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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

KROUPA, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone taxes of $28,357 and $50, 036 for 2005
and 2006 (years at issue), respectively, and $5,671.40 and
$10, 007. 20 accuracy-rel ated penalties under section 6662(a) for
those years. Wth respect to 2005, petitioners dispute the

entire deficiency and penalty except for $8,998 of disall owed
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i nterest expense and a $17,350 rental activity loss froma
property at Avenida Monteflora in Desert Hot Springs,
California.! Wth respect to 2006, petitioners dispute the
entire deficiency and penalty except for an $18,596 rental
activity loss fromthe property at Aveni da Mntefl ora.

We are asked to decide two issues. The first issue is
whet her petitioners’ rental real estate |osses for the years at
I Sssue were passive activity |osses subject to the limtation
under section 469(a).? W hold that petitioners’ |osses were not
passive activity losses for two of their rental properties but
were passive activity losses for the remai ning four properties.
The second issue is whether petitioners are |iable for the
accuracy-rel ated penalty under section 6662(a). W hold that
t hey are not.

FI NDI NGS OF FACT
Sone of the facts have been stipulated and are so found.

The stipulations of facts and acconpanying exhibits are

The parties stipulated that petitioners failed to report
$8,998 of interest income for 2005 and that they did not
materially participate in the rental real estate activity
reported for the property at Avenida Monteflora in Desert Hot
Springs, California during the years at issue.

2Al'l 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 Procedure, unless otherw se
i ndi cat ed.
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incorporated by this reference. Petitioners resided in Petal uma,
California at the tine they filed the petition.

TomMller (M. MIller), the older child of German
immgrants, had an interest in building, drafting and
architecture growing up. He pursued his interest in boats,
however, after his father nmet an instructor at the California
Maritime Acadeny.

M. MIller graduated fromthe California Maritinme Acadeny in
1980 with a bachel or of science degree in nautical industrial
technology. He quickly left his first job, which required himto
spend nonths at sea, because it kept himaway from Nancy M| er
(Ms. Mller).® He took a job with a tugboat conpany that
allowed himto be nearer to Ms. MIller, who is now his w fe of
27 years, and to return to the San Franci sco Bay area.
Petitioners have two daughters.

At the age of 29, M. MIller becane a partner in the San
Franci sco Bar Pilots Association (SFBPA) and began piloting
comerci al seagoi ng vessels for SFBPA. 4 During the years at
issue, M. MIler piloted client vessels for the SFBPA, including

| arge contai ner ships, passenger cruise ships and large mlitary

SMs. Mller is a bookkeeper by training.

“The SFBPA is a partnership for Federal inconme tax purposes.
During the years at issue, SFBPA was |imted, by statute, to 60
pilots. Al SFBPA pilots were equal partners of the SFBPA and
recei ved equal distributions.
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ships. He piloted these client vessels from13 mles at sea,
out side the San Franci sco Bay Channel, throughout the San
Franci sco, San Pabl o and Sui sun Bays, including the Sacranento
and San Joaquin Rivers.

M. MIler’'s schedule as an SFBPA pilot requires that he
wor k seven days and then have seven days off. M. Mller
generally is not required to actually work for all of his seven
days “on.” His schedule is also sonewhat flexible and
predi ctable. SFBPA pilots know roughly when they wll have to
work during their “on” time and can trade turns in the pilot
rotation, subject to limtations.

Despite his piloting work, M. MIller did not |ose his
interest in building and drafting. He acquired a class B general
contractor’s license in 1997, which he held during the years at
i ssue. He provided construction services for clients in 2005,

i ncl udi ng kitchen renodeling, replacing honme siding, building
decks, building fences and replacing wi ndows. He also drafted
and wor ked on approxi mately a dozen building plans for houses,
i ncluding during the years at issue.

Petitioners owned six rental real estate properties during
2005 and seven during 2006. Petitioners conceded that they did
not materially participate in the rental real estate activity
wWith respect to a property at Avenida Monteflora, and therefore

the I osses fromthat property are passive activity | osses.
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Petitioners argue, however, that the | osses fromtheir remaining
rental properties are not passive activity |osses.

