T.C. Meno. 2008-208

UNI TED STATES TAX COURT

ESTATE OF STROMN MARTI N, DECEASED, FANNIE L. MARTI N
SPECI AL REPRESENTATI VE, AND FANNI E L. MARTIN, Petitioners Vv.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 10686- 05. Fi |l ed August 28, 2008.

Alex J. Llorente, for petitioners (through trial only).

Karen N chol son Sommers, for respondent.

MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

COHEN, Judge: Respondent determ ned deficiencies and
penalties with respect to the Federal incone tax liabilities of
Strown Martin (decedent) and Fannie L. Martin (petitioner) as

foll ows:



Penal ty
Year Defi ci ency Sec. 6662(a)
2000 $231, 305 $46, 261
2001 5,771 1, 154
2002 2,824 565

Unl ess otherw se indicated, all section references are to the
I nternal Revenue Code in effect for the years in issue, and al
Rul e references are to the Tax Court Rules of Practice of
Procedure. The issues for decision are:

(1) Whether an arbitration award of $616, 600 i s includable
in petitioners’ gross inconme for 2000 and, if so, whether they
are entitled to deduct fromthat incone business startup costs
fromprior years

(2) whether petitioners may deduct | osses fromfarmng
activity clainmed on Schedules F, Profit or Loss From Farm ng, for
the years in issue;

(3) whether petitioners may deduct | osses in excess of
$25,000 fromrental real estate activity for the years in issue;
and

(4) whether petitioners are liable for the accuracy-rel ated
penal ty under section 6662 for the years in issue.

FI NDI NGS OF FACT

Sone of the facts have been stipulated, and the stipul at ed
facts are incorporated in our findings by this reference.
Decedent and petitioner resided in California at the tinme their

petition was filed.
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Bot h decedent and petitioner were teachers and held master’s
degrees. Petitioner taught accounting at the college |evel,

i ncl udi ng courses in principles of accounting and payroll
accounting courses.

In 1976 decedent and petitioner purchased 80 acres of |and
in California with the intention of starting a fruit and
vegetable farmafter retirenent. They retired in 1991.

In 1994 petitioners sought farmloans fromthe branch of the
U S. Departnent of Agriculture (USDA) that is now known as the
Farm Servi ce Agency. Petitioners experienced discrimnatory
treatment fromthe USDA with respect to their farm | oans because
they were African-Anericans. Eventually they presented a claim
to the USDA for damages suffered as a result of the
discrimnation, and they joined a class action |awsuit involving
many simlarly situated African-American farmers.

Pursuant to settlenent of the class action |lawsuit, an
arbitrator appointed by a U S. district court found that
petitioners were entitled to $50,000 for enotional distress and
$568, 600 for lost net income fromApril 1, 1996, through Decenber
31, 1999. The lost net inconme was cal cul ated by projecting net
income fromfarmng that petitioners would have received if the
| oans they requested fromthe USDA had been processed. [In 2000

petitioners received paynent of $616, 600 of the damages awar ded
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by the arbitrator. (The $2,000 discrepancy between the anount
awar ded and the anmount paid is not explained in the record.)

Decedent and petitioner tinely filed their joint Federal
i ncone tax returns for 2000, 2001, and 2002. They used the cash
met hod accounting systemduring these tax years. Decedent and
petitioner did not report any of the arbitration award received
as income on their 2000 return. On Schedules F attached to the

returns, they reported the follow ng | osses:

Year Farm | ncone Far m Expenses Net Farm Profit (Loss)
2000 - 0- $47, 406 (%47, 406)
2001 - 0- 41, 374 (41, 374)
2002 - 0- 35, 599 (35, 599)

Most of the expenses claimed consisted of alleged nortgage
i nterest paynents on decedent and petitioner’s farmin the annual
amount of $26,616. The claimed farm |l osses reduced their
reported adjusted gross incone for each of the years. Decedent
and petitioner also reported rental activity |osses on a Schedul e
E, Suppl enental |Incone and Loss, for each of the years in issue.
The Internal Revenue Service (IRS) exam ned the returns for
2000, 2001, and 2002. During the exam nation process petitioner
presented docunents to substantiate the farm expenses cl ai ned on
the returns. The docunents included: (1) A |large nunber of
cancel ed checks from 1994; (2) a statenent of startup expenses
incurred in 1994 and 1995 with respect to clearing and preparing

the land for farmng; and (3) nonthly cancel ed checks from 2000
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to Sephardi ¢ Education Center in Jerusal em (Sephardic Center) in
t he amount of $1, 655.44 and to Rafael and Victoria Sarfatti (the
Sarfattis) in the anount of $562.50.

