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Jordan v. Commissioner
T.C. Summ. Op. 2013-91

BUCH, Judge
SUMMARY OPINION

PURSUANT TO INTERNAL REVENUE CODE SECTION 7463(b), THIS OPINION MAY
NOT BE TREATED AS PRECEDENT FOR ANY OTHER CASE.

These cases were heard pursuant to section 7463 of the Internal Revenue Code in effect when
the petitions were filed. 1 Pursuant to section 7463(b), the decisions to be entered are not
reviewable by any other court, and this opinion may not be treated as precedent for any other
case.

Respondent determined a deficiency of $900 in petitioner Gale Jordan's Federal income tax for
2008 and an accuracy-related penalty under section 6662(a) of $180. Respondent determined a
deficiency of $3,385 in petitioner Lora A. Jarrett's Federal income tax for 2008 and an accuracy-
related penalty under section 6662(a) of $677. The issues for decision are: (1) whether
petitioners were carrying on a rental property business in 2008 and (2) whether petitioners are
liable for the accuracy-related penalties. We find that the property was not placed in service in
2008 and thus petitioners may not deduct the expenses relating to the property for 2008. Further,
petitioners are liable for their respective accuracy-related penalties.

Background

At the time petitioners filed their petitions, they resided in Virginia. Petitioners purchased a
single-family house in Virginia on August 25, 2008. Petitioner Gale Jordan made repairs of
$3,500 and reported other expenses of $6,622 relating to the property on her 2008 Schedule E,
Supplemental Income and Loss. Petitioner Lora A. Jarrett made repairs of $5,064 and reported
other expenses of $8,614 relating to the property on her 2008 Schedule E. Petitioners purchased
the house with the intent to rent it, but it was not actually rented at any time in 2008.

Petitioners' sole rental applicant in 2008 applied to rent the house on July 16, 2008, which was
before petitioners acquired it. However, petitioners did not check the 2008 applicant's
creditworthiness until November 24, 2008. As a result of that credit check, petitioners
determined they would not rent the house to the 2008 applicant.

Petitioners had a second rental applicant in 2009, a woman who applied to rent the house on
January 30, 2009. The 2009 applicant was eligible for Section 8 housing assistance. 2 After the
application, HUD sent an inspector, who stated that additional repairs to the house were required
before the applicant could rent it. Petitioner Lora A. Jarrett testified at trial regarding the
inspection, stating:

because it was Section 8, at the time that she put in her application and we thought it okay,
Section 8 sent an inspector out, and we had a few additional things that we had to do before they
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would-took- finally approved her application. So to us, yes, it was [ready for rent], until they
came back and said, we need you to do these things. And we did them, and that's when she was
able to move in.

The second applicant moved into the house in March 2009. Petitioners reported a placed-in-
service date for the house of March 1, 2009, on their respective 2009 Forms 4562, Depreciation
and Amortization.

On December 1, 2011, respondent issued a notice of deficiency to each petitioner determining
that the house was not ready and available to rent in 2008 and thus the expenses petitioners
incurred for the property should have been capitalized. As a result of that determination
respondent recharacterized their claimed real estate tax payments and mortgage interest
payments as itemized deductions. These adjustments also caused a computational adjustment to
petitioner Lora A. Jarrett's recovery rebate credit. Additionally, respondent determined an
accuracy-related penalty for each petitioner under section 6662(a). Petitioners timely filed
petitions disputing respondent’s determinations.

Discussion

Section 162(a) generally allows a deduction for ordinary and necessary expenses paid in
connection with carrying on a trade or business. Section 212 generally allows a deduction for
expenses paid or incurred in connection with an activity engaged in for the production or
collection of income or for the management, conservation, or maintenance of property held for
the production of income. Such expenses, however, must be associated with a trade or business
or other income-producing activity that is functioning at the time the expenses are incurred. 3 A
taxpayer is not carrying on a trade or business for section 162(a) purposes until the business is
functioning as a going concern and performing the activities for which it was organized. 4
Business operations with respect to the activity must have actually commenced. 5 "Until that
time, expenses related to that activity are not “ordinary and necessary' expenses currently
deductible under section 162 (nor are they deductible under section 212) but rather are 'start-up’
or 'pre-opening’ expenses.” 6 Startup expenses, although not currently deductible, may generally
be deducted over time pursuant to section 195. 7

