrop and Sl oughhouse properties, for a total of
420 hours.
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Bosque’s daily | og shows 20 days in 2006 and 1 day in 2007 on
whi ch he perforned services for ACl, and only 1 entry shows
begi nning and ending tines.* Petitioners provided no evidence
that would allow us to approxi mate the nunber of hours M. Bosque
performed services for ACI on the remaining 20 days.

On the basis of the record, we conclude that petitioners
have failed to show that M. Bosque neets the 750-hour service
performance requi renent of section 469(c)(7)(B)(ii) for the years
in issue. Because petitioners have failed to show that M.
Bosque neets the 750-hour service performance requirenent, we
hold that he is not a real estate professional for purposes of
section 469(c)(7) and that petitioners’ rental real estate
activities nmust therefore be treated as a passive activity under
section 469(c)(2). Consequently, it is not necessary to address
whet her M. Bosque spent nore than 50 percent of his tinme in real
property trades or businesses or whether he materially
participated in those businesses.

B. Active Participation

Al though we find that petitioners’ rental real estate | osses

are passive activity |osses, an exception to the general rule

4 M. Bosque's entry on Cct. 19, 2006, reports that he
performed services for ACl from5-7 p.m Even if we assuned that
M. Bosque performed services for ACl for 2 hours on each of the
20 other days, he still falls short of the 750-hour service
per formance requirenent.
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t hat passive activity |losses cannot currently be deducted is
provided in section 469(i) (1), which provides as foll ows:

(1) I'n general.--1n the case of any natural person,
subsection (a) shall not apply to that portion of the
passive activity |loss or the deduction equivalent * * * of
the passive activity credit for any taxable year which is
attributable to all rental real estate activities with
respect to which such individual actively participated in
such taxable year * * *,

The section 469(i) exception is |imted to $25,6000 per year.

Sec. 469(i)(2). The $25,000 maxi mum “of fset”, however, begins to
phase out for taxpayers whose adjusted gross incone (AG) exceeds
$100, 000 and is conpletely phased out for taxpayers whose

AG is $150,000 or nore. Sec. 469(i)(3)(A). For this purpose,
Ad is derived without regard to “any passive activity |oss or
any | oss allowable by reason of subsection (c¢)(7)” (nodified
Ad). Sec. 469(i)(3)(F)(iv). W have said that the active
participation standard is nmet as |long as the taxpayer
participates in a significant and bona fide sense in making

managenent deci sions or arranging for others to provide services

such as repairs. See Madler v. Conm ssioner, T.C Meno.

1998-112.

Respondent concedes that petitioners actively participated
intheir rental real estate activities during 2006 and 2007.
Consequently, petitioners are entitled to offset their nonpassive
i ncone for 2006 and 2007 by $25, 000, subject to the phase-out

limtation descri bed above.



1. Schedul e C Deductions

Section 162(a) provides: “There shall be allowed as a
deduction all the ordinary and necessary expenses paid or
incurred during the taxable year in carrying on any trade or
busi ness”. Taxpayers are required to maintain records sufficient
to establish the amobunts of all owabl e deductions and to enabl e
t he Comm ssioner to determne the correct tax liability. Sec.

6001; Shea v. Conmm ssioner, 112 T.C 183, 186 (1999). Wen

t axpayers establish that they have incurred deductibl e expenses
but are unable to substantiate the exact anobunts, we can estinmate
t he deductible amounts, but only if the taxpayers present
sufficient evidence to establish a rational basis for nmaking the

estimtes. See Cohan v. Conm ssioner, 39 F.2d 540, 543-544 (2d

Cir. 1930); Vanicek v. Conm ssioner, 85 T.C 731, 742-743 (1985).

A. AC Schedul e G -Business Use of Home

As a general rule, section 280A(a) provides that no
deduction shall be allowed with respect to the business use of a
dwelling unit that is used by the taxpayer during the year as a
resi dence. However, section 280A(c)(1) provides an exception for
certain business use of a dwelling unit, provided, however, that
a portion of the dwelling unit is exclusively used on a regul ar
basis for that business purpose.

Petitioners clainmed on both their 2006 ACI Schedul e C and

their 2006 | aw practice Schedul e C deductions for the business
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use of their home. Although M. Bosque used the sanme room for
bot h busi nesses, petitioners clainmed the full anmount of the
deduction on each business’ Schedule C

Respondent argues that because M. Bosque used the sanme room
in the house for both businesses, petitioners are entitled to
only one deduction for the business use of their hone.
Respondent reasons further that since petitioners were allowed to
deduct the expense for the business use of their honme on their
2006 | aw practice Schedule C, they are not entitled to the
deduction clained on their 2006 ACI Schedule C

M. Bosque admitted that he used the same hone office for
both his |aw practice and ACI. As respondent states on brief, to
all ow petitioners two deductions would be to double the anmount of
the all owed deduction under section 280A(c). Accordingly, we
sustain respondent’s determ nation that petitioners are not
entitled to the deduction for business use of their hone clai nmed
on their 2006 ACI Schedule C.

