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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

MARVEL, Judge: Respondent determ ned deficiencies in
petitioners’ Federal incone tax and accuracy-rel ated penalties

under section 6662(a)! for 2005 and 2007 as foll ows:

Unl ess 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

(continued. . .)
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Penal ty
Year Defi ci ency Sec. 6662
2005 $18, 068 $3, 614
2007 29, 803 5,961

After concessions,? the issues for decision are: (1)
Whet her rental inconme attributable to petitioners’ rental of a
comercial office building they owmmed to a rel ated professi onal
corporation in 2005 and 2007 was passive incone under the
transition rule set forth in section 1.469-11(c)(1)(ii), Incone
Tax Regs., as petitioners contend, or was nonpassive incone under
the self-rental rule of section 1.469-2(f)(6), Incone Tax Regs.,
as respondent determ ned; and (2) whether petitioners are |iable
for accuracy-rel ated penalties under section 6662(a). In order
to decide issue (1), we nust decide whether a | ease executed in
1980 between petitioners and petitioner husband’s wholly owned
pr of essi onal corporation constituted a witten binding contract
within the nmeaning of section 1.469-11(c)(1)(ii), Incone Tax

Regs., with respect to 2005 and 2007.

Y(...continued)
Procedure. Monetary anmounts have been rounded to the nearest
dol | ar.

2The parties stipulated that if the self-rental rule of sec.
1.469-2(f)(6), Income Tax Regs., is applicable, then petitioners
are liable for the deficiency. |If the self-rental rule is not
applicable, then petitioners are not |iable for the deficiency.
The parties also stipulated that the Westwood property “was
rented for use in a business activity in which petitioner-husband
materially participates.”
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FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.

The stipulation of facts is incorporated herein by this
reference. Petitioners resided in New Jersey when they
petitioned this Court.

Petitioners are husband and wife. Petitioner L.A
Samar asi nghe (petitioner) graduated from nedi cal school in 1967.
After graduation petitioner began to practice nedicine. During
the years at issue, petitioner, who specializes in internal
medi cine and in critical care, was an enpl oyee of his wholly
owned professional corporation, L.A Samarasinghe, MD., P.A
(medi cal corporation).

In the late 1970s petitioner hired Ranesh Sarva (M. Sarva),
a certified public accountant (C.P.A. ), to provide accounting
services to the nedical corporation and to petitioners. Over the
years, M. Sarva, anong other things, (1) hel ped petitioner
i ncorporate his nedical practice, (2) perfornmed accounting and
bookkeepi ng services for the corporation and for petitioners, (3)
provi ded tax planning advice, including advice on tax shelters
and real estate investnents, and (4) prepared tax returns for the
medi cal corporation and for petitioners.

At some point before or during 1979 M. Sarva advi sed
petitioner to purchase real property for the nedical

corporation’s use. M. Sarva al so advised petitioner to purchase
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the real property in his individual capacity rather than through
the medi cal corporation. In 1979 petitioners purchased an office
buil ding in West wod, New Jersey (Westwood property), and titled
the property in both their nanmes. The Westwood property is
conveniently situated only a few bl ocks from Pascack Vall ey
Hospital, which petitioner visits frequently in connection with
hi s nedi cal practice.

After petitioners purchased the Wstwod property, M. Sarva
prepared a | ease using a standardi zed | ease formthat purported
to | ease the Westwood property to the nedical corporation in
exchange for nonthly rent paynments and ot her consideration. The
| ease recited that the nedical corporation would use the Wstwood
property as a doctor’s office. The lease ran fromJuly 1, 1980,
until June 30, 1981, with the term“to be renewed automatically
unl ess sooner term nated as hereinafter provided, at the ANNUAL
RENT of $30, 000.00 with 5% i ncrease every year all payable in
equal nonthly installnents in advance on the first day of each
and every cal endar nonth”. The |ease also provided as foll ows:

NI NETEENTH. - - The Landl ord has nade no representations

or promses in respect to said building or to the

dem sed prem ses except those contained herein, and

those, if any, contained in some witten comuni cation

to the Tenant, signed by the Landlord. This instrunent

g?glrgf be changed, nodified, discharged or term nated

Petitioners and the nmedical corporation executed the | ease on

June 30, 1980 (the 1980 | ease). From June 30, 1980, when
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petitioners and the nedical corporation executed the 1980 | ease,
t hrough and including the years at issue, M. Sarva had no
know edge of the existence of any docunent that formally anended
the 1980 | ease or of any other witten | ease regarding the
West wood property. 3

The medi cal corporation maintained its offices in the
West wood property through at | east 2007. During its occupancy of
t he Westwood property the nedical corporation nmade numnerous
i nprovenents to the property, including basic renovations and the
installation of an in-house radiology systemand a | aboratory.
The medi cal corporation paid for all inprovenents, the aggregate
cost of which M. Sarva estimated to be approxi mately $100, 000.

The medi cal corporation used a fiscal year that began on
Decenber 1 and ended on Novenber 30 for accounting and tax
purposes. During the course of a fiscal year the nedica
corporation periodically issued checks to petitioner wthout
desi gnating what the checks were for. The checks typically
ranged in anmount from $1,000 to as nuch as $43, 000 and were nade
payable to petitioner. The checks did not contain any notation

regardi ng the purpose of the paynents. The nedical corporation

3Al though M. Sarva testified that there were no docunents
anmendi ng or nodi fying the 1980 | ease and that there was no ot her
witten | ease involving the Westwood property, we decline to find
t hese statenents as facts because M. Sarva can testify only to
what he knew t hrough personal know edge. Because petitioners did
not appear at trial or testify, whatever information they m ght
possess is not before us.
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i ssued the checks to petitioner whenever petitioner needed or
want ed noney.

Petitioner’'s office periodically sent M. Sarva the bank
statenents and cancel ed checks for the nedical corporation, and
M. Sarva’'s office would sunmari ze the data using a software
program cal | ed Qui ckBooks. The checks nmade payable to petitioner
as well as other checks issued by the nmedical corporation for
petitioner’s personal expenses such as nortgage, property taxes,
and estimted tax paynents were recorded in general | edger
account 241, Due Oficer. At the end of the fiscal year M.
Sarva made adjusting entries which allocated the paynents nade to
petitioner during the year to specific expense accounts, such as
sal ary/ payroll and rent. M. Sarva determ ned the anounts to be
all ocated to salary and to rent. In making the allocation to
rent, M. Sarva did not consult the 1980 | ease, and he assuned
that the annual rental period coincided wth the nedical
corporation’s fiscal year. Wth respect to the fiscal years
endi ng Novenber 30, 2005 and 2007, M. Sarva did not calcul ate
what the annual rent should be under the 1980 | ease, assunming it
was in effect for those years, nor did he determ ne the anount of
the required nonthly | ease paynent under the |ease. The record
contains no evidence that the nedical corporation made nonthly

rent paynents to petitioners during 2005 and 2007 as woul d have
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been required by the 1980 | ease, assunming that the | ease was
still in effect for those years.

M. Sarva prepared Federal incone tax returns for the
medi cal corporation for the fiscal years ending Novenber 30, 2004
t hrough 2009. At |east sone of those returns were filed
el ectronically. The nedical corporation clained deductions for
rental expenses attributable to the Westwood property* on those

corporate tax returns as foll ows:

FYE Nov. 30 Rent al expense deducti on
2004 $100, 000
2005 100, 000
2006 1133, 319
2007 2156, 224
2008 38, 621
2009 168, 940

The parties stipulated petitioners’ retained copy of the
medi cal corporation’s 2006 Federal tax return. The retained copy
shows a rental expense deduction of $139,989. The parties al so
stipulated a copy of the Tax Return Database electronic return
information for the nmedical corporation’s 2006 return. The
electronic return information summary reflects that the nedical
corporation clainmed a rental expense deduction of $133, 319.