For each of the rental properties at issue, petitioners
found tenants by placing ads and pictures on Craigslist.® Ms.
MIller prepared the witten | eases for the properties, which
petitioners both reviewed and signed. Petitioners collected the
rents. Petitioners also spent substantial tinme researching and
bi ddi ng on various rental real estate properties, including
during the years at issue.® M. MIller created contenporaneous
ti mesheets, detailing tinme spent on his rental real estate

activities and construction business.” The parties provided to

Craigslist is a network of online comunities featuring
online classified advertisenents for housing, jobs, goods,
services, romance, |local activities, advice and nore. Craigslist
sites, found at http://craigslist.org, serve hundreds of cities
across the United States and in dozens of countries, attracting
mllions of visitors every nonth.

SMs. MIler described sonme of the tinme-consum ng process
and chal | enges of researching country hones. |In addition to
online research, petitioners would travel to the | ocations,
research zoning laws and neet wth the health inspector regarding
water wells and septic systens. On the basis of their research,
petitioners sonetines chose not to bid on the properties they
researched. Wen petitioners did make an offer, they did not
al ways acquire the property, for exanple when there was a hi gher
bi dder .

‘As with his piloting logs, M. MIller did not record
admnistrative tinme spent on his rental real estate activities.
M. MIller's real estate adm nistrative work included pl anni ng
construction and repair jobs, amending tinelines and ordering
mat eri al s.
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the Court a nunber of other tinmesheets and summaries of
petitioners’ tine allocation as well.?8

Petitioners’ first rental property was on Pepper Road in
Petal uma, California. Petitioners bought five acres of |and
surrounded by dairy ranches in 1990, and M. MIller built two
homes on the land. Ms. MIller assisted her husband with the
interior design of the hones. Petitioners resided in one of the
homes and continued to reside in that home at the tinme of trial.
Petitioners | eased the second hone (Pepper Road property). M.
Ml ler perforns maintenance work for the Pepper Road property,
i ncl udi ng mai ntenance of the well, septic systemand all or nost
of the yard. M. MIller also perfornmed repair work on the Pepper
Road property, including repairs to the fence, washi ng nmachi ne,
gar bage di sposal and back door

Petitioners and Martin MIller, M. Mller’s brother, owned
and | eased a single-famly home on Morning Gory Drive in
Petal uma, California from 2000 through the years at issue
(Morning Gory property). Petitioners held an 85-percent
interest in the Morning Gory property until Septenber 2006, when
they acquired Martin MIller’s 15 percent interest. Martin MIller

resi ded next door to the Morning Gory property during the years

8The Court notes that petitioners’ tinesheets had sone
i naccuracies and were inperfect. Nevertheless, the tinmesheets
provi ded useful guidance when coupled with petitioners’
testi nony.
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at issue. He would occasionally now the | awn at the Morning
G ory property, although the tenants would usually maintain the
property and mow the lawn. Martin MIler had a new carpet
installed at the Morning G ory property in 2005. M. Mller and
Martin MIller, along wth an associate of M. MIller, installed a
fence on one side of the Morning Qory property in 2005 Martin
MIller hired a fence conpany to build a fence on the other side
of the Morning Qory property in 2006, and M. Ml ler reinbursed
Martin MIler for sone of the costs.

Petitioners purchased a single-famly hone on Lind Avenue in
Clovis, California in June 2005 (Lind property). The Lind
property is in a comunity governed by a honmeowner’s associ ati on.
Homeowners in this conmunity pay nonthly homeowner’s associ ation
fees for maintenance of conmon areas and now ng and mnai nt enance
of the front yards of homes within the community. Petitioners
rented the Lind property during the years at issue.

Petitioners purchased a single-famly home on N. Price
Avenue in Fresno, California in October 2005 (Price property).
Petitioners hired a | andscaper to provide weekly nmow ng and
gardeni ng services for the Price property for $65 per nonth.
Petitioners rented the Price property in 2006.