Whether a taxpayer's activities constitute the carrying on of a trade or business requires an
examination of the facts and circumstances of each case. 8 The Court has focused on three
factors to indicate the existence of a trade or business: (1) whether the taxpayer undertook the
activity intending to earn a profit; (2) whether the taxpayer is regularly and actively involved in
the activity; and (3) whether the taxpayer's activity has actually commenced. 9

The parties have stipulated to the first factor.

With respect to the second factor, in 2008 petitioners were not yet regularly and actively
involved in the activity. Petitioners' activity was property rental. To support the assertion that
they were regularly and actively involved in holding out the house for rent in 2008, petitioners
state that they engaged in word-of-mouth advertising throughout 2008. However, the only
evidence of actively working to rent the property is the single 2008 rental application that was
completed more than a month before petitioners owned the property. There is no evidence
supporting any advertising in 2008 after petitioners purchased the house. Instead, the evidence
reflects that petitioners did not attempt to rent the house immediately after they purchased it;
rather, they made repairs to it. It appears the first time they turned their attention back to renting



the house was November 24, 2008, when they checked the creditworthiness of the first applicant.
Alternatively, the facts supporting petitioners' claim that they were regularly actively engaged in
renting out the property in 2009 include the 2009 application, the communications with HUD for
the Section 8 program, the HUD inspection, the additional repairs required and made, and the
2009 applicant's actually renting the house starting in March 2009.

The third factor requires that the activity has actually commenced. The mere purchase of a
property is not enough if that property is not held out for rent or actually rented. 10 The fact that
a taxpayer was looking for or secured a tenant before actually purchasing the property is not
sufficient to indicate the start of a business. 11 Therefore, petitioners' word-of-mouth advertising
and solicitation of the 2008 application before they owned the house does not rise to the level of
starting a business. A taxpayer is not carrying on a trade or business under section 162(a) until
the business is functioning as a going concern and performing the activities for which it was
organized. 12 Therefore, until the repairs are completed and the house is held out for rent or
actually rented, petitioners' business is not functioning as a going concern. It is notable that HUD
required additional repairs before it would agree that the house was suitable for rental by the
2009 applicant. From that, it is clear that the house was not ready to be occupied in 2008.

We also find it noteworthy that both petitioners reported a placed-in-service date for the house of
March 1, 2009, on their 2009 Federal income tax returns. 13

A review of the record reflects that petitioners were not regularly and actively involved in
renting out the property in 2008. The activity did not commence until sometime in 2009, when
the 2009 application was submitted, petitioners had dealings with HUD, the house was made
suitable for occupancy, and the house was actually rented. Petitioners have not met their burden
to show that the startup phase was completed and that the business began in 2008. Thus, the
repairs and other expenses relating to the property were not ordinary and necessary business
expenses for 2008 and are considered startup expenses that cannot be currently deducted.

Accuracy-related penalty

Section 6662(a) and (b)(1) imposes a 20% penalty on any portion of an underpayment that is
attributable to negligence or disregard of rules or regulations. The term "negligence” includes
any failure to make a reasonable attempt to comply with the provisions of the Code; the term
"disregard" includes any careless, reckless, or intentional disregard. 14 Neither petitioner
disputed the penalty in her petition or an amended petition. Rule 41(b) provides for issues to be
tried by consent. Petitioners retained counsel for trial, but they did not raise the issue of penalties
at trial. Therefore, each petitioner is liable for the accuracy-related penalty for 2008. 15

Conclusion

We conclude that the house was not placed in service in 2008; therefore, petitioners are not
entitled to deduct expenses related to the house on their respective 2008 Schedules E. Further,
petitioners are liable for their respective accuracy-related penalties for 2008.

To reflect the foregoing,
Decisions will be entered for respondent.
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