“The parties stipulated that the foll owi ng anbunts represent
the correct anmounts of rent required by the 1980 lease if it was

still in effect for rental terns ending in 2004 through 2009:
Rental term ending June 30 Rental incone
2004 $94, 449
2005 99, 172
2006 104, 130
2007 109, 337
2008 114, 804

2009 120, 554
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2The parties stipulated petitioners’ retained copy of the
medi cal corporation’s 2007 Federal tax return. The retained copy
shows a rental expense deduction of $133,828. The parties al so
stipulated a copy of the Tax Return Database electronic return
information for the nedical corporation’s 2007 return. The
electronic return information summary reflects that the nedical
corporation clainmed a rental expense deduction of $156, 224.

Petitioners tinely filed their joint 2004 through 2009
Federal incone tax returns, which M. Sarva al so prepared.
Petitioners reported the followng rental incone attributable to

t he Westwood property | ease:

Year Rental incone
2004 $100, 000
2005 100, 000
2006 - 0-

2007 100, 000
2008 - 0-

2009 123, 484

On Schedul e E, Supplenental Incone and Loss, of their 2005 and
2007 returns, petitioners treated the rental income of $100, 000
as passive inconme, which was taken into account in cal cul ating
t he passive | osses for those years.

On Decenber 3, 2008, respondent mailed petitioners a notice
of deficiency for 2005 and 2007. Respondent determ ned that the
rental inconme attributable to the Westwood property constituted
self-rental incone, which is nonpassive incone that cannot be
taken into account in calculating the correct anobunt of a passive
| oss. Respondent also determ ned that petitioners were |liable
for the 20-percent accuracy-related penalty under section 6662(a)

for each of the years 2005 and 2007.
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Petitioners tinely petitioned this Court to redeterm ne
respondent’s determ nations, and the case was set for trial on
June 24, 2010. Petitioners, who were represented by counsel, did
not appear or testify at trial, and petitioners’ counsel called
only one witness, M. Sarva.

OPI NI ON

Rental Paynents as Nonpassive | ncone

A. Burden of Proof

The Conm ssioner’s determnations in a notice of deficiency
are presuned correct, and the taxpayer ordinarily bears the
burden of proving that those determ nations are erroneous. Rule

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

7491(a), however, provides that the burden of proof wth respect
to a disputed factual issue shifts to the Conm ssioner if the

t axpayer produces credi ble evidence with respect to the issue,

t he taxpayer conplied with the substantiation requirenents, and
t he taxpayer cooperated with the Secretary® with regard to al
reasonabl e requests for information. Sec. 7491(a)(2); see also

H gbee v. Conm ssioner, 116 T.C 438, 440-441 (2001).

Petitioners do not contend that section 7491(a) applies, and the

The term “Secretary” neans “the Secretary of the Treasury
or his delegate”, sec. 7701(a)(11)(B), and the term“or his
del egate” neans “any officer, enployee, or agency of the Treasury
Departnent duly authorized by the Secretary of the Treasury
directly, or indirectly by one or nore redel egati ons of
authority, to performthe function nentioned or described in the
context”, sec. 7701(a)(12)(A)(1).
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record does not permt us to conclude that petitioners satisfied
the requirenents of section 7491(a)(2). Accordingly, petitioners
bear the burden of proving that respondent erroneously determ ned
that their 2005 and 2007 rental income attributable to the
West wood property was nonpassive incone.

B. Passi ve Activity Losses and the Sel f-Rental Rule

Cenerally, a taxpayer nmay deduct a loss incurred in a trade
or business. Sec. 165(c)(1). However, a taxpayer may not deduct
a loss froma passive activity. Sec. 469(a). Odinarily, a
passive activity is an activity involving the conduct of a trade
or business in which the taxpayer does not materially
participate. Sec. 469(c)(1). However, except as provided in
section 469(c)(7), the term*“passive activity” also includes a
rental activity regardl ess of whether a taxpayer materially
participates in the activity. Sec. 469(c)(2), (4).