Petitioners and Martin MIler purchased a single-famly honme
on E. Enerald Avenue in Fresno, California in June 2005 (Eneral d

property). Petitioners and Martin MIller held equal interests in
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the Enmerald property. Petitioners hired and paid an individual
to provide bi-nmonthly nmowi ng and gardeni ng services for the
Eneral d property. Petitioners rented the Enerald property during
the years at issue.

Petitioners purchased a single-famly hone on Bennett Vall ey
Road in Santa Rosa, California in Cctober 2006 (Bennett Vall ey
property). M. MIller and his subcontractor, Del nont Bogart (M.
Bogart), nade a nunber of inprovenents to the Bennett Vall ey
property. The inprovenents included building a retaining wall,
repl aci ng decks, renodeling a bathroom installing new gutters,
repl acing the plunbing and repairing the furnace. M. Bogart
described M. MIler as a workaholic who worked on the honme after
his piloting job and perforned manual | abor al ongside himfor
each project on the property. Petitioners |eased the Bennett
Val | ey property.

In addition to M. Bogart, other w tnesses described M.
Mller's work ethic as extraordinary. A friend, pilot and
partner of M. MIller’s at SFBPA testified to his “one in a
mllion” work ethic, saying that he did not know anyone who
wor ked harder. Ms. MIller testified that she had to go to M.
MIller’'s construction sites to see her husband.

Ms. MIller prepared petitioners’ joint returns for the

years at issue. Petitioners did not make an election to treat



- 9 -
all their interests in rental real estate as one activity under
section 469(c)(7)(A) before or during the years at issue.

Respondent issued the deficiency notice to petitioners,
di sall ow ng the Schedule E rental real estate |osses for the
years at issue and determ ning the deficiencies and accuracy-
related penalties for those years. Petitioners tinely filed a
petition.

OPI NI ON

We nust deci de whether a pilot of commercial seagoing
vessel s spent nore tine on his construction and rental real
estate activities than on piloting, and whether he and his wfe
materially participated in certain rental real estate activities
so that they nmay deduct rental real estate |osses for the years
at issue. We begin with the burden of proof.

Det erm nations of the Conm ssioner in a deficiency notice
are presuned correct, and taxpayers bear the burden of proving

otherwi se. Rule 142(a); Wlch v. Helvering, 290 U. S 111, 115

(1933). Deductions are generally a matter of |egislative grace,
and taxpayers bear the burden of proving entitlenent to clained

deducti ons. | NDOPCO, Inc. v. Conmi ssioner, 503 U.S. 79, 84

(1992); New Colonial lIce Co. v. Helvering, 292 U S. 435, 440

(1934). The burden to disprove a clainmed deduction nay shift to
the Comm ssioner if the taxpayers prove that they have satisfied

certain conditions. Sec. 7491(a); Snyder v. Conm ssioner, T.C
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Meno. 2001-255 (citing H Conf. Rept. 105-599, at 240-241 (1998),
1998-3 C. B. 747, 994-995). Petitioners have neither clained nor
shown that they conplied with the substantiation requirenents of
section 7491(a). The burden of proof, therefore, remains on
petitioners. See Rule 142(a).

Petitioners clained | osses of $71, 464 and $143, 091 from
their rental real estate activities for the years at issue. The
deduction of passive activity losses is generally suspended.

Sec. 469(a). A passive activity loss is the excess of the
aggregate | osses fromall passive activities for the taxable year
over the aggregate incone fromall passive activities. Sec.
469(d)(1). A passive activity includes the conduct of any trade
or business in which the taxpayer does not materially
participate. Sec. 469(c)(1l). A rental activity generally is
treated as a per se passive activity. Sec. 469(c)(2), (4).

