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GERBER, Judge: These consolidated cases®! were heard

pursuant to the provisions of section 7463 of the Internal

These cases are consolidated for purposes of trial,
briefing, and opinion and involve coowners of realty who filed
separate petitions with respect to a casualty |oss regardi ng
their coowned real property. Petitioners are Janmes Anthony Geif
and VanLan T. Bui.
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Revenue Code in effect when the petitions were filed. Unless
otherwi se indicated, all section references are to the Internal
Revenue Code in effect for 2003, the taxable year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Procedure. Pursuant to section 7463(b), the decisions to be
entered are not reviewable by any other court, and this opinion
shall not be treated as precedent for any other case. For M.
Geif’s and Mss Bui’s 2003 tax years, respondent determ ned
i ncome tax deficiencies of $9,191 and $11, 447, respectively.
Respondent al so determ ned accuracy-rel ated penal ti es under
section 6662(a) for M. Geif and Mss Bui of $1,838 and $2, 289,
respectively. The sole question for our consideration is whether
petitioners incurred a deductible casualty or theft |oss during
their 2003 tax years.

Backgr ound?

At the tinme their petitions were filed, petitioners resided
in Washi ngton State. Each petitioner’s 2003 Federal incone tax
return included a gross casualty | oss of $171,163. After
conputational |imtations, M. Geif clained $164,672 and M ss
Bui clainmed $163,991 as a casualty loss on their respective 2003

Schedul es A, Itenm zed Deducti ons.

2These cases were submitted at a Los Angeles, California,
trial session under Rule 122 with the facts fully stipul ated by
the parties.
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On May 4, 1999, petitioners purchased, for $57, 100,
uni nproved real property (parcel) in SeaTac, Washington, with the
intent of placing a personal residence on the property. The
parcel was roughly square with boundaries from approxi mately 208
to 224 feet. The parcel had a relatively steep grade, dropping
60 feet fromone side to the other. The inproved real property
had been appraised on April 13, 1999, at a projected val ue of
$320, 000 upon conpl etion of the planned inprovenents.

Petitioners secured a $236, 848 construction |oan and on or
about March 28, 1999, hired Gfford Ason (M. dson) as a
general contractor to build the residence at that price.
Construction began in June 1999. Later that year it was
di scovered that M. O son had built the driveway on a portion of
the area intended for the septic systemdrain field. Because
this deviated fromthe plans approved by the city and viol ated
the King County Health Departnent’s setback requirenent,
petitioners were denied an occupancy permt. Oher problens
i ncluded the renoval of vegetation on the slopes of the property
and the negligent construction of the road | eading to the house.
These errors created instability in the soil.

The costs to correct the various problenms nmounted, and after
drawi ng $182,500 fromthe $236, 848 construction |oan, M. O son
abandoned the project in June 2000. At that point, the hone

bui | di ng project was 70 percent conplete. At petitioners’
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request, the King County Board of Equalization reduced the
assessed value of the inproved real property to $23,000 on the
basis that the parcel was considered “unbuil dable” for |lack of a
sewer connecti on.

On Septenber 29, 2000, M. O son sued petitioners alleging
that he was still owed $35,000 for materials and | abor.
Petitioners answered M. O son’s conplaint, denying they owed any
anmount. Wthout setting forth a specific anount of relief,
petitioners counterclainmed for breach of contract, negligence,
and violation of the Washi ngton State Consuner Protection Act.

In addition to a few other conplaints about M. dson’s
performance, petitioners sought relief for the denial of the
occupancy permt due to the m splacenent of the road and the
damage to the slope and drain field.

On March 13, 2002, Judge M chael J. Heavey, Superior Court
for King County, State of Washington, issued a nmenorandum opi ni on
in which he generally described the contractual dealings between
M. dson and petitioners as foll ows:

The plaintiff [Oson] and defendant [petitioners] were
both greedy. The plaintiff saw an opportunity to break into
full scal e honme building and the defendant saw an opportunity
to get a custom honme as opposed to a nodul ar hone. They
i gnored problens and cut corners. The contract and
specifications they entered into were deficient. There was
no survey of the lot corners. They both ignored that it was
adifficult lot; with a challenging access, septic, and site
| ocation issues. No persons (contractor, owner, sanitarian,
engi neer) located the drain field and reserve drainfield

areas and flagged themoff. They needed serious |egal,
engi neering, architectural and |icensed sanitarian
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prof essional help. Their collective ignorance and greed

blinded themto these realities. Both were reluctant to

fully discuss and resolve overruns. They continually danced
around these issues without fully addressing them There
was no schedul e, no change order process, no definitions of

“al l owance” or “default allowance”, no clear statenent of

wor k, and no real specifications: i.e., a prescription for

di saster.