In the notice of deficiency upon which this case is based,
the follow ng adjustnments were made: (1) The full arbitration
award was included in petitioners’ gross incone for 2000; (2) al
of the farm expenses clained were disall owed because of |ack of
substantiation; (3) the anmobunt of |osses fromthe rental rea
estate activity for each year was reduced to $25, 000, the nmaxi mum
deduction all owed per year for passive activity |osses under
section 469(i); and (4) section 6662(a) accuracy-related
penalties were inposed. The IRS disallowed the farm expense
deductions in full because the 1994 and 1995 startup expenses
were not incurred during the years in issue, the nonthly checks
to the Sephardic Center and to the Sarfattis did not establish
t hat paynents were nmade on a nortgage debt, and petitioners did
not present any other evidence of a valid nortgage debt.

OPI NI ON

Arbitration Award as | ncone

G oss incone, for purposes of calculating taxable incone,
i ncludes all inconme from whatever source derived. Sec. 61(a).
Petitioners have not clainmed that any exclusion applies to the
econom ¢ damages included in the arbitration award, and none

woul d apply.
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Ceneral ly, cash basis taxpayers report incone in the year of
receipt. Sec. 451(a). Because decedent and petitioner were cash
basi s taxpayers in 2000, the arbitration award of $616, 600 is
i ncludable in their gross incone for 2000.

Petitioner asserts that she filed anended returns for 1996-
99 allocating portions of the arbitration award as incone to
t hose years. However, petitioner has neither produced copies of
anmended returns nor identified any authority for allocating
portions of the arbitration award to prior tax years. In any
event, there is no authority for such an allocation.

Petitioners contend that if the arbitration award is
included in incone, then startup costs decedent and petitioner
incurred in establishing the farm ng operation in 1994 and 1995
shoul d be deducted agai nst the anpbunt of the award. Petitioners
bear the burden of proving entitlenent to the cl ai med deducti ons.

See Rule 142(a); INDOPCO, Inc. v. Conm ssioner, 503 U S 79, 84

(1992). As substantiation for expense deductions in 2000,
petitioner presented cancel ed checks and lists of startup
expenses from 1994 and 1995. However, there is no evidence as to
whet her expenses incurred in 1994 and 1995 were clai med on
petitioners’ returns before 2000. There is no evidence that the
expenses were not taken into account by the arbitrator when the
projected net incone fromfarm ng was cal cul ated and included in

the econom ¢ damages portion of the arbitration award.
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Petitioners have failed to satisfy their burden of proof. Under
t hese circunstances and on the record in this case, none of the
1994 and 1995 expenses may be deduct ed.

Schedul e F Losses

Petitioner argues that the IRS erred by disallow ng al
Schedul e F | osses for the years in issue. Petitioner also bears
t he burden of proof wth respect to these deductions, and she has
failed to satisfy that burden

The I RS disallowed, for |ack of substantiation, the Schedul e
F farm ng expenses clainmed for the years in issue. The notice of
deficiency expl ained that decedent and petitioner had neither
shown that the expenses clainmed were incurred during the year in
i ssue nor that any portion of the $26,616 in annual paynents
deducted on the Schedul es F was paynent of interest on a debt.
Respondent al so argues that petitioners were not engaged in
farm ng during 2000, 2001 and 2002, or at any tinme after 1995,
presumabl y because of the discrimnation that they suffered.
Petitioners did not report any incone fromfarm ng during the
years in issue.

During the exam nation and at trial petitioner presented
copi es of nonthly cancel ed checks in the anmounts of either
$1, 655. 44 (made out to Sephardic Center) or $562.50 (nade out to
the Sarfattis) to substantiate the claimed nortgage interest

expenses related to the farmin 2000. After trial petitioner
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nmoved to reopen the record for receipt of a copy of a deed of
trust, dated March 8, 1991, conveying property of decedent and
petitioner to Endowrent Sephardic Educational Center, Mainonides
Research and Devel opnent Foundati on, and Savi ngs Mort gage
Corporation, in trust, as security for a prom ssory note of
$176,500. Respondent did not object, and the docunent was
received in evidence.

Petitioner, however, has provided no details about the terns
or subject matter of any | oan agreenent, and we have no basis for
determ ning what, if any, portions of the paynents were
deductible interest. Petitioner did not identify or substantiate
t he ot her expenses clainmed on Schedul es F. Thus deductions of
farm expenses for the years in issue were properly disall owed.