A taxpayer may, however, avoid having his or her real estate
activity classified as a per se passive activity if the taxpayer
is a qualifying real estate professional and satisfies the
mat eri al participation requirenents of section 469(c)(1). A
taxpayer wll qualify as a real estate professional if: (i) nore
t han one-half of the personal services perforned in trades or
busi nesses by the taxpayer during the taxable year are perforned
in real property trades or businesses in which the taxpayer

materially participates, and (ii) such taxpayer perforns nore
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than 750 hours of service during the taxable year in real
property trades or businesses in which the taxpayer materially
participates. Sec. 469(c)(7)(B).

A taxpayer may establish his or her participation in an
activity by any reasonable neans. Sec. 1.469-5T(f)(4), Tenporary
I ncone Tax Regs., 53 Fed. Reg. 5727 (Feb. 25, 1988). This Court
has acknow edged that “reasonable neans” is interpreted broadly
and that the tenporary regul ati ons may not provide precise

gui dance. Goshorn v. Conmm ssioner, T.C Menp. 1993-578.

Nevert hel ess, a postevent “ball park guesstimate” will not

suffice. See Lee v. Commi ssioner, T.C Mno. 2006-193; Goshorn

v. Conm ssioner, supra.

Were, as here, a joint return has been made, the foregoing
real estate professional requirenents are satisfied if either
spouse separately satisfies those requirenents. Sec.
469(c)(7)(B). Thus, if M. MIller neets the foregoing
requi renents, petitioners’ rental activities are not per se
passi ve and the normal passive activity loss rules of section
469(c) (1) wll apply. W now consider whether M. Ml ler
qualifies as a real estate professional.

On the basis of the record and testinony provided at trial,
we find that M. MIller has established that he spent nore than
750 hours performng significant construction work as a

contractor and on his rental real estate activities. W find
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that M. MIler spent nore time on his construction wrk and
rental properties than he did piloting vessels in the years at
i ssue.

Respondent highlights that M. MIller was a partner in the
SFBPA. Respondent al so notes that M. Ml er occasionally spent
additional time on SFBPA-rel ated activities outside of piloting.
Neverthel ess, we find petitioners’ testinony and evi dence
conpelling. M. MIller conpleted a nunber of significant
construction projects, both as a contractor and as a landlord, in
the years at issue. He also perforned a nunber of additional
real estate tasks including researching properties, bidding on
properties, finding tenants, collecting rent and performng
mai nt enance work at rental properties. M. MIller presented
cont enpor aneous work | ogs for his construction and rental
activities and provided conpelling testinmony and w t nesses.
Thus, we find that M. MIller is a qualified real estate
professional within the meani ng of section 469(c)(7)(B)

Having found that M. MIller is a qualified real estate
prof essi onal, we now consi der whether petitioners materially
participated in their rental activities. For this purpose, each
interest inrental real estate is treated as a separate rental
real estate activity unless the qualifying taxpayer nmakes an
election to treat all interests as a single activity. See sec.

469(c)(7)(A). Petitioners did not nake such an election. Also
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for this purpose, we nust consider both spouses’ efforts. Sec.
469(h) (5); sec. 1.469-9(c)(4), Incone Tax Regs. Thus, we
consi der whether petitioners’ joint efforts anount to materi al
participation with respect to each rental real estate activity.

Material participation is defined generally as reqular,
continuous and substantial involvenent in the business
operations. Sec. 469(h)(1). A taxpayer can establish naterial
participation by satisfying any one of the seven tests provided
in the regulations. Sec. 1.469-5T(a), Tenporary |Incone Tax
Regs., 53 Fed. Reg. 5725 (Feb. 25, 1988); see Akers v.

Comm ssioner, T.C Meno. 2010-85. Two tests are particularly

rel evant here.

A taxpayer is treated as materially participating in an
activity if his or her participation in that activity during the
t axabl e year constitutes substantially all of the participation®
in the activity for that year. Sec. 1.469-5T(a)(2), Tenporary
I ncone Tax Regs., supra. A taxpayer is also treated as having
materially participated if the taxpayer participates in the
activity for nore than 100 hours during the taxable year and the
taxpayer’s participation in the activity for the taxable year is

not | ess than the participation of any other individual. Sec.