On the basis of those and other found facts, Judge Heavey
held that M. O son did not commt a deceptive trade practice but
that he did default on the contract and negligently damaged the
septic drain field. Petitioners were awarded costs of obtaining
a new septic field design and approval and the costs of
“rockery”, or aretaining wall to preserve the drain field.
Petitioners were al so awarded a $38, 150 judgnment to suppl ement
t he $40,000 remaining in the construction loan in order to finish
t he hone.

Petitioners also filed a claimwith M. dson’s insurance
carrier seeking to recoup $280,000 of alleged damage to
petitioners’ parcel by M. Oson. After discussions with the
carrier, petitioners’ attorney advised themthat M. dson’s
policy did not cover the type of damage caused to petitioners’
property. Petitioners, during 2003, filed a claimunder their own
homeowner’s policy but were denied on the basis that it covered
only danmage to the inprovenents and not the realty. Petitioners,

however, did not concede that the insurance conpani es were

w thout liability.
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On March 9, 2001, the King County Health Departnent granted
M. Geif a waiver on the setback requirenent. Petitioners were
required only to submt the new plans for approval and to
construct the septic systemin order to obtain the occupancy
permt. Neither was done, and | ater surface erosion invalidated
the waiver. Petitioners’ |ater requests for a new waiver were
deni ed.

During April 2002 the city of Kent hired a geotechnical
engi neer to inspect petitioners’ parcel of land. The engi neer
concluded that there was instability in the slope and roadway
al i gnment which, if uncorrected, could result in a | andslide and
cause damage to the real property inprovenents. Petitioners
subsequently hired a geotechnical engineering firm Krazan &
Associ ates, Inc. (Krazan), to exam ne the property. Krazan's
report made findings simlar to the city engineer’s. Petitioners
contend sone earth novenent occurred sonetine between May 2002
and June 2003, resulting in the accunul ation of soil along the
eastern edge of the property and causi ng sone damage to
vegetation and a gate.

On Novenber 25, 2002, petitioners filed a notion for
reconsi deration and clarification of Judge Heavey' s March 13,
2002, nmenorandumopinion. In their notion petitioners pointed
out that there was evidence that it would cost $153,000 to

correct the problens with the road that cut across the drain
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field. During a period of cross-notions in the superior court
proceedi ng (petitioners’ notion for reconsideration and M.

A son’s notion to dismss) M. Oson voluntarily entered into a
i quidating bankruptcy on May 1, 2003. In the bankruptcy
proceeding M. Geif filed a notion, that was granted, seeking to
lift the stay as it related to his pursuit of M. Oson in the
superior court proceeding. Petitioners also filed an adversary
proceedi ng conpl aint objecting to the discharge of M. O son’s
debt. M. O son noved to dism ss petitioners’ conplaint, and on
Decenber 12, 2003, petitioners’ response indicated they would not
oppose the notion but would proceed with their action in Superior
Court for King County. On January 8, 2004, the bankruptcy
trustee filed a report of no distribution, and on May 11, 2004,
M. Oson’s clainmed debt to petitioners was di scharged.

M. Geif claimed casualty or theft |osses with respect to
the subject property on his 2001 and 2002 incone tax returns of
$23, 000 and $48, 000, respectively. Petitioners clained a
casualty loss for 2003 on the basis of their belief that M.

A son’ s bankruptcy rendered any relief in the superior court
proceedi ng uncol | ectabl e and al so because of their inability to
recover frominsurance conpanies. On their respective 2003
income tax returns, petitioners each clainmed a $171,163 basis in
the inproved real property, no insurance recovery, and a fair

mar ket val ue of $250, 000 before and $78,837 after the casualty.
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During 2004 devel opnent of the surroundi ng area made the
muni ci pal sewer system accessible to petitioners’ property.
Petitioners were granted an occupancy permt, and they noved into
the residence in the latter part of 2006 or early 2007. On
January 25, 2007, petitioners’ inproved realty was assessed on
the local tax rolls at $496, 000, conprised of $69,000 for |and
and $427,000 for inprovenents.