Schedul e E Losses

In her brief petitioner argues that the RS s “conplete
di sal | owance of all Schedule E | osses” related to decedent and
petitioner’s rental real estate activity (passive activity
| osses) for 2001 and 2002 is incorrect. Cenerally, passive
activity |l osses are not allowed to be deducted fromincone for
the taxable year in which they are incurred. Sec. 469(a).
However, section 469(i) allows a deduction not to exceed $25, 000
for a portion of passive activity |osses attributable to rental
real estate activities in which the taxpayer actively

partici pated during the taxable year.



- 9 -

The IRS permtted petitioners to deduct Schedule E | osses up
to the $25,000 Ilimt for each year. For 2000 the IRS all owed
petitioners the full amount of Schedul e E deductions cl ai ned,
which total ed $17,435. The IRS also permitted petitioners to
deduct $25,000 of their passive activity losses fromtheir rental
real estate activities for 2001 and 2002 and advised themin the
notice of deficiency that they nmay carry forward the excess
| osses into subsequent tax years indefinitely. Petitioner
presents neither evidence nor argunent show ng that she is
entitled to deduct nore than the anounts allowed in the statutory
noti ce.

Accur acy- Rel ated Penalty

Petitioner contests the inposition of accuracy-rel ated
penalties for the tax years in issue. Section 6662 inposes a 20-
percent accuracy-rel ated penalty on any underpaynent of Federal
incone tax attributable to a taxpayer’s negligence or disregard
of rules or regulations, or substantial understatenent of incone
tax. Sec. 6662(a) and (b)(1) and (2). Section 6662(d) (1) (A
defines “substantial understatenent of incone tax” as an anount
exceeding the greater of 10 percent of the tax required to be
shown on the return or $5,000. Under section 7491(c), respondent
bears the burden of production with regard to penalties and nust
cone forward wth sufficient evidence indicating that it is

appropriate to i npose penalties. See Higbee v. Comm ssioner, 116
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T.C. 438, 446 (2001). However, once respondent has net the
burden of production, the burden of proof remains with the

t axpayer, including the burden of proving that the penalties are
I nappropri ate because of reasonabl e cause or substanti al

authority. See Rule 142(a); Hi gbee v. Comm ssioner, supra at

446- 447.

Respondent’ s burden of production has been net. Respondent
has shown that: (1) Decedent and petitioner substantially
understated their income tax by failing to report any of the
$616, 600 arbitration award received in 2000; (2) decedent and
petitioner’s 2001 return contai ned an understatenment of incone
t ax exceedi ng $5,000; (3) decedent and petitioner deducted
farm ng expenses of $47,406, $41, 273, and $35,599 for 2000, 2001
and 2002, respectively, and they failed to maintain or produce
records to substantiate those deductions; and (4) decedent and
petitioner were negligent and di sregarded rul es by deducting
passive activity | osses beyond the $25,000 allowed for their
rental real estate activity.

The accuracy-rel ated penalty under section 6662(a) will not
be i nposed with respect to any portion of the underpaynent as to
whi ch the taxpayer acted with reasonabl e cause and in good faith.
Sec. 6664(c)(1). The decision as to whether a taxpayer acted
w th reasonabl e cause and in good faith is made by taking into

account all of the pertinent facts and circunstances. Sec.
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1.6664-4(b) (1), Incone Tax Regs. The nost inportant factor is
the extent of the taxpayer’s effort to assess his or her proper
tax liability. 1d. An honest m sunderstanding of fact or |aw
that is reasonable in light of the experience, know edge, and
education of the taxpayer may indicate reasonabl e cause and good

faith. Hi gbee v. Commi ssi oner, supra at 449.

Petitioner is a retired accounting teacher and has taught
col | ege-1evel accounting courses. However, she failed to report
the $616, 600 arbitration award received in 2000. Wile she
present ed evidence of expenses in prior years claimng offsets to
inconme fromthe years in issue, petitioner does not cite, and we
do not find, any authority that would allow petitioners, as cash
basis taxpayers, to recalculate their Federal incone tax
liability using the accrual nethod of accounting.

Petitioner did not maintain or provide any receipts for the
farm ng expenses clainmed on Schedules F for the years in issue.
Decedent and petitioner claimed unsupported farmand rental real
estate | osses. Al of these clains, wthout any reasonabl e cause
gi ven, suggest lack of good faith on the part of decedent and
petitioner, especially in light of their education and expertise.
Because petitioner presented neither evidence nor argunent that
the positions taken on the returns were either reasonable or in
good faith, petitioners are |iable for accuracy-related penalties

under section 6662 for all of the years in issue.
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I n reaching our decision, we have considered all argunents
made by the parties. To the extent not nentioned or addressed,
they are irrelevant or without nerit.

To reflect the foregoing,

Deci sion will be entered for

r espondent .