““Participation” generally neans any work done in an
activity by an individual who owns an interest in the activity.
Sec. 1.469-5(f)(1), Incone Tax Regs.
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1.469-5T(a)(3), Tenporary Incone Tax Regs, 53 Fed. Reg. 5726
(Feb. 25, 1988).

We are satisfied that petitioners participated in the rental
real estate activities at the Pepper Road property and the
Bennett Valley property for over 100 hours per year for the
rel evant years.® W are also satisfied that their participation
was not | ess than the participation of any other individual for
those years. It follows, and we hold, that petitioners
materially participated in the rental real estate activities at
t he Pepper Road property and the Bennett Valley property in the
rel evant years and the deductions attributable to those
activities are not subject to limtation under section 469.

Petitioners have not shown, however, that they participated
in the rental real estate activities at the Morning G ory
property, the Lind property, the Price property or the Enerald
property for over 100 hours per year for the rel evant years.
They al so have not carried their burden of proving that their
participation in the rental real estate activities at each of
these four properties constitutes substantially all of the
participation for those properties in the years at issue. W
particularly note Martin Mller’s participation at the Mrning

G ory property, which is adjacent to his hone. W sustain

1°As af orenenti oned, petitioners did not own the Bennett
Val | ey property in 2005.
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respondent’ s di sal |l owance of | osses with respect to the real
estate activities at the Morning Gory property, the Lind
property, the Price property and the Enerald property for the
years at issue.

W& now address whet her petitioners are |iable for the
accuracy-rel ated penalty for a substantial understatenent of
i ncone tax for each year at issue. A taxpayer may be |liable for
a penalty of 20 percent on the portion of an underpaynent of tax
attributable to, anong other things, a substantial understatenent
of incone tax. Sec. 6662(a), (b)(2). There is a substanti al
understatenent of income tax if the anmount of the understatenent
exceeds the greater of 10 percent of the tax required to be shown
on the return, or $5,000. Sec. 6662(d)(1)(A); sec. 1.6662-
4(b) (1), Inconme Tax Regs. W find that respondent has net his
burden of production if Rule 155 conputations show petitioners
have a substantial understatenent of inconme tax. See Higbee v.

Conm ssioner, 116 T.C 438, 446 (2001); Jarman v. Conmm Ssioner,

T.C. Meno. 2010-285.

A taxpayer is not |liable for an accuracy-rel ated penalty,
however, if the taxpayer acted with reasonabl e cause and i n good
faith with respect to any portion of the underpaynent. Sec.
6664(c)(1). The determ nation of whether the taxpayer acted with
reasonabl e cause and in good faith is made on a case-by-case

basis, taking into account all pertinent facts and circunstances
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i ncluding the taxpayer’s efforts to assess his or her proper tax
liability. Sec. 6664(c)(1l); sec. 1.6664-4(b), |Incone Tax Regs.
G rcunstances that may indicate reasonabl e cause and good faith
i ncl ude an honest m sunderstanding of fact or law that is
reasonable in light of all the facts and circunstances. Sec.
1.6664-4(b) (1), Incone Tax Regs.

Petitioners state in their petition that they acted with
reasonabl e cause and in good faith, and we so find. Petitioners
prevail ed on the threshold question of whether M. Ml ler
qualifies as a real estate professional. They also prevailed on
the question of whether they nmaterially participated with respect
to two of their rental properties. As for the renaining
properties, petitioners provided evidence and gave credible
testinony but sinply failed to neet their burden of proof.
Nevert hel ess, petitioners provided extensive records of their
rental real estate activities, including contenporaneous
timesheets. We find that petitioners acted with reasonabl e cause
and in good faith in claimng rental real estate |osses for the
years at issue. Accordingly, we decline to inpose a penalty upon
petitioners.

We have considered all argunents nmade in reaching our
deci sion and, to the extent not nentioned, we conclude that they

are noot, irrelevant, or without merit.



To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