On Cctober 26, 2006, petitioners stipulated to the superior
court’s dismssal of their suit against M. Oson. In 2007
petitioners accepted $7,500 from M. O son’s insurance carrier in
settlenment of their clains.

Di scussi on

The parties submtted this case fully stipul ated, thereby
rendering irrel evant questions about whether the burden of proof
shifted. See sec. 7491(a). Petitioners, however, bear the
burden of showing entitlenent to casualty | oss deductions. See

Rul e 142(a); New Colonial Ice Co. v. Helvering, 292 U S. 435, 440

(1934). In addition, respondent bears the burden of production
with respect to the accuracy-rel ated penalties determ ned under
section 6662(a). See sec. 7491(c).

|. Casualty Loss Deducti on

Under section 165(a), deductions are allowable for |osses
not conpensated for by insurance or otherwise. 1In the case of an

i ndi vi dual, section 165(c)(3), subject to the Ilimtations of
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sections 165(h), permts a nonbusiness casualty |loss. Section
165(h) sets forth dollar and percentage limtations or threshol ds
for claimng casualty |osses. Section 165(h) permts an
i ndividual to deduct a casualty loss only to the extent each | oss
exceeds $100 and the aggregate of such casualty gains and | osses
exceeds 10 percent of adjusted gross incone.

A. Casualty Loss

The term “casualty” is not clearly defined in the Code or
the regulations. Section 165(c)(3) nmentions |osses arising from
“fire, storm shipweck, or other casualty”. In defining the
term*“other casualty”, courts apply the rule of ejusdem generis
and | ook for characteristics simlar to those of a fire, storm

or shipweck. Mher v. Comm ssioner, 76 T.C 593, 596 (1981),

affd. 680 F.2d 91 (11th Gr. 1982). Courts have interpreted
“other casualty” to require an undesi gned, sudden and unexpected
event, or a sudden, cataclysmc, and devastating loss. Torre v.

Comm ssioner, T.C Menp. 2001-218, affd. 52 Fed. Appx. 965 (9th

Cr. 2002).

Petitioners claimtw |osses. First, petitioners contend
they were deni ed an occupancy permt because danage to the septic
systemdrain field nmade the septic area unusabl e and
significantly decreased the value of the property. Second,

petitioners contend the | and was rendered unstable when M. d son
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removed vegetation along the slopes of the property and cut the
road too steep into the hillside.

Petitioners argue that the damage to the drain field and
sl ope was sudden because it was not caused by gradual
deterioration and happened over a relatively short period.
Petitioners argue that the damage was unexpected because such
damage does not usually occur during the construction of hones on
simlarly situated properties. Petitioners correctly observe
that negligence is not an automatic bar to a casualty | oss

deduction. See Wite v. Conm ssioner, 48 T.C. 430, 435 (1967).

The foreseeability of an event or the presence of negligence does
not preclude the finding that the event was a casualty. Heyn v.

Conmm ssioner, 46 T.C. 302, 308 (1966). Both are nerely factors

i n maki ng such a determnation. 1d.

Nevert hel ess, we hold that petitioners’ |osses were not
casual ti es because neither was the result of sudden or unexpected
events. Damage caused by faulty constructi on nmethods has | ong

been held not to constitute a casualty |oss. Matheson v.

Comm ssioner, 18 B.T.A 674 (1930), affd. 54 F.2d 537 (2d G r

1931). In petitioners’ litigation against M. O son, the court
found that M. O son m stakenly encroached onto the area of the
septic systemdrain field while excavating for the driveway.
Petitioners contend that the danage to the drain field site

occurred i nstead when a subcontractor negligently drove a
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bul | dozer over the area. Regardless of how the drain field was
damaged, the end result was the placenent of the driveway over a
portion of the intended drain field site. Wen this occurred,
the location of the driveway no | onger conforned with the
approved plans and viol ated the setback requirenment. For that
reason, petitioners were denied an occupancy permt, and the
property | ost nost of its val ue.