A passive activity loss is defined as the excess, if any, of
the aggregate | osses from passive activities during a taxable
year over the aggregate inconme from passive activities for such
year. Sec. 469(d)(1). |In order to calculate a taxpayer’s
passive activity loss for a taxable year, the taxpayer nust

ascertain whether the taxpayer’s incone and | osses are from
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passive activities in accordance with rules set forth in section
469 and rel ated regul ations.®

M. Sarva characterized the rental inconme attributable to
petitioners’ rental of the Westwood property to the nedical
corporation during 2005 and 2007 as passive inconme and, in
preparing petitioners’ 2005 and 2007 returns, offset that incone
W th passive |osses to arrive at petitioners’ nondeductible
passive activity |losses for 2005 and 2007. 1In the notice of
deficiency, respondent recharacterized the rental incone as
nonpassi ve i ncone, determning that the income was self-renta
inconme within the neaning of section 1.469-2(f)(6), Inconme Tax
Regs.

Wil e section 469(c)(2) generally characterizes rental
activity as passive, section 1.469-2(f)(6), Incone Tax Regs.,
provides that net rental inconme received by the taxpayer for use
of an item of the taxpayer’s property in a business in which the
taxpayer materially participates shall be treated as incone not
froma passive activity. The rule of section 1.469-2(f)(6),

I ncone Tax Regs., which is sonetines referred to as the self-
rental rule or the recharacterization rule, creates an exception

to the normal rule set forth in section 469(c)(2) and (4) that

6Sec. 469(1)(2) authorizes the Secretary to pronul gate
regul ations “which provide that certain itens of gross incone
wi Il not be taken into account in determ ning inconme or |oss from
any activity (and the treatnent of expenses allocable to such
i ncone)”.



- 12 -
inconme froma rental activity is passive incone for purposes of
section 469 regardl ess of whether a taxpayer materially

participates in the activity. See Carlos v. Conmm ssioner, 123

T.C. 275, 279-280 (2004).

The parties stipulated that petitioners rented the Westwood
property to petitioner’s nedical corporation for use in the
corporation’s business. The parties also stipulated that
petitioner materially participated in the business activity of
the medi cal corporation. Because petitioner materially
participated in the business activity and petitioners rented the
property for such use, the self-rental rule would appear to
apply. Therefore, unless an exception to the rule applies,
petitioners must characterize the Westwood property rental incone
as nonpassive incone and nay not offset this incone against
accunul ated and unused passive | osses.

C. Witten Bi nding Contract Exception

Petitioners contend that the self-rental rule of section
1.469-2(f)(6), Income Tax Regs., does not apply because they are
entitled to transitional relief under section 1.469-11(c)(1)(ii),
I ncone Tax Regs. Section 1.469-11(c)(1)(ii), Inconme Tax Regs.,
provides that, in applying section 1.469-2(f)(6), |ncone Tax
Regs., a taxpayer’s rental inconme is passive if it is
attributable to the rental of property “pursuant to a witten

bi ndi ng contract entered into before February 19, 1988.” To
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qualify for transitional relief under the regul ation, a taxpayer
must prove that the rental incone in question was paid pursuant
to a witten | ease that was entered into before February 19,
1988, and was still in effect; i.e., was binding and enforceabl e

for the year at issue. Krukowski v. Comm ssioner, 279 F.3d 547,

550 (7th Gr. 2002), affg. 114 T.C. 366 (2000). “At a mninmm
for a lease to be binding on a party, it nust be enforceable

under applicable state law.” Connor v. Conm ssioner, 218 F. 3d

733, 740 (7th Cir. 2000), affg. T.C. Meno. 1999-185.

Petitioners executed a witten |lease with respect to the
West wood property--the 1980 | ease. Because the parties do not
di spute that the | ease was entered into before February 19, 1988,
and was in witing, the sole issue remaining is whether the 1980
| ease remained in force and was bi nding under State | aw for 2005
and 2007. W examne relevant State |aw and the actions of the
parties to the 1980 | ease during the years at issue to decide
this issue. The parties agree that the relevant State lawis the
| aw of the State of New Jersey.’