B. AC --Rental or Lease of Business Property

Petitioners clainmed on their 2006 ACI Schedul e C a deduction
of $14,500 for rental or |ease of business property. Petitioners
did not have any docunentation to substantiate the expense. They
al so have failed to provide evidence that would allow us to
estimate a deduction under the Cohan rule discussed supra. See

Cohan v. Conm ssioner, supra at 543-544. Accordingly, we sustain
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respondent’s determi nation that petitioners are not entitled to
t he deduction clainmed on their 2006 ACI Schedule C for rental or
| ease of business property.

C. Law Practice--Legal and Professional Services

Petitioners clainmed on their 2006 | aw practice Schedule C a
deduction of $28,445 for |egal and professional services for the
fees M. Bosque paid his three paral egals. Respondent argues
that petitioners have not provided sufficient evidence to
substanti ate the deduction. W disagree.

M. Bosque credibly testified about the amounts of and the
pur poses for petitioners’ clainmed deduction for |egal and
prof essi onal services. Petitioners provided copies of 45 checks
fromthe Andrew B. Bosque & Associ ates checkbook nmade out to M.
Bosque’'s three paral egals. Each check contained either a case
name, the words “paral egal fees”, or both.

Respondent al so argues that petitioners have not shown that
the fees paid to M. Johns were paid in carrying on M. Bosque’s
| aw practice. Specifically, respondent points out that during
trial M. Bosque stated that M. Johns was his real estate
expert, and petitioners did not provide evidence that M.
Bosque’s | aw practice handl ed real estate cases.

We believe that the paynents to M. Johns by M. Bosque were
made in carrying on M. Bosque's |aw practice. O the 10 checks

M. Bosque wote to M. Johns, 9 contained a case nanme or
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description of a case. On the facts, we believe there is
sufficient evidence that M. Johns’ services were provided to M.
Bosque’s | aw practi ce.

Accordingly, we find that petitioners are entitled to the
deduction for |egal and professional services clained on their
2006 | aw practice Schedule C.

D. Law Practice--Rental or Lease of Business Property

Petitioners clainmed on their 2006 | aw practice Schedule C a
deduction of $1,389 for rental or |ease of business property. At
trial M. Bosque admitted that he did not know what the deduction
pertained to and that petitioners currently did not have
docunentation to substantiate the deduction. Accordingly, we
sustain respondent’s determ nation that petitioners are not
entitled to the deduction for rental or |ease of business
property claimed on their 2006 | aw practice Schedule C.

I1l. Accuracy-Related Penalty

Respondent determ ned that petitioners are liable for
section 6662(a) accuracy-related penalties for 2006 and 2007.1°
Pursuant to section 6662(a) and (b)(1) and (2), a taxpayer may be

liable for a penalty of 20 percent of the portion of an

15 Respondent deternined that petitioners’ underpaynents
for 2006 and 2007 are attributable to (1) negligence or disregard
of rules and regul ations and (2) a substantial understatenent of
i ncone tax. Because we find that petitioners substantially
understated their Federal incone tax for 2006 and 2007, we need
not deci de whether petitioners’ underpaynents are attributable to
negl i gence or disregard of rules or regulations. See sec.
6662(b) .
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under paynent of tax attributable to (1) negligence or disregard
of rules or regulations or (2) a substantial understatenent of
income tax. An “understatenent” is the difference between the
anount of tax required to be shown on the return and the anobunt
of tax actually shown on the return. Sec. 6662(d)(2)(A. A
“substantial understatenent” exists if the understatenent exceeds
the greater of (1) 10 percent of the tax required to be shown on
the return for a taxable year or (2) $5,000. See sec.
6662(d) (1) (A). The burden of production is on respondent to
produce evidence that it is appropriate to inpose the rel evant

penalty. See sec. 7491(c); Higbee v. Conm ssioner, 116 T.C 438,

446 (2001).

Respondent determ ned the anmobunts of tax required to be
shown on petitioners’ 2006 and 2007 returns to be $13, 029 and
$12, 154, respectively. Petitioners reported total tax of $239
for 2006 and zero for 2007. Although we decided supra p. 16 that
petitioners are entitled to the deduction for |egal and
pr of essi onal services that respondent disallowed, the Rule 155
calculation will show that petitioners substantially understated
their Federal inconme tax for 2006 and 2007. Accordingly, we find
t hat respondent has nmet his burden of production.

The accuracy-related penalty is not inposed with respect to
any portion of the underpaynent as to which the taxpayer shows

that he acted with reasonabl e cause and in good faith. Sec.
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6664(c)(1); Hi gbee v. Comm ssioner, supra at 448. Petitioners

of fered no evidence that they acted with reasonabl e cause and in
good faith

Accordingly, we hold that petitioners are |liable for section
6662(a) accuracy-rel ated penalties for 2006 and 2007 whi ch shal
be conmputed on the underpaynents of tax conmputed under Rule
155.

I n reaching our holdings herein, we have consi dered al
argunents nade, and, to the extent not nentioned above, we
conclude they are noot, irrelevant, or wthout nerit. To reflect

t he foregoi ng,

Decisions will be entered

under Rul e 155.