Casualty | osses have been allowed in faulty construction
cases typically where there has been a subsequent, unexpected
event apart fromthe contractor’s negligence. See Marx v.

Commi ssioner, T.C Menp. 1991-598 (subsequent |eaks in taxpayer’s

roof arising fromits negligent repair were a casualty | oss, but
the original leak fromits faulty construction was not); Hayutin

v. Comm ssioner, T.C Meno. 1972-127 (fl ood damage proxi mately

caused not by faulty construction of taxpayer’s hone, but by

pl unber stepping on unprotected pipe), affd. 508 F.2d 462 (10th
Cr. 1974). \Wether the encroachnment onto the drain field site
was the result of negligent excavation or a bulldozer running
over the area is irrelevant. Denial of the occupancy permt was
based on the driveway being too close to the drain field. The

i nproper placenent of the driveway is sinply a matter of faulty
construction. Once the driveway had been constructed, there was

no | ater event that caused further harmto the property.
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Petitioners cite the Heyn case as an exanple of the
al l omance of a casualty |oss based on a contractor’s negligence.

In Heyn v. Commi ssi oner, supra at 305, the contractor

unilaterally deviated fromthe prescribed excavati on nethod and
was warned of the likelihood of a |andslide occurring.
Nevert hel ess, the Court allowed the casualty | oss because the
physi cal characteristics of the |landslide were those normally
associated with a casualty, and the | andslide involved a sudden
and violent novenent of a |large mass of earth that was
cataclysmc in character. 1d. at 307-308.

We have held that the magnitude of the taxpayer’s loss is
anot her factor to consider in the casualty |oss analysis. See

Wite v. Conm ssioner, supra at 434. It was the physical

characteristics and nmagni tude of the taxpayer’s |oss which the
Court in Heyn found akin to the sudden and devastating | oss
suffered during a fire, storm or shipweck

Petitioners contend the soil instability culmnated in a
| andsl i de sonetine between May 2002 and June 2003. However, the
record does not adequately support this contention. The
geot echni cal engineer’s report from Krazan nerely notes
instability created by the renoval of vegetation fromthe sl opes
and the steep angle of the driveway. The report stated that if
those conditions were not mtigated, there would be an adverse

effect on the property; but it nmade no nention of a |andslide.
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Simlarly, a letter fromthe Departnent of the Arny notes that
the city’s engineering manager nade the sanme observations about
the instability on the property. This letter is dated June 11
2003 (after the purported landslide), and also fails to nention
that such an event occurred. In the absence of such an event
petitioners have experienced only instability in the slopes of
their property. This is not the type of |oss that can be
consi dered sudden, cataclysm c, and devastating or the result of
an undesi gned, sudden, and unexpected event.

Furthernore, a taxpayer may not know ngly allow his property
to be danaged or wllfully danage the property hinself. See

VWite v. Comm ssioner, supra at 435; Pryor v. Conmni ssioner, T.C

Meno. 1987-80. Petitioners were granted a wai ver on the setback
requi renment and coul d have thus obtained an occupancy permt,
thereby mtigating the loss they suffered. By failing to pursue
the variance, petitioners know ngly perpetuated the inpedinent to
conpletion of the real property inprovenents.

Petitioners’ |oss was the product of M. O son’s negligent
construction and not sone unexpected event. There was no
devastating or cataclysm c damage to the property, such as a
| andslide. Petitioners could have renedi ed the occupancy permt
probl em but they neglected to take the necessary steps to do so.

We accordingly hold that petitioners’ |oss was not a casualty.



B. Anmount of Loss?®

The anpbunt of a particular casualty |oss deduction is
limted to the |l esser of (1) the difference between the fair
mar ket val ue of the property before and after the loss, or (2)
the adjusted basis provided in section 1011 for determ ning the
| oss fromthe sale or other disposition of the property. Sec.
165(b); secs. 1.165-7(b)(1), 1.165-8(c), Incone Tax Regs.