Under New Jersey | aw, an enforceabl e agreenent exists when

“two parties ‘agree on essential terns and manifest an intention

"The 1980 | ease did not specify the | aw governing the
interpretation of the |lease. 1In the absence of an agreenent by
the parties to a | ease regarding applicable aw, we apply the | aw
of the State where the property is |located. Krukowski V.
Conmm ssi oner, 279 F.3d 547, 550 (7th Gr. 2002), affg. 114 T.C
366 (2000); Connor v. Conm ssioner, 218 F.3d 733, 740 (7th Cr
2000), affg. T.C. Menop. 1999-185.
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to be bound by those terns.’” Barak v. bioha, 74 Fed. Appx.

164, 166 (3d Cir. 2003). The essential terns of a |ease include
“an adequate description of the property, a definite term
(i ncluding the coomencenent date), the agreed rental and the

manner of paynent.” Brechman v. Adamar of N.J., Inc., 440 A 2d

480, 482 (N. J. Super. . Ch. Div. 1981). |If the |ease term
exceeds 3 years, the |l ease also nust conply with the statute of
frauds. N J. Stat. Ann. 25:1-5 (West 1997).8 Under the statute
of frauds, the |lease nust be in witing and signed by both
| andl ord and tenant. |d.

Unli ke sone other jurisdictions, New Jersey does not
di stingui sh between a renewal and an extension of a |ease.

Schnakenberg v. G braltar Sav. & Loan Association, 117 A 2d 191

195 (N.J. Super. C. App. Div. 1955); see al so Bal shamv.

Koffler, 73 A 2d 272, 274 (N.J. Super. C. App. Dv. 1950). If a
| ease provides for renewal, the renewal nerely continues the old

| ease. Schnakenberg v. G braltar Sav. & Loan Associ ation, supra

at 195. A general covenant to renew “inplies a renewal or
extension for the same termas provided in the original |ease,

and is sufficiently definite and certain to be enforceable.” I1d.

8The parties do not dispute that the 1980 | ease conplied
with the statute of frauds at the tine of execution. Effective
Jan. 5, 1996, New Jersey anended its statute of frauds, repealing
N.J. Stat. Ann. 25:1-1 (1940). See P.L. 1995, c¢.360 (N J. 1996).
The parties agree that the statute of frauds in effect for 1980
applies to the 1980 | ease.
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No new |l ease is required. Jador Serv. Co. v. Wrbel, 53 A 2d

182, 185 (N.J. 1947).

The 1980 | ease contained the essential ternms required to
make it a binding and enforceabl e agreenent when it was executed
in 1980. The lease was in witing, contained an adequate | egal
description of the | eased prem ses, and included provisions that
specified the agreed termof the |ease, the rent, and the manner
in which the rent should be paid. Its renewal and rent
adj ustnent provisions, if followed by the parties to the |ease,
enabl ed the parties to renew the | ease as a binding contract in
years® after the initial rental termthat ran fromJuly 1, 1980,

t hrough June 30, 1981.

The parties do not appear to dispute that the 1980 | ease was
a binding contract that was enforceable under State | aw when it
was originally executed in 1980. The parties’ disagreenent
focuses on whether the 1980 | ease was still a binding contract
with respect to the years 2005 and 2007. Under New Jersey | aw,
parties to a contract may nodi fy, abandon, abrogate, or rescind a

contract. Cnty. of Morris v. Fauver, 707 A .2d 958, 965 (N.J.

1998). W consider whether petitioners have proved by a

pr eponderance of credible evidence that the 1980 | ease was stil

°Respondent woul d have us conclude that the ability to renew
under the 1980 lease was |limted to one additional term Neither
the | ease as drafted nor any principle of New Jersey | aw appears
to support such a concl usion.
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a binding contract in effect for taxable years ending in 2005 and
2007.

Under New Jersey law, the parties to a contract nay make
limted changes to the contract through nodification, which can
be done either by express agreenent or by conduct. [d. at 967.
For exanple, a landlord and tenant nay alter the rent if the
| ease authorizes nodification, the parties conply wth any
provi sions regarding nodification, and the nodification is

supported by consideration. Gscar v. Sineonidis, 800 A 2d 271

276 (N. J. Super. C. App. Dv. 2002).
Under New Jersey law, the parties may al so rescind the

initial contract in favor of a subsequent contract. Rosenberg v.