Petitioners have not net their burden of establishing the
anount of their |oss. They have not denonstrated the val ue of
the property before their loss. Petitioners purchased the parcel
on May 4, 1999, for $57,100. No appraisal was nade at that tine.
Petitioners did submt an appraisal perforned before the purchase
(dated April 13, 1999) as proof that the property was val ued at
$320, 000. However, the report was marked “subject to conpletion
per plans and specifications.” Construction of the honme began in
June. The encroachnent of the driveway into the septic system
drain field was discovered |ater that year, and construction had
not yet been conpleted at that time. Therefore, the property
could not have been worth as nuch as the full estimated value in

t hat appraisal report. The next valuation of the property was

\\é consi der whether petitioners have established the anmount
of a | oss because petitioners have nmade the generalized
alternative contention that their |loss was a theft | oss. Because
we conclude that the anmount of the | oss has not been established,
no further consideration need be given to petitioners’
alternative contention.
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not made until after petitioners’ |oss, when it was assessed at
$23, 000 for the 2000 tax year.

Petitioners have also failed to establish their adjusted
bases in the property at the tine of the loss. Petitioners now
contend that they each had an adjusted basis of $119,725. They
arrived at this nunber by adding the $57, 100 purchase price of
the parcel to the $182,500 already paid to M. Oson at the tine
he stopped work on the hone in June 2000. These cal cul ations are
i nprecise, and the neasure of their loss has nore to do with the
construction of the driveway over the drain field site.
Petitioners have not documented how rmuch of the $182,500 paid to
M. Odson was for work done afterwards. Such anounts are not
properly includable in petitioners’ adjusted basis at the tine of
t he | oss.

Petitioners have not provided sufficient evidence for us to
determ ne the value of the property before the loss and their
adj usted bases at the tinme of the loss. Both of these figures
are necessary to determning the proper anount allowable as a
loss. We therefore hold that petitioners have not established
t he amount of their | oss.

C. Reasonabl e Prospect of Recovery

Even when a taxpayer has suffered a casualty | oss, he cannot
deduct the loss if he has a claimfor reinbursenment with a

reasonabl e prospect of recovery. Sec. 1.165-1(d)(2)(i), Incone
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Tax Regs. Deduction of the loss is disallowed until the taxable
year in which it can be ascertained wth reasonable certainty
whet her rei nbursenment will be received. 1d. This determ nation
can be nade upon a settlenent, an adjudication, or an abandonnent
of the claim 1d.

Courts apply an objective standard in determ ni ng whet her
such a “reasonabl e expectation” existed at the end of the year

t he deduction is clained. Ransay Scarlett & Co. v. Conmi Sssioner,

61 T.C. 795, 811-812 (1974), affd. 521 F.2d 786 (4th Cir. 1975).
The standard is applied with foresight, and facts not reasonably
foreseeable at the close of the particular year are not
considered. 1d. The taxpayer’s pursuit of l|itigation suggests a
reasonabl e prospect of recovery existed but does not require such

a finding. See Halliburton Co. v. Conmm ssioner, 93 T.C. 758, 775

(1989), affd. 946 F.2d 395 (5th Gr. 1991). Proof of subsequent
events may, however, be allowed to confirma conclusion as to
whet her there was a reasonabl e prospect of recovery. |d. at 774-
775.

Petitioners contend that the denial of coverage by M.
A son’s insurance carrier proves they had no reasonabl e prospect
of recovery. Petitioners note that their attorney advi sed them
on January 21, 2007, that M. dson’s insurance policy did not,

in fact, cover their claim
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Petitioners litigated the denial of coverage, and we
accordingly hold that they have not net their burden of proving a
reasonabl e prospect of recovery did not exist at the end of 20083.
In M. dson’ s 2003 bankruptcy proceeding petitioners stated that
M. dson’s insurance carrier was liable for many of M. Geif’s
clainms against him Petitioners requested that the stay to be
lifted so that they could proceed agai nst the insurance carrier.
As of Decenber 12, 2003, petitioners indicated their intent to
continue with the litigation against M. O son. Wile
petitioners’ decision to |litigate does not decide the issue, it
does denonstrate that they had not yet abandoned their claimfor
rei nbursenent. Wth the ongoing litigation, it could not be
ascertained with reasonable certainty that petitioners would not
prevail in their suit against M. O son and recover the judgnent
fromhis insurance carrier. The continuation of the litigation
until 2006 and the fact that a settlenent was reached in 2007
suggest that a reasonabl e prospect of recovery did exist.

The fact that petitioners maintained their claimfor
i nsurance rei nbursenent and had a reasonabl e prospect of recovery
at the end of 2003 also mlitates against allow ng thema
casualty | oss deducti on.

D. Concl usi on

Petitioners’ |loss was not of the type contenpl ated by

section 165(c). Petitioners failed to establish the true anount
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of their loss and still had a claimfor reinbursenent with a
reasonabl e prospect of recovery in 2003. For these reasons, we
hol d that petitioners are not entitled to casualty |oss

deducti ons.

1. Accuracy-Rel ated Penalties

Section 6662(a) and (b)(1) and (2) i1Inposes an accuracy-
related penalty of 20 percent on the portion of an under paynment
attributable to negligence, disregard of rules or regulations, or
a substantial understatenent of incone tax. Negligence is
defined as a |lack of due care or failure to do what a reasonable
person woul d do under the circunstances. A disregard of rules or
regul ati ons includes any carel ess, reckless, or intentional
disregard. Sec. 6662(c). An understatenent is substantial if it
exceeds the greater of: (1) 10 percent of the tax required to be
shown on the return for the taxable year, or (2) $5,000. Sec.

6662(d) (1) (A). Neely v. Conmissioner, 85 T.C. 934, 947 (1985).

Section 6001 requires taxpayers to maintain adequate records from
which their correct tax liability may be determ ned.

Petitioners’ understatenents of incone tax are substanti al
M. Geif reported a tax liability of zero, whereas his correct
l[iability was $9,191. M ss Bui also reported a tax liability of
zero, whereas her correct liability was $11,447. Both

understatenents of inconme tax are substantial because they exceed
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$5, 000 or 10 percent of the tax required to be shown on the
return.

Petitioners’ underpaynents are also attributable to
negligence. Petitioners declared a total adjusted basis of
$342,326 in their 2003 returns, but they provided no
docunentation as to how they arrived at this figure. Petitioners
have since clainmed the adjusted basis was $239, 450 wi t hout
explaining this discrepancy. Both petitioners clainmed casualty
| oss deductions of $171,163. The deductions far exceed the
$239, 450 petitioners now claimto be the property’ s total
adjusted basis. Even if we assune the $239,450 figure is correct
and ignore the property’ s preloss value, petitioners’ clained
casualty | osses plainly exceeded the $239, 450 adj usted basis
limtation on their casualty | oss deductions.

As di scussed above, petitioners also failed to properly
establish the value of the property before their |oss.
Petitioners clainmed preloss value of $320,000 was based on an
apprai sal report conditioned on the conpletion of the planned
i nprovenents. Such inprovenents had not been conpleted at the
tinme petitioners’ loss occurred. At the time their |oss
occurred, petitioners should have known that the property was not
worth the full value listed in the appraisal report.

Petitioners contend that they acted in good faith and with

reasonabl e cause by relying on the advice of a tax professional.
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Section 6664(c) (1) provides that the section 6662 penalty does
not apply to any portion of an underpaynent if reasonabl e cause
exi sted and the taxpayers acted in good faith.

Rel iance on the advice of a tax professional is not an

absol ute defense to negligence. Freytag v. Conm ssioner, 89 T.C.

849, 888 (1987), affd. 904 F.2d 1011 (5th G r. 1990), affd. 501
U S 868 (1991). Such reliance does not necessarily establish
reasonabl e cause and good faith. Sec. 1.6664-4(b)(1), Inconme Tax
Regs. The determ nation of whether a taxpayer acted with
reasonabl e cause and in good faith is nade by taking into account
all pertinent facts and circunstances. 1d. To establish good
faith reliance, taxpayers nust prove that: (1) They provided the
preparer conplete and accurate information, (2) an incorrect
return was a result of the preparer’s m stakes, and (3) the

t axpayers believed in good faith that they were relying on a

conpetent return preparer’s advice. Estate of Goldman v.

Comm ssioner, 112 T.C. 317, 324 (1999), affd. w thout published

opi nion sub nom Schutter v. Conm ssioner, 242 F.3d 390 (10th

Cir. 2000).

Petitioners have not shown how they cal cul ated $342, 326 as
their adjusted basis. They should have known that the $171, 163
deduction was overstated irrespective of who chose to use that
figure. Accordingly, petitioners are liable for the accuracy-

related penalties under section 6662(a).



To reflect the foregoing,

Deci sions will be entered

for respondent.