D. Kaltman & Co., 101 A . 2d 94, 96 (N.J. Super. C. Ch. Dv.

1953). If the parties enter into a subsequent contract covering
the same subject natter and the subsequent contract contains
terms inconsistent wwth the initial contract, the subsequent
contract rescinds the initial contract and “becones the only
agreenent on the part of the parties on the subject matter.” [|d.
The difference in terns, however, nmust be so inconsistent that
the two contracts cannot stand together. 1d.

Abandonnment under New Jersey |law refers to actions of
parties to a fornerly binding contract that denonstrate that the
contract is no longer in effect. A court may infer abandonnent

fromthe surrounding circunstances. Mssberg v. Standard Q| Co.
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of N.J., 237 A 2d 508, 516 (N.J. Super. C. Law Div. 1967). For
exanpl e, in Missberg, the Superior Court of New Jersey found that
the parties had abandoned a fornerly binding contract that the
parti es had executed 30 years before, on the basis of evidence
that the parties had ignored the contract provisions during the
period then in dispute. [d. at 515-516.

Wth these principles in mnd, we exam ne the very sparse
record for what it tells us about whether the 1980 | ease was
still in effect for 2005 and 2007. Regardless of the
enforceability of the 1980 |ease during the initial rental term
whi ch the parties appear to assune, the record contains no
credi bl e evidence regarding the history and enforceability of the
1980 | ease for periods between June 30, 1981, the end of the
initial rental term and Novenber 30, 2004, the earliest fiscal
year as to which there is evidence in the record of an allocation
to rental expense by M. Sarva. Wth respect to 2005 and 2007,
the record is replete with evidence denonstrating that
petitioners, the nedical corporation, and M. Sarva did not pay
any attention to the ternms of the 1980 | ease. The parties to the
| ease ignored the | ease provision with respect to the amount of
required rent. The parties to the | ease ignored the |ease
requi renent that nonthly rent paynents be nade. The termof the
| ease, which originally ran fromJuly 1 through June 30, appears

to have been changed to a termcorresponding to the fiscal year
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of the nedical corporation. M. Sarva, who drafted the 1980
| ease and supervised its execution by petitioners and the nedi cal
corporation, did not consult the | ease in making his annual
al l ocation between petitioner’s salary and rental incone and his
determ nation of the rental incone included in petitioners’
i ncone, and the rental expense deducted on the nedical
corporation’s returns for the taxable years ended in 2005 and
2007 did not coincide with what should have been reported under
the 1980 lease if it were still in effect for those years.® The
record overwhel m ngly denonstrates that, during the taxable years
endi ng in 2004 through 2009, the 1980 | ease was a neani ngl ess
docunent that was sinply not followed by petitioners, the nedica
corporation, or M. Sarva, who inplenented and supervised the
rental arrangenent.

Petitioners had the burden of convincing us that the 1980
| ease was still a binding contract under New Jersey law in 2005
and 2007. They failed to do so. During the fiscal years ending
2005 and 2007, neither petitioners nor M. Sarva cal cul ated the

correct ampunt of rent due under the 1980 | ease, and the nedica

l'n fact, M. Sarva did not include any rental income from
t he Westwood property | ease on petitioners’ 2006 and 2008 returns
even though the nedical corporation clained a rental expense
deduction on its returns for each of the related fiscal years.
Petitioners argue that their failure to report rental inconme on
their 2006 and 2008 returns was a m stake attributable to M.
Sarva and shoul d not be treated as evidence that the 1980 | ease
was no |longer in effect.
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corporation did not nake the required nonthly rental paynents.
The rental arrangenent during those years was conpletely ad hoc--
t he accountant determned the rent after the fact on the basis of
his anal ysis of petitioner’s financial situation at the tine. On
these facts, we conclude that petitioners have not proved that
the 1980 | ease was a binding contract during 2005 and 2007.
Because petitioners have not proved that the 1980 | ease was a
bi ndi ng contract under New Jersey law and in effect for 2005 and
2007, petitioners have failed to prove that they qualify for
transitional relief under section 1.469-11(c)(1)(ii), Inconme Tax
Regs., and respondent’s determ nation that the rental incone
petitioners reported on their 2005 and 2007 returns i s nonpassive
i ncone under section 1.469-2(f)(6), Incone Tax Regs., is
sust ai ned.

1. Accuracy-Related Penalty Under Section 6662

Section 6662 authorizes the Comm ssioner to i npose a penalty
on an underpaynent of tax that is attributable to negligence or
di sregard of rules or regulations or any substanti al
under statenent of income tax. Sec. 6662(a) and (b)(1) and (2).
The Conmm ssioner bears the initial burden of production with
respect to the taxpayer’s liability for the section 6662 penalty.
Sec. 7491(c). At trial the Comm ssioner nust introduce
sufficient evidence “indicating that it is appropriate to inpose

the relevant penalty.” Hi gbee v. Conm ssioner, 116 T.C at 446.
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| f the Comm ssioner satisfies his initial burden of production,

t he burden of producing evidence to refute the Conm ssioner’s
evidence shifts to the taxpayer, and the taxpayer nust prove that
the penalty does not apply. 1d. at 447.

Respondent contends that petitioners are liable for the
accuracy-rel ated penalties because the underpaynents of tax are
attributable to either negligence or disregard of rules or
regul ati ons (2005 and 2007) or to a substantial understatenent of
income tax (2007). Respondent’s contentions necessarily reflect
alternative grounds for inposing the section 6662 penalty because
only one section 6662 accuracy-related penalty may be inposed
Wth respect to any given portion of any underpaynment, even if
t he underpaynent is attributable to nore than one of the types of

|l i sted conduct. New Phoeni x Sunrise Corp. v. Commi ssioner, 132

T.C. 161, 187 (2009), affd. 408 Fed. Appx. 908 (6th Cir. 2010);
sec. 1.6662-2(c), Incone Tax Regs.

We turn first to respondent’s contention that the section
6662 penalties should be inposed because the underpaynents for
2005 and 2007 were attributable to petitioners’ negligence. See
sec. 6662(a) and (b)(1). For purposes of section 6662,
negligence is any failure to nake a reasonable attenpt to conply
with the provisions of the Internal Revenue Code, and di sregard
i ncl udes any carel ess, reckless, or intentional disregard. Sec.

6662(c); see also Neely v. Comm ssioner, 85 T.C 934, 947 (1985)
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(negligence is lack of due care or failure to do what a
reasonabl y prudent person would do under the circunstances); sec.
1.6662-3, Inconme Tax Regs. Negligence also includes any failure
to exercise ordinary and reasonable care in the preparation of a
tax return, or any failure to keep adequate books and records and
to properly substantiate itens. Sec. 1.6662-3(b)(1), Incone Tax
Regs. A return position that has a reasonable basis is not
attributable to negligence. 1d.

Respondent introduced evidence at trial establishing that
the rent paid by the nedical corporation during 2005 and 2007 did
not conply with the terns of the 1980 | ease. M. Sarva’s
testinmony confirmed that he nade an allocation to rent at the end
of each taxable year without regard to the terns of the 1980
| ease. Neverthel ess, petitioners took the position on their 2005
and 2007 returns that the 1980 | ease was still binding and
treated the 2005 and 2007 rental inconme as passive incone under
the transition rule of section 1.469-11(c)(1)(ii), Inconme Tax
Regs. This evidence was sufficient to satisfy respondent’s
initial burden of production and shift the burden of production
to petitioners. Petitioners did not prove that they were not
negligent in treating their 2005 and 2007 rental incone fromthe
medi cal corporation as passive inconme under the transition rule
of section 1.469-11(c)(1)(ii), Income Tax Regs. Because we hold

t hat the underpaynents were attributable to negligence, we need
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not address whether a substantial understatenment of incone tax
exists for either or both of the years at issue.!!

We turn then to petitioners’ contention that they are
entitled to relief under section 6664(c) fromthe section 6662
penalties. A taxpayer may avoid liability for the section 6662
penalty if the taxpayer denonstrates that he or she had a
reasonabl e basis for the underpaynent and that he or she acted in
good faith wth respect to the underpaynent. Sec. 6664(c)(1);
sec. 1.6664-4(a), Incone Tax Regs. Reasonable cause and good
faith are determ ned on a case-by-case basis, taking into account
all pertinent facts and circunstances. Sec. 1.6664-4(b)(1),
| ncone Tax Regs. The nost inportant factor in determ ning
reasonabl e cause and good faith is the extent of the taxpayer’s
effort to assess his or her proper incone tax liability. 1d.;

see al so Wodsum v. Conm ssioner, 136 T.C. 585, 591 (2011).

A taxpayer may establish reasonabl e cause and good faith
within the nmeani ng of section 6664(c) if the taxpayer
denonstrates that he or she reasonably relied in good faith on
the informed advice of an independent professional adviser as to

the proper tax treatnent of an item Sec. 1.6664-4(c), |Incone

1A substantial understatenent of income tax exists with
respect to an individual taxpayer if the anount of the
under st at ement exceeds the greater of 10 percent of the tax
required to be shown on the return or $5,000. Sec.
6662(d)(1)(A). In any event, it would appear that a substanti al
under st atenment exists for 2007



- 23 -

Tax Regs.; see also United States v. Boyle, 469 U S. 241, 250

(1985); Neonatol ogy Associates, P.A v. Conm ssioner, 115 T.C

43, 98 (2000), affd. 299 F.3d 221 (3d Cir. 2002). The taxpayer
must show that: (1) The adviser was a conpetent and qualified
pr of essi onal who had sufficient expertise to justify the
taxpayer’s reliance, (2) the taxpayer provided all necessary and
accurate information to the adviser, and (3) the taxpayer
actually relied in good faith on the adviser’s judgnent in
deciding on the proper tax treatnent of the item See

Neonat ol ogy Associates, P.A v. Conm ssioner, supra at 99.

M. Sarva has been a practicing C.P.A for over 30 years.
He has extensive experience in tax planning and return
preparation!? and has advised clients with respect to real estate
transactions.®® Petitioners relied on M. Sarva's judgnent in
pur chasi ng the Wodsi de property in 1979, in setting up the
| easing transaction, and in preparing their and the nedical
corporation’s tax returns each year. Gven M. Sarva's
credentials and the | ongstandi ng professional relationship
bet ween petitioners and M. Sarva, we find that petitioners were

justified in relying on M. Sarva.

2M. Sarva testified that he serves approxi mately 180
clients residing in 17 States.

BM. Sarva al so has real estate investnent experience.
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Petitioners depended upon M. Sarva to handle their books
and records and those of the medical corporation, to advise them
on their tax situation, and to prepare their tax returns. M.
Sarva was either in possession of all necessary information and
records, including a copy of the 1980 | ease, to performhis work
for petitioners and the nedical corporation conpetently or could
get access to the information through petitioners.

Finally, we are satisfied that, even though petitioners did
not testify, they nevertheless relied in good faith on M.
Sarva’'s judgnent regarding the proper tax treatnent of the 2005
and 2007 rental income. M. Sarva testified that he made all of
the rental expense allocations and that he determ ned that
petitioners’ rental income during 2005 and 2007 constituted
passive incone. Petitioners had no reason not to trust the
judgnent of M. Sarva, who has served as their tax professional
for over two decades.

Under the circunstances, we find that petitioners reasonably
relied in good faith on M. Sarva’s advice and judgnent as
reflected on petitioners’ 2005 and 2007 returns. W concl ude
therefore that petitioners are not liable for the section 6662
accuracy-rel ated penalties for 2005 and 2007.

We have considered the parties’ remaining argunents and, to
the extent not discussed above, conclude those argunents are

irrelevant, nobot, or without nerit.



To reflect the foregoing,
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Deci sion will be entered for

respondent as to the deficiencies

and for petitioners as to the

accuracy-rel ated penalties under

section 6662(a).




